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gliree features characterize utilities: first, their technologies are characterized by large specific,
sunk, investments; second, their technologies are characterized by important economies of scale
and scope; and third, their products are massively consumed. The main point of this paper is
to explicate how these three features of utilities imply that in the absence of regulatory
commitment investment may be inefficient or not take place, and how regulatory commitment
has to be implemented differently across countries. This paper analyzes the conditions under
which different regulatory structures may work, and explore its implications for the design of
regulatory structures. The paper develops a matrix of regulatory structure/institutional features
that will allow for a better understanding of the appropriateness of regulatory structures in
developing economies.,i
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CONTRACTS, ADMINISTRATIVE LAW OR REGULATORY SPECIFICITY:

WORKABLE REGULATORY FRAMEWORKS FOR DEVELOPING ECONOMIES

EXECUTIVE BRIEF

by

Pablo T. Spiller

• Three features characterize utilities: first, their technologies are characterized by large

specific, sunk, investments; second, their technologies are characterized by important

economies of scale and scope; and third, their products are massively consumed. The

main point of this paper is to explicate how these three features of utilities imply that in

the absence of regulatory commitment investment may be inefficient or not take place,

• and how regulatory commitment has to be implemented differentlly across countries.

This paper analyzes the conditions under which different regulatory structures may

work, and explore its implications for the design of regulatory structures. The paper
0

develops a matrix of regulatory structure/institutional features that will allow for a better

understanding of the appropriateness of regulatory structures in developing economies.

In this paper I analyze the role of three alternative ways of restraining

administrative discretion: a) regulatory contracts; b) administrative law; and c)

regulatory specificity. These three methods are used by different countries. For

example, Jamaica, the UK, and Bolivia, among other countries, use the license as the

regulatory instrument. That is, the license specifies what the regulator can do and how

prices are to be set. Licenses, however, play no role in the United States. Instead, the



•

•

regulator's power to set prices in the United States is restrained by the very specific

• process that has to be followed in making regulatory decisions. Process specificity

requires, though, a judiciary that will stop the executive for procedural deviations.

Finally, countries like Chile and recently Argentina (in its electricity regulation) have

designed regulatory mechanisms that restrain administrative discretion by making very

specific regulatory laws. Thus, regulatory deviation from those laws can easily be

• challenged in courts. In other words, regulatory discretion is not only restrained by

process but also by the substance of the regulation itself.

•

These three alternative methods have costs and benefits, and in the absence of

institutional considerations they could be perfectly interchangeable. On the other hand,

• countries have very different institutional endowments, making a particular regulatory

structure unlikely to perform properly. For example, current thinking in the international

agencies is that countries should follow the United States in the development of their

regulatory structures. Such proposals may not fit the nature of the country in question

and may not provide the required regulatory commitment. They, for example, may

• require from the judiciary to serve as a check on administrative decisions of the

government. But, in most developing countries, the judiciary tradition does not fit that

role. Similarly, in other countries, such role may not be credible as the executive may

easily overrule the courts through legislative maneuvers.

•
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I. The Problem of Utilities

Three features characterize utilities: first, their technologies are characterized by large specific,

sunk, investments;1 second, their technologies are characterized by important economies of scale and

• 
scope; and third, their products are massively consumed. The main point of this paper is to explicate how

•

these three features of utilities imply that in the absence of regulatory commitment investment may be

inefficient or not take place, and how regulatory commitment has to be implemented differentlly across

countries,

Consider, for example, an electricity distribution company. Its assets have very little value in an

alternative use (it is very expensive to bring down cables and posts, to dig out trenches, etc), network

externalities and economies of density imply that it may not be economical to have multiple wires deployed

on the same street; and finally, its product is consumed by a large proportion of the city's population.

Compare this situation to that of another industry characterized by large sunk investments: steel. While

steel mills have very little value in alternative uses, the economies of scale and scope are trivial compared

to the size of the market,2 and furthermore, while everybody indirectly consume steel products, very few

individuals in the society pay any attention to the price of steel. Thus, it is not simply specific investments

that characterize utilities. Nor is simply economies of scale.

Consider, now, newspapers. It is quite clear that there are quite large economies of scale and

scope in the operation of city-newspapers. The increase in speed of communications, and the increased

use of computer design has drastically increased the extent of economies of scale in the sector. This has

translated in a the reduction in the number of newspapers per city while maintaining relatively constant the

readership numbers. Now, while the readers are usually a relatively large portion of the population (at

Specific or sunk investments are those that once undertaken their value in alternative uses is
substantially below their investment cost.

2 In some developing countries that protect the production of steel, that may not be so, as there may
be just a few steel mills producing for the relatively small local market.

•
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least of the voting population), newspapers are not utilities. The reason being that while there may be
11)

substantial amount of sector specific human capital (reporters' contacts with local politicians may be

specific to the locality), the technology is increasingly generic. Shutting down a newspaper and moving

the printing presses, their desks, computes, etc, elsewhere is becoming more and more cohimon.
•

Thus, what separates the utility sector from the rest of the economy is the combination of three

features: specific investments, economies of scale and widespread domestic consumption. These•
features are at the core of contracting problems that have traditionally raised the need for governmental

regulation of utilities.3 In turn, they make the pricing of utilities inherintly political.

•

The reason for the politicization of infrastructure pricing is threefold. First, the fact that a large

component of infrastructure investments is sunk, implies that once the investment is undertaken the

operator will be willing to continue operating as long as operating revenues exceed operating costs. Since
0

operating costs do not include a return on sunk investments (but only on the alternative value of these

assets), the operating company will be willing to operate even if prices are below total average costs.4

Second, economies of scale imply that in most infrastructure services, there will be few suppliers in each

locality. Thus, the whiff of monopoly will always surround infrastructure operations. Finally, the fact that

infrastructure services tend to be massively consumed, implies that politicians and interest groups will

care about the level of infrastructure pricing. Thus, massive consumption, economies of scale and sunk
0

investments provide governments (either national or local) with the opportunity to behave opportunistically

0

vis-a-vis the investing company.5 For example, after the investment is sunk, the government may try to
,

3 See, among others, North (1990), Williamson (1988), Goldberg (1976), Barzel (1989), Levy and
Spiller (1993) and Spiller (1993).

4 Observe that the source of financing does not change this computation. For example, if the company
is completely leveraged, a price below average cost will bring the company to bankruptcy, eliminating the
part of the debt associated with the sunk investments. Only the part of the debt that is associated with the
value of the non-sunk investments would be able to be subsequently serviced.

5 Observe that this incentive exists vis-a-vis public and private companies.

0



•

•

•

•

•

May 5, 1994 WORKABLE REGULATORY FRAMEWORKS FOR DEVELOPING ECONOMIES Page 3

restrict the operating company's pricing flexibility, may require the company to undertake special

investments, purchasing or employment patterns or may try to restrict the movement of capital. All these

are attempts to expropriate the company's sunk costs by administrative measures. Thus, expropriation

may be indirect and undertaken by subtle means. While the government may uphold and protect

traditionally conceived property rights, it may still attempt to expropriate through regulatory procedures.

Box 1 depicts an example of what, from the perspective of a private investor, may be called the archetypal

government opportunistic behavior.

BOX 1
THE PROBLEM OF COMMITMENT

The Economist of 12 June 1993 printed the following description of problems with the development of road infrastructure
in Bangkok:

"If proof were needed that Bangkok's traffic is the worst in the world, then it has arrived in the shape of the "Comfort
100", a red plastic bottle which is being sold as a portable urinal.... Thai motorists are not alone in finding the Comfort
100 symbolic of governmental inaction on traffic. Foreign construction companies, which had been salivating at the
thought of some $20 billion of promised infrastructural spending, are now having second thoughts. Three mooted mass-
transit systems have got no further than the drawing board. And the one new highway that is almost complete -
Bangkok's second-stage expressway- has now become the subject of a bitter dispute.

The road is a 20km (12 mile) six-lane tollway, built by a Japanese-led consortium and financed by a $200m
loan, in which 31 foreign banks have an interest. The consortium has built the expressway on a "build, operate and
transfer" basis. Its profits were supposed to come from levying a 30 baht ($1.20) toll. At the last moment, the
government balked, unilaterally setting a new price of 20 baht. In theory, the missing 10 baht will come out of the state's
share of the toll-money. The government now wants the consortium to open the expressway in the next few weeks. The
road itself is still only partly completed,. with four of its 18 ramps "ski-jumps: which end in midair. In the meantime,
competitors to the Comfort 100 are already appearing on the market. A Taiwanese device called "Easi Pee" is
advertised as ideal for children. And from Japan comes a more unwieldy piece of equipment, the ominously titled
"Thunderbox."

The Economist of 4 September 1993 printed the following continuation of the Bangkok road infrastructure saga:

"On August 31st the government took legal action to force an international consortium to open a new motorway in
Bangkok...Initially, the government balked at levying the 30 baht ($1.20) toll specified in the contract, though it later
agreed to it. But when the company said that other matters remained unsettled, the government lost patience and
obtained a court order. Agreeing to open the road, the presiding judge said that the government had law on its side, but
added, "The people's suffering is the highest law."

... On September 2nd, Chuann Leekpai, the Thai prime minister, gave the go-ahead for a ribbon-cutting
ceremony at the disputed expressway. His action angered international bankers connected with the motorway
consortium. ... They argue that under the original contract they are already owed 2 billion baht in tolls from a stretch of
motorway controlled by the government. Bankers close to the Bangkok Expressway Company say that it is under threat
of bankruptcy. The government responds that the priority is to get the road opened and that all investors will be paid,
once negotiations resume."

Private investors knowing that under some circumstances, governments may not be able to

refrain from reneging on explicit or implicit agreements (i.e., behave opportunistically), will undertake
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actions to protect their investments. Two features are relevant here. First, if the sector is to be privatized,

investors, facing potential opportunistic governmental behavior will bid a smaller amount for the right to

operate those facilities, than if regulatory environment was characterized by regulatory commitment.

Second, the absence of safeguards will distort private investment. In particular, to protect their assets,
•

investors will invest in less specific assets. Thus, less efficient, but more flexible technologies will be

chosen, limiting the social value of the enterprise. In an extreme case, though, private investment will not

take place at all, and public ownership may become the default mode of organization. Thus, the key to

promote investment in utilities sectors is to develop a policy and regulatory environment, and an

institutional framework that restrains administrative discretion in the pricing of utilities.

411

II. Regulation and Commitment: the Problem of Expropriation

The fact that utilities' assets are largely sunk and that their customers constitute a large proportion

of the population provides governments with incentives to expropriate the firms' quasi-rents.'
•

Expropriation of the firm's quasi rents, however, does not mean that the government takes over the

operation of the company, but rather that it sets maximum prices to the utility's products that just

compensate for its operating costs and the return on its non-specific assets. Such prices will provide
•

sufficient ex-post incentives for the firm to operate, but not to invest.7 Indeed, quasi-rent expropriation has

•

been more prevalent in Latin America than direct utility takeovers or expropriation without compensation.'

6 Quasi-rents are defined as the part of the operating returns that exceed what would the company
obtain if it would devote its capital to alternative uses. Since utilities' assets are largely sunk, quasi rents
may reach the return on capital.

The company will be willing to continue operating because its return from operating will exceed its
return from shutting down and deploying its assets elsewhere. On the other hand, the firm will have very
little incentive to invest new capital as it will not be able to obtain a return. While it is feasible to conceive
loan financing for new investments, as non-repayment would bring the company to bankruptcy and
eventual liquidation. Bankruptcy, however, does not mean that the company shuts down. Since the
assets are specific, bankruptcy implies a change of ownership from stockholders to creditors. Now
creditors' incentives to operate will be the same as the firm, and they would be willing to operate even if

• 
quasi-rents are expropriated. Thus, loan financing will not be feasible either.

8 Consider, for example, the case of Montevideo's Gas Company. Throughout the 1950s and 1960s
the MGC, owned and operated by a British company, was denied price increases. Eventually, during the

•
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Quasi-rent expropriation may be profitable for a government if the direct costs (reputation loss
•

vis-6-vis other utilities, lack of future investments by utilities) are small compared to the (short term)

benefits of such action (achieving re-election by reducing utilities' prices, by attacking the monopoly, etc),

and if the indirect institutional costs (e.g., disregarding the judiciary, not following the proper, or traditional,
•

administrative procedures, etc) are not too large.

Thus, incentives for quasi-rent expropriation should be expected to be largest in countries where
411

indirect institutional costs are low (e.g., there are no formal or informal governmental procedures -checks

and balances- required for regulatory decision making; regulatory policy is centralized in the

administration; the judiciary does not have a tradition of, or the power to, reviewing administrative
•

decisions, etc), direct costs are also small (e.g., the utilities in general do not require massive investment

programs, nor technological change is an important factor in the sector), and, perhaps, more importantly,

the government's horizon is relatively short (i.e., highly contested elections, need to satisfy key
•

constituencies, etc). Forecasting such expropriation, private utilities will not undertake investments in the

first place. Thus, government direct intervention may become the default mode of operation.

If, in the presence of such incentives the government wants to motivate private investment, then, it

will have to design an institutional arrangement that will limit its own ability to behave opportunistically

once the private utility undertook its investment program. Such institutional arrangement is nothing more
•

nor less than a regulatory framework. Such institutional arrangement will have to stipulate price setting

•

411

procedures, impartial conflict resolution (arbitration or judicial) between the parties, investment policies,

rapid inflation of the 1960s it went bankrupt and was taken over by the government. Compare this
example to the takeover by the Perem administration of ITT's majority holdings in the Union Telefonica del
Rio de la Plata (UTRP was the main provider of telephones in the Buenos Aires region). In 1946 the
Argentinean government paid US$95Million for ITT's holdings, or US$623M in 1992 prices. Given UTRP's
457,800 lines, it translates at US$1360 per line in 1992 prices (deflator: capital equipment producer
prices). Given that in today's prices, the marginal costs of a line in a large metropolitan city is
approximately US$650, the price paid by the Perem administration does not seem unusually low. See Hill
and Abdalla (1993).
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etc. Unless such regulatory framework is credible, though, investments will not be undertaken, or if
411

undertaken will not be efficient.9

•

•

•

•

•

Thus, even if economies of scale did not call for a single operator, the existence of few operators,

highly specific assets and widespread domestic consumption raises the potential for quasi-rent

expropriation. Regulation, then, by setting a credible and impartial process for rate setting is a

requirement for investment to be undertaken.' In other words, regulation, if credible, solves a key

contracting problem between the government and the utilities by restraining the government from

opportunistically expropriating the utilities' quasi-rents." This, however, does not mean that the utility has

necessarily to receive assurances of a rate of return nature, or that it has to receive exclusive licenses.'

In some countries, however, such assurances may be the only way to limit the government's discretionary

powers.

Ill. Inferences for Costs and Benefits of Regulation in Developing Countries.

The previous discussion suggests that utility regulation has to be designed so as to match the

sector's and the country's institutional characteristics. A major feature of many developing countries is the

9 In this sense it is not surprising that private telecommunications operators have rushed to develop
cellular rather than fixed link networks in Eastern European countries. While cellular has a higher long run
cost than fixed link, and on some quality dimensions is also an inferior product, the magnitude of
investment in specific assets is much smaller than in fixed link networks. Furthermore, a large portion of
the specific investments in cellular telephony are undertaken by the customers themselves (who purchase
the handsets).

" Indeed, even publicly owned companies will not invest if their quasi-rents will be taken over by the
government.

" See, Goldberg (1976) for one of the first treatments of this problem. See also Williamson (1976).

12 Indeed, the Colombian regulation of value added networks specifically stipulate that the government
cannot set their prices, nor that there is any exclusivity provisions. Thus, regulation here means total lack
of governmental discretion.

•
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discretionary power of the executive and the extent of centralization of decision making.' Thus, in
•

designing regulatory frameworks for utilities developing countries' polities may have to break with their

standard administrative discretionary powers. There, however, lies the need for innovation, as regulatory

41 
processes that restrain governments may be new in those countries. The main challenge is to design

regulatory processes that while restraining discretion are compatible with some of the legal and

administrative traditions of the country. For example, Colombia's recent antitrust law provides for

innovative checks and balances of a nature not observed before, while at the same time using its

independent courts to providing checks and balances.14 Similarly, Chile's approach to regulation of

telecommunications and electricity, as well as its antitrust enforcement, is based on innovative checks and

balances based on very specific legislation, using multiple decision makers, and a sophisticated use of the

courts' system.15 Finally, Jamaica's telecommunications regulatory framework limits regulatory discretion

through the use of contract law rather than administrative law. Again, an innovation based on Jamaica's

courts' strong protection of contracts and property.16 These are all innovations that were designed with
•

the nature of the country's political institutions in mind. They all share the philosophy of restraining the

government, rather than granting the government wide regulatory powers.

•

•

411

11/. The Basic Engineering of Regulation

In trying to understand different countries' abilities to commit to particular regulatory processes

and institutions, it is useful to look at regulation as an "engineering" problem.17 Regulatory design requires

13 Indeed, Weingast (1993) claims that such discretionary powers and centralization of decision
making is what is behind the lack of economic development of many countries. Weingast (1993, p.1)
says, "Thriving markets require not only the appropriate system of property rights and a law of contracts,
but a secure political foundation that places strong limits on the ability of the state to confiscate wealth."

14 See Spiller (1993b) for a discussion of Colombia's antitrust enforcement.

15 See, Spiller (1993) for a discussion of electricity regulation, and Galal (1993), for a discussion of
telecommunications regulation and of antitrust.

16

17

See Spiller and Sampson (1993) for a discussion of Jamaica's telecommunications regulation.

See Levy and Spiller (1993).

•
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two levels: basic and detail engineering. Levy and Spiller (1993) define the basic engineering of a
•

regulatory system as "the mechanisms via which societies create substantive or procedural constraints on

regulatory discretion, and resolve conflicts that arise in relation to these constraints."18 For Levy and

Spiller (1993), "Detail engineering comprises the rules governing utility pricing, cross- or direct-subsidies,
•

entry, interconnection, etc." As becomes obvious from these definitions, most policy work on regulation

has dealt with detail rather than basic engineering. Such emphasis, however, is inadequate. Although

detail engineering affects performance, its impact (positive or negative) seems to come to the forefront

only if proper basic engineering has been designed.'

While basic and detail engineering are endogenous variables for the polity, the choice sets are
•

constrained ones. The choice of basic engineering is constrained by the nature of the contracting

problems discussed above, as well as by the institutional characteristics of the country in question.

•

Similarly, the choice of detail engineering is also constrained by the country's institutional characteristics

and at the same time, by the choice of basic engineering. In this paper we focus on the role of basic

engineering and its implications for the design of regulatory institutions.

IV.a. Basic Engineering and Regulatory Stability.

For basic engineering to provide regulatory stability three complementary mechanisms restraining

arbitrary administrative action must all be in place: first, substantive restraints on regulatory discretion
•

must be embedded in the regulatory framework; second, formal or informal constraints must limit the

41

•

ability of the polity to change the regulatory framework itself; and finally, there institutions must be in place

that enforce those substantive or procedural constraints.

18 Williamson would call such constraints on regulatory decisionmaking "contractual governance
institutions." See Williamson (1985, p.35).

19 Commenting on the interaction between technology (institutions), governance (basic engineering)
and price (detail engineering), Williamson (1985, p.36) says, "Nnasmuch as price and governance are
linked, parties to a contract should not expect to have their cake (low price) and eat it too (no
safeguard)."

•
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Assume, for example, that the regulation is institutionalized through the passage of a very general
•

piece of legislation, like Jamaica's Public Utilities' Act of 1966, which set up a Public Utility Commission a-

la United States.2° The legislation does not specify procedures that the regulator has to follow, nor criteria

that the regulation has to satisfy to be "legal." Thus, the basic engineering design fails the first test.
•

Furthermore, consider that the country's legislative institutions are such that it is very difficult to pass new

legislation, as may be the case in Bolivia, Chile, Colombia or Uruguay. Thus, the basic engineering

satisfies the second test. Furthermore, assume that the country's judiciary is independent so that
0

whatever limits to administrative discretion written in the law could be enforced, and at the same time the

judiciary may determine as illegal presidential decrees that are in violation of the law or the constitution, as

in Colombia. Thus, the basic engineering will satisfy the third test as well. Nevertheless, given the nature
•

of division of powers, the selected basic engineering is flawed, as it grants the administration almost total

discretion over regulatory policy. Furthermore, the legislative institutions that make legislation difficult to

undertake (i.e., multiplicity of parties, none with a clear majority in Congress and in the popular vote), also
•

implies that regulatory policy may change wildly following a change in government. Under those

circumstances, basic regulatory engineering fails to provide for regulatory stability, and hence will provide

bad investment incentives to the utilities.
0

IV.b. Basic Regulatory Engineering and the Country's Institutional and Administrative Endowment

Levy and Spiller (1993), following North and others, define the institutional endowment of a nation
•

as comprising at least five elements: First, a country's legislative and executive institutions, which include

the formal mechanisms for appointment of legislators and decision-makers, for making laws and

regulations, apart from judicial decision-making; for implementing these laws, and that determine the
•

relations between the legislature and the executive. Second, the country's judicial institutions, which

comprise its formal mechanisms for appointing judges and determining the internal structure of the

judiciary; and for impartially resolving disputes among private parties, or between private parties and the
111

20 See Spiller and Sampson (1993).
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state. Third, informal but broadly accepted norms that tacitly constrain the action of individuals or of
•

institutions of government. Fourth, the administrative capabilities of the nation; and finally, the character of

the contending social interests within a society, and the balance between them, including the role of

ideology. In this section we will discuss how the institutional and administrative endowments of a nation
0

41

•

limits the choice of regulatory instrument and of regulatory institution.

IV.b.i. The Choice of Regulatory Instrument

We consider four types of regulatory instruments: laws; presidential decrees; contracts; and the

use of administrative procedures.

IV.b.i.1. Specific Legislation

Consider, first, the use of specific legislation as a way to restrain regulatory discretion. Several
fb

countries have selected specific pieces of legislation as their basic engineering. We discuss those below.

Here it may be sufficient to explain what regulating by legislation means. Compare two pieces of US

legislation: the 1935 Federal Communications Act (FCA), and the 1990 Amendments to the Clean Air Act
•

(CAA). The 1935 FCA, which is still in the books, talks about regulating monopolies although the FCC

currently regulates a competitive industry. The FCA granted no guidance whatsoever to the FCC in their

regulatory actions, but said that FCC should undertake actions to improve the welfare of US citizens. That
fi

is, the FCA granted the FCC total discretion, and the only limits that imposed on the FCC were those

granted by administrative law and the continuous supervision of the agency by Congress and its

committees. On the other hand, the 1990 Amendments to the CAA precisely specified actions that the
•

Environmental Protection Agency had to undertake. In particular, it ordered the EPA to institutionalize a

market for pollution permit, it further determined how many pollution permits each electrical utility in the

nation will have, both through a generic determination (baseline levels were those of 1985), but also
•

through a long list of exemptions. Thus, the EPA had very little leeway on whether or not to create a

i
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market for pollution rights, and furthermore, their lack of implementation could be contested in courts for

lack of compliance with the law.

Using very specific legislation as a basic engineering choice satisfies the first requirement for
•

regulatory stability. Whether it also satisfies the second and third depends, however, on the nature of the

country's institutional endowments. First, if the legislative institutions are such that it is very easy to pass

new laws,21 then the second requirement for regulatory stability may fail, as the executive could always•
upset the regulatory understanding by new legislation. Thus, unless there are widely accepted informal

norms concerning not changing laws opportunistically, then, in this type of countries specific legislation

does not satisfy the second requirement for regulatory stability. A second instance where specific

legislation may not be a sound basic engineering choice is when the executive could deviate, without

triggering a legal challenge, from the direct instructions of the law. In other words, if there is not a truly

independent judiciary to restrain the executive, then specific legislation will not satisfy, in this type of

countries, the third requirement for regulatory stability.

To summarize, specific legislation may serve as a basic engineering choice in countries where
•

legislative action is costly, and where the judiciary is relatively independent from the executive. Observe,

however, that in this type of countries passing the initial legislation will require an unusual level of

legislative consensus, as such degree of specificity will be more difficult to undertake than a less specific
•

piece of legislation.

IV.b.i.2. Presidential Decrees
•

A regulatory tool that has obtained recent popularity is the use of Presidential Decrees,

•

particularly in Latin America. There two basic types of Presidential Decrees in Latin American countries.

21 Such would be the case in Parliamentary systems with electoral rules that promote a two party
system, or Presidential systems with electoral laws where a single party almost always wins the elections
for both the legislature and the executive.

•
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The most common Presidential Decree can be seen simply as an administrative determination. Latin•

American countries, in general, have yet to develop a tradition of a "fourth" administrative branch, a-la

United States. Thus, agency determinations are usually Ministerial decisions, and these, in turn, usually

take the nature of a Presidential Decree. Presidential Decrees of this sort, however, can be replaced by•

other Presidential Decrees. For example, Bolivia's Electricity Code which stipulates the way tariffs are to

be set for all electric utilities is based on a 1968 Presidential Decree (Decreto Supremo). This decree can,

• 
in turn, be modified by another Decreto Supremo. The second most common type of Presidential Decrees

consist in the "regulation" or "instrumentation" of legislation. Most legislation in Latin American countries

are relatively general, and the implementation is delegated to a "regulatory" Presidential Decree. This

O 
type of decrees will have a similar nature as in the US would an agency decision interpreting a particular

law. Courts seldom contest those decrees, except when the Decree clearly violates a direct stipulation in

the law. "Regulatory" Decrees, however, cannot easily be replaced by other Presidential Decree, except

f) that they may be reinterpreted or further "regulated." 22 This potential for further "regulation" or

reinterpretation provides leeway to future administrations (or to the same one) to distort, change or

amend, the meaning of the initial understanding, Thus, regulatory frameworks introduced through

Presidential Decrees may fail the second requirement for regulatory stability.
•

IV.b.i.3. Contracts

I/ Since the basic contracting problem in utilities it is related to the inability of governments to

commit, it is quite interesting to observe that in several countries the regulatory framework has been

imbedded in formal contracts. These contracts take the form of operating licenses, but the main feature of

•

411

,
these licenses is that they specify the regulatory framework in which the firms operate. Consider, for

example, British utilities. British utilities are, in general, regulated by price caps methods of different sorts.

The distinguishing features of those price cap methods, however, is that they are imbedded in the

companies' license rather than in an agency decision or piece of legislation. The advantage of regulatory

22 A total replacement of this type of Presidential Decrees may require new legislation.

•
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frameworks being instituted through licenses is that since the latter usually have the power of contracts

between the government and the firm, any amendment to the license will usually require the agreement of

the company.' The disadvantage of licenses, however, is that it gives the operator substantially

bargaining power if there is a need to amend the license, limiting the flexibility of the regulatory framework.
•

For example, if a technological breakthrough comes in that eliminates any economies of scale in a

segment of the market, the regulator may have to "bribe" the company into accepting to relinquish its legal

exclusive rights over that segment. In a more flexible basic engineering choice, such decision could be

taken administratively.24 Thus, while contracts may be useful in providing assurances to the companies, it

may do so only by introducing rigidities in the regulatory system.

•

For contracts as a basic engineering choice to satisfy the first criteria for regulatory stability, then,

they must be very specific and clearly limit what the regulator can do. A license that does not specify the

regulatory mechanism in any detail, but leaves the administration free to make all regulatory decisions will
•

fail the first criteria for regulatory stability.25 Operating licenses in the US, for example, do not serve as

basic engineering mechanism, as.they deal mostly with eminent domain and area issues. Now, whether

specific licenses will satisfy the second requirement for regulatory stability depends on whether the courts

will see licenses as binding contracts. In particular, it must be the case that courts will be willing to uphold

contracts against the wish of the administration. If courts will not see licenses as contracts, or will grant

•

•

administration substantial leeway in interpreting those contracts, then, as a basic engineering choice they

will fail the second a third criteria for regulatory stability. Observe, then, that contracts can be

23 In the British case, the law stipulates that in the case that the company does not agree to a license
amendment proposed by the regulator, there is a process involving the Monopolies and Mergers
Commission that the regulator may use to amend the license against the will of the company. See Spiller
and Vogelsang (1993).

24 See below the discussion of the Jamaican Telecommunications case.

25 Comparing the licenses issued in Jamaica under the Jamaican Public Utilities Act of 1966 to those
issued prior to 1966 or after the privatization of 1988 shows the total failure of licenses to restrain the
regulators based on the 1966 Act. See Spiller and Sampson (1993).

•
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implemented in nations with very strong or very weak executives, with parliamentary or Presidential
0

systems. Indeed, a basic requirement is the independence of the judiciary and that the judiciary sees

licenses as contracts.

•

Finally, informal norms may also provide some regulatory stability even if licenses can be

unilaterally amended by the government. For example, the UK has been granting operating licenses since

at least 1609 (see Spiller and Vogelsang, 1993b). While initially licenses were granted by the King,
0

eventually Parliament took over as the license granting institution.26 Since licenses were granted by Acts

of Parliament, Parliament could, in principle, change the conditions under which future licenses were to be

granted. Parliament, could, furthermore, go a step further and unilaterally change the operating rights ofii
current license holders. Such Parliamentary power, however, makes the licenses fragile instruments.

Over the years, however, Parliament has developed an informal norm of not to opportunistically revoke

licenses. Indeed the only case where licenses were revoked was during the massive restructuring of the
II

electricity sector in 1926. In that case, however, the license holders that were to be shut down were given

very favorable transitory rights that compensated them for whatever losses may arise from the compulsory

shut down.27
•

•

•

•

26 Licenses were granted in many different forms. Until 1919, the most common way was for a
prospective utility to apply to Parliament for a particular license. A Select Committee would hear the case
and either recommend it or not. The Select committee's recommendation would then be presented to
Parliament for approval. This latter step was supposed to be a simple formality. These are called Private
Bills. A license could also be granted by an Order in Council, whereby the Privy Council upon
recommendation of the relevant Minister and the Cabinet will grant the license. Licenses were granted
also by General Acts of Parliament. Such an example is the Public Health Act of 1875 which granted the
municipalities the right to establish wafer and gas undertakings in their districts if no one else was
empowered and willing to perform such undertaking. Provisional orders were substitutes for private bills.
A Provisional Order would be granted by a Minister following a request for a license. The Minister's order
would then be formalized by an Act of Parliament. Finally, following the 1919 Electricity (Supply) Act, the
Electricity Commission, created by the Act, started issuing licenses through Special Orders, who had to be
approved by the Minister of Transport. Special Orders did not have to obtain the formal approval of
Parliament. Parliament, however, retained the right to reconsider those licenses. See Spiller and
Vogelsang (1993b).

27 See Spiller and Vogelsang (1993b).

•
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To summarize, the .use of licenses as the regulatory instrument requires a judiciary with strong
•

respect for contracts and/or widely accepted norms concerning opportunistic revocation of licenses.

Countries that are only now starting to regulate utilities will not have had the opportunity to develop those

types of norms, and thus the key ingredient is the existence of an independent judiciary that will see
•

licenses as contracts.

IV.b.i.4. Administrative Procedures
•

Finally, administrative procedures may serve as the basic engineering choice. The regulation of

utilities in the United States is indeed based on a well specified and developed body of administrative

procedures, both at the Federal and at the State level. These procedures determine the way by which
•

agencies are to make determinations, as well as the nature of the independent appeals process. In the

US regulatory agencies are required to announce their intentions to hold hearings well ahead of time, to

hold open hearings, to keep all communications among interested parties in public (e.g, ex-parte
•

communication rules does not allow commissioners to communicate with their staff or with the individuals

from the regulated companies on issues currently under consideration), agencies are required to

substantiate their decisions, to relate to the issues raised by the different parties, and freedom of
•

information limits the ability of agencies to keep information away from the public. These rules evolved in

the US over a period of more than fifty years, and are based on the constitutional provision of due

process. Furthermore, each enabling legislation complements these general administrative procedures
•

with stipulations about who else may participate in hearings, what type of rulemaking powers the agencies

have, etc.

0

Administrative procedures slow down the regulatory process, provide a way for the interested

parties to bargain over the issues, and furthermore, provide procedural grounds on which to appeal.

McCubbins, et. al (1987) show how in the US administrative procedures have been used to keep
•

regulatory outcomes from deviating from the initial regulatory bargain.

•
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The use of administrative procedures as a generic way to enforce regulatory bargains, however,

requires not only a previously developed body of law, but also a judiciary that is used to challenge

administrations on procedural grounds. Thus, although it may be possible to legislate that regulators

follow particular procedures in their decision making, and even if such legislation would be difficult to

change, thus satisfying the first and second requirements for regulatory stability, unless the courts can be

expected to challenge the administration on procedural grounds such body of law may not provide for

regulatory stability. Indeed, in most latin american countries, administrative law has not been extensivelyfb

developed, except as in some cases as it relates to government procurement issues.28 Thus, in most, but

not all, latin american countries, regulatory frameworks that are to be based on general procedural

requirements may fail to satisfy the third requirement for regulatory stability.

To summarize, three institutional characteristics of a country are key to understand the constraints

on available basic-engineering options: the judiciary, the form of legislative and executive institutions, and
•

the existence of widely accepted informal norms. First, a strong and independent judiciary, with a strongly

held tradition of administrative law opens the basic-engineering option of administrative procedures. Also,

a tradition of efficiently upholding contracts and property rights opens the basic-engineering option of

constraining discretion through the use of formal regulatory contracts (licenses). Further, a tradition of

judicial independence and efficiency opens the basic-engineering options of using administrative tribunals

to resolve conflicts between the government and the utility within the contours of the existing regulatory
•

•

system. Finally, it provides assurances against governmental deviation from specific legislative or

constitutional commitments that underpin ,the regulatory system.

Second, when legislative and executive institutions grant the executive substantial control over

both the legislative agenda and the legislative outcomes, turnover in the executive may have much more

28 The Bolivia SAFCO Law provides for substantial procedures in procurement, but is totally silent
on regulatory decision making.
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important policy implications than in countries with more formal or informal division of powers. Thus, in
410

those countries, if legislative powers alternate between political parties with substantially different

interests, specific legislation would not constitute a viable form of basic engineering to safeguard against

administrative discretion, as changes in the law may follow directly from a change in government.
•

Finally, Informal norms may substitute for legislative flexibility. In particular, nations whose polity

developed a strong set of norms that restrain what is acceptable legislative behavior may bring legislation
•

back into the set of feasible basic-engineering tools.'

IV.b.ii. The Choice of Regulatory Institution
•

Common wisdom in the U.S. suggests the importance of having a strong, independent, self-

financed regulatory agency if proper regulation is to be undertaken. Such emphasis may be misplaced.

Consider, first, the size, and budget, of a regulatory agency. The size of a regulatory agency has to be
0

commensurate to its tasks. An overly strong agency which is supposed to do very little is going to create

substantial problems down the road in both deviation from the initial understanding, increasing

bureaucratic barriers, and essentially, forcefully justifying its existence. Consider, now, the believe that
0

the agency has to be independent. A major topic of discussion has been where agencies should be

located; should they be part of a Ministry or should have a separate identity. Our discussion above

suggests that independence of the regulatory process can be best achieved by limiting the discretion of

the regulators. Only when regulators are granted substantial discretion is that the location of the agency

may matter. But, if regulators have substantial discretion, it is not reasonable to allow them to be totally

independent. Accountability is important, and budgetary reviews provide one way to control regulators. In
•

other words, if regulators are to have substantial discretion, some checks and balances have to

introduced. Political control is one such check and balance.

111

' See Calvert (1992) for an analysis of informal norms as equilibrium behavior.

0
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Another issue that has been raised is to what extent regulatory agencies should be sector

specific. On the one hand common wisdom suggests that agency professionalism would be increased if

they are specialized. On the other hand, in many countries administrative capabilities are supposed to be

weak, limiting the pool of available manpower. We believe that this is another case where the emphasis is

placed in the wrong place. If administrative capabilities are low, then the regulatory framework has to be

extremely simple, substantially limiting the discretion of the regulators. In that case, regulatory agencies

may be extremely small, eliminating the need for a large qualified technocracy.

To summarize, the available evidence and theory suggests that the independence of the

regulatory agency has been oversold as a regulatory issue. The goal of regulatory engineering is to design

a flexible and efficient set of rules, built into a system which credibly restrains arbitrary administrative

action and thereby helps to attract private investment.

IV.c. Basic Regulatory Engineering in Selected Latin American Countries

Basic engineering choices across latin america varies wildly. Concerning the choice of regulatory

instrument, countries have experienced with three out of the four methods discussed above. They range

from the successful use of contracts in Jamaica prior to 1966 and after 1988; to the disastrous use of

administrative procedures in Jamaica from 1966 to 1975; to the successful use of specific legislation in

Chile's electricity and telecommunications and recently in Argentina's electricity; to the disastrous use of

Presidential Decrees in Argentina's telecommunications; and to the use of licenses in Bolivia's only private

electricity company.

IV.c.i. The Choice of Regulatory Instruments

IV.c.i.1. Using Contracts to Restrain Regulatory Discretion: Telecommunications in Jamaica and Electricity

in Bolivia

IV.c.i.l.a.Jamaica
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O 
Jamaica's experience with regulation by contracts is a very successful one.3° Regulation by

contract was instituted in Jamaica early in this century to regulate the development of telecommunications

and electricity. Indeed, contract regulation was the norm in Jamaica until the creation of the Jamaican

O 
Public Utility Commission in 1967 (see below). Until 1967 Jamaica's telecommunication and electricity

licenses stipulated the process by which prices are to be set (rate of return on assets), the minimum real

rate of return (8 to 10%), the way by which the regulatory body will operate (ad-hoc rate review boards),

fib and the process by which disputes between the parties were to be solved (appeal to the courts, all the

way up to the Privy Council in London). These licenses provided the local telecommunications company

with substantial guarantees against opportunistic behavior by the government. In fact, several times the

O 
companies went to Court to obtain rate increases over and beyond those granted by the government, and

won. Since the creation of Telecommunications of Jamaica in 1987, license regulation became once

again the norm in Jamaica. The main components of TOJ's license are provided in Box 1. As can be

•
seen, the licenses determine in substantial detail the price setting process, specify responsibilities of the

company and what the regulator can do, as well as arbitration procedures. Furthermore while it allows the

government to cancel the license, it specifies the way by which the government is to pay for those assets.

4

These licenses, then, substantially limit the extent of discretion of Jamaica's regulators. The

experience with these licenses has been quite successful overall. See Spiller and Sampson (1993).

• 
Although several improvements on the regulatory framework could be introduced, as it stands it has

provided sufficient guarantees of stability to the operator, that investment levels have dramatically

increase, as has the quality and availability of service, while real prices have fallen. The question we want

to deal with here, though, is not whether the Jamaican government could have designed a better
•

11

regulatory framework, but rather the rationale for limiting discretidn through the writing of very specific

3° For an in-depth discussion of the Jamaican experience with regulation, see Spiller and Sampson
(1993).

•
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licenses.31 To understand the reason for using licenses rather than administrative procedures or specific
•

.legislation, we have to focus on the nature of Jamaica's electoral rules and its constitutional division of

powers. Jamaica's Parliamentary system has been designed so as to develop two strong parties. Indeed,

since the 1959 election (the last prior to independence), independent candidates have won less than 1%
•

of the popular vote. As a consequence, the governing party usually has a strong majority in Parliament,

with no MP being able to extract particular rents from the leadership itself. The Jamaican Parliament,

then, serves today mostly as a forum for discussion rather than as a place were policy decisions are41

made. These are made as the result of the interplay of the Prime Minister, the different ministries and

their respective bureaucracies.

0

lb

li

0

In these circumstances, attempts to achieve regulatory stability through specific legislation will fail.

Electoral changes will change the constituencies in power, and may translate in drastic regulatory

changes implemented through new legislation. We may consider, now, though, the use of administrative

procedures. Jamaica's two party system resulted, as in the UK, in a judiciary system that has no leverage

on administrative matters, while has substantially more leeway on constitutional issues. Thus, Jamaica's

judiciary has stopped the administration on expropriation without compensation, but has never stopped

the government on an administrative decision without a constitutional ground. The rationale is that for the

Jamaican courts to block an administrative decision it has to claim that it is against the law. But since the

government controls Parliament, the government can always amend the law so that it clarifies its meaning.

Thus, as in the UK, Jamaica has no body of administrative law to talk about. On the other hand,

Jamaica's judiciary has a long tradition of upholding private property and contracts. Thus, Jamaica's
,

judiciary and legislative institutions substantially limit the set of basic-engineering choices. While

legislation based regulatory frameworks or administrative procedures will not satisfy the second and third

31 Spiller and Sampson (1993) claim that while the government could have designed a better
regulatory framework, in particular, one where competition was allowed in value added and other services,
they claim that show that attempting to liberalize the international market would have required such a large
increase in domestic rates that would have blocked the reform program in its entirety.

0
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requirement for regulatory stability, the basic-engineering choice of contracts as the regulatory framework

does satisfy those requirement.

BOX 2
MAIN COMPONENTS OF THE 1988 TELECOMMUNICATIONS OF JAMAICA'S LICENSES

a) JTC is granted a monopoly over all domestic (both local and toll) telephone services, while
JAM INTEL is granted a monopoly over all international communications;

b) Both licenses are for 25 years, with a renewal period of 25 years.
c) Both companies are regulated on a rate of return basis, with net after-tax (and special

dividends) profits having to be not less than 17.5 nor more than 20% of (accounting)
shareholders' equity, where assets are revalued annually;

d) Rate setting is as follows:
i) if the company wants to adjust its tariffs, it proposes a new tariff to the Minister of

Public Utilities and Transport.
ii) if the Minister accepts, then that tariff goes in effect;
iii) if the Ministry does not accept, and the Minister's offer is not accepted by the

Company, there is a relatively simple arbitration procedure, with the arbitrator having
to set rates that satisfy point c) above;

e) TOJ is not required to obtain permission to perform investments, nor the government can
disallow investments undertaken by the Company;
The government may supervise quality of service.

9) If for any reason the government desires to cancel the license of one of the two companies, it
has to cancel the other as well;

h) If the government cancels a license it may be required to buy the assets of the company at fair
market value, would the company fail to obtain an alternative investor.

i) TOJ may appeal to Jamaica's Supreme Court for GOJ's violation of the license.

Note: JTC is the local operator fully owned subsidiary of TOJ; JAMINTEL is the international
operator fully owned subsidiary of TOJ.
Source: Spiller and Sampson (1993).

IV.c.i.l.b.Bolivia

Bolivia is one of the few countries in Latin America that has had a private, and profitable,
•

electricity company continuously since the beginning of the century. .The Compania Boliviana de Energia

Electrica (COBEE) started operations in Bolivia in 1912, and it currently serves the cities of La Paz and

•
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Oruro.32 Its regulatory framework is stipulated in its license, rather than in legislation or a Presidential

Decree.33 Although, again, the regulatory set-up may not be very good, 34 it is important to understand the

reasons for the basic-engineering choice of license rather than administrative procedures or specific

legislation.

Bolivia is a Presidential system, with electoral laws that facilitate the congressional representation

of a multiplicity of Parties. As a consequence, seldom a presidential candidate is able to win a majority of

the popular votes. In those cases, the incoming Congress has to determine who the is to be President,

with no norm requiring it to select the plurality winner. Thus, the Bolivian government is usually a coalition

government that was formed in Congress so as to select the President. That coalition, however, does not

translate in control over Congress, as the electoral rules grant individual legislators substantial

independence from the central party. Thus, Bolivia's political system makes very difficult to pass new

legislation. Thus, in principle, Bolivia's institutional features facilitates the basic-engineering choice of

specific legislation, as once such legislation is passed it is very difficult to amend. But, as mentioned

above, the executive seldom has control over the legislature, and thus it bases its actions mostly on

Presidential Decrees rather than in bringing new legislation. The Electricity Code of 1968 is one such

decree. But since presidential decrees may be amended by the next administration, the innovation in

COBEE's case was to insert the decree in its license. Thus, amending the electricity code will not

necessarily impact on COBEE's regulatory framework, as the latter is based on the license rather than on

the decree.

32 COBEE is a Canadian based private company, whose major shareholder is an american company
(the Leucadia National Corporation). COBEE has distribution and generation licenses for the La Paz and
Oruro regions. COBEE's generation is all hydroelectric, and of relatively low investment costs as it uses
water in very steep and long areas.

33 In fact, the license specifies that its regulation will be based in the Electricity Code as detailed by the
Presidential Decree of 1968. Thus, even if the Electricity Code is changed, it will not affect COBEE, as to

amend its regulatory framework its operating license has to be amended. But it cannot be amended
without its agreement.

34 See Spiller (1992) for a discussion of Bolivia's electricity regulation.
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IV.c.i.2. Specific Legislation and Regulatory Discretion: Electricity in Chile and Argentina

The regulatory reforms that started in Chile in 1980 with the restructuring of the electricity sector,'

and that later on were implemented in the telecommunications sector,36 are innovative in their use of very

specific legislation to restrain administrative discretion. Box 3 presents the main highlights of Chile's

Telecommunications Law. The Law was initially introduced in 1982 (Law No.18.168/1982), but was

amended in 1985 to make some aspects even more specific, and was further amended in 1987 prior to

the privatization of the two operators. As Box 3 shows, regulatory laws in Chile are extremely specific, to

the point of stipulating the type of regression to be estimated to measure the fair rate of return to the

"efficient" firm. On the other hand, the Chilean experience shows how difficult it is to write such a

comprehensive law in a sector characterized by technological change. Indeed, as mentioned above, the
411

telecommunications law was changed several times prior to privatization, and prior to the advent of

411,

41

democracy.37

35

36

See Spiller and Viana (1992) for a discussion of Chile's electricity regulatory reforms.

See Galal (1993) for a discussion of Chile's telecommunications regulation.

37 Electricity regulation, however, seems to have had both an easier time in being prepared and
implemented and, furthermore, seems to have had less implementation difficulties than
telecommunications regulation. See Spiller and Sampson (1993) and Galal (1993).

411
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BOX 3
PRICE SETTING PROCEDURES IN CHILE'S TELECOMMUNICATIONS LAW

1. Demand is first estimated for each service/zone/firm bundle.
2. The efficient firm is defined as one that starts from scratch and only uses the assets necessary

to provide that service.
3. For each service, the incremental cost of development is calculated, which is nothing but the

LRMC, provided no investment plans are considered. The law stipulates that regulated
companies would have a minimum of five years investment plans. These plans are prepared
by the companies and presented to SUBTEL on the basis of a detailed outlined defined in Law
No. 18,168 (Article 301) under the heading "Technical and Economic Basis."

4. Revenue for each service is estimated such that the net present value of providing the service
is equal to zero. This revenue is the incremental cost of development.

5. Moving from the incremental cost of development to the long run average cost (LRAC), full
coverage of cost is attained by increasing efficient tariffs in a least distorting fashion.

6. The fair ROR is defined as the sum of the rate of return on the risk free assets and the risk
premium of the activity, weighted by the systematic risk of the industry. That is, Ri = Rf 13, (Rp
- Rf), where IR; is the ROR on revalued capital for firm i, Rf is the ROR on risk free assets, 13, is
the firm i's systematic risk, and Rp is the ROR on a diversified portfolio.

7 Since tariffs are calculated every five years, the law allows firms to adjust tariffs every two
months, using the inflation index of each service and the Divisia index.

8. Disputes between the companies and regulators are settled by a committee of three experts,
one nominated by each party, and the third by mutual agreement.

Source: Gala! (1993).

Recently, the Argentinean Congress has passed a similarly specific regulatory law for its

electricity sector,' making Chile and Argentina the only two examples where very specific regulatory laws

are in effect. At the same time, these countries are the only two examples in latin america where the
411

411

private sector is investing massively in all segments of the electricity sector.39

What is so remarkable about Chile's and Argentina's regulatory systems is that both countries are

characterized by electoral systems that promote party fragmentation, regionalization, and legislator

38 The law was passed prior to the privatization of SEGBA, the distribution company of Buenos Aires,
in December 1992.

39 In Mexico private sector investments are partially allowed only in generation.

•
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• 
independence.' As a consequence, in both countries the equivalent number of parties has traditionally

exceed three (Shugart and Carey 1992). In this type of legislature, though, enacting laws with the degree

of specificity as presented in Box 3 is a great political achievement. It is, however, not surprising that such

• legislative action was undertaken in both countries in periods of unified government. During the Pinochet

regime, the President had control over legislation, thus making it, de facto, a unified government. In

Argentina, President Menem's Peronist party held a majority in both houses of Congress, and although

110 
some backbencher Peronist members rebelled, the Peronist Party's majority was enough to control

legislation. These two cases, then, show that while the basic-engineering choice of specific legislation is

open only for those countries with fragmented legislatures, so that laws are difficult to change, these are

• 
precisely the cases where, in general, it is difficult to write specific bills. Thus, for these countries to be

able to take that basic-engineering choice, a transitory and unusual level of political consensus is required.

• 
Finally, for specific legislation to provide regulatory stability it has to be the case that the judiciary

is relatively independent and that will challenge the executive from deviation from the law. While both the

Chilean and the Argentinean judiciaries are well known for their professionalism and independence, recent

• 
developments in Argentina raise questions about the independence of the judiciary. Particularly

troublesome is the fact that the current Congress increased the number of Supreme Court justices from

seven to fifteen, and promptly approved President Menem's nominations. The fact that there was no

• 
major problem in implementing such an increase in the number of justices, may suggest that as long as

the party in government has such a strong control over both houses of the legislature, the Courts may not

•

411)

4° Consider, for example, Argentina's electoral rules. Deputies (members of the lower house) are
elected from provincial party lists, which are put together by regiorial party leaders. Senators are elected
in the provincial legislatures, requiring only a plurality of votes. Two senators are elected per province,
and two from the Capital. Deputies' terms are four years while senators' is nine. Half of the deputies are
elected every two years. A third of senators are elected every six years. The president is elected every
six years (at the same time as a congressional election), but cannot be reelected. Thus, with this
staggering of elections for the lower and the upper houses and for the President, and with the
regionalization of parties, the probability of obtaining a unified government is relatively low. See
McCubbins (1993, pp 11-12).
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• be seen as truly independent.41 But, as was emphasized before, this extent of control by the Peronist
•

party seems to be transitory, suggesting that courts should be expected to restrain future non-unified

governments' deviations from specific legislation.

41

IV.c.i.3. Presidential Decrees and Regulatory Discretion: Telecommunications in Argentina

While the basic-engineering choice for electricity regulation seems to match Argentina's

institutional characteristics, that does not seem to have been the case for its choice of telecommunications

regulation. Telecommunications regulation was introduced in a series of Presidential Decrees, with each

one superseding the previous one.42 See Box 4. At privatization time, there was no regulatory agency in

place, regulated prices were still to be determined, and most qualified bidders chose not to bid. The basic

prices were negotiated between the companies and the government after they won their respective bids,

but prior to them paying for 40% of the outstanding shares.' Transfer of ownership and management was

implemented on November 1991, but still the regulatory regime was not stabilized. At privatization time,

the regulatory framework consisted of a series of decrees specifying price setting and the operators'

responsibilities. There were also a series of decrees granting the operating companies licenses to provide

their services. The licenses, however, did not specify the regulatory framework. Thus, the regulatory
•

instrument chosen in Argentina's telecommunications was Presidential Decrees. As could have been

•

expected, though, prices were subsequently frozen, then reduced, and then eventually were dolarized and

41 Gely and Spiller (1990) shows how the independence of the judiciary in relation to administrative
decisions rests mostly on division of powers and interests among the executive and the two houses of
Congress. Thus, as long as there are no divisions of interests among the executive and the legislature,
the courts should not be expected to restrain the executive in its administrative decisions.

42 See Spiller (1993a) for a discussion of Argentina's telecommunications regulation.

43 There were two bidders with appropriate financing: TelefOnica de Espana and the Stet and France
Telecom consortium. TelefOnica was given a license to operate only the Southern company, while the
consortium lead by Stet and France Telecom received the license to the North. TelefOnica's group paid
U$S114 million in cash plus U$S 2.7 billion in notes, most of those being in foreign debt instruments of
Argentina, which were bought at approximately 80% discount. The Telecom group paid U$S 100 million in
cash plus U$S 2.2 billions in Argentine debt. The government agreed to take over more than U$S 2
billions of ENTEL's debt, two thirds of which was accrued during the year before the privatization. See
Spiller (1993a).
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indexed. All these adjustments had no relation to the original regulatory scheme. Thus, the regulatory

regime, specified in a series of Presidential Decrees the licenses, did not provide to the investors in

Argentina's telecommunications any type of assurances against administrative discretion.

The lack of assurances against administrative discretion, and the fact that the government should

have been expected not to be bound by informal norms against discretionary decisions," implies that,

first, the prices paid by the initial investors should have taken this risk into account, and second, that
•

investments should be financed mostly through cash flow and debt. Even though prices were partially

frozen less than six months after the start of operations, the companies seemed to have been able to

obtain large profits during that period. On the one hand, TelefOnica's balance at the time of the public
•

offering reported an after tax gross operating profit of U$S384M.48 At the same time, Telecom reported a

gross after tax profit of US$314M.48 Recalling that the private investors paid approximately US$1,250M

for 60% of the two companies, TelefOnica and Telecom's cash flow seems to be quite profitable given the
•

•

40

initial investment.'

Administrative Procedures and Regulatory Discretion: Jamaica's Telecommunications from 1967

to 197548

" See McCubbins (1993).

48 This value is the net operating profit, plus depreciation minus taxes. That is, interests were not
deducted from profits. The net after tax profit reported for the eleven months ending in 11/30/92 was of
US$115 M. See Telefonica de Argentina, Prospectus, December 1991.

46 See La Prance, November 11, 1991.

Previous reports in the Argentinean press provided higher estimates of profits. For example, La
Prance (6/26/91) reported expected profits for the two companies combined to be U$S 1,872 millions, of
which 40% (U$S 748 million) belonged to the government. Thus, the firms were supposed to receive
U$S1,123 millions, which was approximately the value of their combined payments for the two companies.

48 For more details on the Jamaican case, see Spitler and Sampson (1993), from which this section is
heavily drawn.
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BOX 4
EVOLUTION OF ARGENTINA'S TELECOMMUNICATIONS PRIVATIZATION

AND REGULATORY SCHEME

September 1989 Initial privatization plan under the Menem Administration
- Three Regional Monopolies

* Metropolitan Area
* North
* South

January 1990 Basic Two Companies Plan
- North
- South

March 1990 Price Increase 300%
April 1990 Change in Terms of Reference

- Three Period Regulatory Plan
*2 years transition: 16% rate of return
* 5 years exclusivity: cpi-2%
*3 years renewal: cpi-4%

- Several service requirements
October 1990 Agreement on price indexation for transition period

- 60% domestic inflation
- 40% devaluation

October 1990 Initial Pulse Price set at US$0.038 per pulse
- Elimination of 31.5% tax with no change on final price
- Price increase of 42%

November 1990 Transfer of Ownership
April 1991 Price freeze following convertibility law
April 1991 Price reduction of 5%
November 1991 Dollarization of Rates for the remaining of the transition period, with

rates indexed to US inflation.

Source: Spiller (1993a).

Upon independence in 1962, the jamaican government* started a process of regulatory reform in

the utility sector, with the intention of moving away from UK style license regulation towards move modern,

US Public Utility Commission style regulation. The Jamaican Public Utility Commission was created in

49 Jamaica has a two party system, with the two main parties, the JAP (Jamaican Labor Party) and the
PNP (People's National Party) dominating the political scene since the early 1940s, and alternating in
power every other election. The two parties, until the late 1960s/early 1970, were quite similar in their
politics, with the middle and upper classes representing the swing voters, while the poor composed both of
their core constituencies. As a consequence, until the mid 1970s and again from the mid 1980s, both
parties have had very similar policies, although they have differed in their rethoric.
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1966, with traditional US regulatory powers. By 1975 the Jamaican Telephone Company (JTC), however,
II

was requesting to be bought by the government, which, given the socialist tendencies of the then Prime

Minister M. Manley, was actually carried out. This takeover, however, reflects more the mismatch

between the implemented PUC system and Jamaica's political institutions, than the ideology of the
a

•

410

Jamaican government.

JTC's license was to expire in 1966. Renewal negotiations started in October 1963, and JTC's

requests for rate increases were postponed.' In 1962, however, JTC stopped its investment plans until a

new exclusive all-island license was granted with a specific pricing policy in place. From 1962 to 1967 the

number of main lines remained stagnant, and the estimated demand for telephones increased to three

times the size of the network.51

The 1966 license included several new features: a) a PUC style regulatory system; b) a term of

25 years renewable for another 10; and c) that Jamaicans should hold a large proportion of the company's

shares, with no shareholder holding more than 20% of the company.52 Differing from the 1945 license, the
•

1966 license did not provide for a minimum rate of return on the rate base, but rather provided for a "fair"

•

0

•

return.53 The rate base to be determined by the JPUC. Upon receiving the new license, JTC's major

50 In 1962 the company made a request for a substantial rate increase to compensate for previous
revenue deficiencies (as allowed by the current license and a previous Supreme Court decision of 1956).
A Rate Board was established on June 1963. The Rate Board, however, did not allow any important rate
increase during its existence, and the next rate increase came only in 1971, five years after the creation of
the JPUC in 1966.

51 See Spiller and Sampson (1993) and World Bank Report, ':Current Economic Position and
Prospects of Jamaica," February 1974, p.52.

52 The current majority shareholder, the Telephone and General Trust with 50.2% of the outstanding
stock was given six years to dispose of its 30.2% excess holding.

53 The Public Utilities Commission Act determined that the JPUC should set rates that will provide the
utilities not more than 2.5% above the redemption yield of Government long term bonds issued in the UK.
Thus, the PUC Act did not require a minimum rate of return either. The Telephone Act, though, provided

II I
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shareholder decided to sell its holdings in JTC. In mid 1967, the Continental Telephone Co. (CTC - a

Canadian based holding company, with local telephone operations in the U.S., Canada and the

Caribbean) bought the majority shareholder's stake in JTC. As a condition to the transfer of shares and of

the license, Continental agreed to undertake several financial and developmental obligations,"with specific

quantitative goals for new service and expansion.

JTC's regulatory environment, however, had by then completely changed. The company now
•

faced a traditional rate of return system — yet one with no implicit or explicit juridically protected minimum

rates of return, nor clear conflict resolution process. Indeed, despite the doubling of prices and rate

increase requests, no rate increase was granted from 1960-1971.54 A series of conflicts involving the

•

•

•

definition of the rate base (whether the investments undertaken were actually proper),55 on accounting

procedures (e.g., whether depreciation should be computed at beginning of period or at beginning of each

month), on what was the cost of capital of the company,56 and on what were reasonable costs. These

issues were all raised with substantial hostility. During the period JTC's stock price fell to 28 Jcents by

March 1972, well below Spiller and Sampson's (1993) estimate of JTC's book value of J$1.3 for

December 1971, and of the J$1.13 per share paid by CTC.

Apart from the hostility in the relations between the company and the PUC, there were two other

major changes in the regulatory environment. The first consists on the participation of third parties in the

for an 8% return on the rate base. The JPUC interpreted this provision to mean "permitted" rather than
"entitled."

54 In its August 1972 report, the JPUC stated a policy of making prices contingent on the quality of the
service.

55 The JPUC's main complaint was that the rate of expansion of the number of lines was slower than
the rate of expansion of the rate base. Essentially, it seems that the company was replacing technically
and physically obsolete equipment without yet expanding at the same rate its network.

56 Because of some of these disagreements, the license was amended in early 1974 to settle the way
depreciation has to be measured, and further specifying the minimum allowed rate of return.
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rate hearings. For example, the Jamaican Tax and Ratepayers Association (JTRA) and the Jamaican
fb

Hotel and Tourist Association, participated in rate hearings presenting evidence against the company.' A

second change was the diminished role given to the Courts in the regulatory process. While prior to the

creation of the JPUC the Supreme Court reversed Rate Board decisions that did not allow the company to

recoup its past profits deficiencies, following the passage of the JPUC Act, the Court refused to hear

cases arising from the JPUC. Two aspects of the new regulatory environment may have affected the

Court's implicit approach to JPUC decisions. First, the 1966 license was less forthcoming in providing
•

minimum rates of return. Second, while the Rate Boards were ad-hoc commissions, the JPUC was a fully

staffed, semi-judicial, organization. Thus, unless the JPUC violated a particular procedural form or clear

• 
license stipulation, the Courts would not find it proper to intervene. Perhaps, more importantly, since the

JPUC was directed by political appointees, its decisions could be thought to reflect the will of Parliament.

As a consequence, the JPUC Act provided no coherent conflict resolution process between the JPUC and

JTC, essentially granting full discretion to the JPUC, and dooming JTC to continuous financial difficulties.
•

JTC's poor performance and lack of incentives during the first half of the 1970s can then be

understood in the light of two basic factors: first, the initial conditions under which CTC consented to buy
41

T&GT's shares, and second, the passage and implementation of the PUC Act. The former implied that

JTC would have to undertake a substantial development program, which to a large extent was supposed

to be underwritten by CTC itself. The workings of the JPUC, however, implied that CTC would not want to
•

increase its exposure in JTC. Thus, JTC's expansion would have to be finance through cash flow or

international loans. Both, in turn, were restrained by the JPUC's policies. Thus, by the mid-1970s JTC's

financial situation was precarious. In September 1975 CTC agreed to the sale of its holdings in JTC to

the government.

V. A SUMMARY

JTRA even appealed a decision of the JPUC to grant a rate increase to the Supreme Court.
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In this paper we discuss the development of appropriate and workable regulatory frameworks for
•

utilities in developing countries. The main purpose of a regulatory framework is not so much to limit

monopoly pricing but rather to restrain governmental discretion. Indeed, the potential for industry capture

will be highest in an environment that grants substantial discretion to the government. But not all
•

regulatory frameworks would limit discretion in the same way across countries.

We discuss four types of regulatory instruments: administrative procedures, specific legislation,
0

presidential decrees and contracts. While we find that presidential decrees provide little credibility, the

other three may provide credibility depending on the country's institutional endowment. Administrative

procedures may provide commitment in a country with strong separation of powers, where political
•

fragmentation makes for costly legislation, and where there is a long tradition of judicial review of

government decisions. While several developing countries may fit the first two features, and may even

have independent and strong judiciaries, few developing countries have a judiciary with a strong tradition
•

of independently reviewing governmental decisions. As a consequence, administrative procedures may

not be generally applicable. Specific legislation, on the other hand, provides for countries without unified

governments and strong judiciaries the potential for developing regulatory credibility. In those countries
41

once a specific regulatory framework is inbedded in a law, it becomes very difficult to change.

Furthermore, as long as the law is clear and specific, judicial enforcement is facilitated. Observe,

however, that specific legislation, while providing for commitment, introduces inflexibility into the
•

regulatory process. We find this trade-off to be inexorable, as in the inability to specify ahead of times all

future states of the world implies that commitment implies inflexibility. Finally, countries with unified

governments (either because of being a two-party parliamentary system or a presidential system with a
• ,

very strong executive) will find difficulty in implementing either administrative procedures or specific

legislation. Both instruments can be manipulated by the executive, hence failing to provide for regulatory

commitment. In this case, regulatory frameworks imbedded in contracts (i.e., licenses) may provide
•

substantial regulatory commitment. A major condition for commitment being the existent of an

•
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independent judiciary with a tradition of respecting and upholding contract law. Contracts as regulatory
0

instruments, however, again limit flexibility as, by nature, contracts cannot be fully contingent, showing

again the inexorable trade-off between commitment and flexibility.

•

At this point it may be useful to speculate on what alternatives are available to countries that lack

the crucial exogenous formal and informal institutions discussed here. Our discussion suggests that in

those countries private investment will require the development of alternative safeguards. One example of
•

a safeguarding mechanism is a privatization program that distributes share ownership (and thus a stake in

the performance of the privatized company) among as broad a part of the population as possible. Building

a broad base of domestic shareholders was important in several privatization processes (e.g., UK, Chile,
0

Argentina, and Jamaica). Attempts at widespread ownership require the prior development of a stock

market, with relatively well developed security regulations, which may be lacking in some countries.

Similarly, widespread ownership may require the development of private institutional investors (e.g.
•

pension funds, insurance companies) that provide a low cost conduit for widespread and diversified stock

ownership. The UK, Chile, and, to some extent Jamaica have developed these types of institutions, thus

facilitating the further development of investment safeguards.58 A second option is to privatize enterprises
411

sequentially (and to have sequential sales of shares in individual enterprises). Since the success of the

later steps of a sequenced program depends upon whether the privatizing government abides by the

agreements made in the earlier steps, the costs to government of reneging on its early agreements can be
II

high. Argentina provides the clearest example from the case studies of this approach. Its privatization of

telecommunications was the first, dramatic step in a sweeping program to privatize public enterprises. The

potential impact on the remainder of the program afforded the private buyers of the telecommunications
•

utility some confidence that the Argentinean government would refrain from ex post administrative

•

expropriation. (Hill and Abdala 1993). Unless the required institutions develop as the privatization process

58 For example, even when the U.K. Labour Party denounced BT's privatization in the mid 1980s, its
platform called for renationalization without "speculative gains" rather than outright nationalization.
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progresses, investors will be increasingly reluctant to invest as the end of the privatization period may

unravel the government's self-restrain.

The potential exists to use international institutions as substitutes for weaknesses in domestic
•

commitment capability. One innovation that has begun to receive attention is for an international

institution like the World Bank to provide private investors (and lenders) with guarantees against non-

commercial risk, including the risk of administrative expropriation. These guarantees are provided at the
•

request of the host country of the investment. In the event of private investors calling in the guarantee, the

host country becomes liable to repay the institution the value of the guarantee. A failure to repay would

provoke a costly rupture of the country's relationship with an important international institution. Through
•

such guarantees, the country's good standing in the international community and its continuing

commitment to regulatory restraint are held hostage to each other -- providing some commitment against

administrative expropriation.59
•

In sum, the success of a regulatory system depends on how well it fits with a country's prevailing

institutions. If a country lacks the requisite institutions or erects a regulatory system that is incompatible
•

with its institutional endowment, efforts at privatization may end in disappointment, in recrimination, and in

•

•

0

the resurgence of demands for renationalization.

,

59

Note that a program along these lines is different from existing programs of insurance against non-commercial risk — which shift the costs of
administrative expropriation to the insurer, and thus do little to enhance the incentive of the host country to abide by its commitments.
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