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PREFACE

The South Asia Regional Initiative for Energy (SARI/Emeogram was launched in 2000 to
promote energy security through increased trade, investment and access to clean sources of
power and fuel. Since then, SARI/Energy has reached out to more than 4000 participants in
the region on clean energy trade, energfi@ency, rural energy supply, energy regulation,

energy statistics, and private sector involvement.

SARI/Energgponsored training, capacity building, and networking have contributed to the
writing of energy sector restructuring laws throughout the wgi The program supports
institutional and organizational changes that make the sector more market driven and
better equipped to address the needs of unesarved consumers. In addition, the program
has identified significant opportunities for catalyzingvate sector investments in regional

energy infrastructure.

SARI/Energy envisage to conduct capacity building programs for the Afghanistan power
sector that shall derive best practices in energy sector specifically in the field of electricity
distribution. In an endeavor to enhance commercialization and inculcate competition in the
Sector, SARI plans to undertake the capacity building program so as to improve the
competency level of the individuals engaged in the power distribution sectbrough this
Program, the local institutions in India are required to deliver the training programs to cater
to the requirement of personnel from the utilities and other stakeholders in Afghanistan

power sector.

The Afghanistan Capacity Building program is being conducted under the SARI program
under USAID. Theourse has beendeveloped by Feedlzk VenturesPrivate Limitedas a

Knowledge Partner with National Power Training Institute (NPTI).
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COURSE OBJECTIVE

The objectives of this course is to help the participants understand the structure of the
power sector along with the challenges and issuesathe sector in general and power
distribution in specific, regulatiorof the power sector, understanding thebasics of
distribution business covering management, technical, commenggrmand legal aspects
and conceptual framework for various mdseof private sector participation including
distribution franchisng to help them understand and apply mechanisms for quick efficiency

gains and improved customer service

USAID SARI/ENERGY 2



TARGET AUDIENCE

The target audience for the programme wallS ! GAf Ad& | yR aAyAaidNEQ:
Policy making and Management of Power Distribution Sector who would be playing an

instrumental role in deciding the upcoming policies in the field of energy.

It is hoped that during the programme the paipants will bring to the forum their own
experience and insights and thereby help to build improvements in the regulation and
commercialization of the power distribution sector and develop new models and at the end
of the programme, find themselves wellj@pped to make and implement policy decisions

for management, regulation and commercialization of the power distribution sector.
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COURSE OUTLINE

Session Outline

REGULATION IN POWER DISTRIBUTION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIES
(8"¢13"1 dzA®Qn Ppo

"GAtAGE FYR

Target Audience

alyAadNEQa

hTTAOAIta Sy3r3asR Ay

Overall Learning

Objectives

distribution franchising

Understanding of the power distribution, its issues and challenges, distribution reformslaten,

commercialization and private sector participation in power distribution sector including p

Session No. and Topic

Registration

Day 1

Learning Objectives

Session 1

Introduction of the Participants

Ice Breaking

Norms Setting & Group Formation

Course Outlining and Methodology

Getting awareness of the course and the methodology to
followed. This session will be followed by 3 sessions which ai
provide broad level understanding to the participants of t

program followed by extenge coverage during the next 5 days

Break

Session 2:

Course Introduction

e Power Sector Overview
e Social, Economic and Legal RatioriaieRegulation
e Regulatory Approaches and Related
Experience

e Regulatory Institutions and Their Functions in India

Internatio|

Broad level overview of the power sector, distribution refori
and the related issues, opportunities and challenges, ratioraleg
regulation of power distribution sector and various approact

across the world

Lunch Break

Session 3

Game/ Quiz

Course Introduction

o Regulatory Responsibilities for Consumer Protection

e Understanding Regulatp Process and its Impact on

Roles and Responsibilities of Junior and Middle

S5AaA0NROGdziA2Y | GAfAGEQA h
e Distribution Reforms Issues, Opportunities 4
Challenges

Broad level overview of the Regulatory Institutions, th
functions, role in consumer protection, regulatory process 4§
role/responsibility of distribution utilities in

RegulattN\ B / 2YYAaaAz2yQa

implementin
2 NRSNE @
management, technical and commercial aspects of electr

distribution.
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REGULATION IN POWER DISTRIBUTION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIES

(8"¢13"1 dzA P Qn Ppo

Management of Distribution Utilities in Implementing
9w/ Qa hNRSNA
e Management, Technicahnd Commercial features of

electricity distribution business

Break

Session 4

Course Introduction

e Management Models for private sector participation
power distribution

¢ Roles and Responsibility of stakeholders under differ
models

e Understanding of transaction structure

e Franchisee Business Operation

Broad level coverage of private sector participation models in
power distribution, stakeholders and their ed, transaction
structure of the private sector participation along with business

model of the franchisee

USAID SARI/ENERGY 5



REGULATION IN POWER DISTRIBUTION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIE

Session Outline

Day 2

Session No. ath Topt

Learning Objectives

Session 1

Power Sector Overview
e Importance of Power for sustainability

e Global Power statistics including Afghanistan

Importance of power and global power statistics includ

Afghanistan.

Break

Game/Quiz

Session 2:

Power sector structure
- Generation
- Transmission
- Distribution
- Trading

- Regulation

Issues and Challenges facing the Power Sector.

Structure of the power sector and the issues 4

challenges relating #reto.

Lunch Break

Session 3:

Social Economic, and Legal Rationale for Regulatior]
e Economic rationale for regulation
e Legal, and social rationale for regulation

e Monopoly and competition in electricity service

Monopoly and cometition in electricity service along wit

rationale for Regulation, Economic, Legal and Social.

Break

Session 4:

Regulatory Approaches and Related International
Experience
e Theories of regulation.

e International practices

Theories and International practices in Regulation
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REGULATION IN POWER DISTRIBUTION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIE

Session Outline :

Day 3

Session No. and Topic

Session 1

Learning Objectives

Recap of Day 2

Regulatory Institutions and Their Functions in India
e History and evolution of independent regulation in
India
¢ Role and functions of Central regulator (CERC
Central Electricity Regulatory Commission)
¢ Role and functions of &te regulators
e Appellate tribunals and courts inter-linkages with

regulators

Regulatory Institutions, both Central and State,
India, roles and functions, appellate tribunals al

courts and their interlinkage with regulator

Break

Session 2:

Regulatory Responsibilities for Consumer Protection
e Consumer protection against poor electricity services
¢ Rule making for customer service requirement
e Redressal system
e tNROSAa& 2F Ay @2t @dAy3

before andduring public hearing

y R

e Creating consumer awareness about their rights

| participation in regulatory process and consur

Regulatory  protection servig

NERNBaaAy3

against
02y &dzy SNJ

poor

awareness

Lunch

Game/Quz

Session 3:

Understanding Regulatory Process and its Impact on

5Aa0GNAOGdziAR2Y | GATAGEQA hLIS

e Conduct of regulatory procedures and process

e Rule making for furnishing information required by
Utilities / its functionaries

e Timely submiden of data on specified activities

e Transparency of decision making such as Public
hearings, Consultations with Stakeholders, etc.

e Publication of its Rules / Orders / Review / Approval

against its orders.

Conduct of regulatory procedures and proce

includng rule making, transparency in decisi

making and publication of rules/orders, etc
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Break

Session 4:

Distribution Reforms Issues, Opportunities, and Challengg
Issues, Opportunities and challenges relating
¢ Role of state governments in distribution reforms
distribution reforms, role of State Government
¢ Role of egulators and different stakeholders during at
Regulators and other stakeholders
after the reforms
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REGULATION IN POWER DISTRIBUTION AND COMMERCIACEATEMRIBUTION UTILITIES

Session Outline :

Day 4

Session No. and Topic

Learning Objectives

Session 1

Recap of Day 3

e Key problems in the power distribution sector
e Key issues and challenges d&ref the distribution utilities
e Legal and administrative requirements

e Electricity Act 2003 in India and its provisions

Problems, issues and chailtges facing the powe

distribution sector, legal and administratiy
requirements, Indian Electricity Act, 20@®d its

provisions,

Break

Game/Quiz

Session 2:

Role and Responsibilities of Junior and Middle Management]

5AaGNAOGdziAR2ZY | GAEAGASAE AY L

e Implications and penal action against lityi for non
O2YLX Al yOS 2F O2YYA&aarzy
directions

e Creating awareness amongst officials about the regulai

requirements and their role in process of compliance.

Understanding the role and responsibilities
officials of Distribtion utilities in implementing
Regulatory orders, implication for nerompliance

and awareness towards regulatory requirements

Lunch

Session 3:

Management, technical and commercial features of electrici
distribution business
the various technical

e Understanding aspects

distribution business

Understanding of the various technical features

electricity distribution business

Break

Session 4:

Management, technical and commercial features electricity
distribution business (Continued)

e Understanding the various commercial al

management aspects of distribution business

Understanding of the management an

commercial features of electricity distributio

business
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REGULATION IN POWER DIBITRION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIES

Session Outline :

Day 5

Session No. and Topic

Learning Objectives

Session 1

Recap of Day 4

Management models for Private Sector Participati in Power
Distribution
e PPP modes in Power Distribution

- Revenue collection Franchisee

- Operation and Maintenance Franchisee

Understanding the various modes of private sec

participation in electricity distribution sectol

concept of franchising, its rathale and

applicability to power distribution

Break

Session 2:

Management models for Private Sector Participation in Pow
Distribution
e Input Energy Based Franchisee

- Franchisee Process

Understanding of various francleis models, as

well as understanding the franchisee process

Lunch

Game/Quiz

Session 3:

Roles and Responsibility of Stakeholders under Franchi

model
e Franchisees Understanding the pectations, roles ang
e Government responsibilities of various stakeholders
e Regulator
e Consumer
Break
Session 4:
Understandingof transaction structure
e Bid process understanding
Understanding of bid process, due diligen

e Due diligence of various information in the RFP ang
commercial impacts

e General format to completed by the franchisee

. Contractual obligation

e Familiarity with standard agreement format

involved, formats to be filled up and contractu

obligations along with familiarity with thg

franchisee agreement

USAID SARI/ENERGY
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REGULATION IN POWER DISTRIBUTION AND COMMERCIALIZATION OF DISTRIBUTION UTILITIE

Session Outline :

Day 6

Session No. and Topic

Session 1

Learning Objectives

Recap of Day 5

operations
e Maximum price for purchase of electricity at which t

operation becomes viabl

Management Information System Understanding the need for monitoring th
e Understanding the need for reporting and monitoring franchisees and devising the  monitorir
e Formats used for monitoring mechanism along with formats

Break

Sessior:

Franchisee Businesgperation

e How to carry out various activities and their respective co§ Understanding of the business plan f
e Assess manpower requirement to carry out the busin| & dza G Ayl 6 Af Al @& 2T 0 K

operations and computation of the input energ

rate for viable business operations

Lunch

Session 3:

Franchisee Businessperation

e Fund avadbility and options

¢ Identify the prospective consumers, their estimated dema
and the price they can afford to pay for electricity.

e 9AGAYIGS FTNIXIyOKAASSQa 24y

e Estimated surplus that can be generated

Understanding of the Financial Model of tf

Frandisee business

Break

Session 4:

Feedback Session and Feedback form

e To understand the expectations of people from this train
and if those were met.

e Any new suggestionsopen discussion

e Feedback Forng A Questionnaire ésigned for assessin

the levels of understanding at the end of the workshop

Feedback Session

USAID SARI/ENERGY

11



1.1.

CHAPTER POWER SECTOR OVERVIEW

IMPORTANCE OF POWER FOR SUSTAINABILITY

Nowadays, we are totally dependent on an abundant and uninterrupted supplyvedpior
living and working. Powéras occupied sundamentalplaceto the quality of our lives.We

use it constantly at home, at work and for leisure.

We use power dailyto provide heat and electricity:
e in our homes for lighting, domestic appliancedetésions, computers, etc.;
¢ in factories to power the manufacture of the products we use everyday; and

e in cars, trucks, ships and airplanes to transport people and goods.

But once weonly had candles. they were used to light our homes before the intfizd
revolution. Wood or coal fires provided heat for cooking food and for keeping us warm.

Walking was then the only form of transport for most people.

Since then, a vast array of energy devices and systems has been developed. These transform
power from sourcesprovided by nature(coal, oil, gas, wind, sun and nuclear fuels) into

other forms that we can use.

It is a key ingredient in all sectors of modern economiey R | O2 dzy il NB Q&
development largely depends on the availability of powdowadays we take it for granted
that power is available whenever we want\WWe alsoexpect furthereconomic growthand

rising living standards.
With the ever growing populationpur power demandsare also increasingBy the year

2050, world-wide energy demad is projected by the World Energy Council to be at least

double its present level.

USAID SARI/ENERGY 12



Projected growth in world population and energy consumption

12 25
Population Energy Consumption

10 Develeping Countries
* Industrialised Courtries

2 “Developing Countries |

® Industrialised Countries)

o«

Population (EBillior
- L
Energy Consumption (Gtoe

il B I I

1920 2020 2090 1990 2020 2050
Source: World Enargy Council Source: World Energy Council

As perreliable predictionsby 2050, the world's population will have nearly doubled from its present
level. It will rise from around 6 billion to about 10 billipaople. Most of this growth, and much of

the increase in energy consumption, will occur in developing countries.

In order to meet and sustain economic growth and power demanawer supply has to be
sustainable and diverseA sustainable power supply, thoin the short and the longterm, is needed
for promoting both economic development and people's quality of life, as wefiraiecting the

environment

We also need a greater diversification of power resourdésve are largely dependent on one fuel

source, we risk price rises and supply disruptions.

Power is a precious resource which mustused more efficientlyand conservedlt is, therefore,
necessary that we encouragenproved energy efficiencyin our homes, factorigsoffices and
everywhere de.

1.2. GLOBAL POWER STATISTICS INCLUDING AFGHANISTAN

Following are the top ten world rankings for both production and consumption of electricity:

Ranking Production Amount Consumption Amount
1 United States 4,167,000,000,000 kWH United States| 3,892,000,00,000 kWh
2 China 3,256,000,000,000 kWt China 2,859,000,000,000 kwH

USAID SARI/ENERGY 13



Ranking Production

Consumption

4 Japan 1,082,000,000,000 kWl Russia 985,200,000,000 kWh
5 Russia 964,200,000,000 kWh | Japan 982,500,000,000 kWh
6 India 665,300,000,000 kWh | Germany 549,100,000,000 kWh
7 Canada 612,600,000,000 kWh | Canada 530,000,000,000 kWh
8 Germany 594,700,000,000 kWh | India 517,200,000,000 kWh
9 France 537,900,000,000 kWh | France 447,300,000,000 kWh
10 Brazil 437,300,000,000 kWh | Brazil 402,200,000,000 kWh

[Sourcehttp:/iwww.nati onmaster.com/graph/ene_ele_corenergy-electricity-consumptiori
The respective rankings for Afghanistan are given below :

Production

Ranking

Ranking

‘ Consumption

144 1,088,000,000 kWh 155

839,000,00kWh

Availability and consumption of energy (UK) iWWH

Public distribution system

Losses and | Sales of electricity to consumers

Electricity | statistical

available | differences Industrial | Domestic | Other
2008 355.46 30.02 325.45 | 102.11 118.18 105.15
Per cent change +0.2 +7.9 -0.5 -3.6 +2.7 -0.7
2008 February | 31.47 2.60 28.87 | 8.60 10.93 9.34
March 32.16 2.49 29.68 | 8.89 11.16 9.63
April 30.24 3.46 26.78 | 8.57 9.73 8.47
Total 93.88 8.55 85.33 | 26.06 31.83 27.44
2009 February | 29.78 2.46 27.32 | 7.74 11.01 8.57
March 30.09 2.01 28.09 | 8.17 10.89 9.03
April 26.34 1.98 24.36 | 7.40 8.80 8.15
Total 86.22 6.45 79.76 | 23.31 30.70 25.76
Per cent change -8.2 -24.5 -6.5 -10.6 -3.5 -6.1

USAID SARI/ENERGY

14



Existing Generation Capacity of US in MW

Energy Source Number of Generator Net Summer Net Winter
Generators Nameplate Capacity Capacity
Capacity
' Coal  [1470 336,040 312,738 314,944 |
Petroleum 3,743 62,394 56,068 60,528
Natural Gas 5,439 449,389 392,876 422,184
Other Gases 105 2,663 2,313 2,292
Nuclear 104 105,764 100,266 101,765

Hydroelectric
Conventional 3,992 77,644 77,885 77,369
Wind 389 16,596 16,515 16,541

Solar Thermal an
Photovoltaic 38 503 502 422

Wood and Wood

Derived Fuels 346 7,510 6,704 6,745
Geothermal 224 3,233 2,214 2,362
Other Biomass 1,299 4,834 4,134 4,214
Pumped Storage 151 20,355 21,886 21,799
Other 42 866 788 814

Total 17,342 1,087,791 994,888 1,031,978

Following are theenergy statistics fotndia

e 11" largest energy producer in the world

e CAGR of around 4.6% which is much le€8asy LJr NER (2 GKS O2dzyiNEQa
e Current Installed capacity : 1,43,311.01 MW

e Projected Installed Capacity (By 2012) : 2,12,000 MW

e Current Electrification rate : 44% (Too Low)

e Private sector share of power generation only 138bare expected to grow in near

future.

USAID SARI/ENERGY 15



GenerationC apacity
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[Source: CEA]
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[Source: CEA]
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1.3.

POWER SECTOR STRUCTURE

ower Reguiation
Ge:z::i:on Tra:sonv:ies;ion Dis:;::trion

1.4.

A Simplified Model of Power Generation to Power Distribution

Color Key: . Subsmtion
EBlack: Generation Step Down I ] Subtransmission
Elue: Transmission Transfrmer e Customer
Green: Distribution Transmission lines = 26KV and 69k
ThE, 600,345,230, and 138 kv
/ 7
. . T
Generating Station Primary Customer
13Kv and 4k

Al A

c . Transmission Customer
5,:':"“"9 138KV or 230KV
pUp
Transformer

POWER GENERATION

Electricity generations the process of creatinglectricity from other forms of energytor
electric utilities it is the first process in the delivery of electricity to consumers. The other
processeselectric power transmissiqgrelectricity distribution and electrical power storage
and recovery usingpumped storge methods are normally carried out by thelectrical

power industry

Electricity is most often generated at @ower stationby electromechanicabenerators

primarily driven byheat enginedueled by chemicatombustionor nuclear fissiorbut also

by other means such as the kinetic energy of flowing water and wind. There are many other
technologies that can be and are used to generate electricity such aslIsti{a? ( 2 @2t (I A O

andgeothermal power

USAID SARI/ENERGY 17



1.5.

The basic sources of generating power are :
e Fossil FuelCoal, Oil, Gas)

¢ Nuclear Power

e Renewable resources ( Solar, Wind, Wave and Ti

Geothermal, Biomass and Hydropower)

POWER TRANSMISSION

Electric power transmissiois the bulk transfer of electrical power (or more correctly
energy), a process in traelivery ofelectricityto consumers. A power transmissiostwork
typically connectgpower plantsto multiple substationsnear a populated area. The wiring
from substations to customers is referred to Bkectricity distribution following the historic
business model separating thveholesaleelectricity transmission business frogistributors
who deliver the electricity to the homé¥ Electric power transmigsn allows distant energy
sources (such asydroelectricpower plants) to be connected to consumers in population
centers, and may allow exploitation of legvade fuel resources such as coal that would

otherwise be too costly to transport to generating ifées.

High voltage 'm“m

Usually transmission lines uferee phasealternatingcurrent (AC).Single phaséC current
is sometimes used inrailway electrification systenHighvoltage direct currensystems are
used for long distance transmission, or some undersedesalor for connecting two

different AC networks.

USAID SARI/ENERGY 18
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1.6.

Electricity is transmitted at high voltages (110 kV or above) to reduce the energy lost in
transmission.Poweris usually transmitted aalternating currentthrough overhead power

lines Underground powetransmission is used only in densely populated areas because of
its higher cost of installation and maintenance when compared with overhead wires, and the

difficulty of voltage control on long cables.

A power transmissiometwork is referred to as a "grid Multiple redundantlines between
points on the network are provided so that power can be routed from any power plant to
any load center, through a variety of routes, based on the economics of the transmission
path and the cost of power. Much analysigime by transmission companies to determine
the maximum reliable capacity of each line, which, due to system stability considerations,
may be less than the physical or thermal limit of the limeregulationof electricity
companies in many countries h#sd to renewed interest in reliable economic design of

transmission networks.

POWER DISTRIBUTION

Electricity is generated at 11 kV by electrical generators which utilise the energy from
thermal, hydro, nuclear, and renewable energy resources. To tramdetitricity over long
distances, the supply voltage is stepped up to 132/220/ 400/800 kV, as required. Electricity
is carried through a transmission network of high voltage lines. Usually, these lines run into
hundreds of kilometres and deliver the powtto a common power pool called the grid.

The grid is connected to load centres (cities) through ateatsmission network of usually

33 kV (or sometimes 66 kV) lines. These lines terminate into a 33 kV (or 66 kV) substation,
where the voltage is steppedown to 11 kV for power distribution to load points through a

distribution network of lines at 11 kV and lower.

The power network of concern to the eader is the distribution network of 11 kV lines or
feeders downstream of the 33 kV substations. EattkV feeder which emanates from the

33 kV substation branches further into several subsidiary 11 kV feeders to carry power close
to the load points (localities, industrial areas, villages, etc.). At these load points, a
transformer further reduces the viglge from 11 kV to 415 V to provide the lasile
connection through 415 V feeders (also called Low Tension (LT) feeders) to individual

customers, either at 240 V (as singlease supply) or at 415 V (as thrplkase supply). The

USAID SARI/ENERGY 19



utility voltage of 415 V, -phase is used for running the motors for industry and agricultural

pump sets and 240 V single phase is used for lighting in houses, schools, hospitals and for

running industries, commercial establishments, etc.

A feeder could be either an overhead lineam underground cable. In urban areas, owing to

the density of customers, the length of an 11 kV feeder is generally up to 3 km. On the other

hand, in rural areas, the feeder lengthnmich larger (up t&d0 km). A 415 V feeder should

normally be restrick R

consumer end.

G2 o62dzi nop bLmodn 1YP ! yRdA

The Distribution System contains:

w

e

f2y3

a Subtransmissionsystem in voltage ranges from 33 kV to 220 kV. The energy goes

from power substations to distribution substationsrélugh primary system and then

from distribution substations to secondary distribution system for local voltage

distribution.

u Primary circuitsof feeders, usually operating in the range of 11 kV to33 kV, supply the

load in well defined geographical areas

a The distribution transformers usually installed on poles or near the consumer sites,
transform the primary voltage to the secondary voltage, which is usually 240/415 V.

a Secondary circuitsat service voltage which carry energy from the distribution

transfomers along the streets, etc.

Elements of Distribution System

The main components of the power distribution system and their brief descriptions are

givenbelow:

Grid Substation (GSS)

Power from transmission network is delivered toubs
transmission network after stepping down the voltage to 66
or 33 kV through 220/132/66/33kV Grid substations.

Subtransmission Network

Power is carried at 66 or 33 kV by overhead lines or undergrg

cables.

Power Sukransmission (PSS)

Power is stpped down by 663/11 kV to 11 kV for distribution.

Primary Distribution Feeders

Power is delivered from PSS through primary feeders at 11 o

USAID SARI/ENERGY 20



kV to various distribution transformers.

Distribution Substation (DSS) | Power is further stepped down by 1A kV transformers tc

utilization voltage of 415 V.

Secondary Distributiot It carries power from DSS at 415 V (240 V single phasi
Network various consumers through service lines and cables.
1.7. POWER TRADING/ POWER EXCHANGE

The instantaneous and pehigble nature of electricity, and the ephemeral and sporadic
demandsupply mismatch at geographical level, calls for a marketplace where surpluses can
be disposed off efficiently on a refiine basis to optimise resource allocation on shiatm

basis. Thishortterm tradinghas tobe organised on a transparent, equitable, and efficient

platform.

Power exchange provides an organised marketplace which offers standardised products to
the market. These standardised products make the market highly liquidturenas the law
of oneprice prevails for the commodity sold for the same time and the same place. Services

providedby a power exchange are:

A neutral and easy access to the marketplace;

. An automatic and, in most cases, interdetsed market interface tdeal with large
o amount information sharing;

. Clearing & settlement of deals;

o Security by being a safe counterpart;

o Accounting and billing of the spot market and other market products;

o Sharing of various information needed, or requested by the market [aatits;

o Offering of transactions at a relatively low transaction cost.

The power exchange offers several advantages over the conventional electricity markets.
Theadvantages offered by power exchange are:
o Competition: It brings the various players, conried through a grid covering large

geographical area, into a common marketplace and thus reduces the possibility of
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scarcity price enjoyed by sellers in a deficit area, and unfair consumer surplus enjoyed
by buyers in a surplus area.

Liquidity: It offers uriform pricing for the same product offered at the same time and
place.

Efficiency: Power exchange maintains strict anonymity about market participants
which prevents exercise of market power and tacit collusions.

Complete marketplace:lt offers a wide rang of products like products for spot
market, realtime balancing market, forward and future markets, contracts for hedging

risks, options and green power market.

POWER EXCHANGE MODELS

Various market models have been adopted by different electricity

markets. Australia (NEMMCO) has a mandatory power market whereas
countries like New Zealand (NZEM), Nordpool, BETTA (UK), PIJM (US

and IEX (India) are examples of voluntary marketplaces. Power exchang

models differ mainly in the following aspects:

Timing segience:lt is defined in terms of scheduling and time units.
SchedulingNordpool offers dayahead scheduling and @nte price settlement with a
separate market for reaime balancing whereas NEMMCO (Australia) offerstinsd

trade and expost settlemen.

Timing: Marketplaces like Nordpool, PIJM (USA), PowerNext (France), OMEL (Spain),
EEX (Germany) operate on hourly contracts. NEMMCO (Australia) offefsotidif
contracts whose prices are determined by a timeighted average of six 5 minute
intervalsfor clearing the market.

Pricing rulesMarketplaces like PIM, NZEM (New Zealand) use nodal pricing approach
in which the price at each individual node is calculated separately whereas NEMMCO,
Nordpool use zonal pricing approach where a set price is umeevery zone without

inner congestion.

Auction rules:A variety of auctions can be exercised in an electric power market. One
discriminating factor among the different auctions is the number of bidding sides. If
price bids from only one market sidenormally the sellers; are accepted, the auction

is called onesided. In contrast, a doubigided auction uses bids from both sellers and
buyers of the traded commodity. Auctions also differ in the way bids are handled, i.e.

whether they are disclosed to allagicipants or not (sealed vs. open auctions).
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1.8.

Nordpool exercises a vertical option in which the day is divided into 24 one hour
vertical blocks whereas marketplaces like Borsen (Slovenia), EEX (Germany) divide the
day into standard time blocks for basety peak load and offeak load.

o Market clearing:There are two general variants in this. First, uniform pricing provides
the same price for every accepted bid e.g., as in Nordpool. The price is set according to
the price limit of the last accepted bid. @ad, transactions can be priced in a
discriminatory manner (pagsbid pricing) e.g., BETTA (UK), with the price being the
limit of the accepted bid in question. OMEL (Spain) uses a different kind of pricing
mechanism in which the buyer of the highest lgets the electricity at the second

highest bid price (Vickery auction).

POWER REGULATION

Regulation refers to the participation by governments, either directly or indirectly through
government agencies and commissions, in the decision making procdssesimesses and
individuals. The impetus for government intervention may be purely economic, or it may
stem from broader social or environmental concerns. Worker safety and environmental
protection laws influence business decision making as much ast @cenomic regulation.
Utility regulation is the conscious effort to ensure that all partiesuppliers, customers,

government- N5 NBLINBASYyGSR Ay GKS 2@SNRAIKG | yR

terms of its =

Prices

o Service quality

o Implemertation of government policies

o Viability of the suppliers long term

o Protection of those lacking market power

. LyadAaddziazyFtATFTGA2Y 2F (GNIyaLl NByOe 9 NIz

welfare

Some of the recent developments in power regulatibave been the unbundling of
regulated entities into different business segments and financial independence of each
segment from the other so as to ensure that each segment has defined deliverable with

associated gains attached to it.
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Different types of pice regulation

u Rate of return (the cigar box method)

o All variable costs are passed through

o Utility is allowed specific return on its rate base

a Incentivebased regulation

o Price cap- utility is allowed a specific maximum price each year per unit sold
may be unbundled by segment or service (G, T,D) or metering/billing,
maintenance, etc.

o Cost cap limitation on allowable costs for certain services

o Revenue caplimitation of overall income of utility for services in a segment

ISSUES AND CHALLENGEBBATHE POWER SECTOR

With growing development in every sector of the world, the need for consumption of more
and more energy has also increased. One of the belsatlengesthe world is facing
currently, is to match the Demand Supply Curve of power. Bhidemands additional
resources for generation of more power to suffice the growing demand, but limited
availability of resources as well as growing concern for pollution due to thermal power
stations has added additional pressure to resorrenewableaswell asgreeneroptions of

producing electricity.

Along with this another challenge to overcome the problem of increasing demand is to
implement demand side management. Demand Side Management is basically more efficient
and effective use of energy at tleensumer end, by employing means such as use of energy
efficient appliances in the home including lighting, etc. This would insure more efficient use

of the available energy and hence reduce the electricity demand to a certain extent.
Another issue to béackled is to make the distribution utilities more financially viable, as the

financial instability of the same results in ineffective implementation of demand side

management.
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Some of the key issues which generally lead to low reveatidistribution uilities arex

o Average belowcost tariffs to support households or domestic enterprises
o Bad payments behavior by households, enterprises, or public entities (ministries)
. Theft and tampering with meters

o Transmission losses owing to insufficient maintenaamog investment

USAID SARI/ENERGY 25



CHAPTER BMPORTANCE OF POWER REGULATION IN POWER SECTOR

2.1. SOCIAL, ECONOMIC AND LEGAL RATIONALE FOR REGULATION

Introduction

The history of mankind is replete with revolts from public at large. These have been in
various forms. Whenevethe society does not continuously keeps changing, altering, and
updating the laws and regulations to suit to the new environment arising out of
technological developments, changes in the environments brought about by the nature, and

the ever changing a#rations of the mass. Therefore, there is no question mark on the issue

2F GaNB3IdA FGA2Yy 2F St SOGNAOAGE RAAGNAROGdzIAZ2Y &
just for all the stakeholders (viz., distribution companies, customers, and othersinumit

also be seen that they are just. The regulations must be justifiable on three main fronts, viz.,

economic, legal, and social.

There is a need to review the regulations at very short intervals and be alive to the ongoing
reforms in power sector. Hne has been no induction of new technologies, no adoption of

newer ways of providing electricity services. As the power utility sector is unbundling into

three entities¢ generation, transmission, and distribution followed by further splitting of
distribution utility into several manageable entities as corporations or private organizations.

The electricity regulatory commissions (ERCs) must keep amending the acts to capture such
changing scenarios. Even when the small manageable unbundled distribtitibesuhave

come into existence, they are undergoing modernization and refurbishment with new
G§SOKy2t238 AyRdzOlA2yaod ¢ Kdza (GKS NB3IdzZ I 2NE

Social Rationale

The regulation of electricity services must overcome the challerufesld beliefs and
practices and meet the present day requirements. In fact any consideration of social
rationale must inherently take into account economic and legal rationale. It is because, the
society has given birth to laws and the economics so the human being can coexist not
only with themselves but also with other living species like, birds, animal, and above all with

the prevailing environment with disturbing the ecological balance.
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The social implications of the regulation is quite com@a® so the expertise of an expert
on sociology may do good while formulating regulations for the electricity services. Such
YySSR Oly o0SGGSNI o0S dzyRSNERUG22R AT ¢S dG11S |

Sociology is a social science on the study of the sibgal of people, groups, and societies,
sometimes defined as the study of social interactions. It is a relatively new academic
discipline that evolved in the early 19th century. It concerns itself with the social rules and
processes that bind and sep&eapeople not only as individuals, but as members of
associations, groups, and institutions. Sociology is interested in our behaviour as social
beings; thus the sociological field of interest ranges from the analysis of short contacts
between anonymous itividuals on the street to the study of global social processes. In a
broad sense, sociology is the scientific study of social groups, the entities through which
humans move throughout their lives. There is a current trend in sociology to make it a more

"applied" discipline, applicable in areas such as-paoiit organizations and nursing homes.

The results of sociological research aid educators, lawmakers, administrators, and others
interested in resolving social problems and formulating public poliégst sociologists work

in one or more specialties, such as social organization, social stratification, and social
mobility; racial and ethnic relations; education; family; social psychology; urban, rural,
political, and comparative sociology; sex rolesl aelationships; demography; gerontology;
criminology; and sociological practice. In view of well definedasehs in sociology, the

ERCs may have to be very selective in empanelling right expert from this field.

The ERCs must regulate the electricigrvices so as to address issues of societal
importance, and must commit to the following principles of professional ethics and
standards: the right of all individuals to be treated with culturally sensitive respect and
dignity, regardless of their relatiship to the professional activities being conducted, the
right of customer to engage in free inquiry and to publicly clarify their regulation. The ERCs
must be sensitive to social beliefs and advocacy regarding an issue as it relates to their
ability to dojectively perform professional activities related to that same issue, the
responsibility of ERC members to evaluate the potential positive and negative outcomes of
their professional activities and act in a manner consistent with the principles of natural

justice.
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In other words, the ERCs must regulate by taking into consideration social behaviour of the
groups and social institutions people form, as well as various social, religious, political, and
business organizations. They should also account fobémaviour of, and social interaction

among, groups, trace their origin and growth, and analyze the influence of group activities

on individual members in the society. ERCs may be aware of the characteristics of social
groups, organizations, and institatis; the ways individuals are affected by each other and

by the groups to which they belong; and the effect of social traits such as sex, age, or race on

I LISNA2YyQa RIAf& fAFSO ¢tKS NBadzZ Ga 2F &a20h;
evolving regulation, which can help in resolving existing social problems arising out of

conflicts between various social groups.

Thus in the broader sense, the rationale for economic and legal issues could beet sdb

sociology. That is the reason fortheAcg Ay 3 2F GKS GSN¥Y a{20A2S02
study of the social and economic impacts of any product or service offering, market
intervention or other activity on an economy as a whole and on the companies, organisation

and individuals who are its ma@gctonomic actors. These effects can usually be measured in
economic and statistical terms, such as growth in the size of the economy, the number of

jobs created (or destroyed), or levels of home ownership or Internet penetration; and in

measurable sociderms such as life expectancy or levels of education.

Socioeconomics is itself not an economic theory (though it may use economic theories to
understand impacts); neither should it be confused with socialist economics. It is related to
but not idential with economic sociology. While its subject matter is essentially the same as
that of economic sociology, researchers identifying themselves as socioeconomists are likely
to take a critical stance towards netassical economics, regarding it as an mpkete and
perhaps politically tendentious account of human economic behaviour. It is perhaps best

viewed as a theoretical and ideological tendency within economic sociology.

The combination of economic and social factors that influence how an intervergitkely

to change a society will be unique to each situation, but generally may include, for example:

o Prevailing economic conditions
o Race or ethnicity
o The level of economic development and the extent of disparities within a society

o Political stabity and the relationship between government and judiciary
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o Levels of education, literacy and familiarity with technology
. Maturity and openness of markets
o Propensity for entrepreneurial activity

o Strength of tradition in terms of beliefs and behaviours

Examples of causes of socioeconomic impacts include new technologies such as cars or
mobile phones, changes in laws (such as the legal right to abortion), changes in the physical
environment (such as increasing crowding within cities), and ecological ehgsgch as
prolonged drought, or declining fish stocks). These may affect patterns of consumption, the
distribution of incomes and wealth, the way in which people behave (both in terms of
purchase decisions and the way in which they choose to spendtiimed), and the overall

quality of life. These can further have indirect effects on social attitudes and norms.

In specific cases, socioeconomics studies will necessitate identifying the specific relevant
factors, and understanding their status before amlken as a consequence of the

intervention.

Thus, the regulation of electricity services has social rationale, which leads us to economic

rationale.

Economic Rationale

The service provider (distribution utility) and the service receiver (customergsjvarenajor

players in the electricity service. The ERCs must regulate the electricity services to ensure:

. Financial viability of the DISCOMs, and

o Quality electricity service to various category of customers at reasonable cost.

The ERCs carry out this tixing the tariff after due diligence. The DISCOMs provide all the
data and information related to technical and financial details of the utility to the ERS. Th
information is available for any stake holder. A due process is followed as stipulattia by
ERC and the tariff is fixed after open public hearing. The transparency is maintained at every

stage and all the time.
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The Economics ofiftribution Utilities

There is no doubt that the iBtribution Utilities (DSCOMpmust be financially viableBut

the costof A Y STFAOASYOASAa Ay GKS dziAtAade OlFyQi o6S L
tariff. The utilities have been working in a different style before the ERCs came into
existence. The ERCs maintain a level playing field by givingesuffime to the utilities to
change/implement new methods by adopting better technologies in the system for
providing quality electricity services at international standard of efficiencies. The adoption

of better ways requires a host of actions:

o Trainng the utility personnel for upgrading their skill and preparing them to change
their methods and thinking. This is the major task for the utilities, because any
individual willing to accept the changes can always carry out his job in newer ways.
The traning should be an going regular process and become a culture and religion in
the organization. Training should start from the top and percolate down to
encompass each and every individual. It must be synchronized with the changes being
implemented in tle organization

o Planning, designing, and implementing the changes through new
technology/methodology adoption in the organization. Human resource identification
and training must be synchronized with implementation.

o The procurement of funds to implementeémew plans must be carefully streamlined.

Thee is no doubt that the regulation of utilities by ERCs must take into consideration the
inherent hurdles in implementing the changes in the utilities. The nation and the society
Ol yQiG I FF2 NRhe Rléctidiydzeivides.y Thé ¥lectricity has a much wider
implication. Without which the industrial wheel could come to a halt. The paralysing of
economic activity could and would lead many industrial entities sick leading to their closure
and scarcityof the product being provided to the society. This would in turn lead to
unemployment, which would lead to unrest and turmoil in the society. The chain of effects
would be endless. As the system dynamic expert would say that this waauldn

exponentiaLIN2 OS &4 f S RAy3 (2 SELX 28A0S arldz GA2yZ
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The Economics for Customer

Customers belonging to each and every sector need the electricity at reasonable cost.
{dzoaldl yGAlIf ydzYoSNI 2F R2YSaiAa bty d thaybaovidtdg OF y Qi
economically weaker section. They may have to be provided at lower cost. In order to
balance the earnings of the utilities, ERCs may resort to -suissidy or subsidy may be

provided by the government of the day. Further, thetcokinputs for several industries

OFyQi 0S8 KAIKSNI GKIFy GKS AYyGSNYyFdGA2ylf y2NY

forefront since the process of globalization has started in India.

Other Economic Issueompetition

The regulation must on @ hand address monopoly but also provide a fair chance of
competition. These are well known phenomenon. Monopoly leads to higher cost of
products and services with poor quality and the competition leads to lower cost and higher
gualities. However, boththe situation is fraught with dangers but of different types.
Therefore the regulation must be alive to these benefits and dangers. The regulation

requirement would be different for different states/ areas and different types of customers.

Legal Rationke

Laws and regulations are a major tool in protecting the rights of all the stakeholders of
electricity services. Once the law is enacted, an agency is supposed (as defined in the law) to
create and enforce regulations. It is because the laws oftenaldnclude all the details.

The ERCs are setup to create and enforce regulations in electricity services.

First, an authorized ageneguch as ER@ecides that a regulation may be needed. The
agency researches it and, if necessary, proposes a remulafihe proposal is listed so that
members of the public can consider it and send their comments to the agency. The agency
considers all the comments, revises the regulation accordingly, and issues a final rule. At
each stage in the process, the agempoyplishes a notice. These notices include the original
proposal, requests for public comment, notices about meetings where the proposal will be

discussed (open to the public), and the text of the final regulation.
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Once the ERC identifies the potentialedefor a regulation, it may form a workgroup. This
process can take time before an appropriate course of action is carefully and methodically

decided. It generally goes like this:

o Analyze the Problem

o Identify Options

o Publish Proposal.

. Review Public@nments

o Issue Regulation

Occasionally there are interim steps in this process. For instance, if the workgroup receives

yS6 RIFEGF FNBY (GKS Lzt AO Rdz2NAYy3a | O2YYSyd LIS
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Sometimes the workgroup might decide to take a new direction after receiving new data,
gKAOK OFy NBadZaG Ay | G{ dzLILX SYSydl f b23GAOS

workgroup might decide to draft a notice eldng public comment and information before
the proposal is even developed. ThisfudNR2 L2 al f Aa OFfft SR 'y a! ROy
wdzf SYF{Ay3¢é YR A& fa2 LlJzofAaKSR®

REGULATORY APPROACHES AND RELATED INTERNATIONAL EXPERIENCE

Designof Regulatory listitutions and Related International Experiences

Types of Regulatory Body Organizational Structures

An undeniably important component of regulatory best practices relates to the structure of
the regulatory organization. Being a best practice regulatot anly requires the
appropriate processes and principles to be in place, but also the resources and structure for
the organization to fulfill its role. In building the best organizational structure for a
successful regulator, the following aspects shdadckept in mind:

Staffing ¢ Knowledge Base

Regulatory bodies must have sufficient knowledge of the industry to be able to make

independent judgments. Without sufficient skills and knowledge the regulator is at risk of
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being dominated by industry play® who have far superior levels of knowledge and
information. Low level of industry knowledge and technical skills reduce certainty, trust and
confidence in the reliability and consistency of the regulator, and increases the risk of

regulatory failure. Bergy sector regulators need some or more of the following expertise:

o Economic skills and access to specialist skills

o General industry knowledge

o Detailed knowledge of the range of regulatory instruments available

. Quantitative and analytical skills in ord® carry out the cosbenefit analyses

o Technical expertise (e.g. safety and technical standards, quality and security of supply,

etc.)

Whole-of-the-Government Approach

A common frustration among stakeholders is caused by the inefficiency of havirgato d
with many different organizations that make up the regulatory jigsaw. This suggests the
need for a concerted wholef-the-government approach to regulation. A small number of
regulatory bodies and consistency in their approaches is desirable. Bhbefae the
adequacy of the regulatory regime is the degree to which it imposes costs, delivers benefits
and provides flexibility to reflect regional needs while at the same time providing consistent
regulation nationally. Fragmentation of the regulatorystem leads to the some of the

following concerns:

o Tendency to overegulate and increased costs

o Delineation of roles and responsibilities between regulators (e.g. an entity subject to
regulation may need to deal with different regulatory bodies for pdcior
environmental regulation

o Vague lines between spheres or areas of responsibility of different regulatory bodies

o Inefficient communication of information to consumers

o Lack of accountability for both the achievement of the objectives of regulatiortrend

financial consequences of regulatory decisions
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Clarity of Role; Avoidance of Conflicts of Interest

There is an imperative significance in separating policy making (i.e. the organization that
advises the Government on the rules to be adopted inrégulatory framework) from the
regulatory body which administers the rules. In other words, the organization that makes
the laws should not enforce them. ldeally, organizations should be structured to avoid such
conflicts of interest. A common regulatomodel supports the separation of the role of the
policy/regulationmaker and policy/regulationimplementer. For example, the Australian
Competition and Consumer Commission implements regulations that have been established
elsewhere in the Governmentn the UK water industry, there is a separation between the

standard setters, the quality regulators, and the economic regulators.

In formulating the best organizational structure and the most effective practice principles
and processes for a regulatorystitution, it is essential to consider what the various energy
sector stakeholderg regulators, utilities, and customers need or want from the regulatory

system.

PGAEAGASEQ bSSRa FNBY GKS wS3dzZ | G2 NY

o Clarity and transparency of regulation and wasfined regulatory objectives

o Efficient processes and procedures within the regulatory system

o Conducting industry consultation and inclusion of industry inputs into the processes
used by a regulator

o Consideration of the costs of compliance of regulatory decssion

o Elimination/avoidance of lack of predictability in regulation and inconsistent treatment
of market participants, which leads to confusion, and reduced efficiency and
effectiveness of compliance

o Commitment to objectivity and avoidance of prejudging issues

o Open, consistent and fair treatment of utilities

o Possession of industry experience, including a body of past precedents

o Preparedness to listen to arguments with an open mind in a public forum

o Flexibility and a preparedness to regularly update decisiodsnagans of regulation

o Accountability for decisions and appropriate mechanisms for appealing the regulatory

decisions
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o Willingness of the utilities to communicate and consult on proposals that are likely to
have regulabry implications

o Commitment to the regulatory framework

o Understanding of and the appreciation for sharing common objectives, such as
improving customer service standards and development of the industry

o Recognition of the legitimate role of regulators

o Cooperation in providing information on which reliable regulatory decisions can be

made

Consumer representatives desire regulatory systems that provide them with access to their

utilities, appropriate levels of consultation, and effective complaint resoluti@chanisms.

Principles of Best Practice Utility Regulation

The following checklist of best practice principles can serve as a basis for the development of
benchmarks by which regulators can examine their current and proposed regulatory tools. It
isimportant to note that some of the identified principles need to be balanced against each
other, such as flexibility and consistency. Whenever competing priorities are considered,
the decision may not be easy, but should be based on simple qule objective of
maximizing public benefit should be kept in mind at all times. The figure below also provides
a good illustration of possible tradeffs between required qualities for regulatory

effectiveness:

Best practice utility regulation principles incluthe following:

Communication

Effective communication assists all stakeholders to understand regulatory initiatives and
needs. Effective communication is both educational and informative, and can help build
commitment to regulatory initiatives through efter understanding of the regulatory

objectives and rationale. The regulator should always provide an explanation to enable

stakeholders to understand the background and rationale for a decision. If the sector
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participants have a good understanding pesific issues and policy objectives, it may lead
to effective self regulation. Communication processes to be established by the regulator,

should include all four standards below:

o Relevant and comprehensive communication requires the regulator to priole
information that addresses the key issues of importance to the stakeholder, in
particular, the effect of the regulation on the stakeholder.

o Accessible communication means providing information to the stakeholder that is in
an easily digestible format

o Timely ¢ communication involves the provision of communication before major
decisions are implemented, and in a way that enhances stakeholder involvement in,
and access to, processes and ensures that there is adequate time to hear and consider
opinions ad needs.

J Inclusiveqg communication requires that all affected stakeholders receive information
on regulatory decisions, rather than consultation taking place only with vocal or
powerful sectional interests who could unduly influence these decisions. iffeptyg,

there is a need to include consumers in communication processes.

Consultation

Effective and early consultation between regulators, customers and utilities is an essential
component for ensuring that appropriate regulatory systems are estaddisnConsultation
assists regulators to understand the implications of their regulations on industry
participants, and enables stakeholders to discuss the impact of regulation and suggest
alternatives and improvements. Benefits of consultation with stakeérs and helpful

principles for successful consultation include the following:

o Realistic timing of new regulatioriswhere stakeholders are not able to change their
practices immediately to comply with the new regulation, consultation should take
placewell in advance of the making of regulatory changes.

o Spirit of opennesg helps address issues of information imbalances between the
stakeholder and the regulator.

o Early/timely consultation¢ helps build commitment among stakeholders to the

regulatory stucture and reduce the likelihood of litigation.
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o Support for regulatory initiatives; can be promoted by including stakeholder
comments received during the consultation phase of decision making.

o Cost consciousnegsonce the government has announced its ipglobjectives, the
regulator should consult with industry to ascertain how the objectives can be best met
at minimum cost.

e | G2ARI YOS 27F Wdgzan defdbp du& s MdR of ©aisuliatiahhich is
counter productive in ensuring good servicelidery in the industry which should be

the central objective of both the regulators and the service providers (utilities).

Consistency

Consistency of treatment of participants across service sectors over time and across
jurisdictions is a key principléor providing confidence in the regulatory regime. This
principle is linked to the provision of consistent and fair rules that do not adversely affect

the business performance of a specific participant or a specific segment of consumers.

Predictability

The principle of predictability of regulation is an essential requirement for utilities to be able
to confidently plan for the future and be assured that their investments will not be generally
threatened by unexpected changes in the regulatory environmenThis principle is
particularly important in the utility sector, which is characterized by major infrastructure
works with long investment time horizons. Regulators need to appreciate thetéong
nature of assets and related investment decisionshia titility sector. The implementation
schedule of regulations that will affect the cost or price structure of market participants
must therefore be taken into account. Similarly there should be predictability with respect
to government policies on exteatities that are likely to have an impact on utility pricing and

investment, such as environment, technical, safety and social welfare policies.
Key mechanisms for providing predictability in regulation include the establishment of

decisionmaking critera that are well defined and the provision of clear timetables for the

review of standards and regulations.
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Flexibility

Flexibility involves the use of a mix of regulatory tools and the ability to evolve and amend
the regulatory approach over time as tlkgternal environment changes. This assumes that
the organization has knowledge of, keeps-topdate with, and is open to alternative
regulatory approaches. At times, courage may be required to implement new initiatives
rather than to recycle approacheghich can become a part of the culture within the public
sector. Flexibility also includes taking into account the local market conditions when
considering the design of regulations and rules. These local conditions include the extent of
infrastructure,the number of existing participants in the market, and the existence of-long

term contractual obligations.

Key mechanisms for providing flexibility in regulation include being open to alternative

regulatory tools and recognizing that conditions changer dwvee.

Independence

Regulatory decisions should be free from undue influences that could compromise
regulatory outcomes. The principle of independence is a necessary element in providing
stakeholders with confidence in the regulatory system, andrikell to achieving the
principles of consistency and predictability. Independence also has implications for
accountability and facilitates transparency in processes. A confident, independent regulator
will not seek to hide the processes used to reach slens. Independence, when openly

exercised, builds trust and confidence in the regulator.

Independence requires that regulators have the expertise necessary to make judgments
without undue influence from, or reliance on, market participants, politiciabs,

government policy makers.

Effectiveness and Efficiency

Best practice regulation should include an assessment of the cost effectiveness of the
proposed regulation, and an assessment of alternative regulatory decisions. Suitable

measurements should bestablished to monitor the benefits established through regulatory
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controls, and provide an assessment of the costs incurred by the regulatory body and the

service providers (utilities).

Accountability

Accountability involves the regulators taking respibility for their regulatory actions. This
requires the regulators to establish clearly defined decisiwaking processes and provide
reasons for the decisions issued by them. Supporting the degaisiking processes should

be effective appeal mechamis and adherence to principles of justice and procedural
fairness. The performance of the regulator should be regularly reviewed and there should

be an appeals mechanism in relation to regulatory decisions:

The performance of the regulator should be ewed independently, and assessed

against specific objectives to maintain integrity in the decision making process

o Periodic reviews should be conducted of how regulation can best be administered and
whether the existing bureaucratic arrangements are stiinpatible with achieving
regulatory goalsg financial viability and growth of utilities on one hand and the
provision of reliable and affordable service to the consumer on the other

o An appeals mechanism should be part of the best practice regulation iregnjatory
regime

o Stakeholders should have access to the regulators and appropriate staff in the

regulatory agency who have the decisioraking authority or have a substantial input

into the decisions

Transparency

Transparency requires regulators to lmpen with stakeholders about their objectives,
processes, data and decisions. Regulators should establish visible detakiimig processes
that are fair to all parties and provide rationales for decisions. Themaleng process and

all rules should & published and widely circulated to both the consumers and service

LINE GA RSNE® { dzOK 2L8yySaa OFy | &&Aad Ay 3JFAy
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There are circumstances in which it is impossible to provide infdomaty reason of its

confidentiality. The rules about treatment of information, including rules about what

USAID SARI/ENERGY 39



)

information will be regarded as confidential, or to which access will be restricted for any

reason, should be identified early in the decisioaking process and explain

stakeholders.

Best Fit Regulation Processes

Processes must be put in place to ensure that stakeholders understand the bas

ed to

is on which

decisions have been made, the nature of the information used to come to a decision, and

the type of analysis which has gone into the decision. An important threshold question for

the regulators is whether the regulation is required or if the problem to be regulated can be

best handled by the market, by some form of selfulatory mechanism, or blgome other

alternatives to the regulation. In many western nations (such as the United States and

Australia), government regulation is seen to less desirablehan either selregulation or

W[ MAKIRSR NBIdA FiA2y Q0

CASE STUDY

Putting Regulatory BesPractice Principles Into Practice

A welHunctioning regulatory system is one that balances accountability, transpar
and consistency. Accountability relates to the regulator not being entirely indeper
Regulators should be democratically acdaite for the consequences of their actio
(give reasoned justifications of their decisions), must remain within the law (not e
their legal powers), and must observe the rules on due process when arriving a
decisions (e.g. ensure that propemsultation occurs). At the heart of accountability

also the right of appeal. In the USA recourse is from regulatory commissions to the

ency
ndent.
ns
xceed
t their
is

courts

in cases of dispute. This reflects the reliance on legal oversight in the US constituj:on. In

the UK, the dcision was taken to minimize judicial involvement in utility regul
wherever possible. Regulated companies can take legal action through the cou
YFGGSNE 2F aRdzS LINRPOSaa¢s odzi 23G§KSNBA

Monopoliesand Mergers Commission.

ion
rts on
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In the UK tension between the companies and regulators has arisen where there has been

disagreement over:
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e The right of regulators to obtain information which they consider they need to

regulate effectively, but the companies calgsi the information to be eithefr

commercially confidential or too costly to obtain.

e The proper valuation of the cost of capital, asset values and appropriate rates of

return, which enter into the setting of the price cap.
e The extentto whichtheregulaid a K2dz R 6S | ff2gSR G2

[

particularly through a change in the operating license or through a change in

interpretation; for instance, what is the level of depreciation charge which can be

LISNYAGGSR (2 SydSswchrg2i2z | 02YLI yeQa

Another source of friction is the extent to which the regulator should favor new operators

over the incumbent firm so as to promote competition. Both British Gas and BT have

disputed the right of the regulator to obtain information and tajué&e the company ta

release information of value to potential competitors; water companies, for example,

have challenged the cost of capital applied by the regulator; and the electricity utilities

and British Gas have complained about regulatory changlaing to price cap setting.

In summary, regulatory governance is most soundly based in countries where there is a

tradition of professional public administration, low corruption and where a poli
decision to allow some degree of regulatory indeperwgecarries credibility. This was

in the UK, and despite some disagreement and friction, the result has been a reg

tical
SO

ulatory

system that has achieved a high degree of legitimacy. This is confirmed by the fact that

there has been no serious political e to alter the regulatory system fundamentally.

The Labor Government, elected in May 1997, was critical of some aspects

of the

regulation when in Opposition, but has now decided merely to alter a number of the

details of the regulation, not its subste& In many parts of the world, however, such

conditions do not exist. Where the institutional context is such that independent

regulation is not credible, the private investors are likely to require other metho
protecting their investments, such a®vereign guarantees, a froenhd loading of
investment returns, concessional contracts with agreed payments, and the like. In

words, investors protect their interests through other means than regulation.

¢KS !''YQa NBO2NREXZ | f Beyednotably iinkthe $IEA,ISONKNS \f

following:

ds of

other
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e Rules of the regulation game need to be set down clearly for regulators, prefera|bly by

statute;

e Regulators should not be open to summary dismissal (in the UK regulato
appointed under fixederm contacts normally for five years in the first instance g
cannot be dismissed in the meantime, except for improper behavior as set down
legislation);

e Appointments to regulatory bodies should be on the basis of ability and not b
result of politich patronage (UK regulators are selected by Ministers but
demonstrated independence of government after appointment);

¢ Regulatory offices should be adequately staffed in terms of required skills (eco
financial and engineering expertise);

¢ Regulavbry offices should have adequate budgets to pay competitive rates to af
appropriate staff and to finance their proper functions, while maintaining t
AYRSLISYRSyOSo CKA& dzadzZtte Ayo@2tQ
political control.¢ KA & A& LJ NI AOdz I NY¥ @ AYLR2NILy
a political decision, capture of regulation by politicians is more easily achieved, i

it may be inevitable. In the UK, budgets are linked to license payments by reg

[S are
ind

in the

e the

lave

nomic,

tract

heir

S a

ndeed

ulated

companes and there has been no case of a government attempting to alter a

NE3Jdz F §2NR& 06dzRISG G2 3JLAY AyTFi dzSy(
regulator are covered by the licensing fees with no dependence on the public b
This provides the gulator the financial independence needed to counter any ur

government or political influence.

An effective regulatory system meets customer and shareholder needs; mai
efficiency and investment incentives; minimizes regulatory uncertainty akdp@rmits
the management of companies the maximum freedom to manage their businesse
the minimum of regulatory compliance costs; and is administered by the regulatory |

and government efficiently with low transaction costs.

The legitimacy of aegulatory system depends upon public confidence and is asso
with proper accountability, transparency and consistency. Accountability means
regulators, while having a large degree of dayday operational independence, wo
within clearly ageed rules and are democratically accountable for their acti
Regulators should be required to justify their decisions both to the industries and

general public (in the UK though Parliament). Transparency requires that all re
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parties aremvolved in the process by which regulatory decisions are reached. Consjstency
requires a high level of uniformity and continuity in regulation so as to avoid unplegsant

surprises for investors and to develop trust. In the UK, the general rules of thetoegu
game are set out in legislation and further detail is added through the terms of the

operating licenses.
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