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In this article we use transaction cost economics to analyze the determinants
of performance of privatized utilities in different political and social circum-
stances. Case studies are drawn from telecommunications regulation in Ar-
gentina, Chile, Jamaica, the Philippines and the United Kingdom We explore
how political institutions interact with regulatory processes and economic
conditions in determining the potential for administrative expropriation or ma-
nipulation, and hence affect the sector's economic performance We find that
performance can be satisfactory with a wide range of regulatory procedures,
as long as arbitrary administrative action can be restrained We find also that
regulatory credibility can be developed in unpropitious environments, that
without such commitment long-term investment will not take place, that
achieving such commitment may require inflexible regulatory regimes, that in
some cases public ownership of utilities is the default mode of organization,
and furthermore, that it may be the only feasible alternative

1. Introduction
This article provides a comparative assessment of the impact of core political
and social institutions on telecommunications regulatory structures and utility
performance outcomes in five countries: Argentina, Chile, Jamaica, the Phil-
ippines, and the United Kingdom.! Although in recent years institutional
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analyses have made major gains in accounting for the conduct of regulatory
and other economic policies in the United States and elsewhere, the empirical
assessment of some key hypotheses has been constrained by the fact that over
long periods of time the U.S.’s core political institutions (institutions identi-
fied as key explanators of policy outcomes) have changed only slowly.2 Cross-
country comparative analyses are one way to release this constraint.

Utilities privatization and regulatory reform are increasingly billed as ways
to improve service quality and to lower prices. Here we argue that such
expectations may not always be attainable. In particular, looking at the prob-
lem of utilities regulation through the lens of transaction cost economics—
with its microanalytical perspective, its emphasis on discriminating alignment
and remediableness, and its view of regulation as a contracting problem—
provides an understanding of the determinants of performance of privatized
utilities in different political and social circumstances. Our objective is to
highlight how political institutions interact with regulatory processes and
economic conditions in exacerbating or ameliorating the potential for admin-
istrative expropriation or manipulation, and hence determining the economic
performance of the sector.

We argue that the credibility and effectiveness of a regulatory framework—
and hence its ability to facilitate private investment—varies with a country’s
political and social institutions. Further, we argue that performance can be
satisfactory with a wide range of regulatory procedures, as long as three
complementary mechanisms restraining arbitrary administrative action are
all in place: (a) substantive restraints on the discretion of the regulator,
(b) formal or informal constraints on changing the regulatory system, and
(c) institutions that enforce the above formal—substantive or procedural—
constraints. Our evidence suggests that regulatory commitment can indeed be
developed in what appear to be problematic environments, that without such
commitment long-term investment will not take place, that achieving such
commitment may require inflexible regulatory regimes that go against prevail-
ing academic views, that in some cases public ownership of utilities is the
default mode of organization, and furthermore, that such ownership may be
the only feasible alternative.

Political and social institutions not only affect the ability to restrain admin-
istrative action, but they also have an independent impact on the type of
regulation that can be implemented, and hence on the appropriate balance
between commitment and flexibility. For example, relatively efficient regula-
tory rules (e.g., price caps, incentive schemes, use of competition) usually
require granting substantial discretion to the regulators. Thus, unless the
country’s institutions allow for the separation of arbitrariness from useful
regulatory discretion, systems that grant too much administrative discretion

2. Several studies, however, have exploited the electoral changes and their repercussions on
the composition of the U.S. Congress and the executive in undertaking those tests. See, for
example, Weingast and Moran (1983) and Spiller and Gely (1992).
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may not generate the high levels of investment and welfare expected from
private-sector participation. Conversely, some countries have regulatory re-
gimes that drastically limit the scope of regulatory flexibility. Although such
regulatory regimes may look inefficient, they may in fact fit the institutional
endowments of the countries in question, and may provide substantial incen-
tives for investment.

Our analysis may be especially relevant for the design of regulatory policy
in developing, newly industrializing, and previously socialist countries,
where lack of economic development may be related to a generalized lack of
administrative restraints.3 But the results are also relevant in understanding
the historical evolution of utilities regulation and ownership in developed
countries. Indeed, as the analysis of the U.K. case highlights, restraining
regulatory discretion seems to be behind the development of regulatory insti-
tutions in developed countries as well.4

A word of caution is in order, though. Our effort at comparative analysis
has some important limitations. The need for detailed analyses of the politi-
cal, social, and regulatory institutions of each country naturally limits the
number of cases we are able to analyze.> Consequently, we do not offer
formal statistical tests of our central propositions (such tests would require a
methodology not feasible at this stage of our research) but instead provide an
analytical framework and casual but systematically collected and researched
evidence. While we believe that our results provide strong support to some
core propositions aligned with the new institutionalism, the spirit of the paper
is exploratory—as much an exercise in hypothesis formulation as in hypothe-
sis testing.

2. The Analytical Framework

21 The Problem of Utilities
Three special features characterize utilities and provide the starting point for
our analysis. First, most (but not all) utility services are characterized by
important economies of scale and scope. Second, most utilities’ assets are
highly specific and non-redeployable (although the extent of sunk investments
varies with the application and with technology). Third, utility services typ-
ically have a broad range of domestic users, usually overlapping the voting
population of the country. Viewed through the lens of the new institutional
economics, these characteristics create contracting problems that undercut the
ability of ordinary market mechanisms to deliver first-best performance.®

3. For an extremely interesting analysis of the role of central government discretion in
determining incentives for private-sector investment, see Weingast (1993).

4. While the McNollgast approach does not say it in those words, this is indeed their main
message concemning, for example, administrative procedures in the United States. See, for
example, McCubbins, Noll, and Weingast (1987).

5. Multiple, distinct regulatory episodes within individual countries do, however, provide
additional “degrees of freedom.”

6. See, among others, North (1990), Williamson (1988), Goldberg (1976), and Barzel
(1989).
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Economies of scale and scope and highly specific assets imply that the
number of providers of basic utility services is going to be relatively small.
Because a large proportion of the utilities’ assets are sunk, a utility will be
willing to operate even if it cannot recover its sunk investments as long as it
covers its operating costs.” Widespread domestic consumption implies that
the pricing of utilities is always going to be political.8 Furthermore, the whiff
of monopoly (particularly when ownership is concentrated in foreign hands)
increases the gains from political action.

The combination of significant investments in durable, specific assets
with the high level of politicization of utilities has the following result: util-
ities are highly vulnerable to administrative expropriation of their vast quasi-
rents. Administrative expropriation may take several forms. Although the
easiest form of administrative expropriation is the setting of prices below
long-run average costs, it may also take the form of specific requirements
concerning investment, equipment purchases, or labor contract conditions
that extract the company’s quasi-rents. Where the threat of administrative
expropriation is great, private investors will limit their exposure.® Thus, coun-
tries where administrative discretion is the norm may find that public owner-
ship of utilities arises because the hazards of direct private investment are so
great. 0

Politics and technology strongly interact in shaping the potential for admin-
istrative expropriation. Sectors with very small sunk investments or with rapid
asset depreciation will not be prime candidates for administrative expropria-
tion.!! Similarly, administrative expropriation may not be expected in the
short run in countries or jurisdictions experiencing rapid growth in the de-
mand for utilities services, as the costs of investment delays may limit the
political gains from opportunistic behavior. In the longer run, however, the
fight for control over the institutions of government, and the corresponding

7. Observe that financing requirements for sunk investments are not part of the operating
costs. Inability to repay debt required to pay sunk investments will only bring the utility to
bankruptcy, but it still will not be worth liquidating. Asset liquidation will take place only when
operating revenues fall short of operating costs, where operating costs include a return on the
nonspecific investments of the enterprise.

8. This does not mean that the pricing of other sectors, not characterized by large economies
of scale and sunk investments, is not going to be political as well (e g., bread prices in poor
countries). What we mean is that the politicization of utilities’ pricing, together with 1ts asset
characteristics, bring about unique problems.

9. Investors may himit their exposure by selecting technologies that—although they imply
lower quality and higher operating costs—may require lower levels of specific investments (e.g.,
cellular rather than fixed-link telephony).

10. Observe, though, that public enterpnses are also subject to the forms of admunistrative
expropriation we are considering here. In this case, though, systematic underfunding will be the
norm.

11. For example, setting the prices of bananas below their long-run average cost will have at
most a one-year effect on banana prices. On the other hand, setting prices of water services below
long-run average costs may imply a reduction in prices over quite a long period of time.
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division of the spoils, will continuously expose the utilities to potential ad-
ministrative or outright expropriation, even in rapidly growing economies.

2.2 Resolution of the Regulatory Problem: A Framework for Empirical Analysis
This section lays out a general framework for empirical, country-specific
analysis of the extent to which the regulatory problems outlined above have
been resolved, explains why the resolution took the form it did, and discusses
the relation between regulatory outcomes and the performance of private
utilities. Subsequent sections fill in the details.

2 2.1 Regulatory Design® Governance and Incentives. In trying to under-
stand different countries’ abilities to commit to particular regulatory processes
and institutions, we find it useful to look at regulation as a design problem.
Regulatory design has two components: regulatory governance and regula-
tory incentives. We define the governance structure of a regulatory system as
the mechanisms that societies use to constrain regulatory discretion and to
resolve conflicts that arise in relation to these constraints.!? The regulatory
incentive structure comprises the rules governing utility pricing, cross- or
direct subsidies, entry, interconnection, etc. In contrast to regulatory gover-
nance, the structure of regulatory incentives has been the central preoccupa-
tion of virtually all theoretical work on regulation. A main result of this study,
though, is that such emphasis is inadequate. Although we find that regulatory
incentives indeed affect performance, their impact (positive or negative)
comes to the forefront only if regulatory governance has successfully been put
into place.!?

Both regulatory governance and incentives are choice varnables in the hands
of policy-makers. The choices, however, are constrained ones. Choices as to
regulatory governance are constrained by the specific institutional endowment
of the nation, which both determines the form and the severity of the regula-
tory problems and shapes the range of options available for resolving them.
Choices as to regulatory incentives are also constrained by a nation’s specific
institutional endowment. Moreover, a nation’s choice of the governance fea-
tures of the regulatory system will have an independent effect on the type of
regulatory incentives that are viable.

2.2.2 Institutional Endowment and Regulatory Governance  Following North
(1990) and others, we define the institutional endowment of a nation as
comprising five elements. First, there are a country’s legislative and executive

12. Williamson would call such constraints on regulatory decision-making “contractual gover-
nance institutions” (see Williamson, 1985:35).

13. Commenting on the interaction among technology (institutions), governance, and price
(regulatory detail), Williamson (1985:36) says: “[ilnasmuch as price and govemnance are linked,
parties to a contract should not expect to have their cake (low price) and eat it too (no safeguard) ™
In other words, there is no “free institutional lunch.”
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institutions. These are the formal mechanisms (a) for appointing legislators and
decision-makers and for making laws and regulations, apart from judicial
decision-making; (b) for implementing these laws; and (c) that determine the
relations between the legislature and the executive. Second are the country’s
judicial institutions. These comprise its formal mechanisms (a) for appointing
judges and determining the internal structure of the judiciary and (b) for
impartially resolving disputes among private parties, or between private parties
and the state. Third are customs and other informal but broadly accepted norms
that are generally understood to constrain the action of individuals or institu-
tions. Fourth is the character of the contending social interests within a society
and the balance between them, including the role of ideology. Finally, there are
the administrative capabilities of the nation. Each of these elements is subject to
change, and the determinants of each can also be the subject of study. In this
analysis, though, we treat each of these elements as exogenous—as the institu-
tional endowment of a particular nation. Here we highlight the first two, and
comment on the remaining three whenever appropriate.

The form of a country’s legislative and executive institutions influences the
nature of its regulatory problems. The crucial issue is to what extent the
structure and organization of these institutions impose constraints upon gov-
ernmental action. The range of formal institutional mechanisms for restrain-
ing governmental authority includes the following: explicit separation of pow-
ers between legislative, executive, and judicial organs of government;!4 a
written constitution that limits the legislative power of the executive and is
enforced by the courts; two legislative houses elected under different voting
rules;!S an electoral system calibrated to produce either a proliferation of
minority parties or a set of parties whose ability to impose discipline on their
legislators is weak;!6 and a federal structure of power, with strong decentral-
ization even to the local level.!7 Utility regulation is likely to be far more
credible—and the regulatory problem less severe—in countries with political

14. For analysis of the role of separation of powers in diminishing the discretion of the
executive, see Gely and Spiller (1990) and McCubbins, Noll, and Weingast (1987, 1989) and
references therein.

15. Nonsimultaneous elections for the different branches of government tend to create natural
political divisions and thus electoral checks and balances (see Jacobson, 1990). For an in-depth
analysis of the determinants of the relative powers of the executive, see Shugart and Carey
(1992).

16. Electoral rules also have important effects on the “effective number of parties” that will
tend to result from elections and, thus, on the extent of governmental control over the legislative
process. For example, it is widely perceived that proportional representation tends to generate a
large number of parties, while first-past-the-post with relatively small district elections tends to
create bipolar party configurations. This result has been called Duverger’'s Law in political
science (see Duverger, 1954). More generally, sce Taagepera and Shugart (1993). For analyses of
how the structure of political parties depends on the nature of electoral rules (with applications to
the U.K.), see Cain, Ferejohn, and Fiorina (1987) and Cox (1987).

17. On the role of federalism in reducing the potential for administrative discretion, see
Weingast (1993) and references therein.
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systems that constrain executive and legislative discretion. Note, however,
that credibility is often achieved at the expense of flexibility. The same mecha-
nisms that make it difficult to impose arbitrary changes in the rules may also
make it difficult to enact sensible rules in the first place, or to efficiently adapt
the rules in the face of changing circumstances. Thus, in countries with these
types of political institutions, the introduction of reforms may have to await
the occurrence of a drastic shock to the political system.

Legislative and executive institutions may also limit a country’s regulatory
governance options. In some parliamentary systemns, for example, the execu-
tive has substantial control over both the legislative agenda and legislative
outcomes.!8 In such countries, if legislative and executive powers alternate
between political parties with substantially different interests, specific legisla-
tion need not constitute a viable safeguard against administrative discretion,
as changes in the law could follow directly from a change in government.!®
Similarly, if the executive has strong legislative powers, administrative proce-
dures and administrative law by themselves will not be able to constrain the
executive, who will tend to predominate over the judiciary in the interpreta-
tion of laws. In this case, administrative procedures require some base other
than administrative law.

A strong and independent judiciary could serve as the basis for limiting
administrative discretion in several ways. For example, the prior development
of a body of administrative law opens the governance option of constraining
discretion through administrative procedures.20 Also, a tradition of efficiently
upholding contracts and property rights opens the governance option of con-

18. While parliamentary systems grant such powers in principle, whether they do so in
practice depends upon the nature of electoral rules and the political party system. Parliamentary
systems whose electoral rules bring about fragmented legislatures would not provide the
executive—usually headed by a minority party with a coalition built on a very narrow set of
specific common interests—with much scope for legislative initiative. By contrast, electoral rules
that create strong two-party parliamentary systems—as well as some other kinds of nonparlia-
mentary political institutions—would grant the executive large legislative powers. For an in-
depth discussion of the difference between parliamentary and presidential systems, and the role of
electoral rules in determining the relative power of the executive, see Shugart and Carey (1992).

19. In the U.K., regulatory frameworks have traditionally evolved through a series of acts of
Parliament. For example, major gas regulation legislation was passed in 1847, 1859, 1870, 1871,
1873, and 1875. Simularly, water regulation legislation was passed in 1847, 1863, 1870, 1873,
1875, and 1887. Systematic regulation of electricity companies started in 1882, only four years
after the inauguration of the first public demonstration of lighting by a public authority. The 1882
act was followed by major legislation in 1888, 1899, 1919, and 1922, culminating with the
Electricity (Supply) Act of 1926, which created the Central Electricity Board. For discussions of
the evolution of utility regulation 1n the U.K., see Dimock (1933), Hormell (1928), Keen (1925),
Self and Watson (1952), and Spiller and Vogelsang (1993b).

20. This traditionally has been the way administrative discretion is restrained in the U.S., as
regulatory statutes have tended to be quite vague. For an analysis of the choice of specificity of
statutes, see Schwartz, Spiller, and Urbiztondo (1993). Observe, however, that administrative
law may not develop in a system where the executive has strong control over the legislative
process.
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straining discretion through the use of formal regulatory contracts (licenses).
This option is particularly valuable for countries where the executive has a
strong hold over the legislative process. Further, a tradition of judicial inde-
pendence and efficiency opens the governance option of using administrative
tribunals to resolve conflicts between the government and the utility within the
contours of the existing regulatory system. Finally, it provides assurances
against governmental deviation from specific legislative or constitutional
commitments that underpin the regulatory system. While there are no simple
ways of measuring judicial strength, two features seem to us to be key deter-
minants: the extent of perceived judicial corruption and whether the courts
have a history of deciding against the government. A corrupt judiciary that
attempts to be independent may easily find its corruption publicly disclosed,
with a clampdown following.?! Similarly, a judiciary that seldom decides
against the government, even on contract disputes, cannot be interpreted to be
strong.22

2.2.3 Institutional Endowments and Regulatory Incentives. If the regulatory
incentive structure is to promote welfare, it should facilitate investment,
allocatively efficient pricing, and the introduction of new services and tech-
nologies. Yet regulatory incentives cannot be implemented in an institutional
vacuum. The country’s institutional endowment, the character of distributive
politics, and the nature of its regulatory governance structure all affect the
potential for the successful design of regulatory incentives.

Consider first the constraints that the nation’s institutional endowment im-
poses on the design of regulatory incentives. Administrative capabilities—the
ability of the nation’s professionals (e.g., academics, lawyers, bureaucrats) to
handle complex regulatory concepts and processes in a relatively efficacious
manner, without triggering excessive disputes and litigation—are of particu-
lar relevance. These capabilities will determine the potential for the successful
implementation of complex regulatory designs. Thus, regulatory systems that
call for complex implementation will be inadequate in nations with weak
administrative capabilities.

As for the impact of distributive politics, it can constrain the extent of
allocative efficiency that can be achieved by regulatory incentives. A major

21. While a corrupt judiciary may tend to stde against the government on contract disputes
(after all, government lawyers will have very little incentive to bribe judges, while such incen-
tives clearly exist for private lawyers), on key issues a corrupt judiciary becomes an easy hostage
to the government. Unexpected press disclosures may tngger widespread scandals, loss of legit-
imacy, and even calls for judicial reform and sanctions. Consider the following conclusion of a
World Bank report on Bolivia: “In addition to being slow, courts are also perceived to be corrupt.
In a 1991 survey of 226 litigants, 48 percent claimed to have made illegal payments to court
personnel Confidence in the courts is also weakened by the judiciary's perceived lack of indepen-
dence. Judges’ independence is compromised by a history of executive supremacy, the country’s
tradition of political patronage, and the procedures for the selection, promotion and discipline of
judges” (World Bank, 1992:43).

22. This is a necessary but not a sufficient condition for strength.
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feature of telecommunications distributive politics is the demand for cross-
subsidization from businesses to residential users, which has translated in
many countries into very high prices for long-distance or international calls.
Unless eliminated, such cross-subsidization limits the potential for exploiting
the advantages of competition.

Finally, and perhaps more important, the institutional realities of some
countries may be such that resolution of the governance problems constrains
the range of regulatory incentive options to third (or even fourth) best. In
some countries, the only way to constrain administrative arbitrariness may be
to almost totally withdraw administrative discretion. The resulting gover-
nance considerations would constrain the range of workable regulatory incen-
tive designs to those that provide only limited flexibility. In telecommunica-
tions, where technological change is rapid, the cost of this reduction in
regulatory flexibility is high—but so too is the cost of failing to adequately
restrain discretion.

Yet, even given these constraints, the individual country studies suggest
that in most cases there exists a broad range of discretion for policy-makers as
to the design of regulatory governance and incentive structures. Indeed, utility
performance appears to be best in countries that have achieved a good fit
between their exogenous institutions and their regulatory governance and
incentive designs, and worst in those instances where regulatory design pro-
ceeded without attention to the exogenous institutional realities. Furthermore,
the quality of design of regulatory incentives emerges in the country studies as
an independent influence on performance.23

2.3 A Decision Tree

The decision tree in Figure | summarizes the above discussion and sets the
stage for analysis of the five countries in a way that highlights the impact of a
country’s exogenous institutional endowment on its regulatory design.24 The
heavier lines in the figure are branches represented by observations in our
sample. Because our framework has implications for other institutional envi-
ronments, we present the decision tree in its general formulation. We make
four sets of distinctions.

The first distinction is between those countries that have domestic institu-
tions capable of credibly refraining from arbitrary administrative action and
those that do not. Our framework suggests that the existence of an indepen-
dent judiciary with a reputation for impartiality, and whose decisions are
enforced, is a necessary condition for making these credible commitments. As
discussed further below, among the countries studied, Chile, Jamaica, and the

23. Indeed, it is possible (although we have no examples where this is the case) that an
especially poorly designed regulatory incentive structure could in itself undermine the credibility
of a regulatory system, even if the regulatory governance foundations appear firm.

24. The discussion that follows can be interpreted as either positive or normative. It is positive
in that it predicts which combinations of background institutions and regulatory systems will lead
to good performance and which will not. It is normative in that it suggests what kind of regulatory
design will be credible given the background institutions of the country in question.






