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Abstract

The formation of independent regulatory agencies for infrastruc-
ture has led to considerable controversy in many countries over the
respective roles of government policy-makers and of ‘independ-
ent’ regulators. The fact that independent regulatory agencies are
not only new entities, but also new concepts, has contributed to
a lack of clarity on their role in policy formulation. The issue is
often characterized as distinguishing between the setting and
implementation of policy. That characterization, however, is not
very useful. For a variety of reasons relating to politics, expertise,
inability to be prescient, transparency, jurisprudence, imprecision
in wordsmithing, and finance, the issue is perhaps better defined
in terms of two levels of policy-making, macro and micro. The
former is the domain of government policy-makers, while the
latter seems best suited for regulators. While government always
retains the ultimate responsibility for the formulation of policy, it
is best to delegate nuanced policy decisions, micro policy, to
regulators. Doing so makes for less politicization, more predicta-
bility, more transparency, and more informed decision-making.



2 Ashley Brown

Introduction

Delineating between the roles of government policy-makers and
independent regulators is the subject of controversy and confu-
sion wherever independent regulatory agencies have been estab-
lished. Part of the controversy, of course, is the result of the
natural ‘shaking out’ process for newly established independent
regulatory agencies in countries with no experience regarding
these institutions. Part of the controversy, however, is simply
that the boundaries between ‘policy-making’ and ‘regulating’ are
inherently fluid and uncertain. Moreover, the very notion of dis-
tinguishing between ‘policy-making’ and ‘regulating’ may well
pose a false dichotomy. Both policy-makers and regulators make
policy. The distinction is that policy-makers define the funda-
mentals and define the parameters within which policy-making
is delegated to regulators. It is more useful to think, not in terms
of policy-making versus regulation, but, rather, as macro policy-
making versus micro. For purposes of this paper, macro policy is
defined as the basic policy parameters. It constitutes the
fundamental principles of the regulatory system. Micro policy-
making is defined as the action of regulators, operating within
their legal authority and consistent with the macro policies
formally enacted by the government, to apply, clarify, interpret,
and fill in details left unspecified by macro policy-makers.
In flushing out the distinction, it is useful to keep key
concepts in mind.
1 Basic and macro policy must be set by the government
2 Government policy must be set and altered only on a
prospective basis
3 Regulators must follow and enforce policies articulated by
the government
4 Regulators are creatures of the state and not necessarily of
the government
5 Policy vacuums are inherent and expected
Some policy issues require technical expertise to be resolved
7 Regulatory decision-making, policy or otherwise must be
subject to appellate review.

o)}

Policy-making
The government has the power and the obligation to set basic
policy. It not only has the capability, but also takes the action(s)
that provides the regulatory regime with its legitimacy, credibi-
lity, and legal authority. In fact, except perhaps, in the rare

International Journal of Regulation and Governance 3(1): 1-11



Regulators, policy-makers, and the making of policy 3

circumstances where the regulatory agency, as in California, is
created in the Constitution itself, regulators possess only those
powers specifically delegated to them by the government.
Governmental failure to coherently articulate basic policy will
inevitably lead to instability, uncertainty, and blurred vision.
Neither investors nor consumers will tolerate for long a regula-
tory regime without basic form. The real question about the
government establishment of policy is about the level of detail
provided by government policy-makers, stability of the estab-
lished policy, and the means by which policy is articulated and
communicated.

The level of detail provided by the government is not a trivial
issue. It is necessary that policy be articulated in sufficient detail
to provide a level of stability and predictability adequate to
attract capital and market participation. The general rules and
parameters for discretion delegated to regulators need to be
stated in sufficient detail to enable a general understanding of
the nature of the regulatory regime. Indeed, it is in articulating
the basic policies that the difference between macro and micro
policy is defined. Anything articulated in law or rule by the
government constitutes a macro policy. Any policy that regula-
tors articulate in order to carry out their duties to implement
macro policy constitutes micro policy.

Macro policy-making

Macro policy should not be overly detailed for two basic reasons.
The first being that regulators should be allowed the flexibility
needed to adjust to inevitably changing circumstances. Markets
and circumstances evolve with time and it is prudent to enable
regulators to make appropriate incremental changes. That
degree of flexibility internalizes modest changes into the regu-
latory process and avoids undue politicization of issues of
lesser magnitude. It is also a recognition that policy-makers are
not and cannot be prescient. It is not possible for them to
anticipate all issues that require policy-making to resolve.
Rather than attempting to micro manage all details, delegation
of authority to regulators to fill in policy details seems sensible,
particularly as government policy-makers always possess the
ultimate authority to change policy on a prospective basis,
when they deem it appropriate to do so.

The second reason for avoiding overly prescriptive policy
parameters is that some matters are too technical for policy-makers.

International Journal of Regulation and Governance 3(1): 1-11



4 Ashley Brown

An excellent example is in the area of pricing. While it is impor-
tant that the basic methodology be set forth on a policy level,
the actual implementation and application of pricing principles
is an extraordinarily complicated matter. What level of exper-
tise, for example, can we expect to find in a legislative body on
the relative merits of locational marginal cost pricing for elec-
tric transmission services? The matter, while an important sec-
tor policy issue, is self evidently too arcane, too technical, and
too complex to expect keen insights from macro policy-makers.
That being said, however, it is critical that the government
articulate at least a basic theory of pricing. It may range from
the amorphous ‘just and reasonable’ standard enunciated in
the Federal Power Act in the US, to something slightly more
prescriptive, such as mandating price caps, benchmarks, rate of
return regulation, PBR (performance/incentive-based regula-
tion), reasonable opportunity to recover prudently incurred
costs, or some other criteria. Even here the task is not easy. For
example, enunciating PBR goals is much more general than
describing the narrower framework of price caps. Further, it is
important to consider the general consistency of the guidance.
For example, the proposed US energy legislation currently
under Congressional consideration gets into details such as
‘native’ load protection that goes against the open access provi-
sions in unexpected ways. Very small changes in the wording
may have profound, unintended, and often quite adverse
effects. The purpose is to provide investors and consumers
alike, some insight into what they may reasonably expect from
the pricing regime, not to put regulators into a strait jacket by
rigidly defining every detail. Where policy-making requires
technical expertise, nuanced shaping, and expertise, it is
prudent to delegate it to the regulators.

Micro policy-making
Delegation of micro policy-making to a regulatory authority
makes sense because no macro policy-maker, regardless of
prudence and vision, will ever be able to foresee all policy
issues that might be encountered in practice. Consequently,
there is an element of policy-making that will have to be done
when unanticipated issues arise for which there is no pre-exist-
ing policy, or where the policies, articulated in broad terms,
requires clarification or fuller definition in application. Exam-
ples include refined definitions of what constitutes improper

International Journal of Regulation and Governance 3(1): 1-11



Regulators, policy-makers, and the making of policy 5

exercise of market power in electricity generation, or how to
price a newly unbundled telecommunications service that had
previously only been offered in a bundled basis with other serv-
ices, or redefinition of customer classes based on unforeseen
uses. It is theoretically possible that regulators, upon encoun-
tering such a situation, could stop their decision-making proc-
ess and seek guidance from government policy-makers.
Unfortunately, doing so will almost certainly render the deci-
sion-making process more labourious, time-consuming, and
less effective. Moreover, there is no assurance that there will be
an adequate response, much less a timely one. Certainly, legis-
lative bodies are not famous for either timeliness or precision.
It seems both more efficient and fairer to the parties involved
to simply authorize the regulators to make the needed
determinations. If the judgement of the regulators proves
faulty, there will be many opportunities for them to reverse
themselves, or for macro policy-makers to step in and articu-
late a new policy on a going forward basis.

Delegation of roles in policy-making

It is useful to point out that macro policy can come from two
sources—one legislative and the other executive. Obviously,
basic policy should be set out in law. That requires legislative
action. The other possibility for policy formulation, all within
the scope of authority provided by law, is that executive agen-
cies such as cabinets, individual ministries, councils of minis-
tries (for example, The National Energy Policy Council in
Brazil), the president or prime minister himself, will enunciate
the policy. Basic infrastructure ministries, and perhaps other
institutions, may possess comparable levels of expertise as is
found in regulatory agencies. They, therefore, may well be as
competent at analysing arcane technical matters as the regula-
tors. The issue with executive policy-makers, unlike legislators,
is often not the lack of understanding or expertise, but, rather,
one of timing, transparency, politicization, and application of
decisions. It is important, however, to keep in mind that there is
more than one level of delegation possible for micro policy-
making.

While broad policy questions should be resolved by policy-
makers, many areas of micro policy-making, within defined
parameters, are best delegated to regulators. Doing so follows
logically from one of the fundamental reasons for regulatory

International Journal of Regulation and Governance 3(1): 1-11



6 Ashley Brown

independence. The state performs three basic categories of
functions: administration, legislation, and adjudication. It is
impossible to put regulatory agencies in any single category as
they perform administrative, legislative, and judicial tasks. They
operate agencies, buy supplies, enforce laws, manage personnel,
and perform other administrative tasks. They set tariffs, promul-
gate rules, enunciate micro policy within the authority delegated
to them, and perform other functions which are universally
applicable and prospective in nature. Those two attributes are
classic legislative powers. Finally, they adjudicate disputes
within their legal jurisdiction. Thus, regulators do not readily
fit into any governmental table of organization. Policy-making
is legislative in nature and is, therefore, a type of activity in
which regulators routinely engage. Their ability to do so,
however, is governed by the scope of authority granted to them
by the government. Once that authority is delegated, and, until
it is rescinded, regulators should be free, subject to appellate
review, to apply their expertise and exercise their lawful author-
ity free of governmental interference.

Macro policy-makers always possess the legal capability to
dictate policy to regulators. It is important, however, that when
they do so, they act only on a prospective basis. The rationale for
that principle is twofold, decision-making coherence, and the
legitimacy/transparency of the process itself. The first rationale
is rooted in sound process management which has three basic
elements.

m Legal/macro policy formulation and articulation
= Implementation/micro policy formulation
m  Appellate review.

It is an element of basic fairness that those who participate in
the process are able, to the extent possible, to know the rules and
policies with which they will have to comply. It is, therefore, for
the sake of both coherence and fairness that the three elements
of decision-making be conducted in appropriate sequence by
the proper authorities.

Policy-makers, both legislative and executive, need to provide
regulators with the policy framework within which they must
make their decisions. By articulating that framework, they
simultaneously provide all parties due notice of the basic pa-
rameters of regulatory policy and principles to be followed. Those

International Journal of Regulation and Governance 3(1): 1-11



Regulators, policy-makers, and the making of policy 7

policies are set forth in general terms and in contemplation of the
overall objectives rather than determining the outcome of
specific cases or fates of specific market participants. While
vested interests will undoubtedly attempt to influence policy
decisions, and certainly have a right to do so, it is important to
keep policy-makers fully focused on the broad goals and objec-
tives defining the public interest, rather than on the specifics of
individual case outcomes.

It is for the regulators to decide individual cases and to actu-
ally apply the policies to specific factual contexts and players.
In doing so, they will encounter matters that require detailed
interpretation of policy, or even fill in the blanks left by the
policy-makers. In fact, for the most part, it is in the context of
specific cases or set of circumstances that issues of micro policy
will arise. It is an inherent and unavoidable aspect of regulation
that matters of micro policy, or clarification of broad policy, will
arise in specific cases before the regulators. Whereas macro
policy-makers are often initiators of policy matters, regulators,
more often than not, make micro policy in reaction to matters
raised in specific cases or disputes, or, in order to specifically
fulfill obligations imposed upon them by law. It is axiomatic,
but true, that unforeseen issues or circumstances will arise,
which the macro policy-makers did not, or could not,
anticipate.

While regulators could, in theory, upon encountering a mi-
cro policy matter, stop the process, throw up their hands, and
ask for guidance from government or legislative authorities
before proceeding, the result, would be likely be highly disrup-
tive, time consuming, and would almost certainly politicize the
outcome of very specific cases or the fulfillment of specific
regulatory objectives. Those inevitable effects of such a proce-
dure would likely negate the very raison d’etre of independent
regulatory agencies. It makes better sense, therefore, to simply
allow the regulators to proceed with their decision-making
process. That being said, however, there needs to be a check in
place to assure that the regulators neither exceed their legal
authority nor violate policies that they are obliged to follow.
That, of course, is the reason why there is an appellate process.
If regulators, in deciding a matter, fail to follow obligatory laws
and/or policies or adhere to required processes, then the
offending decision should be reversed and reconsidered.

International Journal of Regulation and Governance 3(1): 1-11



8 Ashley Brown

The process of policy-making

There is, therefore, a logical sequence to deciding regulatory
matters. The first is the initiation of the entire regulatory proc-
ess through the articulation of basic principles and policy
formulations. It allows for public contemplation of basic poli-
cies through the political process, but in a broad context with-
out reference to specific cases or disputes. That is, undisputedly,
the role of legislators, and perhaps executive policy-makers as well.
Regulators can, and perhaps should, provide input to such
matters, but are not empowered to take a decision.

The second part of the sequence is the implementation of
regulation. That process allows regulators to adjudicate dis-
putes, fulfill legal obligations such as tariff setting, and, where
necessary, to provide micro policy details in order to clarify or
provide detail on policy. The latter, of course, is the essence of
making micro policy. It must be carried out independently,
transparently, and in an apolitical manner.

The third sequence is to assure that the second sequence, the
regulatory process, is carried out in a manner not inconsistent
with policies and principle enunciated in the first process. The
third sequence is, of course, the appellate process. In fact, there
are two appeal processes, one for resolving specific cases in dis-
pute, and the other, for resolving policy issues on a prospective,
going forward, basis. In the first type of appeal, a party who feels
aggrieved by a decision by the regulator may ask that an appel-
late body (usually a court or a tribunal of some sort) reverse the
decision in that case. The appellate body, among its other obliga-
tions in reviewing the decision of a regulatory agency, must
make certain that the regulators neither exceed their authority
nor fail to follow polices and processes set by macro policy-
makers. It is important to note, however, that this type of review
is not to formulate new policy, but merely to assure compliance
with existing laws and policies. This form of appeal should be
carried out in an independent, transparent, and apolitical man-
ner. The other form of appeal to macro policy-makers, however,
is merely to review relevant policy in order to determine whether
a policy needs to be altered or supplemented. Because such an
appeal can be carried out within the political process, any policy
determinations will affect only future matters. In other words, it
cannot affect the outcome of specific cases decided by the regu-
lators prior to the re-formulation of basic policy.

International Journal of Regulation and Governance 3(1): 1-11
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Integrity and transparency

Apart from sound principles of decision-making, there is
another even more important reason for allowing regulators to
decide matters of micro policy. That reason is the transparency
and integrity of the decision-making process itself. The integ-
rity of the regulatory process is rooted in many elements, but
important among them is the idea that the process be transpar-
ent, fair, and independent of politics. As one observer noted,
regulators are agents of the state, and not necessarily of the
government at the moment. In order to assure the integrity of
decision-making, it is vital that the process is exactly as it
appears to be. All parties have equal opportunity to access deci-
sion-makers and to know what information and arguments the
regulators consider while rendering their decisions.

The making of micro policy often arises in connection with
individual cases involving specific and discrete financial inter-
ests, the process, like the judicial process, must be absolutely
transparent and, to the extent possible, divorced from politics.
Investors see greater predictability, more dispassionate analysis,
and fewer risk variables in the regulatory arena than in a political
one. Similarly, consumers in many places have come to the same
conclusion, namely that they are better served by having an
independent, transparent, apolitical body making key decisions
regarding infrastructure than having case-specific matters
resolved in a political forum where they are likely to possess
less clout than well-funded lobbyists from large companies.
The views of political figures may well be considered by regula-
tors as one set of inputs. Such views, however, must be communi-
cated in a transparent, public manner. It should, however, be the
regulators, alone, who are responsible for actual decision-making.
In short, the process must be internally open and complete.

Regulatory process

Unlike the making of macro policy, which is inherently political,
the regulatory process should be free of politics to the extent
possible, because it usually involves weighing the interests of
specific parties, and making technical judgments regarding the
application of broad policy to a specific set of circumstances. It
is, therefore, inconsistent with the very basic regulatory concepts of
independence, transparency, and depoliticization for regulators
to defer to political authorities in rendering their decisions.

International Journal of Regulation and Governance 3(1): 1-11



10 Ashley Brown

It is theoretically possible to construct a relatively trans-
parent mechanism for political consultation by regulators on
matters of micro policy. Indeed, political authorities should
always have a means of transparently offering their views to
regulators. The problem is not the transparent offering of view-
points, but, rather, the non-transparent bypass of the regula-
tory processes that seems likely to occur if regulators are not in
a position to decide micro policy issues on their own. Parties
seeking to advance their own interests will almost inevitably,
whenever it suits their interest, seek out political officials to
support their point of view. It would, for example, be grossly
unfair to have all of the parties in a case present their evidence
and arguments to the regulators through the prescribed proc-
ess while another party to the same proceeding seeks out the
clandestine support of a minister or other high political figure
in order to secure a favourable decision. Success in such a
manoeuver would render the entire regulatory process in that
proceeding a sham. All of the evidence offered, arguments
made, processes followed would be meaningless. It is for that
very reason that independence of the regulators is, in fact, a
critical element of transparency. No process can be deemed to
be transparent when the real decision-maker is someone other
than whom it is supposed to be under the procedures, or, where
the real reasons for a decision remain unrevealed.

Politicization

While perhaps it cannot be said that the motives of regulators
are always pure, the discipline imposed by the process can at
least compel transparency. The same cannot be said when the
process becomes politicized. While the motives of the govern-
ment in interfering may well be for such legitimate policy rea-
sons as controlling inflation, promoting investment, promoting
specific resources, the opportunity of bypassing an established,
transparent regulatory process by political officials also opens
the door to politicization, corruption and/or de-legitimization.
It is important, therefore, as elementary fairness to all parties,
for the integrity of the process, and for transparency that the
regulators make the decisions themselves, and that any effort
by the government or any of its officials to influence the
outcome only be carried out in ways that are open and trans-
parent. Certainly, advocating legitimate goals can be done
transparently without embarrassment. More importantly, if the

International Journal of Regulation and Governance 3(1): 1-11
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goals being advocated by political authorities are meritorious,
then the government is always empowered to change policies
prospectively. It need not intervene in the regulatory process in
specific cases in order to effectuate policy. Doing so is to effec-
tively alter the rules in the middle of the game. By making
policy on a prospective basis only, the integrity of the process is
preserved without sacrificing the ability of political authorities
to make a policy.

Conclusion

In conclusion, governments must set basic policy, macro policy-
making. Filling in the details of that policy, micro policy-
making, however, is an inherent part of what regulators have to
do in order to carry out their mission. Policy-making by regula-
tors, however, is restricted by two critical factors. The first is
that policy made by regulators is subsidiary to government
policy and is done only under a delegation of authority from
the state. Secondly, policy-making by regulators is incidental to
and inherent in their duty to decide specific cases or disputes.
That policy-making role is derived entirely from the fact that
macro policy cannot be reasonably expected to anticipate all
aspects of policy that will evolve for the regulatory process to be
fully functional. Gaps will have to be filled in and it is the regu-
lators, with technical expertise and hands-on experience, those
are best positioned to accomplish that. Their role in doing so,
however, is subject to two checks.

The first is the appellate review that determines if the regula-
tors were acting within their lawful authority, followed policies
they were obliged to follow, whether they were acting reason-
ably, and whether they followed fair and correct procedures. The
second check is that the government retains the ability to alter
micro policy determinations. In order to safeguard the integrity
of the regulatory process, however, it is vital that that power be
exercised only on a prospective basis. Recognition of the realities
and limits of regulatory policy-making will safeguard the process
and allow for a more orderly, transparent, and predictable regu-
lation, both in terms of process and substance.
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Abstract
This paper studies the design and functions of energy regulatory
agencies building on a cross-country analysis of energy regulators in
OECD (Organisation for Economic Development and Co-operation)
member countries. There is a strong trend towards specialization
of the regulatory function that has resulted in the creation of
separate regulatory organizations in many of the countries exam-
ined. Regulatory organizations, however, show significant differ-
ences in their independence, powers, and relationship with the
executive branch of the government. The focus of this paper is on
two questions.

First, what do independent regulatory agencies have in common?
It has been shown that most independent regulatory agencies
share a common blueprint concerning their decision-making struc-
ture, procedures and core activities. This suggests that interna-
tional benchmarking and identification of best practices can help
improve the performance of regulatory agencies where they exist.

Second, what explains the variation in the powers and inde-
pendence of regulatory agencies? The analysis suggests that
differences among regulators reflect not only different legal and
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administrative traditions, but also the regulatory framework
adopted in each country. Regulatory agencies generally have
more power in countries and industries practising active competi-
tion policies, such as those requiring the unbundling of networks,
and active regulatory policies, such as ongoing regulation of net-
work prices. At the other extreme, regulatory agencies do not
exist in countries that practice 'light-handed’ regulation. In other
words, the choice and design of regulatory organizations reflects
to some extent the scope of the functions that regulators have to
manage.
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Introduction

Regulatory reforms bring with them substantial changes in the
management of regulation, often including the creation of new
regulatory agencies and a new distribution of functions and
responsibilities among regulators, ‘line ministries’, competition
authorities, and other parts of the government. Regulatory
agencies in energy, telecommunications, and other industries,
once only present in Canada and the US, were established in
many other countries as an integral part of the reform. The
organization, decision-making structures, and processes of the
new regulatory agencies are often similar to those of tradi-
tional utilities commissions and their federal counterparts in
the US. However, their role has been redefined and extended
to areas related to the introduction and advocacy of competi-
tion, and the rationale for independence and neutrality of
decision-making has also evolved with the advent of competi-
tion. This paper studies recent trends in the organization, deci-
sion-making structure, and functions of regulatory agencies
building on a comparative analysis of energy regulators in 23
OECD (Organisation for Economic Development and Co-op-
eration) countries.

Specialization

There is a global trend towards specialization of the regulatory
function. Specialization is implemented with two different
approaches to the management of regulation. In one group,
comprising 10 countries, there are independent regulatory
agencies with concrete regulatory powers. In another group of
countries, the ‘line ministry’ (within the executive) retains all
regulatory powers but delegates the management of some
regulatory functions to a ministerial agency in five of the cases
examined and to an independent advisory agency in another four
cases. These bodies act in a manner similar to an independent
regulator but have no final regulatory powers. Only five coun-
tries have no specialized regulatory organization apart from
the line ministry and this occurs in countries with virtually no
ongoing regulation of the industry or with minimal market
opening.

Convergence

There is convergence in the design of independent regulatory
agencies. The independent regulatory agencies examined in this
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paper share a number of key elements regarding their core
functions, decision-making structure, procedures, and inde-
pendence safeguards. Kerf, Schiffler, and Torres (2001) simi-
larly conclude that there is significant convergence across
European Telecommunications regulators. However, it is also
demonstrated that the powers of these agencies vary. Some
agencies work under a general mandate to regulate the indus-
try while the functions of others are more restricted. The analy-
sis suggests that differences in national approaches are partly
explained by the regulatory framework adopted in each coun-
try. Where the scope of regulatory functions is larger, regula-
tors are inclined to have more power and independence. On
the other hand, where regulatory functions and competition
policies are less developed, regulatory institutions tend to have
less power. There is consistency between the design of regulatory
agencies and the scope of regulation.

Organizational changes

There are two alternative views on organizational changes that
are currently taking place in the regulatory function. One view
emphasizes convergence by highlighting that many independent
regulatory agencies have been established in the electricity, gas,
telecommunications and, to a lesser extent, water industries.
This trend is observed in the OECD countries—Latin America,
Eastern Europe, and some Asian countries such as India. The
rapid expansion of regulatory agencies suggests that interna-
tional benchmarking and the identification of best practices
could be effective tools in the management of independent regu-
latory agencies. Berg (2000) provides a comprehensive review of
‘best practice’ design principles for utility regulators. The other
view emphasizes diversity by highlighting the large variety of
approaches to the design of regulatory agencies and other regu-
latory bodies, including a number of countries where no regula-
tory agency has been established. The power and independence
of regulators seem to differ across countries, particularly in sec-
tors like energy where reforms are very recent. This would imply
that the organization and management of regulation are largely
country-specific issues, linked to the legal and administrative
tradition of each country. Benchmarking and identifying best
practices would not be effective in this context.

The evidence examined in this paper lends support, with
some qualifications, to the view that regulatory institutions are
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not entirely country specific so that benchmarking and compari-
son of practices and performances across agencies can contri-
bute to a more effective management of the regulatory
function. There is evidence of increasing convergence in the
regulatory institutions overseeing the energy sector. A similar
trend has been identified in the telecommunications industry
(OECD 2000). Furthermore, differences in the design of regu-
latory agencies across countries reflect, at least in part, the
regulatory frameworks and are not purely the result of legal
and administrative traditions in each country.

There are, however, country-specific factors that seem to have
significant weight in the choice of regulatory organizations. For
instance, several early reformers in Northern Europe — Norway,
Sweden, and the Netherlands — have established ministerial
agencies for regulation rather than fully autonomous bodies. In
practice, these ministerial agencies operate with a large degree of
autonomy, similar to an independent agency, but are formally
subordinated to the line ministry. This choice does not seem to
respond to differences in the regulatory frameworks adopted
that are roughly similar to those in the UK, the US or Australia.

Design of regulatory agencies

This section provides an overview of the main design options for
independent regulatory agencies and the trade-offs involved.
Design issues are discussed in Smith (1997), Smith and Shin
(1995), and with a focus on process, in Brown (1996) and Berg
(2000), among others. Green (1999) considers the interaction
among the various institutions involved in the regulatory process
with a focus on the British experience.

Independent regulatory agencies are defined as autonomous
public bodies empowered to regulate specific aspects of an in-
dustry. Regulatory agencies may also have judicial or quasi-judi-
cial powers such as setting fines and penalties for
non-compliance or acting as an arbitrator in disputes among in-
dustry participants. Independence, in this context, specifically
means that the regulatory agency is protected from short-term
political interference. Political independence is primarily meant
as a commitment to provide for a stable regulatory framework
over time. This commitment protects investors against oppor-
tunistic government intervention. The value of commitment is
discussed in Spiller (1996). This is valuable even in a fully regu-
lated market, which suggests an explanation for the emphasis on
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political independence in traditional regulatory agencies over-
seeing investor-owned industries such as electricity in the US.
In a deregulated environment, political independence may also
contribute to other goals such as enhancing the transparency
and competitive neutrality of regulation, particularly when some
of the utilities are publicly owned.

Regulators are also meant to be independent from
stakeholders in the sense that the regulated parties should not be
able to influence regulatory decisions. This is necessary to
ensure that regulation is fair and does not favour one group of
stakeholders over the others. Almost all approaches to regula-
tion are based on the principle that regulators should not be
‘captured’ by the interests of industry players. See Noll (1989)
and Viscusi, Vernon, and Harrington (1998) for a discussion of
regulatory capture and its economic implications. Unlike
political independence, which is an attribute of independent
regulatory agencies, independence from stakeholders is sought
for all public bodies involved in regulation.

A few countries have independent advisory agencies. These
agencies are similar to independent regulatory agencies but have
no decision-making powers on regulatory matters. They advise
the ministry on a wide variety of regulatory issues, have monitor-
ing responsibilities and authority in the resolution of disputes on
issues such as network access.

In most regulatory systems, several organizations either deal
with regulatory issues or influence regulatory outcomes. Typi-
cally, regulatory agencies split regulatory activities with a ‘line
ministry’. In theory, the ‘division of labour’ between the minis-
try and regulatory agency allocates policy-making, setting the
general framework and rules, to the line ministry. Implementa-
tion of these rules is the responsibility of the regulatory agency.
However, there is some overlap between policy and regulation.
This overlap of regulatory activities may indeed be one of the
main advantages of setting-up regulatory agencies. Laffont
and Martimort (1999) argue that the co-existence of two or
more regulatory institutions may result in additional effective
monitoring. It may also reduce the regulators’ scope for cap-
ture by industry interests. On the other hand, the existence of
many regulatory institutions increases the complexity of regula-
tory processes, creates a need to protect the independence of the
regulatory agency from other parts of government and requires
the development of appropriate coordination mechanisms.
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Autonomous ministerial agencies subordinated to the ‘line
ministry’ have been set-up in some countries. These institutions
operate on a separate budget, under an autonomous management
and may be subject to a differentiated legal framework but are
ultimately subordinate to the ministry. In practice, however,
autonomous ministerial agencies in some countries operate with
a substantial degree of independence.

Competitive authorities can influence regulatory outcomes,
particularly when acting ex ante to prevent mergers and acquisi-
tions that are deemed detrimental to competition or apply struc-
tural solutions to remedy an anti-competitive industry structure.
There is significant overlap between regulatory and competition
agencies in many areas including network access and pricing,
and structural policies such as the unbundling of networks,
mergers and divestitures.

Regulatory agencies can be designed in many different ways.
Components include the role (or ‘mission’) they are assigned,
their governance, the specific regulatory functions and processes,
the resources and internal management of the agency, the
start-up strategy and other factors. The main components are
summarized in Table 1.

Case studies
Overview

The study covers 23 countries in Western and Central Europe,
North America, and the Asia-Pacific. Institutional approaches
to utility regulation can approximately be grouped into four
categories according to whether regulation is managed exclu-
sively by the ministry, the ministry and an independent advi-
sory body, the ministry and a ministerial agency, or the
ministry and an independent regulatory agency. The basic
approach to regulation adopted by each country is summarized
in Table 2.

Independent regulatory agencies have been established in 10
countries. As discussed in the previous section, these entities are
autonomous bodies with specific powers, and are governed by
one or several commissioners appointed for a definite and non-
revocable period. The goals, powers, and activities of these regu-
latory agencies vary to some extent. The (federal and state)
agencies in the US, the UK, Canada, and Australia have a broad
mandate to regulate industry and may act on almost all regula-
tory and competition policy issues. The agencies in Ireland and
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Table 1 Designing regulatory agencies

Carlos Ocana

Area Design issue Key options
Mission Objectives m One or several among
* Consumer protection
¢ Investor protection
* Economic efficiency
* Competition advocacy
Jurisdiction m Regulatory powers only or, additionally
(powers) * Mergers
e QOther competition law
¢ Policy on entry, investment,
privatization
Industry coverage m One industry or multi-industry
Governance Decision-making m Single regulator or commission

Regulatory activities

Resources, management,

and external control

structure

Appointment of
regulators

Independence
safeguards

Functions

Process and
appeals

Coordination with
other authorities

Funding

0dd or even number of commissioners
Staggered terms or not

Made by parliament or by government
Stakeholders allowed or not

Based on professional competence
criteria or not

Irrevocable mandates
Prohibition of conflicts of interest
during and after mandate

Stable funding

One or several among

* Regulation of monopolies

* End-user tariffs and quality standards
* Monitoring

* Dispute resolution

* Advisory role to government

Process based on

* Rule-making

* Negotiation among stake holders

* Monitoring and remedial action
Rules to promote transparency of
decision-making such as hearings and
publication of decisions

Designation (or not) of an independent
appeals body

Grounds for appeal restricted to
complaints on undue process or not

Formal or informal mechanisms for
consultation and referral

Earmarked or not

From state budget or from industry
Size

Stability of time horizon

Continued
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Table 1 continued

Area Design issue Key options

Human resources m Salaries at market levels or subject to
civil service rules
m Competence and specialization of staff
m Use of external resources

Reporting and m Reporting to parliament, to line
auditing ministry, to other ministry
m External audits

Transition issues Start-up strategy m Timing: set up before or after reform
m [nitially, staff on secondment from
industry or ministry allowed or not

Table 2 Approaches in IEA countries

Institutional approach Country

Independent regulatory agency and ministry Australia
Canada
Czech Republic
Denmark
France
Ireland
Italy
Portugal
UK
us

Ministerial agency and ministry Finland
Hungary
Netherlands
Norway
Sweden

Ministry and independent advisory agency Belgium
Greece
Luxembourg
Spain

Ministry only Germany
Japan
New Zealand
Switzerland
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the Czech Republic are responsible for network and end-user
tariff setting and network access issues, licensing and authori-
zations. The remaining agencies have more limited and special-
ized powers, mainly related to network and end-user tariff
setting and network access issues. This is the case in France,
Italy, Portugal, and Denmark. These agencies have been estab-
lished over the past 12 years, except in the US and Canada
where they have been in operation for several decades. Many of
these agencies have been created in step with market reforms.
Table 3 summarizes the main characteristics of national and
federal independent regulatory agencies.

At the other end of the spectrum, the ‘line ministry’ is the
only organization directly involved in the management of
regulation in Germany, Japan, New Zealand, and Switzerland.
In three of these countries — Germany, Japan, and New Zealand —
there is no ongoing regulation of networks (that is tariffs and ac-
cess conditions are negotiated by industry players), which, ar-
guably, diminishes the potential role of an independent
regulatory agency.

Independent advisory agencies have been established in Bel-
gium, Greece, Luxembourg, and Spain. These agencies provide
advice to the ministry and are responsibile for monitoring and
arbitration, but have no definite regulatory powers. In accord-
ance with their advisory role, the areas of activity of these
organizations are broadly defined to include most regulatory
issues. Governance and decision-making structures and inde-
pendence safeguards are similar to those adopted by indepen-
dent regulatory agencies. Table 4 summarizes the main
characteristics of these organizations.

In the remaining five countries — Finland, Hungary, the
Netherlands,? Norway, and Sweden — management of day-to-
day regulatory affairs is delegated to a ministerial agency for-
mally subordinated to the line ministry and managed by a
president or director, appointed for an indefinite but revocable
period (Table 5). Ministerial agencies specialize in regulating
monopolies. Their main role is to manage network regulation
including tariffs and access conditions.

Competition authorities have jurisdiction over electricity and
gas markets in the majority of the countries examined. Formally,
competition law applies to energy in all countries. However, there

2 There are plans to establish an independent energy regulator in the Netherlands.
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Table 3 Independent regulatory agencies

United Kingdom

(England and United
Australia* Canada* Czech Republic ~ France Denmark Ireland Italy Portugal Wales) States*
Scope Energy, Electricity, gas, Electricity and Electricity Electricity Electricity Electricity and  Electricity and, Electricity and Electricity, gas, and oil
telecommuni- and oil gas and gas and gas gas since 2002, gas
cations and also gas
airports;
competition
law
Board Members 7 9 1 6 7 1 (could 3 3 5 (+ 6 non- 5
increase to executive
3) members)
Length of Upto5years 7 5 6 4 Upto7 7 5 5 5
appointment
(Years)
Possibility of Yes Yes Yes No Yes Yes (only No Yes Yes, one time Yes
renewal once)
Main source of  Treasury’s Annual fees paid  State budget State Charge on Paid by Tax on utilities ~ Surcharge on Charge on the Fees for services (filing
financing Budget by the regulated budget regulated electricity revenue notto  transmission income of the fees) and annual
companies companies undertakings exceed 1 per tariffs regulated parties charges on utilities
(based on thousand of
volume of regulated
regulated industry
activity) income
Main functions  Network Regulation of Licensing, Network Network Network End user End user tariffs ~ End user tariffs;  Rules for interstate
regulation; electricity network Regulation tariffs and regulation; tariffs; licensing electricity sales and
wholesale exports regulation and supervision  licensing network transmission;
market rules; end-user tariffs of end-user regulation transmission and
antitrust tariffs (ex wholesale tariffs;
post) Overseeing mergers

* Federal Regulatory Authority
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Table 4 Independent advisory agencies

Belgium Greece* Luxembourg Spain
Scope Electricity and Electricity and Electricity and Electricity, gas,
gas some gas telecommuni- and oil
activities cations
Board Members 6 5 5 9
Length of 6 5 3 6
appointment
(Years)
Possibility of Yes Yes, one time Yes Yes, one time
renewal
Main source of Surcharge on Surcharge on Surcharge on Surcharge on
financing transmission electricity and electricity consumption not
tariffs gas consump- consumption to exceed 0.5
tion per 1000 of
electricity
revenue
Main functions Advise on Advise on Advise on Advise on
regulatory regulatory regulatory regulatory issues
issues, issues and issues and and mergers and
monitoring, monitoring; arbitration acquisitions,
and arbitration gas distribu- monitoring and
tion and end- arbitration

user tariffs

* The Greek agency has an advisory role in electricity, which is its main activity, but some
definite regulatory powers in gas distribution have recently been added.

are exemptions in some countries that may block enforcement
in practice. The most common approach is that the competition
authority enforces competition law, including cases of abuse of
dominant position, anti-competitive behaviour and mergers,
and the ministry and regulatory offices manage regulation. This is
often complemented with some formal or informal cooperation
arrangements to facilitate the exchange of information.

There are, however, significant departures from this ap-
proach. In Australia, administration of competition law and most
regulatory issues are the responsibility of a single independent
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Table 5 Ministerial agencies

Finland Hungary Netherlands Norway Sweden
Scope Electricity Electricity and Gas Electricity Energy and Electricity
water
resources
Main Licensing of Licensing and Network Network Network
functions network authorizations, regulation regulation and  regulation
activities; implementing tariff licensing of
network price decisions, approval network and
regulation (ex of contracts among generating
post) regulated parties facilities

and arbitration

agency. This applies both at federal and state levels. In the
Netherlands, competition law and regulation are also control-
led by a single institution, namely the ministry. In the US and
UK, merger policy is concurrently enforced by the energy
regulatory agency and the antitrust enforcement office.

What do independent regulatory agencies have in
common?

The design of the ten independent regulatory agencies identified
in Table 2 is analysed below and, more specifically, identifies the
common characteristics. This suggests a common blueprint
from which regulatory agencies are designed and adapted to
national circumstances.

Objectives

The role of independent energy regulators is largely concen-
trated in two inter-related areas. One is monopoly control. Most
regulatory agencies are responsible for price control and access
in the monopolistic segments — transmission and distribution
networks — while avoiding any anti-competitive impact of these
segments on competitive segments such as production or gen-
eration and supply. The other is consumer protection. Regula-
tory agencies often have responsibility for end-user tariffs and
other conditions such as quality of service. However, some agen-
cies have a more general mission to promote efficiency, includ-
ing oversight of the competitive activities.
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Jurisdiction

Regulatory agencies usually deal only with economic regula-
tion. Social regulation is the responsibility of other authorities.
As an exception to this rule, the UK launched in 1998 a review
of the role of regulators that aimed to shift the emphasis of their
activity from efficiency towards distributional issues. The gov-
ernment proposed changing the primary statutory duty of
regulators to one of consumer protection, including dealing
with fuel poverty and other social objectives. In Denmark, the
regulator is charged with overseeing some environmentally
motivated objectives.

Competition law is not the primary responsibility of most
regulators, except in Australia where the competition authority
is also the ESI independent regulator. However, ESI regulators
often perform some supporting functions for the application of
competition policy, such as monitoring, providing information
and advice or bringing cases before the competition authority. In
the US, the regulator has concurrent jurisdiction with the
antitrust authority in merger cases.

Industry coverage

Electricity and gas are regulated by the same institution in all of
the cases examined except Ireland. This is consistent with minis-
tries that also cover all forms of energy. This pattern of associa-
tion of electricity and gas reflects significant and growing
interdependencies between the two industries, such as the
increasing use of gas for power generation and the integration
of gas and electricity firms. It also reflects the fact that both are
network industries facing similar regulatory issues, such as
access to the network, and are subject to a similar regulatory
approach (both industries are being deregulated worldwide).

Decision-making, appointment, and

independence of regulators
A commission governs a majority of independent regulatory
agencies, the exceptions being the Czech Republic and, until
recently, the UK where there is a one-person regulatory board.
However, the Utilities Bill in the UK established a collegial
board for the regulatory agency. Appointments are for a fixed
term of between three and seven years. Casual observation indi-
cates that, with few exceptions, stakeholders are not appointed
as regulators but this does not seem to obey formal rules. Formal
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independence safeguards generally include the non-revocabil-
ity of appointments except in extreme circumstances, such as
serious misconduct or insanity, a separate budget, managerial
autonomy, or a stable source of financing.

Functions

The functions of independent agencies vary. However, the
regulation of the monopoly elements (networks) is typically
allocated to the independent agency when it exists. The regula-
tion of energy transmission tariffs is a core activity of all inde-
pendent regulatory agencies, with the exception of Portugal.
Another common activity of independent regulators is the
regulation of end-user tariffs, with the exception of France and
Ireland. Regulating entry and exit into the industry through
the issue of licenses and authorizations is the responsibility of
the independent regulators in Australia, Canada, the Czech
Republic, Ireland, the UK, and the US.

To carry out these tasks, regulatory agencies are typically
responsible for monitoring market conditions, compiling and
auditing company information, and pursuing and penalizing
misconduct. The more technical aspects of regulation, such as
system operation rules, are frequently left to industry bodies,
while the more strategic aspects of regulation and legislation are
conducted by legislative bodies and government. For instance,
in the US there has been an increase in legislative activity by
individual states in areas that were traditionally handled by the
Public Utilities Commissions and stakeholders have taken a
leading role in developing operational rules.

In federal countries, regulatory functions are split between
the federal and the state or provincial regulators, with the latter
typically being responsible for the regulation of retail markets,
including distribution and retail supply activities. This is the
case in Australia, Canada, and the US. The split of regulatory
powers reflects the local nature of distribution and retail supply
services versus the systemwide dimension of production,
generation, and transmission.

Process and appeals
The procedures of regulatory agencies show significant similari-
ties, which include
m a decision-making process that includes an obligation to
conduct hearings and consultations with affected parties
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and to make reasoned decisions, and to make these
decisions public;

m an appeals mechanism, which establishes that either an
administrative court or an ordinary court of justice is the
appeals body;

m mechanisms to make these institutions accountable, which
include an obligation to submit a report of activities to the
parliament or other political body, and some form of auditing
and control of performance by the relevant administrative
body.

Most regulatory agencies are governed by a collegial body
with an odd number of members appointed for a non-revocable
term and subject to strict conduct requirements in their rela-
tionship with the industry during and after their term in office to
prevent conflict of interests. The agency has jurisdiction only on
economic regulation (it does not deal with health, safety or envi-
ronmental regulation), covers electricity and gas issues and, in
particular, deals with the regulation of monopolistic segments of
the industry and setting end-user tariffs. The agency also moni-
tors the industry and provides advice to the ministry. Process is
regulated to ensure transparency and neutrality of decisions.
Finally, in federal countries, the state regulator specializes in
retailing while the federal regulator primarily deals with whole-
sale activities.

Why do approaches differ?

Independent regulatory agencies’ powers vary significantly from
those with a general mandate to oversee and regulate the energy
sector to those with a specialized function such as regulating
network access or end-user tariffs. Diversity is even larger when
ministerial and advisory agencies are considered intermediate
options between a fully independent regulator and a ministry-
only approach to regulation. While the legal and administrative
traditions of each country are important determinants of the
choice of regulatory approach, some of this variation can be
explained by the regulatory framework in which the agency is
set-up to operate.

The evidence examined in this section suggests the follow-
ing three empirical regularities. First, there is no regulatory
agency in countries that have adopted a ‘light-handed’
approach to regulation, such as New Zealand and Germany, in
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which there is no ongoing price regulation and prices and
access conditions are negotiated or proposed by the utilities
regulated. In the other countries where no regulator exists,
market opening has been minimal to date. The lack of a special-
ized regulator may be explained by the few regulatory tasks to
be performed in countries where regulation is minimal or
markets have not been established. In Finland, where access to
networks is regulated in principle but there is no ongoing price
regulation, the powers of the regulatory agency are also very
restricted.

Second, in countries that have vertically restructured their
industries at the time of reform, regulators have relatively large
powers and independence. Some countries restructured the
industry simultaneously with the introduction of competition.
Restructuring measures include the unbundling of competi-
tive activities, such as generation and end-user supply, from
network activities and divestitures to reduce market power.
Australia, Italy, New Zealand, the UK, and some US states pro-
vide examples of this approach, which requires that many regu-
latory tasks be recurrently performed, including the auditing
of regulated activities, monitoring access conditions, and set-
ting prices for regulated activities. Strong regulatory agencies
separated from the ministry and endowed with relatively im-
portant regulatory powers have been established in most of the
countries following this strategy, such as Australia, Italy, the UK,
and the US (the exception being New Zealand as discussed
above). The broad scope and powers of these organizations are
consistent with the large range of regulatory functions to be
performed.

Third, in the remaining countries regulatory organizations
show variation that cannot be readily related to the regulatory
framework. For instance, as noted in the introduction, some
ministerial agencies may act rather independently in practice. In
explaining institutional design among these countries, legal and
administrative traditions seem to play an important role. How-
ever, the experience in the telecommunications industry suggests
that perhaps there will be increasing convergence in the future, as
reforms mature.

Policy implications
Regulatory institutions are changing in step with the develop-
ment of new regulatory frameworks. Institutional change

International Journal of Regulation and Governance 3(1): 13-32



30 Carlos Ocana

reflects adaptation to a new regulatory environment character-
ized by open markets, new regulatory needs such as transmis-
sion pricing and increasing both regionalization and the links
between industries.

The allocation of power and responsibilities to different
organizations makes objectives more explicit and decisions
more transparent in each area of public intervention. It also
provides for a framework that supports neutrality in regulatory
decisions. There is, however, no such thing as an institutional
‘free-lunch’. The co-existence of several institutions that have
jurisdiction over the same industry creates complexity that
spawns the need for increased coordination among the various
authorities involved and, possibly, greater compliance costs to
the regulated parties. Developing coordination mechanisms in
an increasingly complex institutional setting is the key condi-
tion to an effective reform.

The multiplication of organizations also raises concerns
about the efficiency of the public sector. Bureaucracies are
expensive, and tend to grow and self-perpetuate. Thus, it is es-
sential that regulatory institutions be examined over time and
that their role and resources be continuously adapted. A key
challenge in this regard is to find the appropriate balance
between general energy policy, industry-specific regulation,
and competition policy. The relative weight of each of these
policies is gradually changing as competition in energy markets
progresses and the allocation of resources to different policy
areas may need to be adjusted in response.

Periodical reviews of the institutional setting must take into
account the changing boundaries of the energy industries. The
need for harmonization across the gas and electricity industries
as well as the trading areas will continue to put pressure on regu-
latory institutions. The scope of sector regulators may need to
adapt in order to cope with these structural changes as has been
the case in some countries with the merger of electricity and gas
regulators. Further change can be expected in this very dynamic
setting.

Most independent regulatory agencies share a number of
characteristics. These common elements provide a blueprint for
the design of new agencies. However, this blueprint is incom-
plete given that regulatory agencies differ widely on a number of
issues. Designing regulatory mechanisms will benefit greatly
from international experience.
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Abstract
An increasing number of national and local governments are turn-
ing to the private sector to manage and expand their networks for
water and sanitation services. The trend has raised concerns about
how the poor fare under such arrangements, but a growing body of
evidence suggests that private firms are willing and able to serve
low-income areas if given the incentives and flexibility to do so.
A given contract's potential for achieving pro-poor outcomes is
derived from the incentives it provides for efficiency, and particu-
larly from the basis for remuneration. Whether or not this poten-
tial can be realized depends on the extent to which the transaction
is used to place downward pressure on prices, provides incentives
for a pro-poor pattern of service expansion, and allows service
providers the freedom to respond to demand. Examples are
described from a number of countries.
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Introduction

Worldwide, an increasing number of national and local govern-
ments are turning to the private sector to manage and expand
their networks for water and sanitation services. More often
than not, the public sector has failed to operate services effi-
ciently to keep up with the ever-growing demands. This is
particularly so in developing countries, where the urban popu-
lation growth is rapid and government resources are severely
limited.

The trend of PSP (private sector participation) has raised
concerns about how the poor fare under such arrangements.
Some fear it brings tariff hikes and makes service unaffordable,
or that private operators prioritize high return, easy-to-reach
customers (Hall 2003). Others argue that PSP is an important
part of a wider set of reforms, one that has the potential to
benefit the poor (World Bank 2003; Estache, Gomez-Lobo, and
Leipziger 2000; WSP and PPIAF 2002). A comprehensive
review of the impact of the experience of primarily Latin
American countries of utility privatization and the impact on
consumers, especially the poor, has recently been published
(Ugaz and Price 2003).

A growing body of evidence suggests that private firms are
willing and able to address the needs of the poor if they are given
incentives and flexibility to do so (WSP 2001a; WSP 2001b;
WSP and PPIAF 2002; Gray 2001). Governments embarking on
a process of reform make decisions when engaging the private
sector that in one way or another affect the operator’s behav-
iour. What should the private sector’s mandate be? How should the
private sector be remumerated? How should the private sector be
regulated? The way in which these questions are answered
determines whether, and how much, the poor can benefit from
PSP.

The purpose of this paper is to examine how transactions can
be designed to benefit the poor.? It is concerned mainly with
transactions for the provision of network services, but also
addresses the impact of these transactions on markets for
alternative services.

! Definitions and perceptions of poverty differ across countries and localities. Here we
refer to those groups and individuals whose well-being is low relative to others.
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Regulating markets for water and sanitation
services

Markets for piped water and sanitation services are different
from conventional markets, in a way that they cannot be served
efficiently by multiple firms competing with each other on an
ongoing basis. Due to the large investment required to set up a
distribution network, and the declining cost of serving each
new customer, these services are most efficiently provided by a
single firm.? Markets with these characteristics are known as
natural monopolies.’

The economics of scale associated with a natural monopoly
serve as a barrier to competition, giving the incumbent firm
‘market power’ to charge prices higher than it could command
under competition. This is perceived to be at odds with the inter-
ests of consumers and is the basis for regulating the industry. It
is possible to make a case of no regulation (or very limited
regulation), as there is always an alternative form of supply—
even if it is the one currently being utilized. This gives rise to a
form of contestability, which should help ensure consumers
face prices that are lower than those faced prior to the entry of
the new operator while also providing the new operator with an
opportunity to earn profits, thus giving an incentive to enter
the market. It could be argued that this creates the greatest
incentive for system expansion (see discussion later). When
some element of subsidy is involved the case for greater regula-
tion becomes stronger. This discussion, however, goes beyond
the scope of this paper. Consequently, governments often limit
the provider’s prices through controls, sometimes referred to as
conduct regulation, which usually establish the prices that can
be charged. Various approaches can be followed, the two stand-
ard approaches are price caps (multi-year price paths, often
referred to as RPI-X or incentive-based regulation) and rate
of return approaches.?

2 Declining average cost is not a sufficient condition for natural monopoly to exist.
Rather, natural monopoly occurs where the cost function is sub-additive with respect
to the cost functions of other firms.

3 In considering the monopolistic nature of such markets, it is important to distinguish
services for distribution of water from the supply and retail of raw water; markets for
supply and retail may not have natural monopoly characteristics. This paper is con-
cerned mainly with distribution. For further discussion, see Klein and Roger (1997).
41t is not the purpose of this paper to discuss the differences between the various forms
of price control. An explanation of the differences can be found in Viscusi, Vernon, and
Harrington (1997).
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Where price caps are used, the monopolist will be tempted to
lower the quality in order to minimize costs, and governments
must therefore regulate this. Governments can require opera-
tors to use certain materials or methods for constructing a
network (input-based regulation), or to adhere to particular
standards for customer service (output-based regulation).
Minimum standards for water pressure, water quality and
continuity of service are common.

Not all markets for water and sanitation services are natural
monopolies, especially in developing countries. Markets for
handcart water delivery and emptying of septic tank, for exam-
ple, lack the economics of scale associated with a piped network
and are contestable (even if no actual competition takes place).
Competition helps to select the most productive firms and
provides ongoing incentives to respond to consumers’ needs.
This has advantages over a regulated monopoly. Competitive
markets need little or no conduct regulation, thus placing a
smaller burden on government resources.

Competition cannot be taken for granted. For example, water
vendors in Jakarta are thought to collude with one another, while
in Manila a local on-seller of piped water services operates with
little competition (Crane 1994). The role of the government in
such cases is to reduce barriers to entry. These barriers take
numerous forms, including non-competitive behaviour, restric-
tive legal requirements (including licensing), under-developed
credit markets, and limited access to technology.

Formulating clear objectives vis-a-vis the poor

What is it that governments wish to achieve for the poor? The
answer to this is not as straightforward as it may seem. If the goal
is declared as the availability of affordable services that meet the
demand of residents, then how ‘affordability’, ‘services’, and even
‘residents’ are defined needs to be addressed. Does ‘afforda-
bility’ refer to a proportion of household income spent on
water, a government-mandated level, or something else
entirely? Are only network services to be considered, or are
alternative services also acceptable? Do squatters and seasonal
migrants count among the ranks of residents? While answers to
some of these questions depend on local politics and priorities,
it is possible to make several generalizations about the poor and
their predicament.
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One of these is that in many cities — for example, Africa
(Collignon and Vezina 2000); Jakarta (Crane 1994); Manila
(PCWS 2000); Buenos Aires (Hardoy and Schusterman 2000) —
the poor tend to live in areas that are not served by a citywide
network. Instead, they rely on small-scale providers such as
handcart vendors, water kiosk operators, and tanker trucks.
Efforts to improve service by extending the network are typi-
cally hindered by the physical layout of poor neighbourhoods,
and by socio-economic constraints including a weak land
tenure (ADB 2002).

Another generalization is that households that lack a
connection pay more per unit of water than their better-off
neighbours for a network service. A growing body of empirical
evidence shows that the poor are willing to pay as long as it
would cover the ongoing cost of piped distribution (WSP
1999; Foster, Gomez-LLobo, and Halpern 2000). In many cities,
the poor lack access to formal credit markets and therefore
have difficulty affording upfront connection fees (World Bank
2001a; Walker, Ordonez, Serrano, and Halpern 2000).

Given this, the poor might benefit from PSP in three main
ways.

m  Downward pressure on prices Efficiency reduces costs; this
frees resources so that downward pressure can be placed on
prices, making the service more affordable.

m  Expansion of network coverage The quality of piped service
tends to be superior to alternatives used by unconnected
users, and its price per unit is invariably lower due to the
economics of scale (Kerf 1996). Qualities such as reliability
and reduced levels of contaminants are particularly impor-
tant for low-income households, who are less able to afford
storage and have inferior access to health care.

m  Service levels that meet the needs of customers The introduc-
tion of PSP is an opportunity to enhance the operator’s
incentives to respond to consumers’ needs, especially those
of the poor. Circumstances in many low-income neighbour-
hoods demand that service providers be innovative in the
methods and materials they use.

These outcomes would benefit households to varying degrees,

depending on whether or not they have access to a connection.
Those with connections clearly have more to gain from lower
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prices than from expansion. Likewise, cities with low coverage
may have more to gain from expansion than from lower prices.

Indeed, policy-makers face trade-offs between prices and
coverage. The cost of network expansion must somehow be
paid for—passed on to consumers, either directly through
prices or indirectly through the government in the form of
taxes.” Depending on the extent of cost savings from efficiency
improvements, a tariff hike might be necessary. Turning this
around, prices can affect investment decisions by acting as an
incentive, or disincentive, to expand.

Maximizing a contract’s potential to achieve pro-
poor objectives

A contract’s potential for achieving pro-poor objectives is
largely a function of the efficiency gains it can bring about,
because these are the basis for expanded coverage and downward
pressure on prices. This section discusses efficiency and its rela-
tionship with contract design.

Incentives for efficiency

Before considering the impact that different contractual forms
can have on meeting pro-poor objectives it is helpful to distin-
guish among the three types of efficiency.

Allocarive efficiency is achieved when the most productive firms
are engaged in service delivery—efficiency in terms of the service
provider.® In a competitive market, these are the firms that
outcompete their less productive rivals. Where the market is a
natural monopoly, a competitive bidding process can be used to
identify and engage the most productive firm; competition on the
playing field is replaced by a contest for the playing field.”

Installing the right firm (or firms) is not enough, however.
They must also face ongoing incentives to maximize productive
efficiency. Competition provides the basis for this in a multi-
firm marketplace, though interventions may be required to en-
sure incumbents do not engage in anti-competitive behaviour.
A natural monopoly lacks the competitive pressure of the

5 While the tax burden could theoretically fall on the same group of consumers, it is
more likely to affect a broader group. This will depend on the tax base and fiscal policy.
S Allocative efficiency is also relevant when considering consumption, which is dis-
cussed in this context in the section on using efficiency gains to place downward
pressure on prices.

7 For a discussion on franchising and privatization, see Dnes (1995).
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marketplace, so incentives are instead built into a contract with
the monopolist.

Dynamic efficiency refers to the inter-temporal benefits of
investment decisions. Contractual incentives to invest sooner
rather than later clearly affect the poor, who tend to depend on
the larger outlays needed to expand primary and secondary net-
works. Similarly, contractual incentives to consume a greater or
lesser volume of water inevitably affect the availability of raw
water.

Contracts

Contracts for public service provision are essentially an enforce-
able set of rights and obligations that limit profits or prices
while specifying required outputs, and as such their design helps
determine the monopolist operator’s productive efficiency. To
see why, consider four stylized contractual forms that are preva-
lent in the water sector: management, affermage, lease, and
concession (Table 1).%

m  Management contract The private operator receives a simple
fixed-fee and has limited operational responsibility. It is not
required to make investments. The duration of management
and service contracts is usually 3-5 years. In the case of an
enhanced management contract, the operator receives a fee
that is adjusted by a set of performance benchmarks so as to
give the firm an added incentive to achieve specific goals.

m Affermage Under an affermage the operator has the right to
a fixed proportion of each unit of water sold. The operator
has broad operational responsibilities but is not usually
required to invest in expansion. Affermage contracts com-
monly last 8-15 years.

m  Lease contract 'The operator has the right to all revenue in
excess of a fixed fee it pays the government, but does not usu-
ally have obligations to invest. Leases are typically written for
a period of 8-15 years.

m Concession The operator has the right to all revenues and
can make investments. Concessions have a relatively long du-
ration, usually 25-30 years. In some cases, the winning opera-
tor makes either an upfront payment or an annual payment
may be required.

8 Several documents provide a description of the major contract types and their
variants. See World Bank (1997); Kerf, Gray, Irwin, ez al. (1998); and Delmon (2001).
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Table 1 Types of contracts

Shane Rosenthal and lan Alexander

Contract type Scope of responsibilities Basis for remuneration Examples
Management/  Limited operational responsi- Fixed fee. Fixed fee or fee Johannesburg
Service bility. Service contracts are for plus performance-related Amman
specific tasks, such as bill payments based on a Gaza
collection and civil works. number of pre-set bench- Monagas
Management contracts cover a marks (Venezuela)
larger set of operational Gambia
responsibilities. Mali
. . Namibia
Fundl.ng for new |nve§tment Sao Tome and
remains the responsibility of Principe
the public sector.

Affermage Greater responsibility given to Per-unit share. The operator Cote d’lvoire
the operator, including all collects the revenues and Senegal
management (technical and remits the difference Gdansk
commercial) of existing between revenues and the Niger
operations. calculated affermage fee

. ) (which is based on volume
Fund|.ng for new mve_st_n)ent of water produced and sold
remalns_the responsibility of to the contracting
the public sector. authority).

Limited risk is gssumed by the The affermage fee may be
operator, who is expo_sed to modified to include
domand and the possiiity  Periormance bonuses
that a shortfall between related to efficiency.
revenues collected and the

affermage fee will not be paid

by the government.

Lease Greater responsibility given to Residual claimant. The Guinea
the operator, including all operator is able to retain all Mozambique
management (technical and revenue collected, minus a
commercial) of existing lease fee (fixed in advance,
operations. normally to cover the

. . . financing costs of the
Fun(_jlng of new |nve§tment s infrastructure) paid by the
retained by the public sector. operator to the contracting
Risk assumed by the operator authority.

s greater‘sh_ar‘l under an . Performance bonuses may
affermage; it |nc|udes_ not just be paid related to efficiency.
unexpected changes in
demand, but also changes in
the composition of the
customer base where a
progressive tariff structure is in
place.
Concession Complete responsibility for Residual claimant. The Manila

management and investment
transferred to the private
operator.

Responsibility for funding of
new investment rests with the
operator.

operator retains the revenue
it collects, minus a
concession fee (fixed in
advance, normally to cover
debt from earlier invest-
ments in infrastructure) paid
by the operator to the
contracting authority.

Buenos Aires
Gabon
Casablanca
Macao
Cameroon
Cape Verde
Bulgaria
Chile

Source WSP and PPIAF (2002)
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While there are innumerable variations in each of these con-
tractual forms, the three defining characteristics are the basis
for remuneration, the scope of responsibilities, and the length of the
contract. Together, these determine the potential of a contract to
yield gains in productive efficiency.

The basis for remuneration can be structured in three basic
ways.

1 Fixed fee, where the operator is paid a set amount for provid-
ing particular services.

2 DPer unit share, where the operator is paid a fixed amount for
each unit of water it sells.

3 Residual claimant, where the operator is allowed to retain all
revenues above a fixed fee it pays to the government.

The scope of the operator’s responsibilities can range from
limited responsibility for a part of the operation in one section of
a city, to full control over all assets and all areas. While, often
there is a correlation between this mandate and the basis for
remuneration, this does not have to be the case. For example, a
lease can allocate complete responsibility to the operator to
manage the system, including the freedom to make investments
that expand the customer base. Similarly, a concession can give
the operator limited responsibility over a particular set of opera-
tions, or a certain section of the city. In practice, it is expected
that the basis for remuneration will drive the scope of the man-
date. For example, the more the operator expects to benefit from
efforts to minimize costs, the greater the control it may seek over
assets.

The third defining characteristic is the duration of the
contract, though in fact this can be seen as an extension of the
scope of the operator’s responsibilities. The longer the operator
has rights over revenue, the greater the potential benefits it
perceives.

Productive efficiency will be greatest when the operator is
granted rights that mimic ownership. The higher the proportion
of revenues retained by the operator, the more effort it will make
to lower costs and raise output (Grossman and Hart 1983).

Why, then are all contracts not ‘high-powered’ arrangements
that maximize productive efficiency? One explanation for the
popularity of less powerful contracts is that they allocate more
risk to the government and thereby lower the ostensible cost of
contracting with the private sector. In the case of a management
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contract, the government takes on all the commercial risk.
Since the private sector need not hedge against such contin-
gencies or otherwise incorporate them in its costs, it can charge
a lower price. One downside to this arrangement, which affects
all existing and potential consumers, is the lower potential for
efficiency gains.

Another explanation for the range of contractual forms is that
it is not always possible to choose the most efficient form of con-
tract. Many governments are not in a position to award leases
and concessions, or to implement the reforms that must precede
them. Decision-makers and consumers are uncomfortable
ceding responsibility of ‘essential services’ to a private firm.
They perceive an unnecessary loss of control and an unwar-
ranted transfer of resources—concerns that may be well
founded if the transaction is not well designed.

Freedom to meet demands

Efficiency is pointless unless achieved in the production of serv-
ices demanded by customers. The freedom of service providers
to respond to customers’ needs and to have control over the
choice of inputs and methods are addressed in the section
‘Giving service providers the freedom to respond to demand’.
Two fundamental issues that warrant consideration here.

Allowing for a range of service levels can be difficult in the
context of monopoly regulation. Where price controls are used, a
corresponding service level must be specified. This, however,
restricts the ability of the operator to respond to consumers’
needs. While many service levels could be specified, in practice
this would be cumbersome to administer. Limiting the opera-
tor’s rate of return could help, but this has other drawbacks.
Rate of return regulation can generate undesirable incentives. In
particular, firms will use too much capital relative to other
inputs, and thereby compromise productive efficiency (Averch
and Johnson 1962). Where coverage targets are used in concert
with price controls, these lead to the same dilemma. It is difficult
to measure and verify expansion if the operator can satisfy
targets with a range of service levels.

The operator’s freedom to innovate is also important. Are
some contractual forms better at this than others? In short, yes.
Remuneration under low-powered contracts is structured over
a short period of time, and does not provide incentives to use
inputs designed to provide returns over a long term. A logical
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response is for the government to demand higher quality
inputs by describing these in the contract. However, in doing
so it limits the freedom of the operator to innovate.

In sum, high-powered contractual arrangements have
greater potential for delivering benefits to the poor since effi-
ciency and net revenue growth provide the basis for lower
prices and increasing coverage. However, there is no guarantee
that the poor will benefit. Other stakeholders including rich
consumers, the operator, and the government itself can be
expected to compete for these benefits and are often better
placed to win them. Van den Berg (2000) examines the alloca-
tion of benefits under several water concessions in Argentina
and finds that transaction design is an important determinant
of how much consumers’ gain. Restrictions on the types of
services an operator can offer, or the inputs it can use, also
determine the outcome for the poor. The next section explores
some of the policies that impact the interests of the poor.

Realizing the full potential of contracts

The previous section dealt with the determinants of a contract’s
potential to deliver benefits to the poor. The following factors
are central to realizing this potential.

1 Efficiency gains are used to place downward pressure on
prices The ‘efficiency dividend’ can be distributed in many
ways.

2 There are 1incentives for expansion 1in poor neighbour-
hoods Incentives for expansion are no guarantee the poor
will benefit; in fact, several factors may lead to an anti-poor
bias.

3 Multiple service levels are encouraged The poor benefit from
innovation and multiple service levels.

4 All service providers are free to respond to demand Transactions
that hinder service provision by alternative enterprises can do
the poor a disservice.

Using efficiency gains to place downward pressure
on prices
Most public utilities survive on the basis of an external subsidy,
and many draw down on physical capital as maintenance is
neglected. When these practices come to an end, typically dur-
ing a process of reform, higher prices are inevitable. Efficiency
gains, however, work in the opposite direction. As costs fall and
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collection rates improve, the need for revenue is reduced.
Depending on the relative strength of these two forces — cost
savings and cost recovery — prices under PSP can go in either
direction (Gray 2001). Box 1 illustrates some examples of effi-
ciency gains under PSP.

Regardless of which direction prices move, efficiency gains
can always be used to apply downward pressure. An important
step towards this goal is to award the contract on the basis of
competitive bidding. Where a contract is allocated using a less
competitive method, firms are not likely to offer their best price.
Instead, each bidder will attempt to capture some share of the
expected efficiency gains for itself. This can be distinguished
from the other benefit of competitive bidding, that of ensuring
the most productive operator is awarded the contract.

Where the private sector is made to surrender these gains, the
government will find itself with discretion over their allocation.
It can pass them on to the existing network customers by plac-
ing downward pressure on prices, use them to expand coverage
to previously unconnected areas, or allocate them to any other
group by spending revenue in a particular way. Contracts
awarded on the basis of lowest tariff channel benefit the price
level.

Box 1 Evidence of efficiency gains under private sector participation

= |n Buenos Aires, the labour productivity improved significantly after a
water concession was granted in 1993. The ratio of labour per thousand
connections decreased from 3.3 in 1992 to 1.7 in 1998 and unac-
counted water as a proportion of billed water fell from 0.45 in 1992 to
0.34 in 1998. As a result of these and other changes, the total produc-
tivity factor also increased substantially, from less than 0.5 in 1992 to
0.9 in 1997.

= |n Cartagena, Colombia, the ratio of employees per thousand water
connections fell from 14 to 4.5 in the first six months of private partici-
pation under a lease arrangement.

= In Gdansk, Poland, the ratio of employees per thousand water connec-
tions fell from 10.3 to 8 in the first three years of reform.

= In Guinea, a private operator significantly increased total factor pro-
ductivity in the sector.

= A comparison of the performance of public and private water compa-
nies in Asia and the Pacific region found that private water operators
are consistently more efficient than public ones.

Source Gray (2001)
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The tariff stzructure can be designed to further allocate effi-
ciency gains among different groups of network customers. An
approach adopted by many governments, especially in develop-
ing countries, to use an IBT (increasing block tariff). A per
unit premium is charged at higher consumption levels while
discounting prices at lower levels. Low-income households are
thought to consume smaller amounts of water and thus benefit
from this arrangement.

In practice, IBTs do not always achieve their goal (Whittington
and Boland 2000). One reason is that the poor tend not to be
connected to the network and therefore lack access to the sub-
sidy. Low-income households that are connected frequently
share their service with neighbours and as a result are charged
high volume rates intended for the rich. Even where a house-
hold is the sole consumer, it is often subject to a fixed charge
based on a minimum volume of water far in excess of what it
uses, which again leads to higher per unit rates. Another draw-
back of IBTs is the disincentive they give operators to expand
in low-income areas. How can affordability be achieved more
effectively? While efficiency is the most important step, some-
times the poor need extra help. The first task in designing a
subsidy scheme is to identify the target group, understand the
constraints it faces, and articulate clear objectives based on this
understanding. Information about consumer demand is essen-
tial, as this reveals gaps between willingness-to-pay for services
and the cost of their delivery.

Subsidies can be designed to target assistance toward con-
sumption or access. Where demand is sufficient, but consum-
ers lack the resources to connect to the service, the subsidy
should be designed to facilitate access rather than consump-
tion. Where willingness to pay is insufficient, a consumption
subsidy can be justified—although consideration of the quality
of the service being offered should also be undertaken. In both
cases, efforts should be made to reach as many intended ben-
eficiaries as possible, while minimizing assistance to those who
are not part of the target group. Subsidy schemes should also
be designed to target beneficiaries with maximum efficiency,
and be implemented with the least possible administrative
cost.’

?For a discussion on subsidy design, see Brook and Smith (2001); World Bank
(2001b); and Coady, Grosh, and Hoddinott (2002)
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Providing incentives for a pro-poor pattern of
expansion

Low-powered contracts, such as management contracts, have
limited potential for attracting outside investment but can
nonetheless be used to commit the private sector to lay pipes
and provide connections. Where a government adopts this
approach to expand service in low-income areas, it must iden-
tify priority neighbourhoods and fund the requisite invest-
ments. This requires not just financial resources, but also
information about the location of the poor along with the
knowledge of appropriate methods and technologies.

High-powered contracts transfer these responsibilities to the
operator, which bases its decisions about investments on
expected profits. This naturally leads it to expand in neigh-
bourhoods where costs are low and revenues are high, starting
with the most profitable first. As the operator goes about assess-
ing the return from expansion in each area, it takes into
account many factors. Not all of these are found in the con-
tract. Consumer demand and population density, for example,
or the placement of existing infrastructure are simply given—
and can have a significant impact on decision-making.

Other influences on expansion are very much a part of the
transaction. Chief among these is the tariff structure. Where an
IBT is in place, the return in high consumption areas will be
boosted as higher rates are levied. As low-income neighbour-
hoods have lower demand for water, expected profits will be
lower than in better-off neighbourhoods, all other things being
equal.

The exception is where remuneration is based on a per-unit
share basis, as in a typical affermage contract. Here the payment
to the operator is based on the volume sold regardless of the
level of revenue. The operator is insulated from tariff levels and
structures, except where these affect demand (Box 2).

Even where an area is deemed profitable, legal restrictions
may prevent an operator from serving it. Examples include
regulations or contractual clauses that ban service in illegal
settlements, or which make it difficult for residents lacking to
connect (Calaguas and Roaf 2001; WSP and PPIAF 2002).

In practice, high-powered contracts rarely rely on/y on incen-
tives linked to profit from revenues to ensure expansion to
poor areas. Some contracts require that a certain proportion of
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Box 2 Are affermage contracts inherently pro-poor?

It is possible to argue that affermage contracts, in which the basis for remu-
neration is per unit share, insulate the operator's from bias that might dis-
advantage low-income neighbourhoods under an increasing block tariff
structure. As the payment to the operator is based on a flat fee per unit
of water sold, it pays no attention to the amount of revenue going into
the government coffers.

There are two faults with this logic. One is that prices affect consump-
tion, and thus the basis for an operator's payment. The second is that in
practice, the operator may take a keen interest in the amount of revenue
being collected, since it's share is usually paid out of this account. While
the contract promises a payment regardless of the account balance, in real-
ity the government may balk at payments that exceed it.

Source Alexander and Rosenthal (forthcoming)

consumption takes place in each ‘block’ of customers under an
IBT; or coverage targets are established specifying service to a
minimum proportion of the population. Targets are usually set
out as the percentage of households or population to be served
by a network connection, and are backed up by penalties for non-
compliance. In order to encourage the operator to focus on the
poor, targets are sometimes set for each sub-municipal area.
This approach was adopted in the lease in Dakar, and in the
concessions in Buenos Aires and Manila where there are large
peri-urban poor areas (Rosenthal 2002; WSP 2001a). It is
ineffective in cities where the poor are distributed in very small
pockets among the better off, or where targets are set low
enough for the operator to be able to avoid unprofitable
customers and still achieve the prescribed coverage. Whether
precise coverage targets are effective is a moot point. Operators
may try to move slowly in those areas that will be least remu-
nerative, knowing that breaching a target may not lead to regu-
latory or government action, especially when the only action
open is the suspension or cancellation of the contract. It has
also been the case that operators argue that costs had not been
fully known prior to winning the contract and using renegotia-
tion as a way of cutting coverage targets for unprofitable areas.
Investments in expansion yield benefits over long periods,
and decisions about their distribution and timing are made on
the basis of expectations about net revenues over the life of the
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concession agreement. This requires a certain amount of fore-
casting of future conditions and growth patterns in a given
city; some areas will develop faster than others.

A long-term perspective warrants consideration of changes
to tariffs and other contractual terms during the course of a
concession. Periodic negotiations with the government usually
attract attention from the media, pressure groups, and the pub-
lic, not in the least because they concern prices paid for services
perceived as essential to the public’s well-being. As the operator
expects the outcome of negotiations to be influenced by out-
side pressures, it may decide to alter expansion decisions to
influence these.

Finally, the private sector operator may look to influences
beyond the immediate contract. For instance, it may face pres-
sure from its owners to make investments that deviate from the
profit-maximizing pattern of expansion. Indeed, the long-term
outlook of a company that owns all or part of a concession can
depend on a range of factors beyond the return it gets from a
single concession. It may perceive an interest in maintaining
good standing with certain interest groups, prospective clients,
and shareholders—for example by building a reputation as a
‘socially responsible’ company. This can translate into decisions
aimed at reducing the return on one contract in an effort to
raise it on others.

In sum, the pattern of expansion is determined by many fac-
tors, most of which are difficult to influence through transac-
tion design and regulation. Tariff structure may play a
significant role, and is certainly an important policy instru-
ment. While there is little empirical evidence showing its rela-
tive importance, we suggest that tariff structure has a strong
influence on expansion. IBTs warrant particular attention as
they explicitly match prices with consumption and thereby
make one group of customers more profitable than another.

Giving service providers the freedom to respond to
demand

The poor tend to live in areas that are not easily served through
conventional network approaches. As a group, they depend on
a variety of service levels (Box 3). Low-income households are
therefore affected when restrictions are placed on the methods
that service providers are allowed to use, and the levels of serv-
ices they can offer. Standards that prohibit the use of materials
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Box 3 Why are multiple service levels important for the poor?

As a group, the poor use a wider range of services than the non-poor,
particularly for water. Some residents purchase water in plastic contain-
ers that are hauled by pushcart. Others buy from their neighbours or land-
lord via a shared connection or yard tap. Many cities have a
long-standing strategy of serving low-income areas with public
standposts.

Each of these service types provides consumers with a distinct level of serv-
ice, which can be further defined in terms of water quality and pressure,
frequency of billing, legal eligibility, distance from the home, and other
factors. These affect how far one must carry water, whether it is available
around the clock, whether it is potable at the source, whether legal title for
ones dwelling must be obtained, and how often one pays- all are of great
importance to poor consumers.

Some service attributes considered unacceptable by high-income consum-
ers tend to be preferred by low-income consumers, or vice versa. For exam-
ple, daily bill collection is considered an inconvenience to richer
households, while poorer ones prefer it since they earn daily wages, and
lack the same access to savings mechanisms. Similarly, low-income consum-
ers place a high premium on reliability, while higher income households
with on-site storage may be more concerned with water quality.

or methods needed for expanding in certain areas limit the op-
erator’s ability to meet demand. Similarly, a transaction that
makes alternative providers illegal raises costs and limits the
availability of service levels (Baker and Tremolet 2003).%°

The network operator

As seen, prices charged by an operator are controlled in order to
prevent non-competitive pricing due to the operator’s monopo-
listic position and, as such, standards are far from irrelevant. It
follows that some level of quality must be specified in order to
make the price regulation meaningful. Otherwise, the operator
could use its monopoly power to lower the quality as a way of
raising net revenue.

A further justification for setting a minimum quality of service
is to avoid negative externalities associated with poor public
health or environmental degradation. Especially where low wa-
ter quality and interruptions in service could lead to an out-
break of disease.

10 These issues are also discussed in detail in Johnstone and Wood (2001).
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Standards should be carefully managed because they may be
burdensome for the poor. Higher levels of service quality are
associated with higher costs, which are inevitably passed on to
others—often to consumers through tariffs. At some point these
become unaffordable for the poorest, who are among the first
to turn to cheaper services that go unregulated for quality. This
could reduce the extent of service which ultimately is the means
by which public health and environmental goals are achieved
(Brook and Smith 2001).

One way to increase the efficacy of standards, while mitigating
their burden, is to focus on outputs rather than inputs. Most
contracts specify goals for water quality, continuity, and pres-
sure. Since these deal with the quality of the end product or
service they can be thought of as ourput standards. Standards can
also cover technical specifications for engineering works, such as
the minimum diameter and depth of pipes. Use of inpur stand-
ards like these are important in cases where commercial risk is
not passed on to the operator, or where the term of the contract
is short. In most cases, however, output standards are a prefer-
able way to regulate service qualities as they describe desired
outcomes, while leaving decisions about methods and means to
the operator.

Flexibility can also be achieved through a careful definition of
coverage obligations. Allowing the operator a choice of service
levels to achieve targets will reduce overall costs, while making
poor areas more attractive. It will have the flexibility to adapt to
local circumstances (Baker and Tremolet 2003). As an example,
concessionaires in Manila have the choice of offering standposts
in low-income areas instead of private connections to meet their
coverage obligations (Rosenthal 2002). For the purposes of cal-
culating progress toward targets, each standpost is equated with
service to 475 people or about 100 households.

Alternative providers
Incentives can also be used to encourage an operator to work
with alternative providers to install secondary and tertiary net-
works. The concessions in Manila, for example, define coverage
in a way that residents are considered ‘served’ for the purposes
of the contracts no matter who supplies the service. This has re-
sulted in the installation of independently operated piped net-
works in some areas, using water purchased from the main
network. The concessionaire benefits in two ways from the
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arrangement. Firstly, it makes progress towards coverage
targets, and secondly, it is paid for the water.

Facilitating the entry of alternative providers is not always so
easy. Where coverage requirements are coupled with an IBT
structure, operators depend on profitable customers to offset
losses from unprofitable ones. Unburdened by an obligation to
serve the latter group, alternative providers may ‘cherry pick’ the
prime areas and clients. Consequently, high-powered contracts
often grant an exclusive right to the operator to serve all custom-
ers.

Problems of exclusivity: The problem with exclusivity is that it
can stifle competition and innovation, both of which bring eco-
nomic and social benefits that are likely to outweigh any finan-
cial savings. As seen, unconnected poor households depend on
street vendors, tanker trucks, water kiosks and the like. The con-
tinuation of these services is important for customers who can-
not be scheduled for network connections until several years
into the term of a contract—if at all. Therefore, exclusivity is
better avoided or restricted. If granted and strictly enforced, it
will prevent alternative providers from offering services in areas
which might never be connected to the network — due to their
location, land tenure status or terrain — or where network expan-
sion is not scheduled for many years to come.

Exclusivity is usually unnecessary, or can be modified to
eliminate its impact on the poor. Since networked services re-
quire large investments in infrastructure, there is already a sig-
nificant barrier to new entrants who wish to offer the same level
of service as the main operator. Off-network providers must
compete against prices made low by the network operator’s large
economies of scale, so once an operator expands the conven-
tional network into a given area, it is unlikely to have its market
share threatened. If alternative providers can offer a cheaper and
more appropriate service they should not be prevented from
doing so. Exclusivity is seldom necessary or justifiable.

If warranted at all, exclusive rights are only applicable in pro-
tecting the operator’s share o