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Privatization has become a crucial component of the reform process, not only in Eastern Europe where the economic 
system is being dramatically changed, but also in many developing countries. While many countries have been able 
to privatize both small and large industrial enterprises, fewer have been able to privatize utilities, like 
telecommunication network- (e.g., Argentina, Chile, Jamaica and Mexico), and only Chile, and to some extent 
Argentina, can show success in privatizing the electricity sector. In this paper we provide a framework to
understand the differential privatization experiences across both countries and sectors and use our framework to
provide an assessment of the performance of twree utilities' privatization attempts in developing countries. The main 
insight of our frnxn'work is that die reason we observe so few successful utilities' privatization is that the successful 
privatization of utilities requires the pricr development of safeguarding institutions. Safeguardiwv institutions would 
generally be required because !h--nyture of the utilities sectors' assets (highly specific to the sector) and demind 
(mostly for widespread domestic consumption), increase the probability of administrative -or even outright­
expropriation by the government of the firm's specific assets. Such institutional development, however, is 
unnecessary for most other sectors in the economy, as the nature of their technologies is such that their assets are 
of a more general purpose, and/or they operate ;n either ex-ort markets or have a mote narrow domestic exposure.
Thus, it is not that the privatization of utilities necessarily requires large caital investment, nor that foreign
investors do not want to invest in highly indebted countries, nor that there is no room for competition in tbese 
sectors, but, rather, that few countries have had the political and economic conditions to succersfully change their 
institutions so as to develop the required safeguards for private investment in those sectors to take place. Thus,
unless such institutional change takes place, privatization of utilities may either not take p!.Ace at all, or wouid they
take place, they may fail to generate the potential social benefits expected from privatizztion, triggering a political
barklash against the privatization, with the possibility of a government takeover down the road. 
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EXECUTIVE SUMMARY 

Introduction 
Privatization has become a crucial component of the reform process Indeveloping countries.While many countries have been able to privatize both small and large Industrial enterprises, fewerhave been able to privatize utilities, like telecommunication networks, electricity, gas or water networks.It has been claimed that the fact that the successful privatization of utilities is not yet widespread acrossdeveloping countries is the result of three complementary factors: first, since these usually require largeInvestments, ithas been argued that local capital markets may not be able to absorb such large scaleprivatization. Second, foreign capital, it is claimed, is usually unwilling to commit large amountsbecause of the host country's high Indebtedness levels and consequent exchange risk, thus contributingto the unavailability of capital for this type of privatization. Finally, since these sectors have naturalmonopoly components, it is claimed that there may not be big benefits in moving from a public to a

private monopoly. 

Inthis paper wo provide a framework to understand the differential privatization experiencesacross both countries and sectors and use our framework to provide an assessment of the performanceof three utilities' privatization attempts Indeveloping countries. The main insight of our framework Is
that the reeLson we observe so few cases while examples of successful privatization of industrial and
commercial enterprises abound, Is that the successful privatization of utilities requires the prior
development of safeguarding institutions. Safeguarding Institutions would generally be required
because the nature of the utility sectors' assets (highly specific to the sector) and demand (mostly for
widespread domestic consumption), increase the probability of administrative -or even outright­expropriation by the government of the firm's specific assets. Such institutional development, however,is unnecessary for most other sectors in the economy, as the nature of their technologies is such thattheir assets are of a more general purpose, and/or they operate in either export markets or have a
 
more narrow domestic exposure.
 

Thus, we claim the reason we observe so few successful privatization of utilities is that few
countries have had tho political and economic conditions to successfully change their institutions so as
to develop the required safeguards for private investments in those sectors to take place. Thus, unless
such institutional change takes place, privatization of utilities may either not take place at all, or would
they take place, they may fall to generate the potential social benefits expected from privatization,triggering a political backlash against the privatization, with the possibility of a government takeover
 
down the road.
 

Safeguarding Institutions and Prlvatizatlon
 
Safeguarding institutions may take many different forms.
 

The Judiclary
The existence of a well functioning judicial system with respect for property rights and contracts,and with a tradition of review of administrative agencies can serve as an institution that may, to a largeextent deter such expropriation. Administrative law, though, isnot well developed or prevalent indeveloping countries. Thus, attempting to introduce administrative procedures enforced by the courts may find a judiciary that, to a large extent, defers to the executive power. On the other hand, severaljudicial systems have a long tradition of upholding private property or contracts. Judicial respect forcontracts may provide a safeguard to private investment, Ls contracts between private companies andthe government may be treated as contracts between private parties. Thus, using very detailedlicenses to stipulate the way to regulate the utilities may povide a measure of safeguard not availableotherwise. Ucenses, in principle, cannot be changed unilaterally by legislation or by the administration,thus, providing the firm with a safeguard against undue administrative discretion. Several countrieshave found the advantage of specific licenses. Among those that have succesfully Implemented 
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licenses as regulatory Instrumerts are Jamaica, Bolivia, the UK and Mexico. 

The Functioning and Nature of Regulatory Agencies
Independent regulatory institutions, not subject to short term manipulation by the polity, may

provide also some safeguards against opportunistic behavior by the government Independence,
however, does not assure "proper performance, as a runaway agency may bankrupt a company even 
against the wishes of the adrninstra . Thus, granting true independence to a regulatory agency with 
a vague mandate may not provide much safeguard to private investors. Thus, independent reulatory
agencies require limits to their discretion. 

The Nature of Regulatory Procedures: Transparency vs. Discretion 
There are essentially two ways of making regulatory procedures transparen: one, the US style,

requires the regulator to take into consideration all the views from all the parties. A second way is
through directly limiting the discretion of the regulator, by limiting the actions that they may take (e.g.,
instftg long regulatory lags, preempling regulators from setting min;T.umn investment requirements or 
specific prices), and requ;ing clear arbitration procedures. Transparency, then, is only one condition 
for a successful regulatory reform, It limits the discretion of the regulatory body, and hence limits its 
ability to distort the regulation away from its original objective so as to accommodate the interests of 
particular groups. On the other hand, it limits the ability of the regulator to adjust to unforeseen 
circumstances (e.g. new products or technologies), and as such may be the tradeoff that has to be paid
to achieve private sector participation. 

The Nature of the Pivatzation Process: sector organization, ownerslup and corpetition
The form taken by the privatization can also serve as a subsftt for formal institutional 

development For example, while most of the telecommunications privaizations have maintained, to a
large extent, the monopolistic nature of the sector, alternative privatization forms could have increased 
the pubuc's support for the privatization process, and hence increase the amount of future investment in 
industry specific capital. Several aspects contribute in this respect For example, extensive domestic 
ownership, brea;dng up the local monopoly, and allowing for new competition, are all measures that will
tend to make administrative expropriation substantially more difficulL Extensive domestic ownership, in 
a situation where most of the new capital wil be provided by an outside inwestor is costly. While it will
increase support for the new regulatory system, and hence increase the amount that outside investors 
will be willing to pay for the enterprise, italso dilutes the outside investors' equity, reducing their 
willingness to pay. The break up of the local monopoly has a similar tradeoff as extensive domestic
ownership. On the one hand, the more companies are formed, and hence the larger the extent of 
competition, the lower the political support for administrative expropriation. On the other hand,
breaking up the public enterprise into smaller compardes may adversely impact upon economies of 
scale or scope, reducing the price that investors will be willing to pay for the public enterprise's assets 
over and beyond the competitive effect Fily, allowing competition has a similar tradeoff, as the more 
competition is allowed, the more new firms will be formed, again developing political support for the 
privatization. Competition erodes monopoly rents, and hence investors will be willing to pay 
sub;stantially less. 

The fact that the form of the privatization has commitment implications, implies that there is a 
complex relationship between government revenues from the sale and the extent of future investments 
in the sector. It is not clear that maximizing the revenue from the sale neces.riy implies that the 
sector will invest more in the future. In the three examples provided above, a lower sales revenue may
be accompanied by higher invstmnent levels in the future. 

The Tming of Regulatory Reforms 
Governments may also recognize their inalAfty to convince private investors of thir 

commitmen to a new regulatory system. Inthat case, creating a reputation for fak trealment of privale 
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Investors may be a precondition for successful regulatory reform. Different routes may be taken to 
create reputation of fair treatment One possibility, taken by the Chilean privatization of the electricity
sector, was to introduce a new regulatory regime before the privatization. Thus, private investors could
Infer from the performance of the still publicly owned companies how the regulatory system would
operate in the future. The Chilean process of electricity privatization, though, took several years, and it 
Is still In process. 

Case Studies 
We study three cases, the privatization of telecommunications In Argentina and Jamaica, and


the privatization of electricity in Chile. 
 The three provide very different ex.amples of strategies and
performance. Chile privatized Its electricity sector following a drastic regulatory reform and restructuring
of the sector. The new regulatory system is based on a very explicit piece of legislation that provides

for a transparent regulatory process, substantially limiting the discretion of regulators while at the same

time fostering competition. The restructuring of the sector provided for competition in generation, as

well as multiplicity of service companies, all interested in maintaining the system. 
 Furthermore, there issubstantial stock ownership by the public at large. Jamaica, on the other hand, created incentives for
private investments through a license-based regulatory system that severely restricts the ability of the
regulator to control prices and investments, while at the same time restricts the ability of the privatized
company to raise real prices. The regulatory system, may, however, turn out to be politically instable.
The very high assured rate of return coupled with a very long monopoly license may provide some
future government with an incentive to renegotiate the license. The privatization of Argentina's
telecommunications network was done without developing an appropriate regulatory structure, andallowing the government a tremendous degree of discretionary power. Furthermore, regulatory policy Is
subject to substantial political influence. It is, then, not surprising that only three outside investors 
actually wanted to take over the companies. 

These three examples seem to show the importance of developing the appropriate
safeguarding institutions prior to the privatization. The appropriateness of the safeguarding institutions 
may depend crucially on the nature of the political institutions of the country in question. The main
lessons to be learnt from these three cases, then, are as follows: a) there is not a single way of
developing institutional commitment; b) transitory political homogeneity provides unusual potential for
building regulatory commitment in otherwise politically unstable countries; c) contract law can be used 
effectively to restrain administrative discretion in countries with very strong executive powers; and,
finally, d) In the latter type of countries, commitment may only come at the expence of rigid regulatory
regimes that provide very little administrative discretion. 
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1.Introduction 

Privatization has become a crucial component of the reform process, not only in Eastern

Europe where the economic system is are being dramatically changed, but also in many developing

countries. While the East European countries have to deal with a drastic change in the rules of the 
game in all facets of economic activity, that seems, on a first impression, not to be the case for

developing countries. Recently, however, several developing countries have made great inroads in

their privatization attempts (e.g. Argentina, Chile, Mexico, Jamaica), while most East European

countries have yet to show major privatization successes. 

'The privatization drives in developing countries have ranged from small spice factories (e.g.,
Jamaica), to airlines (e.g., Argentina, Chile, Mexico), telecommunications (e.g., Argentina, Chile,
Jamaica, Mexico), and to the almost total privatization of the electricity system In Chile. While manycountries have been able to privatize both small and large industrial enterprises, fewer have been able 
to privatize utilities, like telecommunication networks (e.g., Argentina, Chile, Jamaica and Mexico), and
only Chile, and to some extent Argentina, can show success in privatizing the electricity sector.1 

It has been claimed that the fact that the successful privatization of utilities is not yet
widespread across developing countries is the result of three complementary factors: first, since these

usually require large investments, it has been argued that local capital markets may not be able to

absorb such large scale privatization. Second, foreign capital, it is claimed, is usually unwilling to

commit large amounts because of the host country's high indebtedness levels and consequent
exchange risk, thus contributing to the unavailability of capital for this type of privatization. Finally,
since these sectors have natural monopoly components, it is claimed that there may not be big benefits 
in moving from a public to a private monopoly. 

In this paper we provide a framework to understand the differential privatization experiences

across countries and sectors and use our framework to provide an assessment of the performance of

three utilities' privatization attempts in developing countries. We consider important to discus these
 
cases for two reasons. First, because they show the role of institutional reforms in developing the

conditions for successful privatization, and second, 
 because it is only through detailed analysis of the

economic and political implications of the privatization experiences that we may obtain insights about

the role different institutions have in determining the performance of the regulatory and ownership
 
reforms. 

The main insight of our framework is that the reason we observe so few successful utilities' 
privatizations while examples of successful privatzation of industrial and commercial enterprises
abound, is that the former require the prior development of safeguarding institutions. Safeguardinginstitutions would generally be required because the nature of the utility sectors' assets (highly specific
to the sector) end demand (mostly for widespread domestic consumption), increase the probability of
administrative -or even outright- expropriation by the government of the firm's specific assets.
institutional development, however, is unnecessary for most other sectors in the economy, as the

Such 

nature of their technologies is such that their assets are of a more general purpose, and/or they 

I The current Argentine administration has recently sold SEGBA, a major generation and distribution electricity company 
with a customer base In Buenos Aires, to private investors, including foreign, French and Chilean, investors (La Naclkn,International Edition, 8t31/92). The government first separated SEGBA's generation from distriltution facilities, and then broke thedistribution side Into two geographically separated distribution companies (La Nacl6n International Edition, 8/8191). TheArgentinean Congress has also passed an Electricity Law concerning the regulation of a prtvatizod electricity sector (La Prensa,12/2101). The electricty bill Isquite similar to the Chilean one, which Isdiscussed indetail in section V. Thus, if the generalPrivatization of electricity takes place, Argentina would be the second developing country to have fully privatized Its electricity
sector. 



February 22, 1993 PABLO T. SPILLER Pag 2 

operate in either export markets or have a more narrow domestic exposure. 

Thus, itis not that the privatization of utilities necessarily requires large capital investments
(Chile's private electricity generating companies are currently investing two billion US dollars in
generating projects with little foreign ownership), nor that foreign investors do not want to invest in
highly Indebted countries (both Argentina's airlines and telecommunications were purchased by foreign
companies, and so were, to a large extent, the telecommunications companies of Jamaica, Chile and
Mexico), nor that there is no room for competition in these sectors (Chile's electricity generation is
totally deregulated, and Mexico and Argentina have substantidly deregulated entry into value added
telecommunication services). It is, rather, that few countries have had the political and economic
conditions to successfully change their institutions so as to develop the required safeguards for private

'investments in those sectors to take place. Thus, unless such institutional changes takes place,
privatization of utilities may either not occur, or should they take place, they may fail to generate the

potential social benefits expected from privatization, triggering a political backlash against the

privatization, with the possibility of a government takeover down the road.2
 

II.Public Provision of Private Goods 

The structure of asset ownership and property rights ina society is not random. They are
endogenous institutions that arise in the interplay of politics, Ideology and contracting costs. 
 Since
large scale privatization implies a basic change inthe structure of asset ownership, to understand the

potential for success of a privatization process, it Isnecessary to analyze the origins of government

ownership.
 

The Origins of Public Ownership 

Ingeneral, public provision of private goods can arise because of two basic reasons,

Ideological and contractual. Ideologica. reasons for the public provision of private goods Include the

almost total centralization of production in East European countries, and, to a large extent, the public

provision of education.3' We will not discuss this rationale here, as the polity in most countries
currently tryln, to privatize have, to a large extent, experienced important changes, such that
ideological considerations do not constitute as strong a basis for public ownership as they may have 
been a few years ago." We focus, instead, on contracting problems that may have triggered publicproduction of private goods. 

Contracting Problems and Public OwnershiD 

Spiller and Levy (1991) discuss three types of contracting problems that impact upon thedevelopment of regulatory systems: contracting problems between firms and their customers, between 
Interest groups and the government, and finally, between firms and the government Here we discuss 

2 The fact that the government of Argentina took back a majorlty stake I the national flag shine, Aerollneas Argentinas, 
following a period of substantial public complaints about the performance of the company under Iberia's management and
ownership, may rflect the fact that Aerolinsas was prIvatlzed without much concern about the appropriate regulatory framework 
for the sector. 

3 On the public provision of education, see Loft (1990). 

4 On the role of Ideology In impacting upon economic development, see North (1990). 

5 This does not mean that ideology wil play no role Inthe design of privatizatlon processs. 
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the Implications of each type of contracting problems for the development of public ownership. 

a) Contracting problems between firms and their customers. 

Contracting problems between firms Fnd their customers provide what Isusually called the 
Umarket failure" rationale for regulation. An example of this type of contracting problem Is that between 
an electricity distribution company and, say, Its residential customers. The Inability to write efficient
long term contracts between the firm and its cust. mers creates social losses (either deadweight or
involving real resources) associated with inefficient investment policies (e.g. duplicative or too little
Investment) or with the exercise of market power. Regulations, then, could be introduced so as to, at
least partially, alleviate the inefficiencies associated with either Inefficient investment or the exercise of
market power. If,on the other hand, the company were able to write long term contracts with Its 
customers that would deter future entrants but at the same time assure efficient pricing, then
regulations would not be needed to solve this type of contracting problem. Regulations, though, could 
be introduced for other reasons.' 

Another type of contracting failure between firms and their customers Involves externalities.Pollution control regulations, for example, would not be required Ifthe polluting firms and the affected 
individuals could write contracts that would either compensate the latter or restrict the amount of
pollution generated.7 Regulations Introduced so as to solve this general type of contracting problems
would be, then, In the absence of implementation problems, Pareto efficient' 

There Is,however, no need for government to control the operations of the suppliers to achievethe policy outcomes desired. Price, entry or environmental regulations would suffice. Thus, contracting
problems between firms and customers should not trigger public production of private goods. 

b) Contracting problems between interestgroups and the government. 

This type of interest groups politics relates to tha demands from particular interest groups for
special government support. Since cash transfers are difficult to administer, transfers to Interest
 
groups, which may consist of a particular set of users or producers, will usually require price or entry

regulation." Contracting problems between interest groups and the government, may, however, under

certain circumstances, lead to public ownership. Consider, for example, a declining Industry, like

railroads in most developing ccuntries, or hotels InJamaica during the early 1970s. 
 Would the industry
continue its decline, itwill put at risk the employment of its workers. If the workers are organized, they
would support the Industry's efforts for financial assistance, and/or for a government buy-out. In the 
same way that entry regulation provides protection to current suppliers over and beyond what current
cash transfers may provide, government ownership assuras the current industry workers theiremployment future, and assures, at least temporarily, their employment quasi-rents. Thus, declining
Industries are prime candidates for public ownorship. Observe, however, that public ownership
provides only temporary relief, as the future losses of the nationalized enterprises will have to be 

SAs we discuss below, a potential reason Isto change the distributional consequences of efficient pricing. 

7 See, Cone (1960). 

That Is,they could be Implemented so as to make nobody worse off and at least some Individuals better off. 

For *exnaple, current truck owners could demand from the government direct cash transfers. Since those cash transfers
could be diluted with entry, and furthermore, may have to be renewed annually, entry restrictions and price regulation may provide
similar wealth transfer. 
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covered from government revenues, increasing future deficits or the tax burden. As a consequence,
stable governments will find the nationalization of declining Industries more expensive than unstable 
ones, as governments with a high probability of losing power will heavily discount the costs of such 
undertakings. Observe, finally, that even unstable governments may find some sectors too expensive
to take over simply to satisfy workers' employment concerns. In particular, sectors that require
substantial current investments to keep operating will not be prime candidates for nationalization.10 

c) Contracting problems between firms and the government. 

This type of contracting problems may arise because of the potential inability of different levels 
of government to commit to a particular policy. Consider, for example, the contracting problem between 
an electricity distribution company and the city it serves. Here the company, In the absence of a proper
regulatory structure will tend to Invest less than the optimal amount to reduce its exposure to 
administrative expropriation. Since once the company builds its distribution stations and lines, most of 
its assets are sunk, the company knows that unless particular safeguards are stipulated, the city may
try to administratively set prices below long run replacement costs so as to capture the quasi-rents
associated with the operation of those assets." This can be achieved, for example, by the strategic 
use of licensing procedures. In this case, the city may threaten not to renew the company's operating
license unless it agrees to lower prices or to undertake particular, unprofitable, investments, or Itmay
actually cancel the company's license and force Itto sell its assets below the long run replacement cost 
to an upstart or competing company. Jamaica,"2 Bolivia13 end India,'14 to mention a few, have 
experienced this type of, what Spiller and Sampson (1992) call "the license end-game problem.' The 

10 The takeover may, however, be facilltated by current Ideological trends concerning sovereignty, like the Bauxte mines in
 
Jamaica in the late 1970s.
 

1 These quasi-rents equal the difference between the replacement value of the firm's assets, and the value intheir bet
 
alternative use.
 

12 Upon Independence In1962 ihe government Informed the Jamaica Telephone Co (JTC) that Itwanted to renegotiate Its
 
license that was to expire In1960. The government, furthermore, let itbe known that Itwould like the parent company to divest
 
most of Its holdings so as to Increase domestic ownership of the shares. It also Informed the company that itwould like to move
 
towards a US Public Utility Commission regulatory style without rate of return assurances, and away from the license-based
 
asured rate of return regulatory system they had till then, and finally, that no more price Increases would be granted. As a 
consequence, the holding company stopped all Investments inJTC. Investments were temporarily renewed inlate 1960s with an 
ownership transfer to the Continental Telephone Company. The issue here was to get JTC to agree to a less favorable regulatory
system. JTC's main shareholder did not agree, and sold out to CTC. See Spiller and Sampson (1992). 

13 The current [Septemb- 1992] stand-off between COBEE (the private company providing electricity to La Paz) and the 
municipality of La Paz Is quite Interesting. COBEE's license was to expire In1990. The license stipulated that COBEE and the 
city were to start negotiations for a new license In1984. By 1990 no license was granted. In 1991 a license was granted by the 
Major of La Paz, but was Immediately revoked by the City Council for allegedy not having followed the right procedures. Since 
1984, COBEE has essentially stopped its Investments Indistribution and generation. The issue here was that the generating
assets of the company are depreciated from an accounting point of view, even though they are Inperfect functioning order. Thus,
forcing a sale based on book value would have the effect of further reducing prices. Inany case, La Paz customers have the 
lowest average electricity prices InBolivia. 

14 The case of the Tata Electric Company (TEC) Isquite illuminating Inthis regard. TEC has been in operation since the 
formation of the Tata Hydro-Electric Power Supply Company Limited, formed InMaharastra In1910. The initial operating license 
was for 20 years, with renewal periods of 10 years. It has been always renewed for similar terms. Inthe late 1970's, however,
the State Electricity Board of Maharashtra required, as a condition for grandng the license to TEC's Tronkey fifth unit that TEC 
divests a third of its direct industrial residential customers. Inthe last World Bank loan to TEC, the Bank required from the SEB 
that the term of the licensing renewal be extended to twenty rather than ten years. Presumably, to limit the ability of the SEB of 
aalmlnistratively expropriating Tata's specific assets. See World Bank, Staff Appraisal Report India. Private Power Utilities ('EC)
Project for the Tate Electric Companies Report No. 8610-IN, (1990). 

http:nationalization.10


15 
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purpose of Instituting a regulatory structure, then, Is to provide assurances to the company that Its
Investments will not be administratively expropriated (see Goldberg (1976)."5 
 These regulatorystructures, however, may not be sufficient to motivate private Investment's In particular, In the absenceof safeguarding Institutions that assure that specific assets would not be expropriated by the localgovernments, either outright or through administrative procedures, Drivate Investors would be unwillingto undertake those capital commitments, and government ownership may become the defaultownership mode. We discuss Insection III the forms that these safeguarding Institutions may actually
take. 

Government Ownership by Default In Large Sunk Costs/Domestic Consumption Sectors.' 

Insectors where the probability of expropriation of specific assets is relatively high, publicownership may become the default mode. As we discuss below, Ifthe country's safeguardingInstitutions (e.g. stable politics, Independent judiciary, high growth rates, tradition of Independent andprofessional regulatory agencies) are not sufficient to reduce the risk of administrative expropriation,
then priwte investment in sectors with large economies of scale and sunk investments producing
mostly for the local market will not be forthcoming. Since lower prices will provide substantial politicalsupport, governments will find It politically advantageous to set prices in a way that the firms' sunkinvestments are expropriated. This expropriation may take the form of setting maximum prices that donot compensate for future (and past) investments. Private Investors, then, anticipating suchdevelopments will not Invest, and future Investments will have to be undertaken by the government
itself.1' 

Government ownership may, then, reflect the long and short term workings of economic and
political features, like, political instability, weak judiciary and regulatory institutions, and slow economic
growth. Inthose circumstances, short term considerations take center stage over long term ones. 

Publicly owned enterprises, though, will not be immune to the same political forces thattriggered government ownership. Inparticular, political instability will trigger government interference
with the pncing and investment policies of the sector. Since investments in those sectors tend to have
long gestation periods (e.g. electricity, and to a lesser extent telecommunications), they will tend to
provide benefits only in the future. Thus, political instability implies that current governments will tend
to delay investments, and that their investments will tend to be of a shorter lead time. As a
consequence, countries characterized by unstable politics t
1 will have not only chronic shortages Inutility sectors but also their capacity will be composed of an inefficient mix, with the larger emphasis 

This, however, does not mean that the company has to be assured of a positive return under all circumstanoe. Al whatthis means is that the government will restrict its ability to set prioes. 

'a For example, until 1976, Jamaican private utilities were regulated by a Public UtilityCommission. By the ealy 1970s,
however, the Jamaican PUC started to limit price Increases to the point that firms were unwilling to undertake further Investmenfi.The firms were eventually taken over by the government. 

17 See Spiller and Van (1992) for an application of this is3ue to the electricity sectors Inthe souther cone of South 
America. 

is Public ownership may start even from the Initial stages of the sector's development, as the risk of opportunstic behavior 
by the gov..nment may deter private Investments even at an early stage. 

I9 Unstable politics have to be differentiated from unstable govemments. Unstable politics capture changes Inthe politicalleadership from the governing party (or group) to an opposition party, rather than just minor changes Inhead of government or Incabinet composition. See Edwards and Tabellini (1991b) for further discussion of this issue. 
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placed on less specific, lower initial capital requirements (e.g. emphasis on smaller thermal plants in the 
electricity sector,20or low maintenance and Investment in telecommunications).21*: Similarly, since 
politically unstable governments will find it profitable to provide subsidies to their constituencies directly
through preferential pricing schemes, we should observe that this type of countries will have relatively

low prices for local consumption, and that prices will differ substantially by end use, with residential
 
prices being particularly subsidized. Inthe case of telecommunications this translates into exorbitant
 
prices for long distance and international calls, and relatively low prices for local calls.
 

Finally, since the prices of publicly provided goods, are controlled by the government, politically
unstable governments will tend to manipulate them to try to reduce inflationary expectations, even at 
the expense of larger future deficits.' 

To summarize, in countries characterized by unstable politics, weak judiciary and regulatory

institutions, and slow growth, government ownership may become the default organizational mode for
 
sectors characterized by heavy sunk investments with substantial domestic sales.24 Unstable politics
also Implies that the pricing and investment policies of the publicly owned companies will be determined
by distributional and macroeconomic concerns. As a consequence, average prices may not cover long 
run costs, and residential prices may be heavily subsidized. Furthermore, countries characterized by

unstable politics will tend to show chronic shortages and Inefficient capacity decisions.
 

III. Can Utilities' Privatization Succeed? 

Several reasons are behind developing countries' current Interest in privatizatlon: first, large
fiscal Imbalances seem to be behind important privatization processes (e.g. Argentina, Jamaica).'

Second, the realization that government ownership has Implied large Inefficiencies and breakdowns of

services (e.g. electricity in Argentina and Jamaica, telephones in Argentina, Bolivia, Jamaica, Mexico,

Uruguay, and Venezuela, wat,, in Bolivia, and in general in Pakistan and Turkey). Finally, in many of 
the developing countries attempting privatization, political and ideological changes have occurred that 

20 Bolivia's case Is quite Interesting, as most of the recent capacity additons undertaken by the public electricity generation 
company ENDE were of small, 20 MW gas turbines. 

InBolivia, again, shortages Intelecommunication Investments Imply that black market telephones mre av"lable for 
US$2,000. 

22 Similarly, large Investments Initiated by one government may be left unfinished under new governments IfItdoes not 
expect to stay long Ingovernment 

Future larger deficits may have to be taken care of by a future opposition government, while reducing current Infation 
may help the current government 

24 We have not discussed the potential for outright expropriation of foreign sunk Investments Inexport oriented sectors. 
Here, administrative expropriation does not work so easily as lower prices do not benefit the government's constituency.
Administrative expropriation, however, may take the form of discriminatory high taxes (see Jamaca's Bauxite case). 

25 Fiscal Imbalances may trigger privatization processes Inat least two ways: a) by selling loss making, but potentially
profitable enterprises, privatization reduces the fiscal Imbalances; b)by selling profitable enterprises the government Is able to 
reduce, transitorily though, the fiscal Imbalance. 

http:sales.24
http:telecommunications).21


February 22, 1993 REGULATORY COMMITMENT INPRIVATIZA'nON Page 7 

diminished the sensitivity towards private ownership of *strategic' sectors.2 

While these factors may have triggered the desire to privatize, they do not assure, bythemselves, that privatization will take place nor that itwill be successful. Successful privatization
processes have two features. 
 First, there has to be an actual transfer of ownership and cont. I to theprivate sector. Second, the performance of the sector (in terms of totdl social welfare) must exceedwhat would have been achieved under public ownership. Thus, the simple transfer of ownership rightsis not enough for a successful privatization. Efficiency considerations have to be taken Into account as
well. 

On the other hand, even ifgovernment ownership safeguards have been dismantled,successful privatization requires that the reason for government ownership of the utilities be not longervalid. As we discussed above, there are generically two reasons for government ownership, ideology
and contrccting problems, We will assume that ideological reasons have already become moot, and
hence we focus below on whether the initial contracting problems may have changed. 

Pdvatizatlon .ind Contractina Problems between Firms and the Government 

As we discussed above, the main contracting problem behind government ownership of utilitieslies between government and the regulated firms. This contracting failure arises from the nature of thefirm's assets (highly specific) and market orientation (mostly for domestic consumption), and the lack ofsafeguarding institutions that will limit the government's Incentives to administratively expropriate these 
assets. 

For privatization to be successful, then, either technology must have changed, so that relativelyefficient production can be achieved with less specific assets (as In the case of cellular telephony), orchanges in the nature of the regulatory institutions have been implemented so that private Investors can now expect that their assets will not be expropriated by administrative procedures. 

Thus, if privatization of, for example, publicly owned utilities, was promoted because of macro­economic difficulties, then In the absence of other changes (I.e., regulatory and or safeguardinginstitutions), itmay not succeed in either attracting private sector participation or in increasing efficiency.This seems to have been the case i' several of the recent episodes involving regulatory reform in

electricity (e.g. Pakistan) or telecomn~unications (Argentina).27
 

IV. Safeguarding Institutions and UtlitIes' Privatization 

. Safeguarding Institutions play two crucial roles in privatization attempts in sectorb characterized 
by Important contracting problems between firms and governments. First, since private sector 

20 Jamaica's case Isstdldng. In the 1970's, Prime Minister Manley was behind the nationalization of most of Jamalca's
utilities as well as hotels, bauxite mines, cement, and a score of other minor enterprises. On the other hand, since the start of hissecond term as Prime Minister, in 1989, Michael Manley has been strongly promoting the prvatization of the same enterprises he
Initially nationalized. 

The Argentine telecommunications privatizaton was undertaken Inthe midst cf meor macro-economic difficulties, andwithout the prior development of new institutional structures to limit the probability of administrative expropriation. The mainregulatory changes were Introduced In the licensing agreements, whlch had several cubsequent changes. Furthermore, these were not particularly transparent nor reassuring. ItIs then not surprising that few consortJums actually bid for each of the twotelephone flr,ns. As we will discuss below, the licensing agreements were unilaterally ,wngedby the government a few monthsafter the privatizaslon took place. On the other hand, the telecommunications privatizatlon process In Venezuela, which wasundertaken in the absence of large macro-economic distortions, has attracted, at least, eight international telephone companies. 

http:Argentina).27
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participation depends on the perceived proba llity of administrative expropriation of the firms' specific
assets, safeguarding institutions should help in signaling credibility of a stated commitment not to

expropriate. Second, since the assumed purpose of the privatization process is to promote efficient

private sector development, safeguarding institutions should also serve as mechanisms to limit the
 
possibility of deviation from the intended purpose of the privatization. Even ifsafeguarding institutions 
were developed to reduce the probabiiitj of administrnitve expropriation, still the regulatory framework 
may be such that itwill trigger very inefficient performance. Insuch cases, safeguarding institutions 
should be developed to limit the possibility of rent-creation/rent-preservation modifications to the 
regulatory policy, with their implications for inefficient pricing and inventmenL 

Safeguarding institutions may take many different forms, from formal regulatory procedures to 
Informal substitutes like the role of parties. We di3cuss them seriatim. 

The Judiciary 

First, the existence of a well functioning judicial system that respects property rights and 
contracts, and that has a tradition of reviewing administrative agencies can serve as an institution that 
may, to a large extent, deter such expropriation. Such judicial systems, though, are not very prevalent
in developing countries. On the one hand, developing countries' administrative tribunals, Ifthey exist,"
tend to deal exclusively with procurement improprieties, rather than to review whether regulatory
decisions make any sense and/or whether they were taken following particular procedures. The
weakness of administrative tribunals in developing countries, though, does not mean that courts do not
function. It simply means that these judicial systems evolved more as conflict resolution processes 
among private parties (many, though, take long time to resolve those conflicts, like in Bolivia, Brazil or
Uruguay, to name just a few) than as a true check on the government. Thus, attempting to introduce 
administrative procedures enforced bj the courts may find a judiciary that, to a large extent, has a very
different line of thought. 

On the other hand, several judicial systems have a long tradition of upholding private property
(Jamaica) or contracts (Jamaica, Chile, and to some extent, Bolivia). Judicial respect for contracts may
provide a safeguard to private investment even though Courts do not have a tradition of restraining
administrative decisions. Consider, for example, the case of Jamaica. Jamaica's political structure

arises from that of its former colonial power, the UK. As a consequence, it has a parliamentary system

and a judiciary that developed under Uie British common law tradition. Because since independence,

Jamaica has had a slaong two party system, the party in power has full control over the legislature.
Thus, judicial restrain f administrative decisions isalmost unheard of.' Any judicial reversal of an 
administrative decision can easily be overturned by specific legislation. Thus, judicial review of 
administrative decision making plays no role in Jamaica.' On the other hand, the Courts' respect for 
contracts Implies that contracts between private companies and the government will be treated as 
contracts between private parties. Except during the period 1966/1976, regulation of privately owned 
utilities inJamaica has been done through the issue of specific licenses. These licenses specify the 
way regulation is going to be undertaken. They cannot be changed unilaterally by legislation or by the 
administration, thus, providing the firm with a safeguard against undue administrative discretion. 

26 While Argentina and Uruguay have such tribunals, Bolvia and Janaica do not. 

29 That Is not the case of constitutional restrain. After -11, the Judiday stopped Pkme Minister Manley from expropriat
land h,ldings k,, requiring just compensations for propertytaldngs. 

SThis is the reason why the creatlon of the Jamaica Public Utlity Commission in 1968 doomed the private ulity setor, as 
te courts did not intervene #tall during the JPUC period, while they did before then. See Spiller and Sampson (1992). 
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Jamaica Isnot the only country to have found the advantages of using licenses as a regulatory
mechanism. The UK's regulatory system is also based on specific licenses. As in Jamaica, the courts 
seldom overturn administrative decisions. As a consequence, rather than using administrative law to 
restrain the regulators, the UK has also found the advantage of using licens;ss as regulatory
mechanism. These licenses specify in great detail how the private company will be regulated.*"
Bolivia's regulation of COBEE, the only really private electricity - or utility - company in Bolivia,' is also 
based on a specific license. While Bolivia has a Presidential system, it isone with large Presidential 
powers. In particular, the fact that the President has Zhe power to 'regulate' laws issued by Parliament 
provides him with substantial powers to undermine vague, or badly written, legislation. Furthermore,
the ability of the President to issue Supreme Decrees which can be overturned by future Supreme
Decrees implies that regulelory policies may have very little staying power. The solution found here 
was to grant COBEE a license specifying that its regulation would be undertaken based on a particular
1968 Supreme Decree.' While the President may issue a now Supreme Decree and a new electricity 
code, still COBEEs regulation has to be based on the 1968 Supreme Decree.3 

Observe, though, that the use of licenses Implies that all regulatory changes have to have the
 
agroement of the company. If the Courts enforce licenses as contracts, the company could sue the
 
government for breach of cnntract. While this system provides the company with safeguards, it also
 
reduces the flexibility of the regulatory system.
 

Thus, countries with reasonably well developed and functioning judicial systems, like Costa 
Rica or Chile, may use, to some extent, access to the judiciary as a safeguard of the .iterests of 
private investors, and of the original regulatory intent. In this sense, it Is interesting to note that Chile's 
regulation of electricity rates has a conflict resolution process that provides private companies access to 
the judiciary should the administration attempt changes without modifying the law.' Countries, like 
Brazil, where the judiciary system is not reliable, may have to use alternative methods to safeguard the 
interests of private investors. 

The Functioningand Natureof RegulatoryAgencies 

Independent regulatory institutions, not subject to short term manipulation by the polity, may
provide also some safeguards against opportunistic behavior by the government. Such independence 
can be achieved by assuring the financial Independence or by providing long term appointments and 

=" See Salzberg (1990 and 1991). 

= Although the UK licenses for electricity, water, gas, telephones and airports spreCify ways for modfying the lictse even 
without the consent of the regulated firm. See Spiller and Vogebang (1992). 

3 Some private natural gas distribution companies are currently being formed InBolvia. The construcion of thei 
distribuilon networks has been placed on hold untlia bill regulating the distribution of natural gas Ispassed int legislature. 

34 Th-d Supreme Decree creded the Electricity Code of 1968. 

35 See, Spiller (1992). 

3 see Bernstein (1986). 
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requiring judicial review of the regulatory agencies.37 Observe, however, that such Independence does 
not assure 'proper performance,' as it implies that an agency with particular views of what has to be 
done may bankrupt the company even against the wishes of the adminLstration." Thus, granting true 
Independence to a regulatory agency with a vague mandate may not provide much safeguards to 
private investors." Thus, independent regulatory agencies require limits to their discretion. Some limits 
may be specified through licenses, or alternatively through legislation, .s In the Chilean implementation
of the regulatory framework for telephones and electricity. 

To a large extent, though, the Idea of 'really independent" agencies s quite foreign to
 
developing countries, although, as the Chilean example with the CNE and CNT shows, it can be
 
property introduced.' °
 

The nature of the regulatory body may also be important Inassuring the stability of the new 
regulatory regime. There has been considerable discussion on the advantages and disadvantages of 
Independent regulatory commissions vs. executive departments. The experience Inthe United States,
where we can find both, suggests that as long as they are subject to the same type of judicial review,
both will be Influenced by legislators and the executive, and neither can be seen as a totally
Independent commission."' Incountries where the administrative system requires different standards of
review for independent regulator agencies than for executive departments, the choice of type of 
regulatory body may become crucial. If,for example, independent regulatory bodies are subject to 
more exacting outside review standards (be it by administrative tribunals or arbitrators), then 
Independent bodies may provide stronger commitment IDa regulatory system than administrative 
departments.'2 

While providing financial independence tends to insulate the regulatory body from the leglature, Itmakes the political

affiliation of the regulators a crkical condition for appointrnents at the high levels of the regulatory body, as the President will
not 
appoint a person to the egulatory body unless ItIs reasorbly assured of thtperson's political tendencies. This will have 
detrimental effects on administrative quality. The Argentine telecommunics:1ons regulatory agency, for emample, Is awarded .5% 
of all telecommunications revenues. 

36 To some extent, the Jamaica Public Ulity Commission behaved this way during lft late 1960s. At that time, the JPUC 
rejected, against the wishes of the government, a particular ralm increase requested by the telephone company. The government,
then, over the objectiom of the JPUC, Imposed a tax on telephone services and granted an identical subsidy to the company.
The JPUC claimed the tax to be illegal, as the law specifies that the JPUC is the ontl regulator of telephone rates and serMoe. 
See, Spiller and Sampson (1992). 

30 This, for example, seems to be the problem with the current proposal for the regulatory framework for Bolvia's ges 
sector, where the regulator will have independent funding, will be appoitew for long periods, and will have total discretion on the 
how, what and when. 

40 Both egendes (The Comisl6n Naconal de Enerpla and the Comils6n Naconal dot Comunicadones) are directed by a 
board composed f government ministers, and hence they w4 not independent. Furthermore, the Executive Dhetor Is appointed
by the Board, and hence he Isnot Independent. Both Executive Directors were replaced when the new democratically elected 
administration took place. 

41 
 For example, while the US National Labor Reatlons Board is an independent commission, it Is said to be strongly 
controlled by the executive (see Spiller and Gely (1990) and references therein). On the other hand, the US Environmental 
Protection Agency, while being an agency Inthe US Dep,rtment of the Interior, has been subject to substantial control by 
Congress. 

'2 For example, the fact that the Argentine National Communications Commission, was created as part of the Public Works 
Ministry (and eventually transferred to the Ministry of Finance) may have Increased Its potential politization. While its decisions 
ae subject to the Administrative Procedures Act, which regulates the workings of standard governmental agendes (e.g. 
procurement hiring, etc), Its decisions can only be reviewed by the Executive Power. In f,Rc the CN'rs decisions are subject to 

http:agencies.37
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The Nature of Regulatory Procedures: Transparency vs. Discretion 

There are essentially two ways of making regulatory procedures transparent one is the USstyle, namely, requiring the regulator to take into consideration all the views from all the parties. In thissense, the British approach to regulation is quite non-transparent. The Director General of, say, Oftel,may make its decisions with no regard to what any interested party may have said. Furthermore, DGs,in contrast to US regulators, do not have to inform anybody of their Intent to make a particular decision.Thus, requiring regulators to hold public hearings, to Inform about their intentions, and to allow allparties to participate in those hearings would, to a large extent restrict the regulator's ability to
implement his own particular view. 

A second way by which transparency may be achieved, is through limiting the discretion of theregulator. A regulatory process that is being used by several countries in regulating theirtelecommunications sector is based on the price cap system (Chile and Mexico, and the UK in all its
utility sectors). 
 A price cap system works in its most simpe form by allowing the company to raiseprices from the existing levels at the local Inflation rate minus X percent, where X Is determined Initiallyfor a given set of years taking into account the potontial for technological change and other type of cost 
reductions. 3'" 

Traditional rate of return systems have faced substantial Implementation problems because thelegislation itself sets the maximum allowable rate of return (-.g. India's experience with the TataCompanies).45' 0 47 A related issue concerns the determination of the rate base. The rate base can beset by accounting, administrative, bargaining or judicial procedures. The more transparent theprocedure, the lower the need for conflict resolution processes.48 

substantil political Interference from both parIliment and the Ministrie. 

43 Transparency, however, does not knply that the regulatory system may not have strong Ineffidendee. For example,
Isaac's (1990) analyss of the price cap system InArizona shows that Itproduced a severe rate detedrora ion because of the fixed
termination date. Another problem was that the price cap wez actually a constant price ceiling for a period of five years. At the
end of the period, there were strong demands by the utility for a drastic rate increase.
 

44 The UK Director General of Telocommunications seems to take Into account the potential for labor savings by British
Telecom InIts determination of the appropilate pdce-cap level 
 See Spller and Vogelsang (1992). 

45 See World Bank, n op clt, supra, footnote 14. 

48 The Initial t3rms on which the Argentino government called for bids for its telecommmlcations network was based on arate of returice cap sequence. During the Initial period firms were supposed to be allowed to set rates so as to achieve a 16%rate of return over regulated assets. Inthe second period, however, there is a a price cap system, The Interim rate of returnsystem, h6wever, was quite vague, with the reguiatory authority having the power to disallow Investments without judicial review.The lack of judicial review applies also to the Imposition of penalties for alleged lack of fulfillment of service and quality quotas. Afew months later, h)wever, after substantial oppo Ition from parliament, the terms of the licenses wore changed irnd all referenceto an assured rate if return was dropped. Instead the license stipulated an Initial price per pulse (which eventually h-carneapproximately 0.025 US$ per pulse) and a monthly price adjustment mechanism (60% of the Increase in the consumer price Indexand 40% of the increase Inthe exchange rate). La Naclin, InternatlonJ Edition, 10/29/90. 
47 Bolivia's 1968 Electricity Code grants electricity companies a real return on assets of 9%. Such real return may be quite 

low under particular macro-economic and poitical circumstances. 

48 Jamaca's telecommunications regulatola cannot disallow Investments. On the other hand, Argentina's 
telecomrnuncations regulators can, with very little scope for appeals. 

http:processes.48
http:Companies).45
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Chile's electricity regulatory system uses an incentive scheme where node prices (i.e. bulk
electricity delivered to distribution companies), and prices for the regulated electricity distribution
companies are based on short run marginal cost of energy and on long run marginal costs derived from
"best avaiable technologies,* as calculated by the CNE (National Energy Commission)." While this
regulatory system provides substantial incentives for cost reduction to the reguiated firm, it may alsohave the risk of political interference in the rate setting, through manipulation of CNEs computations.

Political interferen-e, however, is diminished by the inclusion of automatic adjustment clauses, and a
 
transparent arbitration process. Furthermore, this arbitration process cannot be sidestepped by the
 
administration, without a change in the law.
 

Transparency, then, may limit discretion. The Jamaican telecommunications regulatory system
is specified in the 25 years monopoly license given to Telecommunications of Jamaica Co. The licensestipulates a very transparent rate of return method. Differences between the government and the
 
company have to be settled by arbitration, that must assure that profitability is in the specified range
(17.5 to 20%). Furthermore, the license does not allow the government to disqualify !nvestments nor
challenge costs. While this regulatory arrangement provides good short run investment incentives, it
 
may, after the system becomes decongested, provide incentives /or excessive investment and costs.

Given the past history of the Jamaican Public Utility Commission, however, the reasons for the current

license to tie the regulators' hands are understandable. Itis unclear whether the privatization would

have succeeded in relieving congestion and improving the network the way that it has actually done If

the license provided substantial discretion to the regulators. Transparency, then, isonly one conditionfor a successful regulatory reform. It limits the discretion of the regulatory body, ai d hence limits its

ability to distort the regulation away from its original objective so as to accommodate the interests of
particular groups. On the other hand, it limits the ability of the regulator to adjust to unforeseen
circumstances (e.g. new products or technologies), and as such may be the tradeoff that has to be paid
to achieve private sector participation. 

The Nature of the Privatization Process: sector organization, ovnership and competition 

The form that the privatization takes place may also provide safeguards to private investors.

For example, while most of the telecommunications privatization have maintained, to a large extnt, the

monopolistic nature of the sector,s° alternative privatization forms could have increased the public's

support for the privatization process, and hence increase the amount of future Investment in industry

specific capital.
 

Several aspects contribute to this. For example, extensive domestic ownership, breaking up the

local monopoly, and allowing for new competition, are all measures that will tend to make administrative

expropriation substantially more difficult. Extensive domestic ownership, in a situation where most of
the new capital will be provided by an outside investor Is costly. While it will increase support for he 
new regulatory system, and hence increase the amount that outside investors will be willing to pay forthe enterprise, it also dilutes the outside investors' equity, reducing their willingness to pay."1 In the
Argentine telecommunications privatization, itwas stipulated that th . bidders would control not more
than 60% of the outstanding stock, with the remainder being sold, part to the workers (10%), part to 

40 See World Bank, Chile: Enery Sector Review (1988). See, also, Semstein (1986). 

5o This has been the case of Jamaica and Mexico, where inboth cases the public telephone companies' monopolt wasmaintained Inthe privatizatlon process, Inthe Jamaica case for a ful 25 years period and for all telephone semices. 

51 Restricting foreign Investment to a certain maximum percentage would achieve this objective. Obseee, homver, thatthis type of restriction Implies tht local shareholders pay for their shares less than potential foreign Investors. 
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telecommunications cooperatives (5%) and the rest in the open market. In the Jamaican 
telecommunications prvatization, onfy e small portion of the stock was sold to the public. The 
puvatizaion of Chile's electricity secWtr, however, had a very large degree of public participation, either 
directly or through pension funds. ;: exanple, 62% of ENDESA is owned by small stockholders, 22% 
by pension funds, 4% by the workers and the remairing by other type of stockholders. Chilegener and 
Chilemeno each has 35% of their stck.s in the hands of penoion funds. Furthermore, workers own 
24% 6'IChiler-etro. Thus, it seems that Chile pursued the privatization of its electric companies with
 
substantial emphasis on diffusing ownership across the public rahe than concentrating them in the
 
hands of the operators. The Chilear. qproach has not been replicated in any of the
 
telecommunications cases discussed here, where emphasis has been given to obtain investment
 
commitments frcen the operating group, and as a return the investor group obtained the rights to
 
purchase most of the company's stocku
 

The break up of the local monopoly has a similar tradeoff as extensive domestic ownership.
On the one had, the more companies are formed, and hence the larger the extent of competition, the 
lower the poltW support for admirnistrative expropriation. On the other hand, breaking up the public
enterprise Into smaller companies may adversely impact upoi. economies of scale or scope, reducing
the price that investors will be wlling to pay for the public enterprise's assets over and beyond the 
competitive effect Chile's experience with the electricity sector followed this approach. Rather than
 
maintaining monopoly conditions, the pubc enterprises were broken along generation, distribution and
 
transmission, the distributing companies were broken into regional companies, and generating plants
 
were spun-off individually. On the other hand, only Argentina broke the telecommunications company,
 
albeit into two non-competing regional monopoly companies.
 

Aloovng competition has a similar tradeoff, as the more competition is allowed, the more new
 
firms will be formed, developing political support for the privatization. On the other hand, competition

erodes mrxmpoly rents, and hence !nvestors will be wiling to pay substantially less.
 

The fact that the form of the privaiza on has commitment implications, implies that there is a 
complex relationship between government revenues from the sale and the extent of future investments 
in the setor. It is not dear that maximizing the revenue from the sale necessarily implies that the 
sector will invest more in the future. In the three examples provided above (i.e., widespread domestic 
ownership, breaking up the local monopoly and promoting competition), a lower sales revenue may be 
accompenled by f'-gher investment levels in the future.5 

imally, many privalization attempts, particularly in the case of telecommunications (e.g.
Argentim Chile, Jamaica and Mexico) have taken the form of specific licensing agreements which, in 
turn, detarrine the nature of the regulatory regime. The advantage of such a procedure is that since 
changes in the license requires the agreement of the private firm, imbedding the regulatory stncure in 
the license reduces the possibility that ti=e government wig unilaterally alter the regulatory system. 

Creatin Reputation: The Tbning of RegulatoryReforms 

52e popivaization of Brfth utiIes, thoug. emphasized widnspreadormestic ownsr Fwdhem k way be gued
that the Wae by the Conervatve government of the rmabn stok inBtsh Telecom just before the eIdon ma have been 
done so as to asufae total private ownership incae of a Labour Paty wi. See ,Spierand Vogelsang (1992). 

53 I am not makdng the point here that lower sales revenue shovs a good puivatizabti process.but rath that low si 
ravenums simply represent lower prof inthe future, either beowme the --nm is goi to be vey com*p e or beon Ve 
cmpany may be wpqxied 
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Governments may also recognize their inability to convince private Investors of their 
commitment to a new regulatory system. Inthat case, creating reputation for fair treatment of private
investors may be a precondition for successful regulatory reform. Different routes may be taken to 
create reputation for fair treatment One possibility, taken by the Chilean privatization of the electricity
sector, was to introduce a new regulatory regime before the privatization. Thus, private investors could
Infer from the performance of the still publicly owned companies how the regulatory system would 
operate in the future. As we will discuss below, the Chilean process of electricity privatization took 
several years, and it is still in process. 

Economic Growth 

A high sectorial growth rate, as well as inthe economy at large, could also provide assurances 
to private investors. Ifthe government would expropriate the assets of the incumbent firm, the 
government would then have to undertake by itself further future expansioil, as Its loss of reputation
would deter other private firms from entering the sector (or into other sectors where the government
would like to see private investments). 

PartyPolitics, Electoral Systems, and Political Stability 

Private Investment, however, may not be forthcoming even In the presence of a sensible 
regulatory structure, if the coalition that Instituted the original regulation cannot deter others from 
modifying the regulatory system towards their own Interests. The higher the likelihood that the relative 
power of interest groups change, the higher the likelihood that regulations will change accordingly.
Some electoral systems provide for a more automatic reflection of electoral changes than others. 
Regional ropresentation, single non-transferable votes, party lists systems, all have very different 
implications to how sensitive the composition of the legislative body is to minor changes in 
constituencies' interests, and also to the role that parties, and party machines, may play in the polity. 

Inturn, the more volatile the composition of the legislature, the higher the likelihood that today's
bargain will be unraveled following some exogenous shock to constituents' interests. Since one of the 
costs of deviating from the stated regulatory policy is the loss in reputation that the government faces, a 
party in government with a low probability of remaining in, or rapidly regaining, power, may find it more 
politicelly profitable to deviate from previously stated regulatory purposes than one that has a longer
horizon. The latter will internalize the loss of reputation, and hence will tend to deviate only under more 
extreme circumstances. Governmont stability, then, reduces the need to develop special safeguarding
institutions. Political parties' policy stability also encourages regulatory stability. A relevant feature of 
party organization in this respect is the extent of control that the political parties can exercise over their 
legislators. Thus, the higher the power of parties, the more stable policies will tend to be over time,
and hence, the lower the need for safeguarding institutions (Spiller and Levy, 1991). 

Ingeneral, then, economies where the incentives for administrative expropriation are high, and 
sectors where the efficient technology requires large sunk Investments, like the telecommunications and 
electricity sectors, will not attract efficient levels of private investment unless safeguarding Institutions 
are created that will protect their investments. 

V. Three Cases of Utilities' Privatization: Argentina, Chile and Jamaica. 

In this section we discuss three utilities' privatization cases: Telecommunications InArgentina
and Jamaica, and Electricity in Chile. The three provide very different examples of strategies and 
performance. Chile privatized Its electricity sector following a drastic regulatory reform and restructuring
of the sector. The new regulatory system is based on a very explicit piece of legislation that provides
for a transparent regulatory process, substantially limiting the discretion of regulators while at the same 
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time fostering competition. The restructuring of the sector provided for both competition In generation, 
as well as multiplicity of service companies, all Interested Inmaintaining the system. Furthermore,
there Issubstantial stock ownership by the public at large. Jamaica, on the other hand, created 
Incentives for private Investments through a license-based regulatory system that severely restricts the 
ability of the regulator to control prices and investments, while at the same time restricts the ability of 
the privatized company to raise real prices. The regulatory system, may, however, turn out to be 
politically unstable. The very high assured rate of return coupled with a very long monopoly license 
may provide some future government with an Incentive to renegotiate the lcense.r Finally, the 
privatizatiorn of Argentina's telecommunications network was done without developing an appropriate
regulatory structure, and providing the government with a tremendous degree of discretionary power.
Furthermore, regulatory policy is subject to substantial political Influence. It is, then, not surprising that
 
only three outside Investors actually wantad to take over the companies. '
 

These three examples seem to show the Importance of developing the appropriate
safeguarding institutions prior to the privatization. As we will discuss below, though, the 
appropriateness of the safeguarding institutions may depend crucially on the nature of the political
Institutions of the country in question. 

A. The Privatization of Argentina's Telecommunications Sector 

Before the privatization in November 1990, the telecommunications sector consisted of a 
national company, ENTEL, and two private regional companies (CAT - Compatifa Argentina de 
Teltonos serving In five provinces, and CET, Compafi|a Entrerriana de Telfonos, serving only In the 
Province of Entre Rios, both companies being owned by Ericsson) and a large number of small 
cooperatives operating In rural areas.6U ENTEL provided services to 90 percent of the subscribers,
while CAT (owned by Ericsson) provided basic services to six provinces. Both ENTEL and CAT were 
subject to essentially the same type of regulatory environment, under the supposed control of the SEC 
(Secretarla de Estado de Comunicaciones), a division of the Ministry of Public Works. " Both ENTEL 
and CAT suffered from lack of Investment Incentives, to the point that there was a chronic shortage of 
capacityw and long lines to obtain service,50 of relatively poor quality. Table A.1 provides some quality 

54 An opportunity to renegotiate the license was opened In1991 when the licensee wanted to amend the current Telephone
Act to include cellular and fiber optics as part of telecommunications services, for which the company was granted a monopoly.
The Government, though, failed to take that opportunity. See, footnote 105. 

55 The extent of political Involvement is such that the government's passage of a monetary reform law invalidated the terms 
of the original agreement Just a few months after the two private companies started operating. 

5 Showing the speed of the privatizatlon process, the Initial terms of reference for the privatizatlon overlooked the existence 
of CAT and CET. Later on the terms of reference were aclusted so that the areas served by these two companies were going to
be "pldvatlzed* as part of the two regional monopoly companies. As a consequence, the two companies would have had to be 
nationalized first, to be privatized again later. Ericsson was eventually forced to divest its assets to the two operating companies. 

57 This division was eventually transferred to the Ministry of Finance under the Deputy Secretary of Communications 
(Subsecretarfa de Comunicaclones). 

58 Fernandez (1979) estimated that the black market price In1979 for a connection was 7 times ENTEL's connection 
charges. Today's connection charges are approximately US$1,000 (see Telef6nica de Argentina, Prospectus (1991)). 

So At the time of the privatization, it took two years to obtain a lne. Tek7lenlca de Argentina, Prospectus, (1991). 

http:areas.6U
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indicators.0 

Table A.1 

aUALITY MEASURES: ENTEL 

YEAR LOCAL CALLS LONG ISTANCE AVG. UNES UNES 
COMPLETED CALLS COMPLETED PENDING P/lAW

ON%) ON%) REPAIR ON%) INHAB 

190 na na 09 na1981 na na 1.0 7.781962 43.6 na 1.0 8,16
1983 48.6 na 1.3 8.48
1964 47.0 24.8 1.9 6.751985 43.7 21.6 1.4 9.02
1986 44.6 18.4 1.5 9.421967 46.0 na 1.3 9.71
1988 47.0 23.0 1.6 10.07
1989 48.9 29.2 nma Ma
1990 49.0 29.7 1.5 10.07 

Standard 95.0 85.0 0.5 

Sourci* Abdala (1992). Tables 1.2 and 1.3. 

The process of privatization of Argentina's telecommunications staited in 1988 during the
Alfonsin Administration. At that time a plan to privatize the government monopoly (ENTEL) through a
direct sale of 40% of ENTEL's shares to Telef6nica was proposed, but eventually was abandoned
because of political opposition. The Menem Administration introduced, instead, a plan that consisted of
the division of ENTEL into two regional companies (north and south, with Buenos Aires being divided
between the two),6' with foreign investors having to bid for 60% of each company's stock.s Only three

consorda presented bids, two for the South and three for the North company.' The two regional

companies would provide local service under monopoly conditions, and would jointly own two affiliates

companies, one providing under (transitory) monopoly conditions international services, and another
providing value added services in competition with other producers. Thus, this restructuring of the 

O The low quality service comes not only from the lack of lnes, but also from a relatively old technology. At the time of the
privatizatlo, only 15% of Telef6nlcas lines were connected to digital switching stations. On the other hand, 58% were connetodto electromechano stations, 21% were connected to Cross-bar stations, and less than 3% to sem-eectronlc stations. The average age of these stations were, respectively, three, 28, 14 and eight respectively. See, Telffnica de Argentina, Prospectus,
(1991). 

6 The companies were called in the official bid documents, Compaiua Ucendibsria Sur SA. and Compais Licenclataia 
Note, S.A They eventually became, Telef6nica do Argentina and Telecom Argentina respectively. 

02 The foreign Investors had to include an operator, who had to hold, in princple a 30% stake inthe company. 

U For the South the two consotla were headed one by Telef6nica de Espa.a, and the other by the Italian Stet and France
Telecom. For the North, the consortia were headed by Telef6nlca, Bell Atlantic and Stet and France Telecom. Each was rho 
Joined by a banking firm and a local Investment group. 
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sector provided for competition to develop in the future in some basic services, as well as current

competition invalue added services, and, in principle, for benchmark competition in the provision of

basic services, although customers were not given the choice of basic network supplier.
 

Telef6nica's bid was the highest for both companies, but was given a license to operate only
the South. Bell Atlantic was given the North license, but eventually its bid was withdrawn as,
supposedly, itwas not able to obtain appropriate financing." The consortium lead by Stet and France
Telecom, then, received the license to the North. Thus, all the bidders that had appropriate financing
were granted a license. Telef6nica's group paid U$S1 14 million in cash plus U$S 2.7 billion in notes,
most of those being inforeign 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."5
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.00
 

The outcome of the licensing process suggests the little interest that this privatization process
raised among intemational investors. To understand this failure to attract foreign Investors, the

uncertainty concerning the nature of the regulatory regime that would follow the privatization, and the
 
way the pnvatization itself was handled has to be discussed."1 

The Evolution of the Regulatory Framework for the Privatlzed Companies. 

The basis of the regulatory system to follow the privatization was spelled out in the licenses.The licenses, and their implementation, however, changed over time. See Table A.2. The Initial plan
of the Menem Administration, offered InSeptember 1989, had three regional monopoly companies, one
for the Metropolitan area of Buenos Aires, and two that would divide the rest of the country, and one

International company. 
 This plan was changed in early January 1990 to the current division between

the North and the South, with the two subsidiary companies. The terms of reference were changed

again, by Decree 677/90 of April 11, 1990. Based on these terms of reference seven consortia
presented pre-qualification bids." This plan granted each license for a period of ten years. These ten
 years were divided in three basic periods: a two years transition period, a five years exclusive license

period, and a three years renewal period. The proposed regulatory structure was as follows: during

the two years transition period the companies would be allowed to set prices so that they could get a 

Soel Atlantic'e participation was more of a management contract rather than a direct ownership, as Its proposed share was
going to be Inviolation of the 30% requirement. This, however, was not the reason for the elimination of 
 el Atlanti'sadjudication, as prior to that decisn-m the government changed, again, the bidding rides to allow the operator to have at least 4.9%

of the stock, barely what Bell Atlanti had ad that time (Decree 1130/90 of 6/14/90).
 

65 Because of the uncertainty about the value of Argentina's debt it is unclear how much the two companies paid.
Assuming that all the notes were InArgentira's debt valued at 20%, then their (minimum) payments were U$S 1.1 bilion. 

S La Nacldn, International Edition, 11/12/90. 

67 Another factor that may have reduced the Interest Inthe privalizaton was the requirement that part of the payment should 
be in foreign debt Instruments, given that they were held by a relatively small number of banks. See, Gerchunoff and Coloma(1992). 

These consortla were lead, respectively, by Cable and Wireless, Nynex Corp., Telef6nica de Espaifa, Stet,GTE, France
Cables at Radio, and Bell Atlantic. La Nacl6n International Edition, April 30,1990. 

http:privatization.00
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pro-tax 16% return on assets.0,, During the basic license period, prices would be adjusted by a price 
cap with an X of two percent. During the renewal period, the X Is Increased to four percent 

Table A.2
 

EVOLUTION OF thE PRIVAflZAfnON AND REGULATORY SCHEME
 

September 1989 

Januaay 1990 

March 1990 


April 199r 


October 1990 

October 1990 

April 1991 

April 1991 

November 1991 

Initial pIivataton plan under the Menem Administration
 
- Three Regional Monopoles
 

*Metropolitan Area 
"North 
"South 

Basic Two Companies Plan
 
- North
 
-South 

Price Increase 300% 

Change InTerms of Reference
 
- Three Period Regulatory Plan
 

*2 years transition: 16% rate of return 
*5 years xcluslvty. cp.-2% 
*3 years renewal: cpi-4%
 

- Several service requirements
 

Agreement on price indexaion fkv transition period 
- 60% domestic inflation 
- 40% devaluation 

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% 

Price freeze following convertibility law 

Price reduction of 5% 

Dollarization of Rates for the remaining of the transio period, with. rates 
Irdexed to US inflation. 

While seemingly simple, this three period regulatory system was extremely murky. Frst, It wasunclear whether, during the transition period, the regulators had the power to block price Increases, 

While prices would be indexed monthly, the companies could, Inprinciple, bring about real price Increases evkry six
months during the 24 months period. 

7o Again, to show the extent of the uncertainties Involved Inthe process, itwas undear whether the 16% was a floor or aceiling. The Director of Entel, Ing. Maria Julia Alsogaray, claimed that itwas a ceiling. See, La Nac6n, International Edition,
3119/90. 
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even ifthe computations did not bring the rate of return to 16%.71 Second, the licenses provided the
regulator with substantial discretion in determining the rate base and allowable expenses, since it was 
up to the regulators to determine whether past investments and expenses were reasonable. Third, the
licenses specified -as they currently do- a long list of minimum service requirements that had to be
achieved at different points In time.2 The regulators were required to impose penalties for violating the
minimum service requirements. These service requirements included: number of new installed lines per
year; percentage of phone calls completed at the local, Intercity, inter-regional and International levels 
per year;, percentage of repair calls answered in 20 seconds; percentage of domestic and international 
operator calls answered in 10 seconds; average number of days to make repairs; average time it takes 
to Install local users; number of new public phones per year, etc. If these requirements were not metthe licensees were subject to fines as well as to non-renewal by the CNT. All these requirements, and
the fact that the regulatory agency could exclude Investments and costs from the computation of rate ofreturn, Implied that the CNT wr'uld have had large discretion in the setting of tariffs, fines and at 
renewal time. 

Based on this regulatory scheme, the bids were presented and the adjudication given. Inthe

Interim, however, a heavy political debate developed concerning the potential for very high prices and

profits. As a consequence, after the Initial adjudication the terms were changed again. This time, while
all the service improvement requirements for the firms were left standing, the price adjustment
mechanism and the profitability assurances were changed. Instead cf a rate of return for the transition
period, the licenses stipulated a monuily price adjustment mechanism. This mechanism consisted of a
monthly price Increase based on the previous month inflation rate (60% weight) and on exchange rate

movements (a 40% weight). As a consequence, the initial price level became crucial. The discussion

between the companies and the government centered on the price per pulse (Wall Street Journal,

10/25/90). It eventually became approximately 0.038 US$ per pulse." This price was achieved by

eliminating a tax of 31.5% over tel6phone services but without changing the retail price, and by an

increase of more than 42% just prior to the transfer.74
 

The terms of the licenses, however, were unilaterally changed by the government with the

introduction of the Convertibility Law which prohibited indexation from April 1,1991. This law was the
cornerstone of a stabilization plan of the new Economics Minister, and Its objective was io limit the

ability of the Federal and Povincial governments of financing deficits with inflation. As a side issue, the

law also prohibited all indexation agreements. As a consequence, the recenty privatized companies

saw their price agreement unilaterally abrogated by the government.m Negotiations started immediately

between the government and the two firms to design a price increase mechanism. The position of the 

71 The fact that prices were increased, InMarch 1990, by 300% provided, according to the companies, wth reasonable real 
prices to stai with. This can be sen by the fact that they, later on, bargained hard to have real prices at the 3/90 leveL La
 
Nacl6n, International Edition, 109/90.
 

72 The licenses, however, did not -and do not- specify minimum investment requirements inmonetary terms, leaving Instead 
to the companies how to satisfy their service requirements. 

7 La NacI6n, International Edition, 10/29/90, and Telef6nlca do Argentina, Prospectus, December 1991. 

74 Since the telephone tax was earmarked for pension payments and was not replaced by any other revenue source, tids 
event created substantial crIticism Inside the Peronist party for the privatization of telecommunications, and for the prIvatizatlonprocess Ingeneral. La NacI6n, International Edition, 10/8/90. Eventually, monies raised from the public offerings were transferred 
to the government pension funds. 

7 La Prensa of 4/12/91 quotes the Minister of Economics as saying that the 'desindexation' Imposed on the value of the 
telephone pulse, ..., did not violae any contractual arrangement, as 'such unit should be worth today the same as last August' 

http:transfer.74
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Table A.3 

OWNERSHIP OF 1ELECOMMUNICA1ONS COMPANIES
 
AT TIME OF PRIVAIZATION
 

TELEFONICA 

TelnMIc Holding 60% 

Telet6nlca Int. 
Inv. Calinas 
Financial Instituions 

Government 30% 
To be cOvested 

Workers 10% 

TELECOM 

Telecom Holding 80% 
STET 
France Telecom 
Perez Companc 
JP Morgan 
Financial Institutions 

Government 30% 
To be dvested 

Workers 10% 

TEUNTAR' 

TOeMica 50% 
Telecom 50% 

STARTELN 
TeefOkW= 50% 
Telecom 50% 

Sources: Abdala (1992), Telef6nica de Argentina, Prospectus, December 1991 On Spanish). 

0 TEUNTAR has an exclusive license to provide International services. STARTEL has an 
unlimited non-exclusive license to provido value added telecommunlcatons services Ike data 
transmIssion, telex, etc. 

government, then, was that the prices were high and profitable, and since the stabilization program
essentially was supposed to eliminate inflation, there was no need for a short term prce adjustment
mechanism. At the same time that the government, through different voices, e.g. the Minister of Public 
Works, the Chairman of the CNT, members of Parliament, determined that the prices were frozen, the 
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government also started to demand from the companies that they adhere to the terms of the license
concerning the service improvements.7 Inparticular, they demanded Immediate changes in the
handling of complaints. As a consequence, Tolef6nica, for exaiple, extended Its hours of service tothe public. At the same time, the two enterprises repeated their commitments to their short and long
term investment p!ans.77 Later InApril, the government required from the companies to reduce their
prices per pulse by 10.3%, and announced that a new regulatory law was being prepared (La Prensa,
4/7/91, and 4112/91). The companies eventually acquiesced, and announced that they were
suspending the Indexation as of 4/1/91 to support the stabilization plan. The companies also agreed to
reduce their rate by 5%. (La Prensa 4/16/91). 

Prices remained frozen until November 1991, at which time the companies demanded the
Implementation of the Initial indexation agreement, requesting a 28% average price Increase. The 
companies eventually agreed to set telephone prices in US Dollar terms, and to index the prices to theUS rate of Inflation. As a consequence prices were increased an average of 1.3%. The government
allowed, though, the rebalancing of rates.?' The resulting price level, though, Is quite high, given that all
calls are pulse-based. Rates for domestic calls vary according to distance and time of day. Table A.3
shows that a call between Buenos Aires and La Plata (a city located just 50 km from down-town
Buenos Aires, and well Iiside the metropolitan area, would cost six pulses per minute, cr just above
US$.23 per minute. On the other hand, a call to a city like C6rdoba, locate approximately 400 km from
Buenos Aires, would cost more than US$ 1 per minute.tm 

Even though prices were partially frozen less than six months after the start of operations, thecompanies seemed to have been able to obtain large profits during that period. On the one hand,
Telef6nica's balance at the time of the public offering reported an after tax gross operating profit of
U$S384M.'0 At the same time, Telecom reported a gross after tax profit of US$314M. " 
 Recalling that
the private Investors paid approximately US$1,250M for 60% of the two companies, Telef6nica and
 
Telecom's cash low seems to be quite profitable.0
 

An Evaluation 

76 La Prensa, 4/7/91. 

77 Telefdnlcas investment plan for 1991 was of US$370 million, and attempted to Introduce new 70,000 to 100,000 new

lnes (La Prensa 6/91). Telecom's plan3, were to Invest U$S 2 billion over six years and to introduce 700,000 new Ones and to
 
renew 400,000 old lines (Wall Street Journal, 10/25/90).
 

The rebalancing Implied an Increase in local rates of apprdmdmly 10% and a reduction in long distanoe and International 
rates of 20% or so. La Prensa, 11/13/91. 

7. Just for cornparison, the call to La Plata would be similar to a call from San Francisco to a city across the bay InContra
Costa county, like Concord. Similarly, a call from San Francisco to Los Angeles would cost, InArgentina, US$1.33 per minute. 

so This value is the net operating profit, plus depredation 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 Teldnica de Argentina,
Prospectus, December 1991. 

al See La Prensa, Novenber 11, 1991. 

e2 Previous reports Inthe Argentinean press provided higher estimates of profits. For eample, La Prensa (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 thegovermment. Thus, the firms were supposed to receive U$S1,123 millions, which was approximately the value of their combined 
payments for the two companies. 

http:minute.tm
http:p!ans.77
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Table A.4 

TELEFONICA DE ARGENTINA 
LONG DISTANCE CHARGES 

December 1992 

Mondey/Fdday. 8:00 am-O0 pm
8arwds:&00 an- 1:00 pro" 

Dbhtwno 
(inm) 

Pubu/mkAu. USS/mkus 

30 4 0.15 
30-55 6 0.23 
55-110 a 0.30 
110-170 12 0.48 
170-240 18 0.68 
240,320 25 0.95 
320.440 28 1.05 
440-600 35 1.33 
600-840 43 1.64 
840+ 54 2.05 

Note Al other tines, 50%discount
Source: TalMnica do Argti, Prospectus, (ecenber 1992). 

The previous discussion shows two basic features: first, it shows the difficulties that the
Argentine polity had Incommitting to a particular policy, even when there was a written agreement
Second, t shows the lack of attention by the designers of the privatizAton process precisely to that 
problem. Thus, Instead of delegating regulatory authority to a relatively independent agency, the CNT 
was created as a very weak and politically influenceable agency. As a consequence, the regulatory 
process would naturally evolve as a non-transparent one, providing the private firms with very ite 
incentives to Invest in the long run. 

The lack of attention to institutional development, can be seen by the fact that at the time of the 
bidding there wasn't a clear Idea of how, and by whom, the terms of the licenses were to be enforced. 
In fact, while the bidding was adjudicated on June 26, 1990, the National Telecommunications 
Commission (CNI) was formed by a Presidential decree (#1185/90) only on June 22, 1990. Because
of the uncertainties about the regulatory system, though, the companies took control only in November 
8, 1990. The fact that the body that was going to implement these regulations did not exist nor the 
rules and regulations under which it would operate were spelled oO., couldn't but increase the risk 
involved in taking over the communications companies. Furthermore, the new CNT was initially created 
as part of the Ministry of Public Works, a quite obscure and not very influential ministry. As a 
consequence, the potential for manipulation of the Commission was quite high. Also, the decisions by
the CNT were not subject to judicial review, but rather could be appealed to the Executive. Thus, the 
organization of the regulatory commission did not provide further reassurances of regulatory objectivity
and professionalism. 

Another aspect of ENTELs privatization that shows the lack of concern for institutional 
development, Is the fact that the pnvatization of ENTEL provided very little scope for widespread 
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domestic shareholdings (see Table A.4), and that there was very little scope for competition. Infact, 
as we discussed above, most of the govemment's effort was to try to attract an international operating
company into the consortium, rather than obtaining political support for maintaining private ownership of 
the telecommunications network. 

The previous inability of Argentina in maintaining economic and political stability, coupled with

the lack of prior deve!opment of regulatory institutions, and the regulator's (or govemment's) lack of

substantial outside review may have contributted to the lack of.interest by foreign investors, and the
 
difficulties in completing the privatization.
 

Vis possible to speculate to what extent it could have been done differently. To answAr that
question an understanding of the political system is necessary. Argentina's political system is
composed of multiple parties. Except for the first and second Per6n government," no party has had
control over the executive and over both houses of Parliament. During the Menem presidency, though,
the Peronist Parti had, again, an almost total control over the legislature.' This unusual extent of

political control is what has allowed President Menem to undertake large scale changes with minor
 
opposition from the legislature. Future governments, though, will most likely face a more fragmented

legislature, of the type that President Alfonsin had to deal with. 
 While almost total control over the
 
legislature allows thu current government to carry its policies without much opposition, itcould use its

transient political power to increase the durability of the policies that itundertakes. For example, the

Menem administration could have introduced specific legislation restricting future regulators' discretion

before ENTEL's privatization, future governments (without a similar extent of control over the

legislature) would find it quite difficult to pass legislation to change such regulatory structure, providing

then an Important safeguard for future investors in telecommunications. As we will see below, this Is

precisely what the Chilean government did in 1982, and to a large extent, may be behind the
 
sustainability of its regulatory regime.
 

Thus, would the Menem administration have followed the Chilean electricity approach, and
introduced, first, a proper regulatory systom, restructured ENTEL in the appropriate way, and only then 
sold its components, the current performance rf the telecommunications sector could have been 
substantially improved." 

To understand the lack of emphasis on institutional detail, it may be worthwhile to consider the
circumstances under which this privatization process took place. 

First, the privatization process was introduced in the midst of serious macro-economic 
instability. Different macro-economic stabilization plans were Introduced, none very successful. At that
time the Argentine central government's deficit was quite large and the extemal debt was traded at less 

as Some rationalize this process by pointing to the small size of Argentina's stock exdhmge before the introduction of the 
Convetiblilty Law in 1991 (Gerchunoff and Coloma 1992). Below, however, we will see that the Chilean stock market was also
small as trading in electricity companies alone accounts for almost 50% of all current trading volume. The Chilean experiment
had an advantage over the Argentinean one Inthat before the privatization there was a large set of institutional Investors mostly
composed by private pension plans. 

64 From 1946 to 1955 and from 1973 to 1976. 

as While the Menem Administration has almost total control over the Senate, Its control over the Chamber of Deputies is less 
complete as there Is a small group of Peronist deputies (called the OGroup of Eight') that tend to vote with the opposition. 

B The fact that the current gidministration Is undertaking such an approach to the electdclty seor may suggest that the 
lesson may have been learnt 
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than 20% of par value. The prvatization was also seen as a way to reduce the foreign debt, as the
bidders were required to make some of their payments in foreign debt instruments. Thus, there was a
marked urgency in achieving the privatization because of the substantial macro-economic difficulties of
the country." Second, the dramatic situation of ENTEL suggested to meny that the problem was
managerial rather than regulatory. As such, it was assumed that by bringing an operating company

with expertise in telecommunications, the speed of investments and quaJity improvements would
 
Increase.
 

Apart from the macro-economic problems and the deteriorating situation of the company, it has
been claimed that the speed with which the privatization was undertaker was the result of an attempt to 
create a reputation for privatization. To what extent this is true cannot be said. If that is the case,
though, a better reputation could have been developed with a privatization that actually improved

quality, reduced prices and increased network access. 
 On the other hand, given the statist tradition of
the Peronist Party, President Menem may have attempted a rapid process of privatization so as toshow, in quite a dramatic way, the drastic nature of the policy change that would be undertaken during
his administration. 

To summarize, the privatization of ENTEL shows the difficulties that can be encountered if
institutional design is not taken into consideration at the time of the privatization. First, the lack of; afeguards implied that few bidders were Interested in taking over the companies. Second, it also
Implied that the prices paid were quite lower than those that would have been paid if safeguards were
in place from the beginning. Third, the emphasis on obtaining foreign operators' participation seems to
have reduced the extent of potential participants, further reducing the price paid, and reducing the

political support for the privatization. Fourth, even though ENTEUs privatization was undertaken in a
rush, substantial effort was undertaken to reduce the exercise of market power by the two companies

(e.g. required investment plans, price formulae, etc). This effort, though, seems to have been wasted
 
as the lack of institutional design implied that the original price had to be set so high that it most

probably exceeded the potential benefits from capacity expansion. Finally, to a large extent the

privatization of ENTEL reflects a great missed opportunity, since the unusual political power of the

Menem Administration could have been used to design a regulatory mechanism that would have

remained stable for several years, providing the right incentives for private investment 

B. The Privatization of Jamaica's Telecommunications Sector" 

The Jamaican telecommunications sector has been subject to a massive reorganization since

the late 1980s in both its structure and regulatory framework. Whereas today a zingle private company

operates under a regulatory framework characterized by a license that substantially limits both the

discretion of the government and the pricing ability of the company, just five years ago it was composed
of a domestic and an international company, both publicly owned, both subject to a regulatory
framework characterized by almost total ministerial discretion, 

Most observers will agree that today's telecommunications sector in Jamaica is a much more
dynamic one, providing Jamaicans with a much better service. On the other hand, there is widespread
skepticism about the benefits of the current regulatory framework: tight monopoly over all
telecommunications (including equipment supply), very little administrative discretion, continuous price
adjustments to satisfy, what is seen by many, as a high rate of return requirement. In this section, I will 

See, In particular, Gerchunoff and Coloma (1992). 

as See Spiller and Sampson (1992) for a much more detailed discussion of the evolutkn of the Jamaican 
telecommunications sector, and of Its privatization. 
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Table B.1 

KEY EPISODES INJAMAICA'S TELECOMMUNICATIONS SECTOR

Period Regulatory Instltutlon/Ownershlp/Event
 

Pre-1962 	 •TeecommunicationsPolicy Under Colonial Rle
* AN Island License (domestic operations license) granted In1945 to tho Jamaican Telephone

Company, with the Telephone &General Trust (T&GT), a British Concern being the maority

shareholder.
 
"License requires:
 

-specific minimum returns 
-use of ad-Hoc Rate Boards 
- Court enforcement o' License 

*Private ownership of domestic and international companies
*Modest but continued growth in service 

* Independence * Issuing ofNew Ucenses to JiC and the Ceationoffti JPUC9I62.19
19062.1967 	 . Requirement of Jamacanizatlon of ownership

"New License In1966: 
- specifies maximum rate of return 
- regulation by a new independent, and permanent, commission (the Jamaican Public Utilities 
Commission) 
- promotes participation by Interest groups 
- requires Jamacanization by 1971 
* The Takeover of JTC by Continental Telephone Company- 1967 
* CTC agrees to:
 

- terms of 1966 license
 
- specific expansion and finandng plan 
. extant pricing levels 

"Stagnation of service 
* 	 1968-1975 * The JPUC and the Quasi-Expropriation of JTC's Assets 

- Absence of judicial review"Creation of JAMINTEL (1971): a joint venture between Cable and Wireless (aBritish 
government owned company) and GOJ to take over C&W (West Indies) International
communications facilities (and International communications operating license) in Jamaica. 

* 1975-1976 	 * The Takeover ofJTC (1975. Transfer of ownership of JTC to the Government 
- Disbandment of JPUC 
- Regulation by the Ministry of Public Utilities and Transport 

* 1979-1985 	 - Introduction of Intemational Direct Dialing 
- Boom in the Profitability of International Communications and Me Beginning of the Pof"tyof
Subsidizationof the Domes Network 
a Increase Inprofitability of both the domestic and nternaticnal companies 

* 	 1987-1990 - Creation of Telecommunications ofJamaica and the Divestiture of GOJW Holdings
- Telecommun cations of Jamaica (TOJ a joint venture of GOJ and C&W) to take over all of-

JTC and JAMINTFL assets and licenses
 
* New domestic and International telecommunications licenses granted to TO:. 
- Guarantee real returns on equity Ina narrow band equal to current levels 
SRestrict govemmental discretion in approving rate Increases 

- Introduce binding arbitration 
- Allow judicial review 
- Regulation by Ministry with no participation of interest groups
*Boom In Investment 

attempt to provide an answer to why the reforms of the late 1980s took the form they did, and towhether they could have been done any better. Inattempting to answer these questions, there Is aneed to understand the workings of the political institutions in Jamaica. 

http:JPUC9I62.19
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Our main Insight is that while, inthe abstract, the adopted regulatory structure looks quite
Inefficient, once the institutional characteristics of Jamaica (its political system, its politics ard interest 
groups, the role of the judiciary and of the buiaaucracy) are understood, the regulatory frar,iework
developed Inthe late 1980s can be seen as, perhaps, a third best alternative. While it could have been
designed better, its current features respond to the basic commitment problems that Jamaica's
governmental institutions have in their relations to sectors characterized by large sunk investments with 
a domestic consumption base (i.e, public utilities). In particular, given the nature of Jamaica's politics
and political system, a legislation based regulatory mechanism (e.g., U.S. regulatory style) constitutes 
an Implicit contract that is too flexible and incomplete to provide the required safeguards for investment 
and growth. Instead, regulatory mechanisms based on specific long term contracts between the 
government and the companies may, ifproperly designed, provide such safeguards. These long term 
contracts, however, cannot be designed to be fully contingent As a consequenc, they will necessarily
contair ex-ante rigidities and inefficiencies. One of these rigidities is the fact that, differing from most
legislation, these contracts tend to have a specific finite term. As aconsequence periodic "end-games"
will develop. Since the government has the power not to grant a n3w license, the companies will take
 
actions to protect their specific assets, while the government may take actions to "soften" the

companies to accept different contract terms. Thus, politics (Including the ability of the companies to
 
use the political process) as well as the nature of the expiring long term contract will be key

determinants of these renegotiating costs.
 

Decentralized constraints on regulatory agencies, or for that matter ministerial departments, are
usually not binding in Jamaica as its Parliamentary system with two strong and competitive parties,
assures the party in power full control over legislation. As a consequence, regulatory laws, either 
sector (e.g. the Electricity Act, the Telephone Law) or agency specific (e.g. the Jamaica Public Utilities 
Act) will usually not serve as ex-ante constraints on the administration/regulators. Thus, for example, a
ruling by the Courts that a particular administrative decision violates the statute can be overturned by
appropriate legislation during the same administration. On the other hand, operating licenses are 
contracts between the government and the company. While the government can change the law, it 
cannot unilaterally alter the terms of the contract. Furthermore, because of the nature of Jamaica's

Courts, Independent, with long lasting tenure and with a final appeal level at the Privy Council in

London, they can be called upon to determine alleged violations of the contract by either party.
 

Both governments and firms have seen the Importance of these regulatory instruments and 
they have been used during different periods with different results0 Spiller and Sampson (1992) show
that the nature of those licenses have been key determinants of the performance of the industry. In
particular, they find that the sector developed relatively well during the time when the licenses 
constrained the ability of government to set rates with political considerations in mind (before
Independence and after 1987). On the other hand, it was th~e nature of the formalistic but substantively
unconstrained regulatory structure defined in the 1966 Public Utility Act, under which the 1966 domestic 
license was granted, that set up the stage for the large extent of discretion taken by the newly created
regulatory commission. Such regulatory flexibility increased the contracting costs between the 
government and thi company, triggering the eventual sell-out of the domestic company to the 
government in 1975.90 

SShareholders' agreements between the private Investors and the gcromment have also been used as regulatory
safeguards. Cable &Wireless and b'e government of Jamaica (GOJ) use, shareholders' agreements to regulate their relation In
J4MINTEL (in1971). and again concer; ng the regulation of Telecommun'catlons of Jamaica (TOJ) In 1987. The second
shareholders' agreement was eventually wrttm.,' ,to the licenses given tr,TOJ to operate both the domestic and International 
communications networks. 

so ,he Increase Incontracting costs was the result of the Independence of the regulatory commission, the standing rights of
Interest g oups, and the lack of specific terms under which judicial review could be undertaken. 
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The use of specific long term contracts as safeguards against administrative opportunism has 
also substantive implications. For example, very flexible regulatory mochanisms, even if written in the 
license, may not provide the necessary safeguards as opportunistic behavior may not be stopped by
courts." Thus, for a license to provide safeguards, its substance must restrict administrative discretion 
In clear ways.' The substance of the chosen regulatory mechanism, though, is also affected by the 
Interplay of regulatory and politicai institutions and interest groups. 

Jamaica is a fascinating case to explore the roles of institutions because in the 50 years since 
Jamaicans were granted the right to vote there have been several important regulatory institutional 
changes accompanied by changes in the performance of the sactor. Jamaica has experienced both 
different regulatory regimes and ownership arrangements. From private ownership, to public and to 
private again. Table B.1 provides the key periods and events in ft evolution of Jamaican regulatory
Institutions and ownership arrangements concerning both the domestic and the international telephone
companies (JTC- Jamaica Telephone Company, and, since 1971, JAMINTEL, the Jamaica 
International Telecommunications Inc., respectively). 

The regulatory and structural changes of 1987/1990 represent major changes in the way the
 
Jamaican telecommunications sector was regulated and organized. Not only were the institutional
 
changes the most important, and discrete, since the introduction of the JPUC in the mid 1960s, but the
 
sector experienced an unknown vitality. The mWin hypothesis we want to provide evidence on is that
 
the performance of the sector responds to a large extent to the resolution of the govemment1irm
contracting problem through the writing of a regulatory contract that was seen as credible and binding.
Furthermore, this regulatory contract was designed so as to reduce short run political opposition. In the 
next section we explore to what extent these regulatory changes could have been improved upon,
given the political, contracting and structural constraints we discussed above. 

aL The Creationof Telecommunications ofJamaica and the Divestiture of GOJ's Holdings. 

In 1985, in part because of the coming expirat,-t. of JAMINTEL's license and of the 
shareholders' agreement between GOJ and C&W, negotiatit,.s between the two developed with the 
Intention of merging both operating companies." In 1987 the two agreed on the creation of 
Telecommunications of Jamaica (TOJ) a joint venture between the GOJ and C&W, created in May
1987. The shareholders' agreement had a few basic components: first, the two partners were to 
contribute their shares in the two operating companies to the enterprise;" second, the two companies 
ware to become wholly owned by TOJ;' third, a new regulatory mechanism was devised stipulating the 
ways by which the government was to set JTC and JAMINTEL's prices; fourth, licenses were to be 
amended to formalize the new regulatory mechanism, and to make TOJ the licensee; finally, a certain 

In See Spiler and Sampson (1992) for a iscussion of the 1966 cense, which ntiuzted a very ereqgoaicy atem. 

2 For example. a lonse that does not grant exdusklvy over a seic teritory or service may open up the stop fr 
opportunistic adm milstraive behavior, and may thus not serve a3 a proper sabgaring istuluton. Simialy, a icense that 
specifies a price formula that may have to be renegotiated inthe fbure withoutcomlderstion d a mirdnw red rate of rm. may
again fail to provide the necessary safeguards. 

93 The Chairman of JTC, Mr. Mayer Madalon, was mned special Ambassador. and he. ogether with ther gwoiemmet 
officials, represented Jamaica in the negotiations with C&W. 

Thus, the valuation of each" contribuion was gong to determnk their share InToJ. 

w Thus, independer shareholders inJTC were going to rece shares inTO. 
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divestiture of GOJ's shares InTOJ was also agreed upon. 

In 1988 the shareholders' agreement was formalized with the granting of licenses to TOJ. The 
main points of these licenses are given in Table B.2. These licenses represented a regulatory turning
point First, they forced the government to maintain the profitability levels of the companies at their pre-
TOJ levels, thus assuring that their operating returns would be sufficient to cover their cost of capital
(see Table B.3). On the other hand, the company would not be able to Increase average real prices 
as its pre-TOJ profitability was close to the upper level of the permissible profit range. 

TABLE B.2 

MAIN COMPONENTS OF THE 1988 "ELECOMMUNICATIONS UCENSES 

a) JTC isgranted a monopoly over all domestic (both local and toll) telephone services, while JAMINTEL 
Is granted a monopoly over all International communications; 

b) 	 Both licenses ae for 25 years, with a renewal period of 25 yeas. 

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) Fla. setting Is as fol .ws 
I) If the company wants to adjust its tariffs, Itproposes a new tariff to the Minister of Public 

Utilities and Transport. 
i) Ifthe Minister accepts, then that tariff goes In effect;
1) Ifthe Ministry does not accept, and the Minister's offer Isnot accepted by the Company,

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

o) TOJ Isnot required to obtain permission to perform investments, nor the government can disallow 
investments undertaken by the Company; 

0) 	 The government may supervise quality of service. 

g) 	 If for any reason the government desires to cancel the lcense of one of the two companies, it has to 
cancel the other as wel 

h) 	 If the government cancels a license Itmay be required to buythe assets of the company at fair market 
value, would the company fall to obtain an alternative Investor. 

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

Since, In principle, TOJ was free to change its tariff structure, it had an incentive to increase 
prices of the inelastic segments of the demand. For this reason, though, upon privatization an 
agreement was reached between TOJ and the Government that domestic rates would not be
Increased.M6 This agreement, that TOJ has so far kept as domestic prices have not been Increased 

so While there does not seem to exist a signed document on this respect, Insiders mentioned to us the existence of a 
gentlemen's agreement to freeze domestic prices for, at least, five years. Furthermore, In the TOJ's 1991 Annual Report, the
Chairman's Letter explicitly mentioned that increased revenues from network expansion and International communications would
allow TOJ to maintain constant the nominal price of domestic communications. 

http:Increased.M6
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TABLE B.3 

Real Pria Real After Tax Return on Equity Reel Total(1991.100) (1991 Prices) InPercentage Number of Fixed AssetsIntl Domestic JTC JAMINTEL Combined Main Stations In1991 Prices 

1973 229 160 3 -4 1 .37786 12504581974 184 212 1 0 1 42278 13066741975 154 182 0 -2 -1 46881 13342661976 139 202 1 2 1 RAN8 1364509
1977 127 169 -6 0 -4 51749 13373011976 106 224 1 -1 1 54325 13038911979 91 285 10 1 7 53770 12757691960 116 321 6 7 a 54140 12761481981 96 265 6 5 6 54890 12971151962 92 249 10 13 11 58508 13152151983 84 229 5 16 6 62797 1327612194 70 284 16 17 16 66520 14976761985 107 219 17 21 18 69208 16440071986 90 183 * 12 * 73104 16496651987 83 183 14 16 15 76678 16040591966 119 169 18 29 21 81710 18091311969 107 152 19 27 21 85179 17405131990 s9 128 20 23 21 89968 2347881991 100 100 16 25 19 106181 3167345 

* JTC had a change of fiscal year in1986 and thus cannot provide a profitability level for that year.
Source: Spiller and Sampson (192). 

since 1984, had three political consequences: first, by providing incentives to the sector to invest, TOJ
has increased the rate of expansion of the local network, thus satisfying to a large extent the
aspirations of the middle class. Second, by focusing the increases in nominal revenues on the
international segment, it has not alienated the core supporters of either party concerning
telecommunications policy."" Finally, government revenues through taxes have also increased, as its 
average tax collection from telecommunications has doubled in real terms from the period 1981/1985 to 
1987/1991.00 

Three Issues require further discussion concerning the creation of TOJ and GOJ's divestiture.
First, the regulatory principles on which the 1988 licenses are based; second, the way the divestiture 
was actually made, and finally, the possible effects that the creation of TOJ may have had on the 
performance of the companies. 

The 1988 licenses created a very simple mechanism for price adjustments and for dispute 

07 TOJ, though, has recognized the fact that the real price of domestic srvicas Is too low, creating too large a demand forthe network. As a consequence, Ithas tried to increase domestic prices by shifting customers' billing away from fi snicefee.
towards measured calls. We do not know yet the extent of this process. 

0 Stone (1992, pp:119-120) presents evidence that while initially, most JLP and middle and upper Income voters supportedthe sale of GOJ's stock InTOJ to C&W, most PNP and lower Income voters opposed It. Since then, though, there ha:i been anincrease in public support towards the GOJ divestment ofTOJ shares. While in July 1991 54% supported the policy, in March
1990 only 36% did so. Most of the shift from negative to positive occurred among the lower Income and PNP voters. 

so From J$97M to J$190M in 1991 prices. 

http:1987/1991.00
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TABLE BA 

DISTRIBUTION OF OWNERSHIP IN 
IELECOMMUNICAT1ONS OF JAMAICA 

(n Percentages) 

DATE GOJ C&W PUBUC PRICE INUS$ 

5/19/57 82.711 7889.402 0.1811
7/23/87 72.111 7.8820.002 0.1611 
102/87 53.111 7.8839.001 0.1818
9/28/88 40.00 20.99039.002 0.1564
7/13/89 20.00 20.9959.002 0.2174
11/16 90 0+ 20.9979.002 0.2205 

ToJ emplyees hold 2%. 

resolution. The government has a short period of time to answor TOJ's requests for rate Increase. If
TOJ and GOJ disagree, then the Issue goes to an arbitrator, who is required to set rates subject to the 
rates of return specified in the license. Furthermore, GOJ decisions do not have to be subject to public
hearings. The rate of return is based on shareholders' equity rather than on rate base. As a 
consequence, ifthe rate of return allowed by the license Is higher than C&Ws opportunity cost of
funds, then C&W will have an Incentive to increase its participation inTOJ, as well as for TOJ to
finance Its Investments through retained earnings rather than through long-term debt. 00 As the next 
footnote shows, though, the evidence on this regard is mixed." 1 

TOJ also has a strong monopoly over telecommunications inthe island, including the domestic
sale of terminal equipment"1 The rationale for the granting of such strong monopoly is quite clear. If 
the government is interested in maintaining, or even deepening, the extent of cross-subsidization
towards domestic services, then revenues have to be generated from as many altemative sources as
possible."° In particular, since international communications is the main provider of subsidies,
competition in the international communications sector would damage the ability to cross-subsidize. On
the other hand, since the international communications sector has a relatively elastic demand, achieving 
revenue from all sort of other sources (e.g. surcharges for fax machines) allows the company to reduce 
the real price of international communications and still achieve its rate of return. On the other hand, 

10D Since changes Inequity equal operating profits minus dividends, larger dividends Imply that equity grows less rapidly, 
and as a consequence allowed total profits to increase less rapidly as welL Thus, by not distributing its earnings Inthe form ofdividends, TOJ's worldng capital should Increase. The excess working capital could then be used to finance the system's
expansion. 

Dividends have been distributed at 9% over share capital, representing In1991 only 4% of shareholders' equity. On the 
other hand, the debt to equity ratio has Increased from 13% In1988 to 61% In 1991. Real working capital has remained relatively
constant since 1988, at aound J$450M, at 1991 prices, or sLahtly less than athird of total TMs annual revenues. This evidence,
though, Isnot conclusive on whether the licensing arrangement provides abnormal returns to TO.'s original shareholders. The 
evidence on stock prices that we discuss below suggests that itdid. 

1o2 This monopoly position was held previously by JTC, thus t is not a new feature of the regulatory process. While users 
may attach to the network any equipment they want, they have to notify the company. This requirement holds also for faxmachines, PBXs as well as for regular telephone extensions. The company, then, will add a rental charge/surcharge accordingly. 

1o3 The company, realizing the political goodwill itachieves with the public by providing cheap domestic services, may also 
support the cross-subsidizaton policy. Furthermore, as we will see below, the privatizatlon of the sector did not provide for large
domestic ownership, thus diminishing the potential political clout of the company. 
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critics of the licensing arrangement have suggested that it may deter the introduction of new products
and technologies.'04 The cost of the cross-subsidy, then, is the maintaining of a strong monopoly
situation in a time when new products are developing rapidly, and where technological convergence is

0 sprevalent.' Would the government promote a more competitive environment, it will have to contend 
with large raises in domestic prices, an issue that in the 1970s turned to be very contentious."6 
Furthermore, it is conceivable that being so close to an election year, a policy that would rigger large
domestic price increases would have been seen as political suicide. 

A second issue that requires analysis concerns the way TOJ was created. I discuss above how 
widespread domestic ownership and multiple providers rather than a single monopoly may serve as 
Institutional safeguards, as they increase political support for maintaining private ownership and for 
restraining the government from directly or indirectly expropriating the sector's specific assets. The
creation of TOJ, on the other hand, was not performed in that way. Instead, a single company was 
created, to which a strong monopoly was granted, and ownership was concentrated in a foreign 
company. See Table B.4. 07 Ownership concentration in C&W, though, does not seem to have been 
planned at the time of the creation of TOJ. Instead, itseems that TOJ was created with the Intention of 
GOJ retaining an important share in TOJ. C&W,'0e though, saw the advantages of expanding its 
ownership share, and eventually took over 79% of TOJ stock. 

The creation of TOJ involved GOJ and C&W contributing their shares in the operating
companies. The shareholders' agreement also required C&W to purchase shares in TOJ from the 
government so as to increase its participation to around 20%. The Manley government eventually sold
all its shares through a series of transactions with C&W and a public offering InSeptember 1988.10 

104 To some extent, this Isa dynamic, X-efficiency, argument. See, *urexamiple, MSyIIck (1991) and Adam, Cavendish and 
Mstry, (1992). 

106 Consider, for example, the problem that arose when acompany wanted to provide cellular services InJamaica TOJ
 
contended at that time that the license provides Itwith a monopoly over all telecommunications services, including cellular, and

furthermore, that ft had already performed several investments in cellular. The government eventually sided with TOJ and is

presenting a hill to Parliament to amend the Telephone Law to Include non-wire telecommunications inthe monopoly sector. The
 
government had at least two reasons to side with the company. First, even though the Telephone Law talks about wire­
communications, the license is silent about it.and the meaning of the license was that the monopoly was over all
telecommunications services, at least those that are so commonly called. A second reason relates to the cross-subsidiztion of
the domestic services. Ifcellular turns to be very profitable, then providing TOJ with the monopoly over cellular would allow Itto
further reduce the price of International communications, reducing, then, the cost of the cross-subsidy. Ifcellular services do not 
tum to be sufficiently profitable, though, then prices for the remaining services would have to be increased, so as to maintain the 
minimum rate of return on equity. 

10a On the other hand, as we discus-;ed above, the Institutional features of the early 1970s regulatory process were behind 
the difficultes Inraising domestic prices. To what extent the public will be strongly opposed to domestic price Increases Is 
unoertain, particularly, given the economic characteristics of the domestic users. 

107 Apart from C&W, the largest shareholders are the employees of TOJ (owning 2% of outstanding stock) and seven 
Institutional Investors, none with a larger stake than 2%. The largest IndMdual shareholder is Joseph Mayer Mialon, the son of
TOJs Chairman of TOJ's Board, and also a member of TOJ Board, who owns .5% of the stock. See TOJ 1991 Annual Report 

105 By then, C&W had become a private company. 

100 The GOJ retained a few nominal shares allowing Itto keep Its representatives Inthe Board as a result of the 1987 
shareholders' agreement 
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See Table B.5. "° 

The agreed upon valuation of GOJ's contribution was US$144.7 Mwhile that of C&W was US$16.5M 
(at the exchange rate of July 23, 1987). After legal costs and excluding dividends received during a 
period of two and a half years, the GOJ received US$ 155M, which after discounting (at 12%), 
represents US$130M, 1" which is Spiller and Sampson's (1992) valuation of GOJ's shares in JTC and 
JAMINTEL as of March 87. See Table B.5. Thus, the GOJ seems to have received a fair value for its 
assets. On the other hand, until April 1991 TOJ shares were being traded at less than 20 US cents,
suggesting that the prices at which the GOJ sold to both the public and to C&W may have reflected the 
value of TOJ as perceived by the market. 

TOJ's license, on the other hand, stipulates a particular rate of return. Assuming that the 
company achieves every year the lower allowed bound (17.5%), then we can compute the rate of 
discount that would generate a price equal to approximately US$.20. Comparing that rate of discount 
with the actual real rate of interest in Jamaica gives us a measure of how much confidence investors 
had in the performance of the license. Assuming that TOJ disburses 4% of Its real equity In the form of 
dividends, then a discount rate of 20% implies a stock price equal to US$.187 in March 1988. " 2 Now, 
in 1988 the average prime lending rate was 23%, while the rate of devaluation for the year was zero 
implying a real rate of interest (in US$) of 23% minus the US inflation rate (about 4%). Thus, a real 
discount rate of 19% for the private sector was quite reasonable for Jamaica in 198. A real discount 
rates of 19% would imply a value for TOJ shares as of March 1988 of US$.212, a bit higher than the 
price of the public sale, but exactly equal to the price paid by C&W in the two latest acquisitions.'" 

The stock market price of TOJ has been around 20 US cents except after May 1991 when the Bank of 
Jamaica reduced its discount rate, bringing a boom to the stock market At that time, TOJ stock 
increased to 30% " '' s The fact, then, that the market valuation of TOJ was throughout the period
similar to our estimate of the value of TOJ'3 stock, assuming that the license holds for its complete
period, provides some support to our hypotheses that the 1987 regulatory regime is credible. 

11o There was substantial criticism of the way the last two trenches were sold to C&W as minority shareholders were not 
given the chance to bid on these sales. 

III The discounting I-done atthe time of the transaction. 

12 This number is generated as follows: Take K. to be the value (in US$) of TOJ equity per share as of March 1991. The 
price of a share InTOJ is given by: P= 0,31d/(l +)'+Knf(l +6)1, where 8 is the discount rate, K,Isthe value of equity as of period
t, wK,,*(+.175)-d, where d,represent the dividond distribution Inperiod t, with deK,..04. 

11 Slightly lower rates of discount imply substantially higher prices. For example, a rate of discount of 15% would Imply a 
3/88 price of US$.37, almost 100% above the public sale price. 

4 Since TOJ has a large share of the market's total trading (20%), though, TOJ share prices may have moved the index. 

The beta of TOJ with Jamaica's market Is .92. 

11 We Just saw that a reduction of 5 points Inthe discount rate brings an Increase in TOJ's price to almost 37 US cents. 
See footnote 148. 

http:deK,..04
http:US$16.5M
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TABLE B.5
 

GOJ SALES PROCEEDS
 

DATE ITEM NOMINAL US$ DISCOUNTED US$ 

70/87 CONTRIBUTION .144697826 -144697826 

REVENUES 

70/87 C&W Acquision 18539275 18539275 

10A287 
of 10.0% 

C&W Acquisition 33359992 3283262 

928/86 
of 19% 

Public Sale of 19793509 17303557 

7/13/89 
13.1% 

C&W Acquisition 41966260 33564852 

11/100 
of 20% 

C&W Acquisition 4276091S 29350546 
of 20% 

Sub Total 156439051 131390586 

LEGAL COSTS 

7/13/88 
or28/88
7/13/89 
12/17/90 

Legal fees 
Legal fees 
Legal fees 
Legal fes 

-11889 
-1472896 

.63688 
-12392 

-10645 
-1287611 

40913 
-8424 

Sub Total -1560865 -1357504 

NET REVENUES 154677965 129634253 

Nates: 
a) Discount rate of 12%
 
b) Present value calculation as of 723/87

c) Exchange rate of transacton date.

d) The original asset transfers provded C&W with 9.4% of TOJ and th private shareholde with 8%,
 

Source: Spiller and Sampson (1992).
 

The government's decision to dispose of Its shares at, on average, Its lair market value,- then,did not imply major wealth redistribution towards the purchasers. The government's decision tocontinue reducing its ownership share beyond the 40% it achieved at the time of the public sale,however, generated several problems: First, the 1988 Sale Prospectus mentioned that the government
Intends to maintain a 40% ownership share. On the other hand, the government decision to sell itsshares directly to C&W, even though at a price slightly above the stock market quotation of the time,substantially concentrated the ownership of TOJ in a foreign corporation, reducing, to some extent the 
potential political clout of TOJ. 

Even though the GOJ disposed of most of its shares through direct transactions with C&W, Itspublic offering of 13% of TOJ stock was done in a way to facilitate the stock acquisition by workers anddomestic households. For example, 2% of the outstanding stock (21.1 million shares) was reserved for 
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employees, while 51,000 residential customers of JTC were granted priority for up to 1750 shares 
each.11' 

The movement towards the creation of TOJ and the Introduction of the 1988 licenses has 
implied large changes Inthe way the sector operates. First, Table B.3 shows a reduction In the 
volatility of real International prices.117 Second, the profitability of the companies has been 
systematically high, but well in the license.prescdbed range. This high level of profitability has allowed 
the companies to increase their level of investment The increase in the number of main lines has 
been quite rapid, as has been the Increase In the value of the network's fixed assets. See Table B.3. 
Furthermore, the Increase in profitability has allowed JTC to increase its Indebtedness, in such a way
that it was able to finance a large part of its Investments through long term debt. Finally, the increase 
in the size of the network has implied substantial welfare gains for consumers (Spiller and Sampson 
(1992)). " * 

Undoubtedly, then, the post 1987 period has been good for consumers, the firms and the 
government. To what extent this Increased welfare period could have been replicated without the 
creation of TOJ and its privatization, or whether it could have been instrumented better, Isunclear. On 
the one hand, before the public issue of shares in 1988, a five year capital expenditure project of 
US$600M was announced by the Minister of Public Utilities and Transport," to be financed, Inpart, by 
a loan of the Government of Japan. Eventually, these negotiations ended with the Overseas Economic 
Corporation Fund of Japan providing a loan for US$62M to cover equipment bought from Japanese
suppliers. Whether this program could have been implemented under the pre-1987 regime Is unclear. 
The history of the JTC shows several development programs that went nowhere, as financing and 
pricing problems delayed or preempted their implementation. On the other hand, the 1987/1988
regulatory change provided the company with a relatively stable regulatory environment that facilitated 
the Implementation of such a large expansion program. Thus, it is not clear to what extent the full 
divestment of GOJ shares played an important role infacilitating the rapid development of the sector. 

The privatization of TOJ took place in September 1988 with the GOJ divesting through a public

sale 13% of TOJ stock (see Table B.5). Table B.e shows that TOJ's returns do not have a drastic
 
Increase in fiscal year 198920 following the privatization. As can be seen from the Table, the main
 
increase In profitability occurred between fiscal years 1985 and 1988. On the other hand the Table
 

11" The employee share scheme implied some restictons on resale. Employees purchasing shares through the "employee 

share scheme' could resell freely only those shares thai were "priority shares." Discounted shares could be transferred within two 
years only to "eligible" employees, while free shares were not transferable during the first two years. Unsold wemployee share 
scheme' shares were to be retained Ina pool to be sold to 'eligible employees" after the dose of the appllcation ist. See TOJ 
prospedus. Almost all shares reserved for the employees were sold, either in the ft or the second round. TOJ's 1991 Annual 
Report list 20,341,946 shares being held by employees, thus, approximately 750,000 shares that were originally reserved for the 
employees remained to be sold to employees by March 1991. 

117 From February 1990 to January 1992, there have been five Increases Inthe prices of international calls, or one Increase 
every half year, approximately. 

li Spiler and Sampson's (1992) consumer welfare gain measure for this period do"s not take Into account several 
developments. First, the company has been installing fiber optic cables around the island and within al Kingston exchanges.
Second, the island has been almost fully converted to digital technology. Third, cellular telephony was Introduced In late 1991 
(our 1991 measures go up to March 1991). These developments should provide welfare Increases which we cannot measure 
with the data at hand. 

lie The Gleaner, April 18, 1988. 

120 BecaUSe sInce 1987 both companies' fiscal years run from March to March, the privatlzatlon date was on the 19NS fiscal 

year. 
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shows a drastic Increase in Investment in fiscal years 1990 and 1991, after the privatization. Because 
of the discussion of the previous paragraph, itis feasible that TOJ would have undertahen the 
expansion plan in any case, using concessionary credits. During the 1989/1991 period, however, JTC 
Invested approximately US$230 M, almost half of it financed by increases in its long term debt, and the
remaining through internally generated funds. It is In this sense, though, that the history of JAMINTEL 
Is quite illuminating, as all through the 1970s and 1980s Its rate of investment had been relatively slow,
with working capital increasing during the 1980s, to the point that at tho end of the decade its working
capital exceeded its fixed assets. This experience suggests that neither C&W nor GOJ wanted (or
could) extend their exposure in the company. 2 ' The post 1988 experience, though, Is quite different 
TOJ started a rapid development process, which used most of the operating profits generated during
those three years. Thus the privatization must have provided C&W with enough incentives to Invest In 
Jamaica. 

This event shows, then, the role of alternative ownership and regulatory Institutions In providing
Institutional safeguards for private investment. The emphasis that the post 1987 regulatory regime put 
on contracts rather than on legislation reflects, to some extent, the characteristics of Jamaica's political
Institutions. In the absence of a strong judiciary with its respect to property rights, itis uncertain to
what extent this contracting approach could have provided the necessary institutional background to 
promote rapid private sector participation. On the other hand, the nature of the regulatory Institutions 
also shows the role of the politics of the times. The extent of cross-subsidization, In turn, has been 
used as a way to obtain political capital insupport of the privatization, at the cost, perhaps, of a more 
dynamic and competitive sector. 

b. An Assessmentof the RegulatoryReforms of 1987. 

Inthis section we analyze the extent by which the regulatory changes of 1987 could have been 
Instrumented better. We discussed above several shortcomings of the regulatory changes of 1988 and 
of the way the privatization was undertaken. We can classify them in three groups: competition,
pricing and ownership policies. The regulatory and structural changes of 1987 provided a total lack of 
competition even in the more dynamic segments of the sector; maintained apolicy of cross­
subsidization towards the domestic/household segment, and a generally inefficient pricing scheme; the 
emphasis In the privatization process on direct sales rather than public offerings provided for ownership
concentration in aforeign concern with limited domestic ownership. All these features have, on the one 
hand, non-trivial income redistribution aspects, and may, also, impair the evolution of the sector in the 
future.
 

Alternatively, the 1987 regulatory change could have provided TOJ with monopoly over the 
basic local network, but allowed competition everywhere else; Instituted a flexible pricing scheme with 
small administrative discretion (e.g. price caps); and provided for widespread domestic ownership. This 
scheme would have, on paper, looked as a much more efficient regulatory mechanism given the rapid
technological change in value added and long distance communications. It would have, in principle,
provided TOJ incentives to innovate and to reduce its costs, and would have, also In principle, provided
for widespread political support for maintaining the privatization process. Inthis section we explore
whether these three schemes could have been implemented in Jamaica. 

Consider, first, the decision to provide TOJ with a total monopoly over all telecommunications,
both domestic and International. We discussed already the political costs of introducing competition in 
value added and long distance communications (including International). These costs, though, depend 

121 Obseev, though, thur the congestion Inthe domestic network may have also reduced the profitability of further 
Investments Inthe International segment. 
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on the extent of competition that is allowed. If International communications would have been left Inthe 
monopoly sector, but competition would have been allowed In the provision of value added services 
and terminal equipment, then the extent of cross-subsidization may not have been impacted so heavily
and the costs of reduced revenue could have been smaller. Inany case, cross-subsidization cannot be 
the reason for e)tending TOJ's monopoly over all areas."= Thus, competition or monopoly Is not an all 
or nothing policy, but rather there Isa continuum of competition possibilities. The GOJ chose an 
extreme one. 

While a more narrow mcnopoly franchise could have been granted, it would have required 
some more institutional design. Inparticular, a narrow monopoly franchise, may grant the 
administration (ex-post) discretion on the definition of what the local/monopoly segment is. For 
example, assume that the monopoly is just for the local network. Inthat case, should fiber-optic cables 
be considered part of the network?lZ' Should large users be allowed to by-pass the network? Should 
cable TV be considered part of the network? While, in principle, providing regulators with flexibility on 
these and related matters could motivate the firm to adopt proper pricing and to Innovate, administrative 
discretion could also be used by the regulators to quasi-expropriate the company's sunk Investments. 
To counterbalance the extent of administrative discretior. a conflict resolution process, like arbitration,
could, Inprinciple, be developed. This conflict resolution process, though, may limit the extent of 
competition that could be developed, as the firm would normally challenge entry decisions tiat 
adversely affect Its profitability.' 24 Alternatively, the licanse could take two approaches, in one it could 
define precisely the set of activities that are open for competition, so that what is not explicitly
mentioned Is granted to TOJ. Thus, terminal equipment, value added services, cellular, cable TV, and 
even International communications, could have been carved out of TOJ monopoly. While in the future 
new products would have to be included in the monopoly segment, at least from the beginning large 
segments of the sector, particularly those subject to rapid technological change, could have been open
for competition. A second approach, would define precisely what TOJ has monopoly over and 
whatever is not explicity mentioned is open for competition. This policy could generate substantial 
difficulties, as In ithe term of the license (25 years) it ispossible that new technologies, not currently
Imaginable, could rrake the old network based technology obsolete, essentially prohibtng TOJ from 
Investing in these technologies, while at the same time, not providing strong incentives for a new 
entrant to come in.'25 Inany case, opening up domestS, value added services and new technologies
for competition would not have meant high political costs, as the extent of required rebalancing to 
maintain the competitiveness of TOJ in those sectors would not have been too great Thus, the fact 
that the GOJ pursued a total monopoly policy was, to a large extent, an important a missed opportunty,
and to our opinion a political mistake. 

122 A cynic may even ask why not to grant TOJ monopoly over other, non4elecommuncatons, areas as that would allow a 
reduction Inthe nakup on International communications services. 

123 This Is not a theoretical question as the Telephone Law does not mention fiber-optic cables. As a consequence, 
following JTC's Investment Infiber-optics, there was a discussion about whether TOJ had monopoly over supply of 
telecommunications over fiber-optic networks. This Issue has not been solved yet, and the amendments to the Telephone Law 
will, perhaps, finalize this issue. 

124 To some edent, this was the nature of the partial deregulation of telecommunications as implemented throughout the 
late 1970s. During this period, most of the partial deregulation was done through Court decisiont. Given the fact that Congress 
was quite divided over telecommunications Issues, the Courts had substantial discretion over telecommunications policy, and thus 
disagreements between the FCC and AT&T were eventually resolved In Courts. That AT&T could not stop the deregulation 
process In the Courts is related to the political biases of the Appeal Courts dealing wPh these issues. See Spiller (1990). 

125 Since TOJ costs would then be very low, a now entrant with a new network technology may not ftid it possible to 

compete with TOJ. 
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Ina sense, the main difficulty Isin liberalizing International communications. The International
communications segment is !he most dynamic part of Jamaican communications, and its markup seems 
to be too large. Reductions Inthe costs of international communications, as well as the provision ofvalue, added services in that segment, would have implied substantial gains to the average Jamaican.
On the.other hand, Itwould have implied an extremely high increase in the price of domestic calls.
Table B.3 shows, the price of domestic calls has been falling In real term 

As 
since 1980, to the point that

the price of today's calls Isonly 30% of that in 1980. To make the point even further, the flat rate rental 
fee service is less than US$ 5 per month, an unusually low price, while a call from lKngston to NewYork City costs over US$10 per minute (Spiller and Sampson (1;92)). Rebalancing rates,"2 thus, may
i-e a political gamble that not many politicians would be willing to take. It Is here, though, that the main
gains from liberalization would occur. That the political leadership did not undertake such action may
be politically understandable In the short run, although itinflicted a long term loss to the average
Jamaican. 27 

Consider, now,the Introduction of alternative pricing schemes. Tnere are several pricingschemes that could be implemented. The one chosen here isa rate of return on equity, whereby the
 
company requests rate Increases wherever t believes its rate of return Isnot on the target zone.

Disagreements with the GOJ are settled through binding arbitration. 
 While this pricing scheme is
behind the current Incentive to invest, it does not provide enough incentives to reduce costs. A more

flexible pricing scheme, however, may, given Jamaica's politics and political structure, Increase

contracting costs between the government and the company. Consider, for example, the introduction In
the license of a price-cap system. Price-cap systems operate as automatic adjustments to prices over 
a base-price fixed ahead of time.'28 Price-cap systems have so far been instituted for a particular

period of time, as seldom these fixed adjustment rules will provide the firm with a normal retuirn. '2
 
Instead, they may provide for substantially positive or negative returns. Since the firm will stop

operating Ifit expects negative returns for a long period of time, price caps would normally have a
certain time limit, at which time they would be revised. This revision provides substantial administrative
discretion, and in the absence of a minimum expected rate of return, tmay provide incentives for the
regulators to quasi-expropriate the firm's assets. Thus, price-caps would, if at all, have to be introduced
with a short horizon, with an assurance of expected rate of return, and with a clear conflict resolution 
process to arbitrate differences between the government and TOJ at the renegotiation of the price-cap 

12 Since Jamaica has more Incoming than outgoing calls, reducing the price of International ads would require a change In 
the accounting rates agreed with the US operators, as otherwise, the company would not have an Incentive to further expand Its
international network, as itwill lose money with each outbound call 

127 Some commentators suggested that the reason International communications remained inthe monopoly sector Is 
because otherwise the price that the govfrnment would have received for the company would have bein very smiall. That assumes, Inconsistently, though, that the price of domestic services remains constant. Since the large mejority of assets are Inthe domestic segment while the most revenues come from International operations, Increasing domestic rates by five or six tkneswould generate sufficient revenue to make an Independent domestic operator profitable. Thus, the price for the domestic
operation would represent the stream of discounted profits from domestic operations, which would not differ dramatically from the 
current levels. 

128 Price caps are usually called, CPI-x, where CPi reflects the percentage incre insome price Index (retal or 
consumer), and the allowed price Increase Is a fixed percentage (x)less than the index. 

12 
 For example, Chile's electricity regulation requires &readjustment of rates every four years, to be undertaken by theregulators in consultation with the firms. Similarly, the UK widespread price cap system requires a readjustment of the price cap
every four or five years, to be undertaken, again, by the regulator. 
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factor.'3 Inthe framework of Jamaican politics, then, a price-cap would simply create a longerregulatory lag, where instead of the company being able to file for a price increase every time it thinksIts profitability is affected, prices would be adjusted automatically for a period of time.13I Would the firm
make abnormal returns during that period, it could %eepthem. Would it make abnormal losses,

however, it would have to sustain them. Currently, would the firm expect losses It can file for a rate
increase. If the firm would make abnormal retums, the GOJ could call a rate review. That longer
regulatory lag, however, cannot be too long. Too long lags may imply that either the company or thegovernment would want to renegotiate the license. In any case, a key to the success of such price cap
is an explicit assurance of expected return, to be enforced by a transparent conflict resolution process.
That the regulatory changes based pricing on a rate of return systm may have contributed to some 
amount of inefficient investments and to slightly higher than necessary costs."-

Consider, finally, the way the GOJ disposed of its stake in TOJ. It is clear that at the time of
the public offering, GOJ was interested in achieving widespread stock ownership by domestic residents.For example, the price of J$.88 was consciously chosen by the government so as to assure the total
placement of its stock,'3 and, as discussed above, there were also special priority arrangements for
household customers of JTC and for TOJ employees. On the other hand, the sale of GOJ's remaining
stock to C&W went against widespread ownership. These sales may have been triggered by two
important reasons: first, as mentioned above, JAMINTEL's experience showed that C&W involvement

by itself does not assure strong C&W investments, even when It had almost 50% of the shares.

Second, during 1988/1989 there were strong fiscal and foreign exchange pressures that may have

convinced the government to sell its shares to a willing and ready buyer. The fact that C&W was

willing and ready, though, shows the power of the licensing arrangements. Several commentators

criticized the government on iLs handling of these sales.' " 
 Income redistribution aside, though, our
analysis shows that given the nature of the regulatory scheme, the company will have incentives to
expand and improve the network for the next several years. If conflict with the government develops,

though, the ownership structure of TOJ will not provide it with extra political capital to counter the
administration's side. Thus, it is possible that a few years before license renewal time, TOJ may

rationally forecast political problems, and restrain it investment program, triggering perhaps, an early

renewal of the 1988 license. On the other hand, a more widespread stock ownership could, in

principle, have served as a safeguard, and could have made possible a less rigid regulatory scheme 

130 That Is, at the expiration of a price.cap regime, a new value to the prie-cp formula has to be agreed upon. Ifthe
Hoense does not assure TOJ of a particular rate of return, then the GOJ would essentally be given total dismretion, and
opportunistic behavior may be unavoidable. 

131 In essence, we can think of the current regime as operating under two price caps, one for the domestic, and one for the 
International segments. The domestic is subject to a price cop equal to zero, while the international one Is linked to thedevaluation of the Jamaican dollar (with x being set to zero). This scheme may have to be adjusted when this adjustmentprocess stops providing TOJ with a return inthe allowed range. So far, though, prices of the International sector have beenadjusting every few months, so that the real price of international telecommunications has remained relatively stable since
privatization. See Table B.3. 

132 One could even speculate a schemo where the license does not provide for any price regulation at al. Insuch case, we 
can expect that both domestic and International prices would be increased. Since Spiler and Sampson's (1992) estimates of theelasticity of demand for domestic serviceI, Iswell below 1,a monopolist would clearly have an incentive :o raise prices.Furthermore, assuming that the marginal cost of International calls Isgiven simply by the accounting price between TOJ and Itsinternational partners, their estimates of in Inverse demand elasticity of .64 suggests that international prices may be 40% below 
monopoly levels. 

13 Private conversation with Richard Downer, consultant to the GOJ on the privatization. 

134 See, for example, The Gleaner, xoo. 
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than the one spelled out in the 1987 shareholders' agreement Observe, however, that widespreadownership is not assured without restrictions on ownership of shares, as domestic residents couldeasily end up selling their shares overseas, fully eliminating the safeguard advantages of widespreadownership." Because of the small size of the Jamaican population and economy, it may be toooptimistic to assume that, in the absence of ownership control, domestic residents will want necessarilyto hold in a very diffuse form a large proportion of a major public utility's shares. 

To summarize, first, because of the need to restrain administrative discretion, it is not at allclear that a very flexible pricing scheme could have been designed to produce drastically better costefficiencies. To a large extent given the nature of Jamaican politics and political structure, the licenseprovision of a minimum rate of return seems to be crucial for assuring performance, thus restricting thetype of incentive mechanisms that may be used. Furthermore, our discussion above suggests that therange of allowed returns does not seem to be much above C&W's alternative use of funds, and thusthis range may not be oxcessive. Second, as long as the political will to cross-subsidize domesticcommunications remains Girong, competition in long distance and international communications wouldbe constrained. This, however, may eventually translate in a large social cost as the segments that
cross-subsidize domestic rates are among the most technologically dynamic segments of the sector.
Furthermore, realignment of rates prior to the privatization may have substantially damaged public
support for the privatization process. Finally, while GOJ could have tried to sell its stake in TOJ to thepublic rather than to C&W, it is uncertain whether in the long run diffused domestic ownership wouldhave remained, given the openness of Jamaica's capital markets. Thus, the 1987 regulatory change
seems to have erred In the preservation of a tight monopoly over all telecommunications segments.
While allowing competition in some segments of the market would have required a strong realignmentof rates with a possible short term political backlash, it could have had long term benefits in the form ofa more dynamic sector and lower prices in a quite elastic segment of the market 36 This, to a largeextent, represents the missing opportunity inthe whole regulatory change/privatization process.13 

C. The Privatization of Chile's Electricity Sector.'" 

The Regulatoryand InstitutionalStructure 

In 1978 the Chilean government started a drastic restructuring of the electricity sector, both
 
concerning the nature of the regulatory process, and of its ownership structure. 
 While before 1980 

135 For ewanple, Inearly 1967 Jamacans owned 9.1% of JTC. Shortly after CTC's acqusition of T&GT shares, the New 
York Stock Exchange quotation of JTC shars Increased, and Jamalcans sold JTC shars to the point that by the and of 1969 5%of the shares were held by local residents. 

13 A corollary of this previous policy error, is that maintaining the extant structure of prices constant was also a policymistake. In 1987 the GOJ did not try to realign rates, even ifa monopoly was going to be maintained, so as to eliminate cross­subsidization of the domestic segment. Observe, however, that realigning rates without promoting competition would have been even less politicallyviable. 

137 Not only itwas a missing opportunity, but itmay also translate In substantial political problems Inthe future as TOJclaims that newer technologies fail under its exclusive license. 

136 See Spiller and Viana (1992) for a more detailed discussion of the evolution of Chile's regulatory system and 
performance. 

http:process.13
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tariffs were based on a rate of return method,'* today regulated tariffs are determined on long run
marginal costs principles, with rates for large customers (and wholesale rates as well) being determined 
In the open market.1'4 While before 1978 the government had direct say on electricity tariffs, current 
tariffs are set by a mechanism that does not allow short run government interference with the 
determination of rates. 

With respect to the ownership and structure of the sector, while in 1978 the electric system was
based on two publicly owned integrated companies, ENDESA and Chilectra, today there are eleven 
power generating companies, 21 electricity distribution companies and two integrated companies, many
of those being traded in the Chilean stock exchange (Philippi, 1991). The average daily trading of 
eleven electricity companies amounts to 45% of the value of all stock transactions In the Chilean stock 
exchange, with ENDESA accounting for 21% of that value and ENERSIS to 12%. See Table C.1. 
Table C.2 presents the distribution of ownership across the population for the largest companies. 

TABLE C.1 

CHILE. ELECTRIC UTILTIES' TOCK "RANSACTIONS 
(FIRST 'SEMESTER 1991) 

UTILITY US.$ Millions Share of Total 
In% 

CHILECTRA 15.3 2.3 
CHILGENER 89.1 13.2 
CHILQUINTA 2.0 0.3 
COLBUN 5.6 0.8 
EDELMAG 0.3 0.0 
EDELNOR 2.4 0.4 
ELECDA 0.9 0.1 
ELECTRICID 4.6 0.7 
EUQSA 0.7 0.1 
EMELAT 1.2 0.2 
EMELSA 2.8 0.4 
ENDESA 125.0 18.5 
ENERSIS 49.8 7.3 
PILMAIQUEN 9.2 1.4 

SOURCE Philippi (1991). 

This drastic restructuring of the sector was achieved by separating generation and transmission 
from local electricity distribution. For example, the distribution side of ENDESA was broken into several 
distribution companies each with coherent geographic and economic units, and they were subsequently
privatized. Similarly, Chilectra was broken into three units, one generating and two distribution units. 
See Tables C.3 and C.4 showing the main generating and distributing companies, and whether they
used to be part of ENDESA or CHILECTRA. Table C.3 shows that in the integrated system, ENDESA 

139 Until 1980, electricity companies were regulated by a Tariff Commission composed of representatives ftro,; Government, 
the firms and consumers. The Tariff Commission would set maximum annual revenues which should provide jach company
at least 10% return on its "profit assets" Profit assets were computed as the company's annually revalued assets. The 

vth 

companies, which were vertically Integrated and mostly public, could design their own tariff structure, sublect to the maximum
annual revenue. Electricity prices were substantially distorted during the 1971/1974 period, when they were frozen under high
Inflationary circumstances (Bernstein, 1986). 

140 We discuss below in more detail the workings of the current tariff determination process. 
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TABLE C.2 

CHILE: OWNERSHIP OF MAIN ELECTRICITY COMPANIES 
(n% Decembe 1990) 

42. CIILECTRA CiLECTRAOWNERS iP ENDESA CHILGENER COLBUN METROPOL V REGION 

GENERAL PUBUC 38.8 8,2 1.3
PENSION FUNDS 26.3 31.1 0.0 29.0 17.0'MPt.OYEES 3.3 1.5 0.0 28.3FOREIGN FUNDS 7.3 9.4 0.0 0.0
STATE 0,0 0.0 97.4 0.0 400
OTHERS <3> 24.3 49.7 1.3 42.7 83.0TOTAL 100 100 100 100 100
 

TOTAL SHAREHOLDERS 51833 1400 864 4751 1738 

NOTES: 

,d> Pehumhe. SA Is owned by ENDESA (954%).
<2> CHILECTRA METROPOUTANA Isowned by Enwsi.
 
4> Includes ot leoy esaallshed compui
 

controls more than 50% of total capacity. Nevcrtheless the extent of divestment of ENDESA's

generating capacity has been quite large. 
 As we will see below, the distributing companies are

regulated according to their density. 
CHILECTRA Metro, though, is the only one classified as 'high
density as it serves more than 1 million customers. The remaining distributing companies areclassified as either medium density" (17 companies) or "low density (seven companies with less LCan
20,000 customers). Tables C.3 and C.4 also show the extent of concentration in both generation and
distribution that characterized the pre-1980s regime. The divestment of the larger companies was done
through sales to the public at large, while the smaller units (less than 50 MW) were sold directly

through public auctions (Philippi, 1988).
 

The restructuring process has been quite successful. Electricity prices are closely related tolong run marginal costs, private investment is taking place in all areas of activity (including hydroelectric
plants), and as we just saw, electricity companies are widely held and are daily traded in the local stock
exchange. The market is very dynamic, with contracts among generating, transmission and distribution
companies and their consumers taking new and varied forms.' 4 ' The regulatory system has sustained
without much problems the financial crisis of the early 1980s, and has shown to be resilient to 
govemment and interest groups pressures.'" 

Much of the success of this restructuring process is based on he nature of the regulatory
regime developed following the creation of the National Energy Commission (CNE) in 1978. 

141 For emnple, recetly. generation anddistbution companie have edadto Ivst in tnmissmion ne. 

42 The fact th the major elecricky companies are wWdely held an sad investors andp o plansma hae alconrted to the stabky of the reglatory system. For example, In1989 two * of ENDES's stocksm r hld by suda
kivstm (PhlippI, 1991). 
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TABLE C.3 

CHILE: POWER SUPPLY COMPANIES 
(1991) 

INSTALLED CAPACITY (InMW)
SYSTEM OWNERSHIP THERMAL HYDRO TOTAL 

NORTE GRANDE INTERCONNECTED SYSTEM 
EDELNER S<> 86.0 10.2 96.2 
CODELCO S4> 471.0 0.0 471.0
Self-generators 132.2 0.3 132.5
SUB-TOTAL 689.2 10.5 699.7 

CENTRAL INTERCONNECTED SYSTEM 
ENDESA P 349.4 1602.7 1952.1 
CHILGENER P<c2> 511.5 245.1 756
PEHUENCHE Pc4> 0.0 500.0 500.0
COLBUN S<11 0.0 490.0 490.0 
PULMNQUE PI> 0.0 48.6 48.6
PILMAIQUEN P<I> 0.0 35.0 35.0 
OTHERS <5> 0.0 68.3 68.3
Self-generadors 2266 64.6 311.2
SUB-TOTAL 1087.5 3072.3 4159.8 

AYSEN ISOLATED SYSTEM 
EDELAYSEN S<1> 0.0 10.4 10.4 
Self-generators 2.0 3.7 5.7
SUB-TOTAL 2.0 14.1 16.1 

PUNTA ARENAS ISOLATED SYSTEM 
EDELMAG Pc<I. 45.6 0.0 45.6 
Self-generators 47.4 0.6 48.0
SUB-TOTAL 93.0 0.6 93.6 

TOTAL 1871.7 3097.5 4969.2 

NOTES:
 
4> Previously owned by ENDESA
 
<2> Previously owned by CHILECTRA
 
4> Self-generator

<4> Previously owned by CORFO, now owned by ENDESA 
<5> Include 3 small companies. 
S: CORFO (stale) controlled company 
P: Private company. 

The Regulatory Regime143 

The regulatory structure is quite transparent The CNE is the basic regulatory institution in the
electricity field. It has the responsibility for developing and coordinating investment plans, policies and 
regulation for the sector. The CNE is a decentralized organism directly under the office of the 

143 For a detailed descrilion of Chil's regulatory system, see ComIsl6n National de Energfa (1989). For a technical 
description of the pricing methodology, see Philippi (1988), and Bernstein (November 1986). For a discussion of the movement
towards marginal cost pricing and the problems Involved, see Bernstein (1986), Philippi (1988), and Philippi (1991). 
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TABLE CA
 

ELECTRICITY DISTRIBUTION COMPANIES
 
(1991)

CUSTOMERS CAPACITY ENERGYSYSTEM OWNERSHIP (In 1,000) (MW) (GWh) 

NORTE GFANDE INTERCONNECTED SYSTEM 
EDELNOR S<1. 140 96 139 

CENTRAL INTERCONNECTED SYSTEM 
CHILECTRA METRO Pc2> 
CGEI P 
CHILECTRA REGION V P<2> 
MAESA P<d. 
EMEC PdI• 
FRONTEL PdI• 
CONAFE P 
EMEL P<. 
ELECDA P<I> 
EMELAT P<1 
EMELARI PdI> 
EUOSA P 
EE DEL SUR P 
EE PTE ALTO P 
CE UTORAL P 
OTHERS 
TOTAL 

1106 
365 
285 
114 
110 
107 
94 
91 
84 
46 
39 
35 
16 
14 
13 
12 
2531 

902 
217 
213 
62 
55 
35 
52 
37 
36 
36 
17 
17 
6 
5 
3 
4 
1699 

4741 
1138 
11i9 
328 
289 
184 
271 
195 
187 
187 
90 
90 
29 
26 
14 
22 
8932 

AYSEN ISOLATED SYSTEM 
EDELAYSEN S<1> 14 148 

PUNTA ARENAS ISOLATED SYSTEM 
EDELMAG P:0 36 46 72 

NOTES: 
<1> Previously owned by ENDESA 
<2> Previously owned by CHILECTRA 
P Private company 
S State owned company (CORFO) 

SOURCE. CNE, and Philippi (1991), installed MW has been estimated with a..6 load factor, 1968 energyvaues. 

Presidency. It is formed by a council of seven ministers and an Executive Secretary. The staff of the
Executive Secretary numbers 20 individuals, and its budget is approved yearly by the Minister of 
Finance (Philippi, 1991). 

The CNE has two basic functions. First, itdetermines the regulated prices (which have to be 
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approved by the Minister of Economics).' 44 A second role of the CNE is to guarantee the coordination
of the several Independent generation, transmission and distribution companies in the interconnected 
systems (the Interconnected Central System, ICS, and the Norte Grande Interconnected System,
NGIS). 

Prices are based on two concepts: first, in the absence of strong economies of scale,competition at the generation level should bring wholesale prices (at the 'center of gravity' of the
system) close to the system's long run marginal costs (including marginal power and energy costs).


V
Thus, large users (those with installed capacity above 2,000 kW)' have been allowed to negotiate

freely with the generating companies to obtain the type of service they would like."48 
To provide for a
competitive wholesale electricity market, wheeling charges have been regulated by the CNE. 

Second, electricity distribution would tend to be characterized by large economies of scale. As 
a consequence, the CNE regulates maximum retail tariffs. Maximum retail tariffs are designed to
approximate long run marginal costs. They are composed of three parts: a) long run marginal energy

and power costs; b) long run marginal transmission costs; and c) value added of distribution.
 

To compute marginal energy costs, the CNE has designed a relatively simple dynamic
programming model that takes into account the dependency of Chile's electricity system on the current,
and forecasted, hydrological conditions.".' 48 The marginal power charge represents the marginalexpansion cost of the system to acccmmodate an increase in peak demand. Since peak generation is
done through reservoir or gas turbine power stations, the CNE uses the cost of installing a 50 MW gas

turbine as the cost of peak power development (Philippi, 1991).
 

The CNE regulated energy and power prices are used for two purposes. First, energy (andpower) sold to distribution companies ispriced at CNE's levels.'40 Second, they form part of the 

144 As we will see below, the Minister of Economics' approval, however, can only be denied for price a4ustment that do
not come from the specified automatic adjustment clause. Thus, the administration can only Interfere with major retail (or tol)
price realignments. Even then, though, the proposed prices have to satisfy the legislative mandato, providing firms with a
 recourse to the courts Ifthe proposed prices seem, to be too much below, or above, long run marginal costs.
 

145 In April1980 contracts with large clients were deregulated, with a fioor of 4,000 kWinstalled capacity. In1982 the floor
 
was reduced to 2,000 kW.
 

148 This may Involve Interruptable or not, peak or off-peak service. Itmay also involve partial joint investments Indedicated
 
(or public) transmission lines.
 

147 Present (1990) generation amounted to 18,000 GWh, of which 60% was hydraulic and 40% thermal. While currenthydroelectric Installed capacity Isjust 3,000 MW, CNE (1989) estimates the hydroelectric potential to be 28,000MW. Thehydroelectric generating system consists of run-cf-the-river plants, some reservoirs with limited regulating capacity and several power stations associated with the Laja lake that has an Interannual regulatory capacity of about one third of the annualconsumption. As a consequence, the level of Laja lake is crucial Indetermining the operating costs of the system. Furthermore,because of the significant regulating capacity In the reservoir, the marginal cost of energy tends to be relatively constant over theday and during weeks. It fluctuates during the year, though, as hydrological conditions change (Philippi, 1991, and Bemstein,
1986). 

148 The simplicity of the program can be seen by the fact that to analyze one year of data it requires half a minute of CPU
time in a Digital Deck 10 computer (Bernstein, 1986). 

140 WhIle such system provides the generating companies with Investment Incentives, as they can predict relatively well the 
prices they will get from selling to the distribution companies, it reduces the incentives for the distribution companies of searchingfor the lowest cost electricity supplier. Observe, however, that since the regulated prices are adjusted automatically whenever 
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maximum retail price that distribution companies can charge. 

Regulated transmission costsW° are based on the relative location of the distribution company
vis-a-vis the center of the system, which Is Santiago, on the capacity of the distribution system, and on
whether the flow Isto or from Santiago. The sum of transmission costs and energy and power costs 
are called node prices, as these are the prices at which transactions between generating and
distribution companies take place.151 The node charges computed by the CNE are adjusted evory six
months (April and October) in such a way that they equal the average of the anticipated marginal costs 
over the following three years (Bernstein, 1988). These charges are computed using Indexing formulae 
that depend on fuel costs, equipment costs, dam levels, exchange rate and so on. These formulae
 
would operate automatically ifthe energy or power charges Increase by more than 10% (Philippi,

1991). The node charges, however, are not allowed to differ by more than 10% of the competitive

wholesale prices. 

Finally, the regulated distribution costs are derived from a typical system efficlently adjusted to
the size of the locality in question. Actually, the CNE uses only three types of distribution sizes, high,
medium and low distribution density. See Table C.4 for a list of the different distribution companies.
The value added of distribution is not related to energy supplied, but rather to the power supplied.
Thus, only energy losses are considered distribution costs. Furthermore, for each customer, distribution
value added is allowed to depend only on three factors: administrative costs (including invoicing and 
customer service), power demand costs at peak time (this includes expanding the distribution system,
as well as buying from the generating system one additional peak kW), and finally, the costs of losses 
associated with energy distribution. Thus, retail prices are derived from four components, each of 
which is based on relatively easy to compute formulae, none based on actual operating costs of the
distribution companies. As a consequence, the distribution companies have strong incentives to reduce 
their own costs so as to increase their own profitability.152 

A second role of the CNE is to guarantee the coordination of the several Independent

generation, transmission and distribution companies in the interconnected systems. This objective

Involves two aspects. First, to assure that there isan efficient dispatch the CNE developed a set of

rules to be followed by the Economic Load Dispatch Center (ELDC) of each Interconnected 
system.'53 , 1 4 The ELDC plans the electricity system's operation for both the long and short term as 
well as the daily operations. It also estimates marginal costs, which are used to settle the daily
accounts among the generating companies. " Second, the CNE oversees the Investment programs of 

they differ by more than 10% of competitive wholesale prices, the Inefficiency of such a system Isrelatively minor. 

SO These have to be differentiated from the wheeling charges that are used Incompetitive wholesale transactions. 

151 The term node comes from the fact that the transmission costs are computed up to the relevant node (.e. sub-station) In 
the Integrated system. 

152 The value added of distribution Isrecomputed every four years (Philippi, 1991). 

153 These rules apply to all companies operating InInterconnected systems with over 100 MW Installed capacity, selling at 
bast 10% to the public grid, and with Installed capacity of more than 2%of the system (PhIlippi, 1991). 

154 The ELDC was created In1985. 

ss For example, companies that have contracts to supply but who are not called upon, have to compensate those that have 
actually provided the electdcty. 
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the generating companies."s Investments in transmission are undertaken mostly by the main
transmission company. Since there is free entry into transmission and interconnection is required,
would the transmission company not invest, users may find itprofitable to enter into transmission.'" As
ownership in the sector has become increasingly private, CNE's role in promoting investment has 
become less important over time (Philippi, 1991). 

The Evolution of the Sector 

Chile's electricity sector has had a continuous expansion during the last 50 years. While,
Initially, self-generation accounted for two thirds of total power generation capacity and generation, by
1990 the share of self-generation fell to one quarter of both capacity and generation, as the public
service companies expanded their capacity, doubling the capacity every decade during the 1940-1960,
and at a slightly slower pace during the 1970s and 1980s. See Table C.5. Most of the generation is
hydroelectric, with self-generators also using hydro power. 

TABLE C.5 

CHILE: POWE1 GENERATION CAPACITY 
NMW) 

YEAR 
PUBLIC 
SERVICE 

SELF-
GENERAT1ON 

POWER 
GENERATION 
CAPACITY 

1940 
1945 
1950 
1955 

179 
202 
390 
541 

308 
355 
385 
451 

487 
557 
775 
992 

1960 
1965 

600 
887 

543 
566 

1143 
1453 

1970 
1975 
1950 
1985 
1990* 

145 
1879 
2212 
3094 
3341 

688 
741 
728 
873 
968 

2143 
2620 
2940 
3967 
4309 

Source: Philippi (1991). 
Note: 
* In1991 a 660MW hydroelectric power plant Isadded 

The largest consumption sector has traditionally been Industry and mining, accounting today for
70% of all consumption. To a large extent the Importance of mining may also explain the role of self­
generators In both total capacity and generation. The degree of electrification Is quite high, with 97.9%
of urban households and 62.0% or rural households being connected to electricity (the average 

SO Observe that Investment programs are crucial for the tariff setting process to work, as ktassumes that the system is 
constantly in long run equilibrium. 

157 Apart from the regulated wheeling charges, transmmission owners receive payments based on the dlfference between 
marginal costs and node prices. See CNE (1989). 
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penetration is then 91.4%).'5 See Table C.6.1 

TABLE C.6 

CHILE. ELECTRICITY CONSUMPTION BY SECTOR 
(InGWh) 

COMMERCIAL & INDUSTRY & SYSTEM
 
YEAR RESIDENTIAL OTHERS MINING CONSUMPTION TOTAL
 

<1. <2;o
1970 1299 682 4335 1235 63 
1975 1808 831 4691 1405 6927 
1980 2424 931 6414 1982 9327
1985 2837 1214 7486 2502 11202
1990 3736 1530 289510211 14836 

SOURCE. Philipl(1991). 

Note 

<1>.% Others Include public and municipal consumption, public lighting, public transport and inigation. 
4> System consumption Includes losses and consumption Intransformation centers. 

The current regulatory and pricing policy, designed by the NEC in late 1979, has been in force
since 1980, but was formalized into a new electricity law in 1982. Until then, though, electricity prices 
were based on the electricity law of 1931, with the amendments of 1959. The 1959 amendments 
provided for a maximum rate of return on fixed assets of 10%, and Introduced the automatic revaluation 
of fixed assets. From 1959 on, electricity prices were determined by a Tariff Commission, composed of 
representatives of the President, the enterprises, consumers and headed by the Director of the Office of 
Electric Services. During the 1960s, though, the companies seldom reached the maximum allowed rate
of return. The sector's financial situation deteriorated substantially during the period 1970-1973, as no 
price adjustments were allowed even in the face of hyperinflation. Inthe period 1974-1979, attempts 
were made to improve the financial situation of the companies. This process culminated with the 
creation of the CNE and the development in 1979 of the current regulatory regime. Since then,
electricity prices, in US$, have remained relatively stable, falling during the early part of the 1980s and 
increasing at the end. See Table C.7. 

The Effects 

The regulatory system that was implemented in the early 1980s has produced an electricity
system that is based on the following principles: prices should be close to long run marginal costs,
prices should not vary by end u,;e, and prices should depend on the nature of the location. 

The off-w!nter average retail tariff In1988 was approximately 0.08 US$/kWh,'" while the 
average node energy price in Santiago at the 220V level was 0.032 US$/kWh, and the peak power 

158 See, CNE (1989). 

150 Tariff BT1,which has a fixed monthly charge of US$ 0.87 per month. World Bank (1988). 
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TABLE C.7 

CHILE. AVERAGE ELECTRICAL ENERGY PRICES*
 
CENTRAL INTERCONNECTED SYSTEM
 

(USs chnWhb)
 

NODE RESIDENTIAL PUBUC SMALL LARGE 
PRICE TARIFF UGHTING INDUSTRY INDUSTRY AGRIC 

YEAR <1. (100KWh)<6> c2> 4> <4><6> c5> 

1972 1.93 0.72 
1973 1.52 0.65 
1974 1.53 0.61 
1975 2.54 1.21 
1976 3.04 1.70 
1977 4.61 2.91 
1978 4.53 3.05 
1979 6.28 4.26 
1980 8.96 5.11 
APR 81 4.41 11.70 9.35 10.12 .31 5.00 
OCT 81 4.74 12.24 9.65 10.67 6.68 5.15 
APR 82 4.74 12.25 9.87 10.69 6.68 5.16 
OCT 82 3.59 8.80 7.55 7.55 5.52 4.02 
APR 83 3.60 7.59 6.55 6.55 4.87 3.41 
OCT 83 3.52 7.45 6.45 6.45 1.78 3.37 
APR 84 3.41 7.37 6.32 6.32 4.67 3.18 
OCT 84 3.20 6.18 5.28 5.31 3.84 2.65 
APR 85 2.90 6.70 5.61 5.79 3.97 2.82 
OCT 85 2.76 6.40 5.37 5.56 3.78 2.74 
AFA 86 2.66 6.53 5.52 5.70 3.91 2.90 
OCT 86 2.75 6.48 5.44 5.62 3.81 2.83 
APR 87 2.85 6.58 5.55 5.73 3.93 2.95 
OCT87 3.14 7.06 6.01 6.19 4.29 3.29 
APR 88 3.35 7.34 6.28 6.45 4.53 3.59 
OCT 88 3.62 8.23 7.28 7.60 4.78 3.97 
APR 89 3.92 8.78 7.84 8.19 5.18 4.33 
OCT89 4.13 9.24 6.25 8.62 5.45 4.56 
APR 90 4.39 9.84 8.79 9.18 5.80 4.85 
OCT 90 3.92 8.77 7.83 6.18 5.17 4.32 

NOTES: 
* Since prices do not discriminate by user, this table reflects the most advantageous tariff choice per 

time of customer. 
<c1> Load factor (.F)-O.6; Voltage level 220KV 
<2> LF - 0.457, low voltage 
<3> LF a 0.274, low voltage 
<4> LF - 0.548, high voltage 
<5> Hourly tariff, high voltage
 
<8> Series unti 1980 may not be comparable with post 1980.
 
Source: Prices until 1980 from OLADE, various Issues, from 1961 on, Philippi (1991).
 

node charge was 3.6 US$/kWh (Philippi, 19 9 1).e° As Table C.7 suggests, though, customers have 

10 The OT1 tariff has a winter charge of 0.16 US$kWh, as winter Isthe peak consumption perlod. See Philippi (1991) for a 
fascinating discussion of the introduction of the winter tariff. 
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TABLE C.8
 

CHILE. TYPICAL ELECTRICITY TARIFFS CHARGED BY
 
DISTRIBUTION COMPANIES
 

(1986-1988, in US$)
 

ELDENOR (Regions I &II) CHILECTRA METROPOLITANA (Santlago)(12/86) (/8
 
Fixed Demand Energy Fixed Demand Energy Winter
TaIff Charge Charge Charge Charge Charge Charge Surdwge

month maxkW kWh month kWhmx kW kWh 

month month 

BTI Metered 
up to 90 Wih/month .73 .088 .87 .08 .16over 1o kWh/month 1.08 .102. .87 .08 .16 

B72 Monthly Contraced 
wIthout peek limits 1.08 10.51 .058 .87 10.0 .046
partly peek usage 1.06 7.00 .87
.058 6.43 .046 

B13 Monthly Maximum 
without peak limits 1.72 10.51 .058 1.61 10.0 .046partly peak usage 1.72 7.00 0.58 1.61 6.43 .046 

AT2 High Voltage with
 
Monthly Contracted
 
wilthout peak limits 1.06 6.74 .051 .87 6.0 .0396 .partly peak usage 1.08 4.34 .051 .87 3.93 .0396 . 

AT3 Monthly Maximumn
without peak limb 1.72 6.74 .051 1.61 6.0 .0396 ­partly peak usage 1.72 4.34 .051 1.61 3.93 .0396 -

AT4 Off-Peak Tariff 2.52 .051. 2.41 .0396 .
Pus off-peak demand .95 - .76Plus peak demand 5.79 5.31 - . 

SOURCE- World Bank (1986). 

substantial choices among different types of tariffs, some Including interruptable supply, off-peak usage,as well as maximum monthly readings. That prices are close to marginal costs can furthermore be
rsen from the high voltage tariff AT2 (which will be used by industrial and commercial users). The
energy charge is 0.0396 US$/kWh while the peak demand charge with partly peak hour use is 3.93US$kw. The energy charge is almost identical to the energy node charge, as is the peak power
charge. See Tables C.8. 

That prices also vary substantially across locations can be seen in Table C.9. Table C.9presents the average prices that ENDESA charged to public service distribution companies and to largeprivate customers in 1986. First, we observe that large users get either the node peak power price orslightly above that, while the energy charges for large users is one or two percent higher than thatcharged to the distribution companies. Thus, large users' pricen are indeed close to marginal costs.Second, there Is substantial variation across regions even in the Central Interconnected System.These differences arise from the workings of the transmission prices. Since large users' prices arecompetitive, itsuggests that CNE's computation of marginal transmission costs may actually reflect their 
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TABLE C.9 

TYPICAL TARIFFS CHARGED BY ENDESA FOR HIGH VOLTAGE CUSTOMERS 
(December 1985; US$1 - ChS195) 

LOCATION VOLTA13E 	 DEMAND ENERGY
 
CHARGE CHARGE
 
Ch$IkW ChScWh 
max/month 

Public Dlstrublon Companlles
Taltal 110 95.50 6.78
 
Diego de Almagro 220 768.7 5.4
 
San Isidro, Alto Jahuel 220 820.3 4.01
 
Rancagua 154 571.1 3.91
 
Temuco 154 571.10 3.91
 
Valdivia 66 557.3 3.14
 
Osorno 66 592.7 3.15
 
Puerto EMar 23 1,537.30 6.97
 

Large users
 
Diego de Almagro 220 816.4 6.51
 
San Isidro, AltoJahuel 220 920.3 4.09
 
Ranctgua 154 571.1 3.99
 
Yldivia 6 557.3 3.21
 
Osomo 66 592.7 3.21
 

Note: Delivery points we ENDESA's substations. Additional charg: rmy apIy for other delivery pcif.
Tarffs do not Include value added of 20%. 

Source: World Bank (1988), Annec 15. 

true value. 

Even though prices seem to be close to marginal costs, that has not stopped the pdvate
electricity firms from making reasonable profits. ENDESA, for example, except for 1985 hIa had 
positive profits, with the average yearly profit level since 1983 amounting to US$ 71 on less than 1,700 
MW of installed capacity (in1989). See Table C.10. 

The regulatory system has also promoted large investments by private electricity companies.
Currently, ENDESA, PEHUENCHE and CHILGENER have six investment projects (five of those 
involving hydroelectric plants) for a total of US$ 1,830 million. These projects will add 1,429 MW of 
installed capacity over the next five years. This additional capacity represents an increase, of a third of 
the industry's 1989 installed capacity.61 

To summarize, the privatization of Chile's electricity system has resulted in prices dose to 
marginal costs while at the same time it has maintained substantial incentives for private iirms to invest 
The success of the privatization is not simply that the designers of the electricity reform wi)re
sophisticated enough to make the right policy prescriptions,1" but also that they designed a regulatory 

t" In 1989 the Installed capacity of private firms was 2902 MW, while that of public generating compene; was only 586 
MW. See Philippi (1991). 

182 In fact, there seems to be quit a bt of problems In inplementing the curent transmission pochm. 

http:capacity.61
http:1,537.30


FbruaWy 22, 1993 REGULATORY COMMITMENT INPRIVATIZATION Page 51 

TABLE C.10
 
CHILE. PROFITABILITY OF ENDESA
 

(n US$ Mflons)
 

YEAR PROFITS 

1983 101 
1984 33 
1985 -65 
1986 50 
1987 62 
1988 179 
1989 106 
1990 104 

Sour Phippi (1991). 

systom that on the ono hand substantially limited regulators' discretion, and that, on the other hand, will
be quite difficult to change by future administrations. Infact, the historical timing of Chile's reforms 
parallel that of Argentina. In 1982 when the new Electricity Law was passed, the Pinochet 
administration had, by the nature of being a military dictatorship, substantial control over the legislative 
process. The designers of the system realized, though, that ifthey had kept the regulatory system
developed in 1980 simply as an administrative decree itcould be reversed by future governments,
undermining its incentive implications. On the other hand, by making the regulatory system a very
specific law, future administrations would have to either follow the lavi, or try to reverse it in the 
legislature. Given Chile's tradition of fragmented legislatures, a large coalition would have to be
assembled, which may not be forthcoming. The Argentina's telecommunications case, though, shows 
how the Menem Administration missed the opportunity to commit future administrations to a 
telecommunications regulatory policy that would provide incentives for efficient inve ;tment in the 
sector." 

The Chilean case, though, shows also the Importance of developing widespread support for the 
new regulatory and ownership arrangements. Their policy of promoting domestic ownership by
individuals or through institutional investors has created another interest group committed to private
ownership of the sector. 

V1. Final Comments and Suggestions for Further Research. 

We discussed above the difficulties that the privatization of public utilities may encounter in
promoting private investment inthe absence of safeguarding institutions. The reluctance to Invest in
highly specific assets implies that the price paid for the public firm may t-9 smaller than the one that 
could be extracted ifthose safeguarding institutions were already in place. Thus, critics of rapid
privatization moves in public utility sectors may be right in charging that the government could have, in 
principle, achieved higher sale prices. 

The privatization of firms in sectors characterized by substantial contracting problems between 

163 As mentioned at the Introduction, the Menem Administation may have realized the advantages of wftng spefiMc laws. 
The 1991 Eleckity Act seemsto go to that purpose. See footnote 1. 
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firms and the government, like in local telecommunications and electricity distribution require substantial 
safeguards to provide the private investors with incentives to take charge of the companies, and to 
make the future investments that may be required to Improve the performance of the sector. In the 
absence of safeguards, though, private investment will only come at substantia costs to the 
government. This cost may take the form of very high initial prices, like in Argentina's
telecommunications case. Unless reversed, these costs may be politically unbearable, triggering a 
political backlash against privatization processes in general. The required institutional developments,
then, highlight the unavoidable tradeoff between providing incentives for private sector development and 
growth, and implementing the ainstitutional," theoretical first, or even second best regulatory policy. 

The three cases discussed above suggest the need to match the nature of the regulatory
regime to the political institutions of the country in question. Chile and Jamaica provide two extreme 
cases of ways to limit administrative discretion. While in the Chilean case administrative discretion Is 
limited by specifying very clearly the way regulated prices have to be computed in the law, in the 
Jamaican such specification is done in the license. These are not random differences. While the 
Jamaican system could have been implemented in Chile, the opposite Is not true. Specifying the 
regulatory process for telecommunications in the law would not grant private investors In Jamaica 
unusually high safeguards, as future administrations could easily change the law as they would 
normally control the Jamaican Parliament. Thus, the nature of Jamaica's political institutions constrains 
substantially what type of regulatory system can, in principle, be Implemented. Both countries, though,
have strong judiciary systems, and thus both could use those systems to enforce the law or the license. 
Countries with weaker judiciary systems, may have trouble in enforcing either system against a very
strong administration. Inthis respect the case of Argentina is illuminating. While the Menem 
Administration could get away with unilaterally breaking the agreements stipulated in the licenses, that 
seems to have been anticipated by the bidders. The lack of assurances made bidders require
unusually high telephcne prices to take control of the companies. These prices may eventually create 
such strong political pressure that the privatlzation itse!i may be injeopardy. The lack of consideration 
for Institutional design iscosting the Argentine public substantial amounts in terms of high prices, while 
at the same time it may, inthe future, unravel the privatization of telecommunications. The latter may
turn to be the main missing opportunity of the Argentinean prvatization process. 
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