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Abstract

We evaluate a set of contractual adjustments, rene-
gotiationsand disputesthat haverecently taken place
in different public utility industries in Argentina,
considering:

C whether the decisions analyzed are inside the
initial contract or represent a modification of it;

C whether they were motivated by unexpected
shocks, by “loopholes’ intheinitial contracts, or
just responded to a contractua failure (holdup
by one of the parties);

C theactorsinvolved in the disputes and “ produc-
tion” of these innovations; and

C how these disputes were resolved.

The evaluation distinguishes three dimensions: i) the
degree of respect to the letter and spirit of the exist-
ing contract; ii) the effect on static and dynamic
efficiency (intermsof welfare); and, iii) thetransfers
between users and regulated firms, on the one hand,
and among different types of users, on the other.

The lessons from the twelve cases observed are the
following:

C adeficient design of contracts setsup theway to
very likely renegotiations, putting more pressure
on the regulatory task;

C dmilar effects emerge from poorly designed
(automatic) cross-subsidies or insufficient
competition in the award process;

C highly visible sectors (in which consumers feel
the impact of the regulatory measure imme-
diately) present an environment in which regula-
tory adjustment of the contract is more equili-
brated; and

C consdering federa regulation, the solutions to
these conflicts appear to be biased towards the
objectives of the regulated firms (except mainly
for the more autonomous regulatory agenciesin
the energy sectors), whereas the two cases with
provincial regulation show an opposite bias.



Public Utilities Regulation in Argentina

Since 1990 Argentina has experienced an unprece-
dented process of transfer of services and publicly
owned firms to the private sector, both by selling
assets and by contractual agreements (concessions)
with or without exclusivity. In general, but not
always, the sectorsinvolved have been characterized
to some degree by economies of scale and scope,
which, in turn, required the direct regulation of the
private firms. According to the weak reputation and
institutional background of public policy in Argen-
tina, contracts intended to be very specific about the
way inwhichtariffs, quality, investment, exclusivity,
etc., would have to evolve over time. Yet, some
discretion was left to the newly created regulatory
bodiesto adjust those contracts according to unfore-
seen developments. Nevertheless, the economic
context in which the initia privatizations were
carried out did not alow the timeto refine terms and
many loopholes remained. Naturally, those unfore-
seen events have come to pass, and regulatory
agencies have had to use their discretionary powers.
In some cases, the alleged modifications in the
environment have given place to renegotiations
regarding the method of adjustment of tariffs, the
extent of exclusivity, and the character of investment
and expansion, beyond the authority of the regula-
tory agencies, causing the intervention of public
officials.

In this paper we evaluate a set of contractual adjust-
ments, renegotiations and disputes that have taken
placein Argentinasince 1991. Our approach covers
different aspects. First, we consider whether the
decisions analyzed are inside the initia contract or
represent a modification of it (i.e., are outside the
initial contract). Second, we discuss whether they

were motivated by unexpected shocks (which were
very difficult or even impossible to foresee), by
loopholesintheinitial contracts (ambiguities) which
shouldn’t have existed, or just responded to a con-
tractual failure (holdup by one of the parties) to
respect theinitial contract. Third, wedescribebriefly
the actorsinvolved in the disputes and * production”
of theseinnovations, i.e., theregulatory agencies, the
ministries involved, the legidators, the industry
associations and regulated firms, the consumer
representatives and advocates, etc. Fourth, we
describe how these disputes were resolved. Fifth, we
evaluate the solutions in three dimensions: i) the
degree of respect to the letter and spirit of the exist-
ing contract; ii) their effect on static and dynamic
efficiency (interms of welfare); and iii) the transfers
between users and regulated firms, on the one hand,
and among different types of users, on the other
hand.

Table 1 shows a summary of the twelve cases
included in the paper. While not all the cases consti-
tute renegotiations of the original contracts (i.e.,
some represent contractual interpretations by the
regul atory bodies), thecommon feature of all of them
isthat the decisions analyzed could have been differ-
ent and therefore some discretion was used, calling
for an evaluation and explanation regarding their
characteristics. Also, sincethey differ intermsof the
sectors and technica characteristics involved, the
impact and visibility in the press, the direction of the
final decisions, the reactions by the owners of the
regulated firms, thejurisdictional level of the author-
ities involved, etc., some lessons can be expected
from their comparison.



Table 1: The Twelve Cases Studied

Tariff Structure Required Competition Global
and I nvestment and and Renegotiation
Adjustment Expansion Exclusivity
Energy: 1. Retained gas 3. Passthrough
Natural Gas of gas
2. Pass-through purchased
of gas costs from different
basins
3. Useof TFPiIn
the setting of X
in‘97
Energy: Expansion in
Electricity transmission
Water and 6. BuenosAires Buenos Aires: 9. Renegotiation
Sewerage Acceleration of Acceleration of and cancella-
expansion in expansion in tion of contract
‘04 ‘04 in Tucuman,
‘97
7. Determination Corrientes:
of infrastruc- Exit (sdeto
ture charges local investors)
in‘95
Telecom 10. Tariff 10. Tariff
rebalancing in rebalancing in
‘97 ‘97
Railways 11. Renegotiation
of freight
concessionsin
‘97
Maritime 12. Renegotiation
Ports in the Port of
Buenos Aires
due to strong
competition




The Natural Gas Sector

Following the privatization of Gas del Estado SA.
in1993, natural gasin Argentinaisprovided through
eight private distribution companies,® all of which
are supplied from the three main production areasin
the country (Norte, Neuquina and Austral) by two
different pipelines (North and South). The economic
actors in those segments are different, i.e, the
industry was vertically separated to favor the devel-
opment of competition wherever it was technol ogi-
cally and economically feasible. In particular, large
industrial users may buy gas directly (through
brokers) from producers, bypassing the DCs, either
commercially or physicaly.

Degspite this regional separation at the distribution
level, regulation of transportation and distributionis
centralized at the federal level, and it is carried out
by the Ente Nacional Regulador de Gas
(ENARGAYS), an autarkic entity created at the time
of privatization. ENARGAS decisons are con-
strained and guided by theregulatory framework and
operation licenses. Upstream, i.e., at the production
fields, prices are set competitively by various pro-
ducers, although themost important one—Y PF—has
more than 50 percent of the market, raising some
concerns about the degree of actual competition
taking place.? In accordance with Law 24.076 and

1 DCs, which soon will expand to nine, as provision of natural
gas will be available also in the Mesopotamia region.

2 Two of the cases of regulatory conflict analyzed in this paper
relate to thisissue. Thefirst wastherejection by ENARGAS
of the request made by the DCs in January 1995 to pass the
increase in the wellhead cost of gas to consumers. The second
was adispute, also in 1995, over the proportion of gas bought
from different basins, implying different cost of gas to be
passed through, as the DCs reported that the cheaper gas was
being sold to unregulated activities. Thus, the first conflict
dealswith anissue of tariff structure and adjustment, whilethe
second has an element of competition and the interaction
between regulated and unregul ated segments. See cases 2 and
3.

Presidential Decree1732/92, ENAR-GASisrespon-
sible for approving tariffs (i.e., margins) for trans-
portation, tariffsfor final users, and the pass-through
of gas costs. It also verifies safety and quality
requirements, environmental conditions, etc. Up-
stream activities are regulated by other federal and
provincial agencies. The Executive grants transpor-
tation and distribution licenses for 35 years, renew-
able for 10 additional years, at the end of which a
new auction will have to be carried out to determine
which private entitieswill continue to provide trans-
portation and distribution services.

CASE 1:
RETAINED GAS

Retained gas is the percentage of transported fluid
used as an input to transport the gas fromthe fields
to the city limits.® Since 1994, the market price of
natural gasinthefieldsin Argentinaincreased faster
than the index of international prices used as a
reference to adjust the price cap for DCs* As a
result, the DCs have asked ENARGAS for an
increase in tariffs to fina usersin order to compen-
sate them for the higher-than-expected cost of the
retained gas. The percentage of retained gasin tota
gas transported has admittedly remained constant,
and thus the claim is only due to the change in
relative prices. It could also be argued that given
initial conditions in the production fields at the time
Gasdel Estado was privatized, when priceswere set

3 That is, transportation companiesrent their pipelinesto DCs.
Only 97.5 percent of the natural gas purchased from producers
isactually sold tofinal users, the difference being computed as
acost of transportation. The DCs pay for this cost. Therefore,
thetransportation compani esare not affected by the percentage
of “retained gas’ or by itsprice.

4 DCsbuy most of their gas on along-term basis and therefore
the significance of the spot market is only relative. Neverthe-
less, werefer to the market price of gasin order to simplify the
exposition of the problem.



by public authorities and were judged to be too low,
the faster increase in the price of gas had to be
anticipated at the time of the privatization. The case
has been managed so far within the scope of bilateral
rel ations between the DCs and the regul ator, without
the involvement of “ external parties to the sector”
(such as the ombudsman, political representatives,
consumer groups, etc), mainly because of
ENARGAS rejection of the DCs' petition.

The conflict in this case arises from a difference
between the DCs and the regulator regarding an
issue which is not explicit in the regulatory
framework, i.e., the decision analyzed was part of
theinitia contract but there was a dispute about its
interpretation. In effect, the contract has no mention
of the index to be used in order to adjust the cost of
retained gas, even though the transportation licenses
establish explicitly that the tariff for transportation
will be adjusted according to changes in the U.S.
Producer Pricelndex (PPI). The DCsdemanded that
the price of retained gas be adjusted by the actual
price paid for thisinput, and ENARGAS authorized
only an increase equivalent to observed changes in
the PPl (which were smaller).

Whether retained gas is a transportation input and
should be adjusted by the PPI, or a commercialized
gas which should be adjusted according to changes
initsown prices, isadebatableissue. Theregulatory
framework supports both aternatives. The DCs
highlight the second paragraph of article 41 of Law
24.076 which says that “transportation and
distribution companies will be alowed to reduce
totally or partialy the profitability contemplated in
their maximum tariffs, but they haveto recover their
costsin any case.” This, in turn, alows them to ask
for tariff adjustments due to objective, justified, not
repeating and not previoudy anticipated reasons
(following article 46 of Law 24.076 and
accompanying legidation).®

5 It could be argued that, since the problem could emerge in
following periods, it would berepetitiveand thereforethe DCs
would not havetheright to petition for an adjustment in tariffs.
However, it should be understood that once this decision is
made, there would be no further need to modify the
(conceptual) regulation in the future, and then it should be
considered as non-repetitive.

On the other hand, Law 24.076 (article 37) aso
specifiesthat tariffsfor gas consumed by fina users
are the sum of the price of gas paid to producers, the
trangportation margin and the distribution margin,
whereasthe application of thislegidation (by Decree
1738/92) defines the transportation margin as the
remuneration of that service in its different
alternatives and regardless who contracts it (i.e., it
includes the DCs). In turn, the licenses for
trangportation indicate that these tariffs will be
adjusted every six months according to observed
changesinthe PPI, and every five yearsaccording to
efficiency and investment parameters. However, in
no case is it established that the price of gasis an
element of judgment to be considered in such an
adjustment. In other words, the cost of transportation
is defined as independent of the price of natural gas
in the fidds. Findly, the distribution licenses
establish that adjustments for the variation in the
price of gas purchased have to be computed in
relation to the number of cubic meters consumed
(point 9.2.2.2). Accordingly, changes in the cost of
the gas purchased by the DCs are passed through to
the fina tariffs only on the basis of the fina
consumption of it. This leads to the conclusion that
the difference between the volumes of gas purchased
and sold is implicitly defined as a transportation
input® whose periodic adjustment responds to
changesin the PPl and not to changesin the price of
gasinthefields, thus supporting the position adopted
by the ENARGAS.

Thus, in principle, there are conflicting arguments
which demand an analysis. However, the position
defended by the DCs has an important weakness: if
an index other than PPl is used for a transportation
input, then it would be possible to question whether
other inputs (different from gas) should be
effectively adjusted by the PPI. For example, it
would be admissible to adjust the cost of some
materials of construction by the price of sted, the
cost of labor by awage index, etc. Thiswould be a
violation of the price-cap rules. Since the contract
opted for the adjustment of tariffs according to the

 Even though the transportation companies do not intervene
by purchasing gasfrom producersto useit in thetransportation
process as retained gas.



PPI (avoidinginformation and incentive problems of
cost of service regulation), without distinguishing
among the different inputs to the process, it is not
appropriate to differentiate among them when this
proves to be convenient for one of the parties.
Furthermore, regarding the second paragraph of
article 41 of Law 24.076 previousdy mentioned, it
has not been established that tariffs haveto allow for
item by item cost coverage. Therefore it can be
interpreted asarequirement over global costs. Thus,
economic arguments support ENARGAS rejection
of the DC's petition.

Summing up, from the regulatory point of view it is
admissiblefor the distribution companiesto petition
for an adjustment in the regulatory practice, but the
economic arguments do not support their position. In
that sense the decison adopted by ENARGAS
(namely, to refuse the change in the formulas for
adjustment of the fina tariffs by indexing retained
gasto the price of gasin thefields) was correct, both
because it respected the existing contract, while
avoiding undue transfers from users to regulated
firms or among different users, and because it
respected the price-cap spirit of the contract, at the
same time that it reduced the scope for future
demands of contract renegotiations when market
conditions are unfavorable to the regulated firms.

This decision can be explained by three factors.
First, the relative (economic) magnitude of the
conflict sincethe adjustment clauserefersto an input
that representsapproximately 2.5 percent of total gas
costs, which prevented strong participation of
interest groups. Second, the opposite decision would
have meant achangein existing practiceswhich was
not supported by economic considerations. Third, the
characteritics of the industry and the design of the
regulatory agency, as described in Urbiztondo,
Artana and Navgas (1997), do not introduce
incentives for ENARGAS to bias its objectives
toward those of the regulated firms.

CASE 2:
PASSTHROUGH OF GASCOSTS

After the price at the wellhead was deregulated in
January 1994, there was a slow but perceptive
upward adjustment in prices, as Y PF started to raise
its quoted price a the Neuquina basin. The DCs
reacted as if the pass-through mechanism were in
place and, as contracts were renewed, they
considered the new prices at the wellhead in their
request for adjustment in the tariffs to final users.

The conflict took sometimeto arisedueto thetiming
of natural gas price adjustments. The regulatory
framework in Argentina has a seasonal adjustment
scheme of prices according to the winter/summer
pattern of consumption. These changesin pricesare
first proposed by the DCs, and then go through a
public hearing mechanism in which different agents
(consumer associations representing industrial and
residential customers, the ombudsman, etc.) express
their views and ENARGAS makes afina decision.

The DCs wated until evidence of new, more
expensive contracts was enough, presumably
expecting some opposition from ENARGAS. In
September 1994 (summer) revision, the DCs asked
for increasesin the end-user price of gas at atime of
the year when it was expected to be reduced because
of seasonal factors. ENARGAS rejected the request
arguing that prices could not rise during the summer.
Later, in the May 1995 (winter) revision,
ENARGAS started to accept, albeit partialy, the
request for increases. But in September 1995, again
in a summer revision, ENARGAS rejected further
increases arguing that similar increases had been
rgjected during a previous summer hearing. In this
case, the audience at the hearing was more hogtile
toward the adjustment and ENARGAS (in its
revison of the hearing) mentioned the problem,
suggested by many participants, of the excessive
concentration and market power exercised in the
upstream segment of theindustry. Y PF, aparticipant
in the hearings, smply denied those allegations.
Finaly, in the winter 1996 revision, ENAR-

GAS again alowed the increases asked for by the
companies. The DCs claimed compensation for the
late recognition of pass-through costs, but this was



denied.

Thedecision of ENARGASto interferewith or delay
the adjustment of coststhat were outside the control
of the DCs had a different impact on each (of the
eight) distribution companies. In a previous pape,
we estimated that between 1993 and 1995 the
alocation of gross margins in the industry (among
producers, transport companies and DCs) was
changing against the DCs, presumably due to the
incomplete pass-through episode of 1995 and other
reasons.” However, some firms like Metrogas
(serving themain metropolitan areaof BuenosAires)
were observing a heavy fall in gross margins, while
for othersthelosseswere very small. Thisdifference
had to do with previous decisions by companies to
enter into pay or take contracts in order to secure
supplies. Thus, it is not surprising that the conflict
between ENARGAS and the DCs was not
generalized, some of the firms tended to accept
(under protest) the regulator’ sdecision, while others
(like Metrogas) presented astrong legal case against
it.

On the other hand, the transportation companies
were relatively immune to this regulatory dispute as
they simply transport more gas at a regulated rate
and pass-through issues are not relevant (except
regarding the easticity of demand in the end-users
market, as higher final tariffs mean less consumption
and transportation). In fact, as the demand for
natural gas was growing aong with the fast
economic performance of the country, the financia
performance of the transportation companies
improved.

Analysis of the Case

Starting from the analysis of the regulatory

7 See Artana, Navajas and Urbiztondo (1997). Between 1993
and 1995 the unitary gross margins (estimated as sales net of
gas and transport costs, per cubic meter) of the DCs (taken as
agroup) reduced by almost 12 percent. Intotal grossvalue, the
DCs revenues were reduced by amost 43 million dollars,
representing 5.5 percent of the 1993 gross total margin of the
DCs. But not al the DCs experienced a reduction between
1993 and 1995. The bulk of thisreduction was concentrated in
Metrogas, whose unitary gross margins dropped by 27 percent.

framework in Argentina it becomes clear that the
referred dispute is not one due to a problem of
vagueness of procedures as the Law as well as
complementary Decrees are quite unambiguous on
the issue of pass-through.

Article 38 of law 24.076 states in its clause a) that
the tariff must provide transport and distribution
compani essufficient revenuesto cover al reasonable
operating costs, aswell astaxes, depreciation, and a
reasonable profitability (even though this is not
guaranteed). Initsclausec) it statesthat ENARGAS
can limit the pass-through of the costs of acquisition
of natural gasif the prices obtained by one company
exceed those negotiated by other companies in
similar conditions according to ENARGAS

judgment. Further, in the clause d) it states that
tariffs will provide the minimum cost for consumers
compatible with security of supply.

Article 37, clause 5 of Decree 1738/92 (establishing
the operative rules of the law) states that variations
in the price of gas will be passed to the customer’s
tariff in such away that they do not result in losses
or gains to the distribution or transport companies.
Finadly, clause 7 states that ENARGAS can not
suspend, limit or reject tariff adjustments except
whenthereareerrorsin estimates of increases, errors
inthe procedures applied or in the case contempl ated
in Art. 38 (noted above) of the law. However,
according to this article ENARGAS will not follow
an automatic procedure of minimum cost when it
applies clause c) of Art. 38 of the law, but it rather
will look at dal the circumstances of the case,
including observed market pricesfor similar volumes
and conditions.

Summing up, limitations to pass-through costs are
restricted to a single case: when the DC is paying
more than what is being obtained by another
company under similar buying conditions. No clause,
section or part of thelegidlation mentions summer or
winter periods or that the concentration of supplies
at the basins could be used to reject increases in the
cost of gas.

The regulatory framework allows ENARGAS to
reject pass-through of gas costs only if it can prove



that the gas is being bought at prices higher than
other offers. The legidation makes clear that the
burden of the proof lies with ENARGAS. On the
contrary, in the resol utions taken by the ENARGAS
to restrict the increases, thereis no reference to any
price differential.

Itisclear that inthiscase ENARGAS nterpreted the
regulatory framework so asto signal a policy of no
automati c pass-through. Thisisconsistent with other
regulatory experiences and with the economic
incentive problems associated with automatic
passthrough.® But it is also clear that in so doing it
was moving beyond the written legidation, which in
Argentina—with high costs in the use of judicid
procedures—plays an important role of limiting
regulators from behaving in an opportunistic way.
Regulatory agenciesin the United States and Canada
allow automatic pass-through of gas costs but in
many cases require aprevious hearing. According to
information provided by NARUC (1995), there are
automatic pass-through mechanismsin 49 out of 51
districts, even though 16 districtsrequire evidenceto
be presented before a public hearing.

The difference between the US (and aso the UK)
and Argentine cases lies in the existence and

8 Arguments in favor of alowing an automatic 100 percent
pass-through are examined, for example, in Armstrong et al.
(1994) and are based on the desirability of avoiding excessive
exposure of firms to fluctuations in the cost of gas. This
argument can be reversed if one considers that consumers,
particularly residential ones, are more risk averse than DCs.
On the other hand, arguments against allowing automatic 100
percent pass-through rest on weak incentivesto minimize costs
or search for lower prices, or to consider aternatives that
smoothen the seasonal fluctuation of prices (known as peak-
shaving) that involve investment expen-ditures (see Price,
1995). Finally, a different argument against an automatic 100
percent pass-through, explored in the next case, isbased onthe
anti-competitive bias that the mechanism can have if used by
the firm to price products outside the regulated segment. In
particular, the higher cost of gasto supply the regulated market
might allow a lower cost of gas to sell in the competitive
market, cross-subsidizing entry-deterrence by the regulated
firm. Fromapositive viewpoint concerning theactual behavior
of regulators, there is the Joskow’s asymmetric hypothesis
whereby regulators are reluctant to authorize price increases
and are less concerned with price reductions (see Joskow,
1974; and Hollas, 1994).

development of awholesale market that can provide
information on spot prices. Thus, proposals to
abandon auditing of contracts and instead relying on
spot market information (e.g. Sutherland (1993)) are
dtill difficult to implement in Argentina.

In fact, this is one reason to explan why the
executive power in Argentina issued a presidential
decree (1020/95) to promote the creation of a spot
wholesale market. The decree provided DCswith an
optional mechanism whereby they can accede to an
automatic pass-through of gas costs regarding a
“reference” price quoted in the Mercado de Corto
Plazo de Gas Natural (MCPGN). This reference
price is set for each basin by ENARGAS according
to observed transactions and is different from the so-
caled average basin price (which is a weighted
average of existing, old and new contracts). The
proposed scheme operates in the following way: if
thefirms buy gas above the basin average price only
50 percent of the difference is recognized in their
tariff, while if firms buy below the reference price
they can hold 50 percent of the difference. Prices
(bothreferenceand average basin) to beincorporated
in the automatic pass-through are made public in
between seasonal adjustment hearings. As can be
seen, the decree attempted to incorporate the pass-
through mechanism into the seasonal adjustment
hearing so as to avoid increasing the number of
hearings beyond the two normally contemplated in
the regulatory process.

In October 1995 ENARGAS passed resolution
NE207 and started implementing the mechanism and
setting the reference and average basin prices that
could be used between October 1995 and May 1996.
For instance, reference prices at the Neuquinabasin
were set around 2 percent bel ow average basin prices
in order to give the DCs incentives to seek price
reductions. However, the decree 1020/95 mechanism
was not chosen by the firms and, as a result, was
seen as a failed attempt to creste a wholesale spot
market. In the meantime the presence of YPF as a
price setter remained unquestioned.

Two other actors were involved in this dispute,
consumer groups pressing for no tariff increases and
upstream firms like Y PF whose decisions to adjust



the wellhead price at the Neuquina basin was the
starting point of the conflict.

The evidence shows for Argentina that natural gas
pricesfor different customers are reasonable both in
historical and international terms. Strong subsidiesto
resdential customers were eliminated before
privatization and, therefore, there was no issue of
rate rebalancing (as in telecommunications).
Consumer interest groupswererel atively quiet given
that theincreaseintariffssince privatization wasdue
to factors outside the regulated part of the industry
(regulated margins in distribution had adjusted
downwards), such asthe VAT rate increase of 1995
and, to a lesser extent, to the cost of gas at the
wellheads.

Additionally, as Table 2 indicates, internationa
comparisons of tariffs look favorable. Both final
prices and gross margins (for transport and
distribution taken together) show reasonable values
when compared to similar figures available for the
US.° Itistherefore not surprising that there has been
no serious criticism of the level and structure of gas
tariffs and that ENARGAS has managed to sustain
the current situation by not allowing changes (even
when they were due to a legitimate claim to apply
pass-through clauses). However, Table 2 a so shows
that the tariff configurationin Argentinais based on
a lower wellhead price. Perhaps this was the point
observed by Y PF to pressure for an increase. While
in the hearings and resolutions ENARGAS has
indirectly admitted the existence of a price setter
upstream, it has decided not to accommodate
increases at the cost of creating regulatory conflicts.
Given that gas production was supposed to be a
competitive activity and remains outsde the
regulatory framework, the real conflict or lack of
coordination seems to be between downstream
regulation and upstream gas-to-gascompetition. The

o The figures are even more favorable when pricesin Europe
(UK, France and Germany) are included in the comparison

case showsthat perhapsthereisneed for aninterplay
between regulatory and competition policy
ingtitutions (represented in Argentina by the
Comision Nacional de Defensa dela Competencia)
that has not taken place yet.

CASE 3
DIFFERENT SOURCES OF GAS
FOR DIFFERENT USERS

Each DC buys gasfrom different basinsand usesthe
availabletransport capacity that can be contractedin
advance in order to serve both regulated and
unregulated markets. The DCs have to inform
ENARGA Swhichgas(i.e. comingfromwhichbasin
through which pipeline) they sell to which segment.
A problem may ariseregarding what value or cost of
gas the regulator will accept for controlled or
regulated markets. Since the supply of gas is
congtrained by the capacity of the pipelines, the DCs
buy gas and declare a certain alocation or use of the
transport capacity. Thus, the gas they buy depends
on the price a the basin (given the absence or
incompleteness of gas to gas arbitrage) and the
transport component (including the conditions of
supply which define the price of capacity).

The problem for the regulator is specifying the
acceptable gas cost for the regulated segment.’
ENARGAS decided to tackle the issue by fixing the
cost of transport and the cost of gas that can be
charged in the regulated segment depending on the
proportions effectively contracted and bought from
the different basins. Thisrule of “ variable weights’
approximates a cost-plus regulation, extending to
this case the pass-through mechanism contemplated
in the licenses.

1 The case of DCs operating in regulated and unregulated
market segments and the existence of incentive problems in
the alocation of gas costs has been discussed for other
countries. See, for example, Davies and Flanders (1995),
Phillips (1993), Sutherland (1993) and Yarrow (1991).



Table 2: Pricesand Margins of Natural Gasin Argentina and USA

National Averages, 1995 (US$ per md)

Argentina United Sates

Final End User Prices

Residential 1677 2113

Commercial 1351 .1802

Industrial .0758 .0958

Elect. Utilities .0758 .0710
Wellhead Price .0406 .0555
Citigate .0645 .0975
GrossMargin
(Transport+Distribution)

Residential 1271 .1558

Commercial .0945 1247

Industrial .0352 .0403

Elect. Utilities .0352 .0155
Relative Prices & Margins Prices Margins Prices Margins

Residential/Industrial 221 3.61 221 3.87

Commercial/Industrial 1.78 2.68 1.88 3.09

Source: Navajas (1995), ENARGAS (1996) and AA & CERA (1996).

The conflict evaluated in this case was between the
DC that supplies southern Argentina (covering two
distribution areas, Pampeanaand Sur)™ and ENAR-
GAS on the effective proportions of gasallocated in
regulated and unregulated markets in the southern
city of BahiaBlanca. This conflict became apparent
in 1995 with the increase in the price of gas at the
Neuquinabasin, but it has to do with events that go
back to 1993. Since its (aready difficult)
explanation and understanding requires some
historical background we explain below relevant
1993 events.

At the beginning of 1993 (i.e. a the time of
privatization) the area of BahiaBlancahad afirmor

1 There are two areas of distribution to the south of Buenos
Aires. One is caled Pampeana (which includes the city of
Bahia Blanca) and the other is called Sur (covering Patagonia
and Tierra del Fuego). The company referred to won the bid
for one of the areas (and had aminority stake in the other) and
later took control of the two areas. This is important to
understand some events concerning the allocation of transport
capacity discussed below.

noninterruptible peak demand for natural gasof 1.1
million cubic meters (m®) per day for the residential
and commercia segmentsplusaround 0.7 millionm?
per day for the big industrial user (petrochemical
pole). Firmtransport capacity allocated to the DC at
thetime of privatization was 1.24 million m®per day
from the Neuquina basin and around 0.7 million m?
per day fromthe Austral basin, both under aten year
contract.”? Thus, allocated transport capacity was
enough to satisfy interruptible demand at that
moment. The original proportions of transport
contracted from both basins were 64 percent
(Neuquina) and 36 percent (Austral).

This firm peak demand was expected to rise due to
aready existing projects. an electricity utility
consuming 1.2 million m® per day plusa 0.6 million
m® per day from a Liquid Petroleum Gas (LPG)

2 The length refers to the contract between the distribution
and transportation companies. Contracts between the DC and
producers at those basins had only one year of maturity.



plant. Both plants were at that time being supplied
on aninterruptible basis, and the intention of the DC
was to offer them afirm service. To accommodate
this expected increase in firm demand the DC asked
ENARGAS to use transport capacity originaly
allocated for its parent firm serving the Sur area. In
1993, this company had been granted 3.3 million m?
per day of transport capacity from the Austral basin
when its firm peak demand was only 1.5 million m®
(and today, almost five years later, it is around 2.2
million m®). Since the pipeline that transports gas
from the Austral basin to Bahia Blanca had no
available capacity, the DC asked permission to
reallocate to Bahia Blancathe excess capacity in the
Sur area.

ENARGAS did not authorize the proposed
connection. The DC then attempted to satisfy the
new firm demand by buying more capacity (as
available) from both the Neuquina and the Austral
basins. During the second half of 1993, the DC
bought more capacity thanit needed, since according
to the company, it wanted to secure an adequate
supply and took what was available. This was done
in two instances. In August 1993, the southern
Transco (TGS) offered available capacity (1.5
million m® par day) from the Neuquina, and the DC
won the bid to rapidly proceed with its offer to the
electricity utility. In December 1993, the DC bought
1.2 million m? per day of transport capacity fromthe
Austra basin.*®

It wasthislater attempt to buy capacity that created
aconflict between the DC and the producer company
Y PF over theright for that Austral basin capacity. In
1993 ail fields were privatized in preparation for the
privatization of the oil company, and according to
Y PF the right to use a given transport capacity from
the Austral basin had been secured with the sale of
the ail fields. The conflict originated because the
government had apparently alocated transport
capacity from the Austral basin

13 December 1993 means the end of the one-year contracts
between DCs and producers.
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twice, once when gas was privatized and again with
the sdle of oil fields.*

Even though YPF argued for its right to that
capacity, the DC had already bought it. The conflict
was solved by an agreement whereby the DC
accepted to transport the gas for Y PF which would
pay for it. In addition, both firms agreed to a joint
venture in the development of the LPG plant, which
was the final user of that ges.

The DC informed ENARGAS that the changein the
original proportions of gas bought in the two basins,
which had moved to 59 percent from the Neuquina
and 41 percent from the Austral, were not in fact the
real ones since a fraction of the capacity of the
Austral basin was being used to transport gas for
YPF. Subtracting the capacity used for YPF, the
proportions changed in favor of the Neuquinabasin.
When the price in this basin starts to rise (due to
pressure from Y PF), the DC calculated the cost of
gas for the regulated segment in Bahia Blanca using
themodified proportionsand asked for anincreasein
tariffs.

The ENARGAS rejected the proposed increase
altogether and instead proceeded to compute the cost
of gas using the observed proportions (59 percent
Neuquina, 41 percent Austral), thus starting a
conflict with the DC.

Analysis of the Case

Clearly, ENARGAS acted in the interest of
consumers, particularly those whose demand is
ingdlastic, such asresidential customers. There are at
least three issues surrounding this case that need to
be further analyzed.

14 yPFwas still apublic enterprisein 1993 and is one of the
main producers at the Austral basin (albeit its market share
thereissmaller thaninthe Neuquinabasin). It presumably had
apoint in this dispute over transport capacity since it already
had control over it. Apart from all ocating rights twice, nobody
in the government or the regulatory bodies considered the
eventual strategic tool that was being given to YPF to use this
capacity to impede arbitrage between gas basins.



ThefirstisENARGAS refusal to alow the building
of a pipeline to increase transport capacity. Thisis
strange given the problems caused by the capacity-
constrained scenario described above, the absence of
basin to basin competition in Argentina and the
apparent mistakesmadein theallocation of transport
capacity rights at the time of privatization. It is
difficult to understand why residential consumers or
the BahiaBlancamarket asawholewould have been
negatively affected by this decision. Perhaps the
regulator’'s worries were not related to the Bahia
Blanca area but to the effect that the construction of
the pipeline would have on gas availability in other
competing areas (Buenos Aires). This issue is
politicaly more sensitive due to the high
concentration of residential customers, and the
concern over the availability of winter supplies that
regulators had in the first years of privatization.

The second point relatesto therefusal to considering
subtracting from the purchases and transport of gas,
the portion that the DC said it was transporting for
YPF. In this case, ENARGAS applied the rules to
the letter without considering the general conditions
under which the decisionwasmade. In particular, the
conflict between the DC and Y PF over therights to
use transport capacity from the south. Nevertheless,
there were many elements of the case that surely
created enough suspicion in the mind of the
regulatorsto react asthey did. Perhaps the main one
was that the DC and YPF were establishing a
partnership for the L PG project to be supplied by the
gasin question.

The last is the more general issue related to the rule
of “variable weights’ (defined as the observed
percentage of total “firm” gas bought in each basin)
used by ENARGAS to estimate and compute the
cost of gas to be passed on to the tariff in the
regulated segment of the market. The literature has
dealt with smilar, albeit not identical, regulatory
problems in the United States and the United
Kingdom. Phillips (1993), for instance, argues that
one of the three regulatory problemsto be solved in
gas regulation is whether or not to alow the higher
cost originated by “take or pay” contracts to be
charged only to regulated or “firm” customers.
Sutherland (1993) mentions that mistakes in the
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acquisition of gas by DCs may induce a
compensatory “bypass’ behavior by largecustomers
and arebalancing of charges against regulated ones.

Observing UK regulation, Yarrow (1991) showsthat
a pass-through rule based on the average cost of gas
may provide bad incentives, if costs are increasing,
for buying gas to be sold in unregulated markets.
That is, an increase in the volume sold in the
unregulated market raises the average cost of gas
and, therefore, the priceintheregulated market. This
sort of passthrough regulation creates positive
spillovers to the unregulated, competitive segments
and is deemed to affect competition elsewhere.

In the Argentine case, the decisions to buy in the
unregul ated or regulated market becomeinterrelated
not because of average cost pass-through but
because they may change the weights or proportions
of “firm” gasbought in different basins. That is, itis
a sort of weighted averaging between basins of
origin. For instance, if the DC decidestoincreasethe
volume sold on a firm basis®™ in the unregulated
segment, there may be an increase in the pricein the
regulated market if that volumeraisesthe proportion
allocated to the more expensive basin. One can say,
however, that the problem originatesin thedistortion
created by the absence of gas to gas competition and
arbitrage between basins. With price equalization,
the question of variable weights becomes irrel evant
and is equivalent to afixed-weightsrule.

Therearethreeissuesrelated to the variable-weights
rule embedded in the Argentine regulation, as
opposed to, say, a fixed-weights rule that is fixed
beforehand and goes unchanged during all the price-

cap period.’®

5 As mentioned before, only “ firm” contracts count for the
calculation of weightsto beincluded in the cost of gasformula
Recall that in the Bahia Blanca dispute the DC had decided to
switch to “ firm” gas sold previously as interruptible. Thisis
different from the British case where total gas (both firm and
interruptible) could be included in the formula.

18 The second and third issues discussed below are addressed
in Navajas (1997), modeling asimpl e extension to the Argent-
ine case of the effect studied by Yarrow (1991).



Thefirstiswhether the variable-weightsruleismore
difficult to monitor given the moral hazard problems
that arise with costly observation of decisions of the
DCs. In fact, the variable-weights rule reacts to
changes in the cost of gas in a sort of cost-plus
fashion, unlike a fixed-weights variant which would
be more coherent with the price-cap regulation that
is used in Argentina (and in the gas sector in
particular). Of course, price-cap with automatic
pass-through means a cost-plus adjustment for the
cost of gasacquired. As hasbeen the case elsewhere,
this was also the problem in this particul ar instance.
Nevertheless, given the positive costs of monitoring
the decisions of the DCs, afixed-weights rule would
have smplified the regulatory process and reduced
conflicts dealing with reporting and interpretation
observed in the case described above.

Thesecondissueiswhether thevariable-weightsrule
provides incentives to purchase gas from relatively
more expensive basins. Even though the DCs may
benefit from the spillover created by the pass-
through formula, it is not clear whether it has
incentives to buy at expensive basins when cheaper
aternativesare available. In the context evaluated in
this case, ENARGAS seemed to react to this
potential problem. However, it isnot clear that there
areincentivesfor the DCsnot to minimizethe cost of
acquiring gas. Itistruethat thereare spilloversgiven
the pass-through formula, but thisis a second order
effect when compared to the effect of buying
expensive gas.”’

Findly, the third issue is whether the current
variable-weights rule (when compared to a fixed-
weightsalternative) givesthe DCsmoreincentivesto
look for new business in the unregulated segment.
That is, whether it provides an instrument that hasa
cost advantagein other competitive segments. Unlike
the previousissue, the answer to this question seems
to be in the affirmative. The advantage comes from
the fact that being in the unregulated segment, the
DC benefits from the spillover effect of the pass-

17 Naturally, if positive effort is needed to obtain the lowest
cost of gas, then the variable-weights rule does not allow the
firm to capture 100 percent of the benefits of its effort, and
therefore cost will not be minimized.
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through rule. Noticethat thisisadifferentissuefrom
theonementioned before. Under the variable-weights
rule, and compared to the fixed-weights aternative,
the DC has incentives to minimize acquisition costs
(i.e., buy from the cheapest available source) but it
has an incentive to buy/sell more gas in the
unregul ated segment.

In the case described in the previous section, the DC
operating in the Bahia Blancaarea decided to start a
new venture in the unregulated segment and to give
to it (and to another unregulated customer) a*“firm”
status, buying gas from the more expensive basin
due to its availability. As the prices between basins
started to diverge even more, the DC tried to argue
that the gas bought in the cheaper basin (Austral)
was in fact owned by a partner (YPF). ENARGAS
did not agree, but instead of leaving the shares
constant, it adjusted them according to the actual
source of gas used (including the volume consumed
by Y PF). Inthis sense, the decision should bejudged
as independent and it combines a good decision
criterion (denying YPF's ownership of the gas
bought in the Austra basin) with a technically
weaker position (choosing a variable-weights over
fixed-weights rule), both of which generated lower
final tariffsto residential users.

CASE 4:
REVISION OF THE PRICE CAP FORMULA
FOR THE DISTRIBUTION AND
TRANSPORTATION OF NATURAL GAS

Argentina is a country rich in natural gas and the
market at the production level is potentially
competitive. In 1992, when the natural gas industry
was privatized, the margins of transportation and
distribution were fixed for a five-year period and
wereregulated using an RPI-X+Y formula. RPI was
defined as the U.S. Producer Price Index, X is an
efficiency factor and Y is an investment factor that
was supposed to compensate the firms for
extraordinary investments (e.g. extension of the
service to new neighborhoods). Both X and Y were
set equal to zero until 1997.

The privatization law states that X is a factor to



stimulate efficiency and Y has the purpose of
stimulating new investments. Distribution and
transportation contracts state, on the one hand, that
the regulatory agency has to support its estimate of
X for each fiveyear period through specific
programs deemed to improve efficiency, but thereis
a contractual protection to the return on investment.
On the other hand, Y has to be calculated based on
investment programs (other than those included at
the privatization) which cannot be financed from
current revenues. The legidation aso included a
clear schedule for the proposal and discussion of X
and Y, and public hearings are required before
ENARGAS makesits final decision.

During the 1997 revision of the price cap, ENAR-
GAS proposed an X factor calculated asthe average
of the reduction in costs that each company may
achieve if it introduces specific efficiency
programs,’® and an estimate of overall efficiency
gansfor thewholeindustry. Overal efficiency gains
were calculated as the difference between the
increase in the Total Factor Productivity (TFP) of
the gas industry and the increase in the TFP for the
economy as a whole. The consulting firm NERA
estimated that the TFP difference during 1970-1995
averaged about 2 percent per year.'®

Thedistribution and transport compani es questioned
the fact that the TFP method was not included in
their licenses. They also asked FIEL to undertake an
economic analysis of the NERA report.

Analysis of the Case

18 There are different specific programs. One example is the
change in the billing procedures or the reduction in the
frequency of consumption metering from six times a year to
twice a year. Since the change will create a cost saving,
ENARGAS adjusts the average tariff downward by applying a
positive X. Cost savings are calculated separately for each
distribution company.

1% The estimate is somewhat higher for transport than for
distribution. See National Economic Research Associates
(NERA), severa reports to ENARGAS (1996 and 1997).

2 See FIEL (1997aand 1997h).
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There were two opposite legal views on TFP
ENARGAS looked at the TFP method as an
alternative to specific programs for each firm,?
while the regulated firms maintained that it was not
included in the 1992 contracts.

Given that there are information asymmetries
between the regulator and the firms, and that the
contracts areincomplete, thereisan incentivefor the
regulated companiesto consider any investment asif
it were additional to the investments included at the
time of privatization. This would allow the firmsto
get a higher average tariff through a positive value
for Y. For the same reasons, the specific efficiency
programs used in the estimate of X introduce another
conflict: the firms will try to underestimate the
reduction in costs of each program to achieve a
lower value of X.

It isinteresting to note that the specific programs are
forward looking and based on costs because
ENARGAS estimates the reduction in costsfor each
firm. The TFP method is backward looking because
it is based on historical differences in TFP growth
(of the gas industry visavis the economy).
According to NERA, the TFP method has the
advantage of being independent of the situation of
each firm. It tries to mimic the functioning of a
competitive market where relative prices are driven
by the differences in each sector's productivity
growth compared to the average productivity gain of
the economy as awhole. A firm will keep for itself
any extracost savingsthat it might achieve, avoiding
the reference to past costs in the calculation of the
price caps for the following regulatory period. In
fact, ENARGAS used a mix of two contradictory
methods: the one clearly alowed by the licenses
which looks at each firm's future costs, and the
“optimal” method provided by its consultant which
is independent of costs (at least it is independent of
costs during the previous five-year period of
regulation). The estimated TFP of distribution is
equa for the el ght companiesand the sameappliesto
the TFP of transport, which is equal for the two

2L That is, a firm may improve efficiency according to an
“average” potential gain plus an additional factor calculated
for each firm based upon specific projects.



pipelines.

The conflict between ENARGAS and the regulated
firms was originated in the ambiguity of the initial
contract. Consumers and politicians had the
opportunity to express their views in the public
hearingsto discussthe X and Y factors. Both groups
pressured for reduced tariffs in a highly politicized
environment resulting from the 1997 national
elections. Finally, ENARGAS approved X factors
for each company that were approximately equal to
50 percent of itsinitia proposal, but thereductionin
priceswas applied up front (i.e. asinglereductionin
January 1998, with no further annual discounts until
the next price cap revision due in the year 2003).%

There was practically no discussion about the
investment programsincluded inthe Y factor. About
70 percent of the programs proposed by the
companieswere approved by ENARGAS, and tariff
increases were approved to pay for their cost.

Evaluation of the Case

This case was very important, not only for the gas
industry, but also because it wasthefirst revision to
the price caps after the privatization of public
utilitiesin Argentina. Inacountry considered to have
a relatively risky investment climate, it was very
important to build a credible regulatory reputation,
based on atransparent and acceptable methodol ogy
in order to change that perception.

During the price cap revision process, ENARGAS
attempted to use amethodol ogy (differencesin TFP)
that did not rely on the actual costs and profits of the
regulated firms.* However, the NERA report was
serioudly flawed as pointed out by FIEL. For

2 The once-and-for-all X factor for the Southern Pi pelinewas
fixed at 6.5 percent, for the Northern Pipeline at 5.2 percent,
and for the distribution companiesin arange from 4.4 percent
to 4.8 percent. All these discounts are applied to the average
tariff and became effective on January 1, 1998, for afive-year
period.

B The convergence of price cap and rate of return regulation
when the caps are reviewed is accepted in the literature (see
for example, Laffont and Tirole, 1993).

example:

C The TFP for the gas industry and the economy
were estimated for the period 1970-1995, to be
used as the basis of an X factor for the period
1998-2003. NERA did not takeinto account that
the Argentine economy and the gasindustry both
underwent major changes after 1991 and 1992
(a structural break). Hence, under such
circumstances historical data cannot be used to
project the future.

C There were serious problems with the database
used by NERA that biased their estimates of
TFP growth. Moreover, input prices in
Argentinadid not follow the pattern assumed by
NERA in their model of differencesin TFP?*

C Themode of TFPdifferenceswas devel oped for
an economy closed to foreign trade. In small
open economiesthe causality isnot from coststo
prices, because producers of traded goods are
pricetakers. When NERA’ smodel is adapted to
an open economy it is necessary to assume that
the input sharesin total costs of production are
equal for the regulated industry and the
economy, which is not the case of the capital-
intensive gas industry.

C The RPI-X formula uses an index of domestic
prices for RPI (usually the GDP deflator or the
CPl). In the case of Argentina, the U.S. PPI
index was used instead. In an economy like
Argentina, whose currency is pegged tothe U.S.
dollar, the price convergence is likely. But this
will never be the case between an index of
domestic prices that contains tradable and
nontradable goods and the PPI which isan index
of the prices of tradable goods aone. Since the
U.S. PPl should have a lower growth rate than
the Argentine GDP deflator or the CPI, it can be
said that part of the X factor attributable to
differences in TFP was aready included in the
price index used in the Argentine RPI-X

24 The TFP methodol ogy requiresthat the gasindustry facethe
same variation in input prices than other sectors of the
economy.



formula

As aresult of the foregoing, the difference in TFP
growth rates estimated by NERA was neither
transparent nor acceptable. It was not clear that it
was included in the licenses, and its empirical basis
isweak, at least so far asthe estimatesfor Argentina
are concerned.

Aspointed out by Armstrong et. a. (1994), thevalue
of the X factor will depend on the assumptions made
about productivity growth, demand growth and
investment. Hence, TFP estimates are one out of
several instruments that can be used. However, this
instrument has the problem of not alowing for
demand shocks specific to only one of the regulated
firms. On the other hand, the revision of specific
projects gives a lot of discretion to the regulatory
agency (which is problematic in arisky country like
Argentina), although i nformation asymmetriesmight
compensate for this problem, at least to some extent.

The final solution reached by ENARGAS was the
result of a process that, in the end, followed the
typical pattern of revisions under rate of return
regulation. The X factors were reduced from those
originally proposed, introducing differences among
the regulated firms. After the public hearings,
ENARGAS reached a quick agreement with the
firms about the new vaues for X. During this
processtheregul ated firmshighlighted the protection
that the law grants to their normal profits.

In the end, the solution respected the letter and spirit
of the origina contracts, creating an important
precedent for future revisions of price caps.
Nevertheless, the process was cumbersome and non-
transparent.

ENARGAS pleased the politicians and consumer
associations by demanding that the reduction in the
average tariff be applied up-front, in spite of aclear
recommendation in the licensesto soften the changes
in prices.®® This introduces a potential risk for the

% The role of consumer associations and the People Attorney
wasminimal compared to other changesintariffs (e.g. telecom
tariff rebalancing).
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regulated firms because no further reductions in
prices are to be made for four years. Given that
regulatory agencies have an asymmetric response to
changes in costs (i.e. they try to postpone price
increases and compensate the firms by not reducing
priceswhen costsdecrease),”® ENARGA Sdecided to
use all its degrees of freedom in 1998. Therefore, if
thereareincreasesin the price of natural gas paid to
producers after 1998, residential priceswill have to
go up.?’ The ENARGAS decision is not surprising
given growing political pressures on regulatory
agencies observed since 1995. This is reflected by
Congress's attempit to create a body to supervise al
theregulatory agencies which will have the power to
name the directors of all agencies, set tariffs, etc.

ENARGAS did not discussed as an alternative the
reduction of the minimum level of consumption to
bypass the distribution companies (an aternative
adopted by the United Kingdom in 1992). This
alternative to areduction in prices hasthe advantage
of introducing more competition in the future. In
addition, ENARGAS did not discuss other
possibilities to calculate the X factor that may be
more efficient given Argentinasingtitutional setting.
For example, FIEL suggested to offer the regulated
firms a menu of options:®® either they opt for a
positive X (set equal for al firms by ENARGAS)
with no further regulatory review until the year
2003, or they opt for an X equal to zero with annual
revisons of costs. The advantage of this scheme for
thefirmsisthat it introducesflexibility that may help
them to cope with changes in demand or
productivity. For the regulator and consumersit has
the advantage of extracting information from the

% See Joskow (1974) and Hollas (1994) for theoretical and
empirical support of this way by which regulatory agencies
cope with political pressures.

2" The cost of natural gasisabout 21 percent of the price paid
by aresidential consumer (including VAT). Therefore, an X
factor of 1 percent per year allows offsetting an increase of the
cost of gas of about 5 percent, with no need to change the end
price paid by consumers.

z Sappington and Weisman (1996) report the use of menus

of optionsin the regulation of access charges in the interstate
telecommunications sector in the United States.



regulated firms, a the same time that it obeys the
restriction of zero profits.

Although the solution reached by ENARGAS was
reasonable, the regulated firms had to |obby actively
for it. They demanded a strict use of the procedures
included in the licenses. ENARGAS attempted to
introduce the TFP methodology that might be
theoretically better than the use of specific projects,
but failed empirically because the mgor structura
changes that Argentina as a whole, and the gas
industry in particular, did not alow using datafrom
years before 1991. By ignoring this basic fact,
NERA estimated a difference in TFP growth rates
that has no meaning. In future revisions of the price
cap there will be at least ten years of homogeneous
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information that may be used for an estimate of the
TFP. This can be one out of severa instruments that
the regulatory agency may use to calculate future
values of X. Moreover, after the long renegotiations
that took place it would have been advisable for
ENARGA Sto approve the new methodol ogy to save
on transaction costs at the time of the 2003 revision
of the price caps. Finally, the decison to move
forward dl the reductions in prices of the five-year
period to the first year should be excluded in other
price cap revisions because it favors the incumbent
regulator at the cost of reducing the flexibility that
future regulators may need to moderate the impact
on residential prices of increases in the cost of
natural gas, putting more pressure on the future
implementation of the contract.



The Electricity Sector

To take advantage of the potential competition in
generation, privatization of Argentinad's eectrica
sector included a ban on vertical integration.
Distributioninthegreater BuenosAiresmetropolitan
area (which includes the city of Buenos Aires and
fourteen municipalities of the province of Buenos
Aires), previoudy in the hands of the federd
government, was awarded to two private
concessionaires in 1992. Many provincia
governments followed the same strategy when
privatizing local distribution companies.
Transmission of theinterconnected grid wasgivenin
concession to a private firm (Transener) aso in
1992, under an open access rule.®

Transmission representsonly about 10 percent of the
total value added of the sector, but it is crucial for
competition in generation. The costs of transmission
included capital costs for the construction of new
lines, operation and maintenance costs, and the
power | osses between exporting and importing points
(estimated at 3 percent to 5 percent of the amount of
electricity transmitted).

Transmission firmrevenuesare not clearly related to
costs. About 55 percent of Transener’s revenues are
related to power losses and 45 percent to capacity
costs. In fact, Transener does not set the quantity of
electricity itssellsor the priceit charges. It can only
decide whether or not it participatesin anew project
and its effort to operate the grid. Moreover,
generators and the distribution companies usually
pay for power losses, and as energy losses increase
the transmission company receives more income.
Although there are pendties for reductions in the
quality of the service, asymmetric information be-

2 There are five regional transmission companies and new
firms are allowed to build and operate new transmission lines
under the technical supervision of Transener.
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tween the firm and the regulator introduces an
incentive problem.®

Problems in financing new investments in
transmission lines are acommon occurrencein other
countries as well. Potential solutions to these
problems are vertical integration (used in Argentina
when the electrica sector was publicly owned),
cooperative agreements (like those used in
Scandinavia, only feasi blewith few participants) and
decisionrules(usedin Argentina, Chile and the UK).

In Argentina, agroup of users (generators) or a new
transmission company proposes a project for the
expansion of the transmission grid. The proposal
may be vetoed in a public hearing if more than 30
percent of the users of the system reject it. If it is
accepted, the project is auctioned for construction.
The firm which bids the lowest construction cost
estimate wins the bid. Users pay this investment
charges based upon the estimate of the benefits they
receive from the new line. Transener supervises the
congtruction and operation of the new line
Electricity generating companies can aso agree to
pay the capacity cost to aconstruction company, but
given the open access rule they are forced to alow
any other user access to the line, paying only the
operation and maintenance costs. Therefore, this
aternative has an obvious free rider problem
regarding who pays for the capacity costs.

%0 penalties paid by Transener during 1995 increased by
US$8.1 million, while its total revenues increased by US$2.6
million. During 1996, penalties paid were US$1.5 million
higher than in 1995, while revenues were US$3.1 million
higher. This suggests that during 1995 the marginal penalty
might have been higher than the marginal revenue from lost
energy, but the opposite happened during 1996. Since these
penalties might obey a multiplicity of reasons and data
available is for revenue from all sources (not only for the 55
percent rel ated to power |0sses), incentive problemscould still
be relevant.



There are also problems in financing the expansion
of capacity that are exacerbated in the case of an
interconnected system with open access. As
electricity flows according to the resistance of the
line, ininterconnected systemsthereareunintentional
power flows that affect users other than those
connected through one of the transmission lines (a
typical externality). Although open access may have
advantages in that it fosters competition, it
introduces public good problems.® In the Argentine
case there are three additiona problems. @)
Transener has an incentive to postpone new
investments if the additiona revenues it perceives
through anincreasein power lossesishigher thanthe
penalties it has to pay for a deterioration in the
quality of the service; b) not al beneficiaries
(especialy future ones) are able to participate in the
process of deciding to expand capacity; and ¢) users
pay the capacity costs through an estimate of
benefits which does not reflect true economic
benefits.

Finaly, the public hearing process is expected to
create delays in the expansion of capacity.® Since
the investment charge is not proportional to the
benefitsthat each user receives, those userswho may
be negatively affected in the estimate of benefits are
encouraged to veto the project. Some benefits, for
instance theimprovement in therdiability of thegrid
when it has less congested lines, are not even
counted. Transener may have an incentive to
postpone new investments to avoid reductions in
power losses that reduce its revenues.

CASE 5:
THE CONSTRUCTION OF A NEW
ELECTRICITY TRANSMISSION LINE

Transener operates three transmission linesthat link

3 For example, auser who did not pay for the construction of
anew line may use the open access principle to be served by
that line. In Argentina, that user might even be served before
those who paid for the construction of theline. This createsan
obviousincentive for not revealing true preferencesif charges
for investments are based on the revealed preference of each
firm.

32 See Gasparini (1997).
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the Comahue region (an exporting area rich in
natural gas with many power plants, both
hydrodlectric and thermal) to the city of Buenos
Aires. New investment in generation in the Comahue
region created an excess supply and led to congestion
to the three transmission lines, which would induce
areduction inlocal pricesfor fina users. When this
happenstheregulatory framework in Argentinadoes
not alow the price paid by users in the Comahue
region to fall. Purchasers of energy continue paying
the spot price and energy generators have to place
the difference in prices (between the average spot
price for the country and the estimated “ market”
pricefor the Comahueregion) in aspecial account to
raise funds to finance the construction of anew line.
Electricity generating companies in Comahue have
an incentive to propose a new project to the extent
that the investment charges they have to pay are
lower than the higher revenuesthey will obtain when
the price they receive isthe full spot price.

A group of generating companies in Comahue
proposed aproject to build afourth transmissionline
in 1994, but the project was voted down (some
Comahue generating companies were among those
who voted against the project).

In 1996 al the region's generating companies
proposed a project to build a fourth line. This
suggests that they entered negotiations to solve the
externalitiesinsidethegroup. Therewasalso another
factor that may have encouraged cooperation: the
money raised by the special account was about
US$100 million (the cost of the fourth line was
estimated at about US$250 million). Thiscreated an
incentive for opportunistic behavior from the
government to use the money for purposes other than
construction of the line. There was some opposition
at the time of debate,®® but it represented less than
the required 30 percent to force a veto.

3 ESEBA, at that time ageneration and di stribution company
of the province of Buenos Aires, voted against the project
because it had no problems selling its energy but, being a
generator, would have to pay for the capacity costs of the
fourth line.



After the project was approved by the regulatory
agency Ente Nacional Regulador dela Electricidad
(ENRE) there werefurther delays caused by debates
about the details of the technical and economic
conditions for the bid.>* Finally, in 1997 the bid was
called and Transener won with an annual investment
charge of US$ 24.5 million for 15 years.® It took
about three yearsto compl ete the process of deciding
whether it was necessary to construct a fourth line,
whereit would be constructed and who was going to
be responsible for building it.

Procedures for expanding electricity transmission
capacity were included in the regulatory framework
but, as was mentioned, they were flawed,
encouraging a long negotiation process. The actors
involved were the regulatory agency and the users of
the system. There was some paliticization of the
discussion, especially when the constructors had a
dispute about their different status concerning the
VAT.

The construction of thefourth linewas approved and
auctioned following the steps included in the
regulatory framework, but with long delays as the
economic analysis of the rules suggested it would

happen.

3 For example, the operator of the fourth line will use some
facilities owned by Transener. Thisrequiresthe cal culation of
an access charge. There was also protest because a newly
created society for the construction of the fourth line faces a
higher financial cost than pre-existing firms (like Transener
and other interested firms) due to a differential tax treatment.

% Theoffers made by the other three participants ranged from
US$24.9 million to US$39 million.
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The solution reached obeyed the letter and spirit of
the original contract, but did little to solve the
incentive problems that encourage delays in the
investment in new capacity. Although there is no
way to solve dl the incentive problems that arise
because of the public good characteristics and the
externdlities involved in the transmisson of
electricity, existing regulations can be improved. In
fact, ENRE isworking on anew regulationto govern
private agreements between generators and
constructors(i.e. thealternativeto the public hearing
process) that will assure a privileged access to the
line for those generators paying for it. Other
generating companies will be alowed to usetheline
(paying the operation and maintenance costs), only
if there is excess capacity.

The public hearing aternative can be improved. For
example, it has been suggested that:* a) the veto
should be abolished; b) the estimate of the benefits of
each user should be better matched to economic
benefits (this is possible given the information
available); c) dl beneficiaries should be included
(not only those within the region, aso recognizing
the limitation for new users to be represented); and
d) the discussion of more than one project at the
same time should be encouraged.

As a general lesson, a poor definition of property
rights created more problemsthan expected. Matters
can be improved maintaining the open access rule,
although amore flexible application of it would help
reduce the free rider problem that appears when
decisons have to be made regarding new
investments.

%6 See Gasparini (1997).



The Water and Sewerage Sector

Provincial governments are responsible for the
provision and regulation of water and sewerage.
Provision is dtill typically in the hands of public
companies, athough many provinces (Corrientes,
Santa Fe, Tucuman, Neuguén, Cordoba, Formosa
and Mendoza) have recently awarded the provision
to private companies which are subject to provincial
regulation. Provincial regulation is sometimes
delegated to an autarkic agency created to that effect
and in other cases performed by an already existing
public agency. Inthe Buenos Airesmetropolitan area
the service previously supplied by a federal public
enterprise named Obras Sanitarias de la Nacion
(OSN) was given in concession in 1993 to Aguas
Argentinas, a private firm managed by a French
operator. Regulation was delegated to the Ente
Tripartito de Obras y Servicios Sanitarios
(ETOSS), created at the time of the concession,
whose Board of Directors includes an equal number
of representatives from the national, provincial and
municipal government.

Among ETOSS sresponsibilitiesarethe approval of
tariffs, thesupervisionand approval of infrastructure
and expanson works and supervison of the
relationships of the firm with its customers. The
tariff structure is very complex, based on several
characteristics of the properties served. Metering is
mandatory for commercia and industrial users, but
optional for residential consumers® When the
service is metered, the fixed charge based on the
property value is reduced by 50 percent.
Furthermore, since the initia coverage was very
deficient in the province of Buenos Aires, the
concession determined a mandatory expansion plan
for thefirst five years, recalculated every five years
until the end of the concession (which is for 30
years).

5 The option to meter aresidential property can be requested
by any of the parties (at the requesting party's cost), but actual
metering in this segment of usersis currently very low.
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We present below two cases representative of
ETOSS decisions made in 1994 and 1995 which
involve the adjustment of tariffs as the result of
different motivations, namely, the anticipated
expansion plan and the adjustment of relative
infrastructure charges to relative costs of the
different expansion projects.

CASE 6:
ACCELERATING SCHEDULED
EXPANSION AND TARIFF ADJUSTMENT
IN BUENOS AIRES, 1994

Aguas Argentinas asked for a tariff adjustment
because the expansion and quality goals of the
concesson were reset ahead of schedule. For
example, the government of the city of Buenos Aires
requested the immediate provision of the service in
very poor neighborhoods and the government of the
province of Buenos Aires requested that the
expansion schedule for one of the fourteen
municipdities be moved forward. The estimate of
costsincreases carried out by the regulated firm was
submitted to an external auditor and amended with
the authorization of the Ministry of Economy and
Public Works (as required in this type of
resolutions). The decision by the Board of ETOSS
(by Resolution 81/94) was unanimous, and there
were no complains by the regulated firm or by the
political representatives. When the issue was
discussed in the press, company representatives
stated that they had to meet these requests because
municipal leaders required that they did so
immediately, despite the fact that the locations in
question had not been included in the expansion
plan.® No particular importance was given to the
(potentialy very negative and precedent-setting) fact
that this represented a modification of the original
contract.

% Radio Interview with Gregorio Dias Lucero, of Aguas
Argentinas, Ambito Financiero CD-ROM, August 9", 1994.



The acceleration of the investment program’'s
schedulerequired new investments of approximately
US$ 122 million over two years, and led to an
increase in the number of users of 6 percent. The
adjustment of tariffs approved was 13.5 percent for
consumption, disconnection and reconnection of the
service, and approximately 42 percent for charges of
infrastructure and connection of new water and
sewerage services.®

It should be noted that the readjustment of tariffs
was biased against new users (even though initially
there was a cross subsidy toward expansion that did
not revert completely), and that the tariff adjustment
was higher than 13.5 percent (between 15 percent
and 16 percent).® The public did not notice this
change in the contract,”* due largely to two reasons.
First, the 42 percent increase in the charges for
connections and infrastructure was difficult to
perceive because it affected new users in the future
(however, it was noticed when the bill had to be paid,
two years later; see Ambito Financiero, February
23,1996, and Clarin, April 24, 1996). Second, users
already on the network considered the service to be
inexpensive (its cost is less than one third of the
average tariff for other utilities) and thus accepted
quietly an increase which they took as minor.

How was the 15 percent average increase
determined? The regulator announced that the new
works meant an increase of 13.8 percent in the
investment plan for the first 10 years of the
concession, and also an increase in costs of US$ 284

% Since there are users al ready served and usersto be served
as the net expands, tariffs can be divided into consumption-
based (both metered and non-metered, both with a fixed
property based fee, for current users) and connection-based
(for users new to the service).

40 According to the management of Aguas Argentinas the
average increase was about 15 percent. According to the
authors' own figures, once account is taken of the fact that
more than 10 percent of revenues resulted from the expansion
of new service, the average increase was over 16 percent.

41 According to theinformation published inAmbito Financie-
ro reviewing different media publications (radio, TV and the
journa’s own articles and interviews), there were no
comments about the 42 percent increase in the tariffs at the
time of its approval.
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million (approximately equal to 15 percent of the
previous operating costs) for that period.”” Thus, an
increase of 15 percent in costs generated a tariff
increase of also about 15 percent.®

Thus, it seems reasonable to conclude that the
increase in costs resulting from moving forward the
expansion plan generated a tariff adjustment of
similar proportion. In that sense, even if thiswas not
the regulator’s objective, there are at least two
criticisms. First, if economic profits are positive,
proportional increases in revenues and costs imply
higher benefits. Moreover, there is no reason to
remunerate the new capital at the samerateor higher
than the existing capital (when the country risk
premium actually declined during the first two years
of the concession). Indeed, this concession was
considered by The Economist to be the most
profitable in the sector worldwide, with rates of
return approaching 40 percent. Second, this method
does not take into account the higher revenues
attached to theincrease in consumption of water and
sawerage services by the new users (which would
represent an increment of 6 percent, as aready
noted) which were the cause of theincrease in costs
that the tariff increase was deemed to finance.

Although our estimates are preliminary, it should be
mentioned that the Memory and Baance of the
ETOSS is not sufficiently clear about this issue.
Moreover, the concession contract refers to the
ordinary revisons as those tariff adjustments
following changes in the goals and/or investments
specified in the 5-year plans (i.e, the Plan de
Meoras y Expansion Quinguenal), but says that
those revisons could only be applied for the
following five years of the concession. Hence, the
acceleration of investment and expansion within the

2 Which compared with the initial US$ 122 million
presumably includes the adjustment for the 5 percent
accumulated inflation which could be passed on to tariffs
according to the contract.

B n page 49 of the Memory, ETOSS explains that its
procedure was to keep constant the level of debt of Aguas
Argentinas at the year 10 of the concession. Inany case, it does
not specify the implicit interest rate used for the new debt
(whichiisacrucia element for this method).



first five years of the concession did not respect the
terms of the contract.

A summary evauation of the decision concludes
that: i) it did no respect the letter of the existing
contract (i.e, there was supposed to be no
modification in the expansion plan during the first
five years, and the concession does not have a pure
cost-plus spirit, although it has some elements of it);
ii) it did not contribute at al to efficiency as it
showed that lobbying has high payoffs and that
renegotiation was quite easy (the rebalancing had
some efficiency aspects reducing the cross-subsidy
from old users to new users but it proved to be to
hard to implement); and iii) it meant a transfer of
resources from users to the regulated firm (the
relative transfers from new usersto old users could
not be fully implemented due to the high rate of
evasion for infrastructure charges that exploded in
the recession year of 1995).

This case suggests that the tariff structure could be
manipulated by the regulated firm because: i) it is
difficult to visualize, in a concentrated regulated
market, where the userswho are most harmed by the
decision are not well organized and represented (i.e.,
the new users in the poorest part of the greater
Buenos Aires metropolitan ared), ii) it includes a
minor cost for the better organized group (the
residents of the City of Buenos Aires and better off
inhabitants of the Greater Buenos Aires, highly
influential  through the Ombudsman and other
consumer groups), and iii) the episode took placein
the booming economy of 1994.

CASE T:
DETERMINATION OF INFRASTRUCTURE
CHARGESIN BUENOS AIRES, 1994

The 1993 concession contract set the “referential”
infrastructure charges for the expansion of the
residential network on both water and sewerage. Al
new users would have to pay the same tariff for
having pipes passing in front of their properties.
These values were increased by 42 percent in 1994
as noted in the previous resolution, but still
continued to becalled “referential.” Accordingly, the
ETOSS proceeded (Resolution 83/95) to determine
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definite charges (as opposed to referential ones) for
the water service (sewerage charges were not
modified as there were no new expansion projectsin
thisservice),” linking charges directly to the surface
of the land owned by the new user and to the degree
of improvements in the affected streets and
sdewdks. In that sense, the decison could be
considered to be inside the initial contract, as the
previous tariffs were defined as “referential”, and
implicitly subject to changes anticipated in the same
contract.

The sole formal participant wasthe regulator, asthe
Resolution doesnot mention any previousinteraction
with other parties. There were no debates to this day
in the press (to our knowledge at least) about this
issue ether, not even a discussion about its
justifications.

According to an article appearing in the press
(Clarin, “Suspenden Intimaciones por la Conexion
deAgua,” April 24, 1996), after the implementation
of theresolution by ETOSS theinfrastructure charge
ranged between US$H400 and US$H6E00, which
suggests that it might be higher than the US$450
referential chargesset in 1994. Other estimatesinthe
press tend to confirm this when they refer to a 1996
range between $450 and $600. This level looks
particularly high following a 10 percent reductionin
infrastructure  tariffs that Aguas Argentinas
implemented in 1996, concentrating in this service
the reduction of labor taxes which by contractual
agreement had to be passed on to consumers (see
Ambito Financiero, February 239, 1996, and
November 25", 1996).%

In interviews with Aguas Argentinas staff we
confirmed that this hypothesisis correct. Each user,
on average, and except for the owners of very small

4 Although the Ministry of the Economy and Public Works
must approve tariff adjustments, the resolution by ETOSS
apparently did not comply with this mandatory step.

4 1n any case, the following exercise isillustrative. A typical
property with 400 m? of surface, with the lowest installation
cost (unpaved road and no sidewalk improvement), using the
smallest connection pipe size, has to pay US$476.7, a higher
figure than the previous US$450.



properties, faces a higher charge for infrastructure.
Aguas Argentinas’ position is that the referentia
value specified in the contract was derived by
estimating the cost of the connection for awhole new
project, and assumed that the density of properties
would be relatively high (say, 40 properties of 250
square metersby hectare), whereastheactual density
observed in the expansion zone turned out to be
lower (i.e, the typical property turned out to be
larger than 250 squared meters). Thus, the higher
infrastructure fee levied on each new connection as
a consequence of Resolution 83/95 generates the
same total revenue to the firm as that anticipated
withthereferential charge (corresponding to ahigher
expected density).

Wheninterpreting thisfact, it hasto be observed that
thelower density of propertiesin the expansion zone
should have been foreseen by the firm and then
included in the calculations made for bidding on the
concession rights. Accordingly, the ETOSS could
have argued that the average charge for the new
users could not vary. The lower revenues generated
by the lower than expected density fall under
commercial risk. Clearly, the lack of guidance
regarding the principleto apply for the adjustment of
the referential charges is a loophole in the initia
contract.

Even considering that the new structure of the
infrastructure charges promoted efficiency in the
sense of linking charges to infrastructure costs,
sending better signals and incentives for expansion
and reducing the need for monitoring and the
tendency to renegotiation,* the initial evaluation of
the resolution is negative. First, because it did not
respond to the spirit of the concession contract (in
the sense that the regulatory scheme cannot be
defined as cost based),*” and thus the difference in

%6 Even though the elasticity of demand is minimal, reducing
theimportance of efficiency considerations, theintroduction of
adirect relationship between charges and costs reduces cross
subsidies from propertieswith no improvements toward users
with properties with access to more public infrastructure.

47 The concession alows for an adjustment of tariffs when
input costs increase above 7 percent, but this is not related
with the issue considered here or with the general criterion of
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density from the one expected could be considered a
sunk cost for the concessionaire (i.e., acommercial
risk). Second, because it keeps a regressive cross-
subsidy between properties included in the same
expansion project.”® Third, there is no evidence that
any user improved its situation because even those
with the lowest costs of new infrastructure have to
pay a higher charge than the referential one,
representing, infact, atransfer from new userstothe
regulated firm.

Thus, as the contract did not foresee any
modifications of thereferential chargewithin agiven
period, and even though we lack additional
information necessary for a fina judgment (i.e.,
average surface of properties of new users, average
characterigtics of the land and improvements in the
expansion zone, etc.), the ETOSS decision seemsto
have unilaterally favored the regulated firm.

Asalesson to be learned from this case it should be
noted that this decision might have been facilitated
by its low vishility at the time of enactment
(together with other factors already explained in the
previouscase). Itsactual application, though, proved
to bevery troublesome, asit becamevisible (i.e., the
higher infrastructure charges had to be paid by the
new users) in alessfavorable economic context (i.e.,
high unemployment in 1995 and 1996, and better
organized consumer groups).

CASE 8:
EXIT OF OUTSIDE INVESTORSIN THE
PROVINCE OF CORRIENTES, 1990

price-cap regulation governing the contract.

“8 Sincethecost of expansion considered for theinfrastructure
chargesisthat of the average property in the areaincluded in
the expansion project, and assuming that the public
infrastructure the properties have access to is positively
correlated with the wealth of property owners, then thereisa
subsidy within the area of expansion from those who do not
enjoy public infrastructure to those who do. Note that the
infrastructure charge increases with the average cost of
expansion in the area of the project.



In 1990 the governor of the province of Corrientes
privatized, by concession, the provision of water and
sanitation services. It was the first privatization
attempt in Argentina's water sector, and took place
before the federa government initiated its major
program of privatization of public utilities. The bid
was competitive and the winner was the firm that
offered the lowest tariff. The concessionaire had to
comply with specific service targets (e.g., water
quality, and percentage of the popul ation with access
to water and/or sanitation services).

Theconcessionairewasresponsiblefor the servicein
ten of the province's 13 cities. The other 3 citieswere
supplied by a public agency (AOSC), which was
named the provincia regulatory agency for water
and sanitation services in Corrientes. The
government regulated prices via a price cap, but it
allowed the pass-through of unit costs for salaries,
electricity and aluminum sulfate if the change in
costs was greater than 5 percent.

Two unexpected shocks emerged after privatization.
Thefirst was an increase in political instability in a
province that used to be governed by a close
coalition of two politica parties. This instability
became more evident when the concessonare
attempted to cut off the service to families who did
not pay their bills. The second was an increase in
population which raised the coverage targets, hence
requiring moreinvestment than originally expected,*
because the firm had to comply with targets defined
as percentages of the population.

Thestrong political pressureto avoid the application
of penalties on consumers in arrears led the outside
investors to sell the concession to local investors
early in 1996.

Analysis of the Case

n Argentina, the Bureau of the Census (INDEC) counts the
population every ten years. The population growth rate in
between-census years is usually calculated based to historic
data. Thiswasthe method used by the government of Corrien-
tes and by the firms that participated in the bid. Although the
winning firm could not have forecasted the higher population
growth rate, theimpact of this change on the investment needs
of the concession is better considered a commercial risk.

The conflicts in this case arose within the initial
contract. The firm had a clear right to suspend
service to consumers in arrears and had coverage
targets that were defined as percentages of the
population. Nevertheless, the design of the
concess on had some shortcomingsthat increased the
likelihood of a contractual failure (Artana, Navajas
and Urbiztondo (1997)), as discussed below.

C Theregulatory agency waspoorly designed. The
president of the agency was named and could be
easily removed by the governor, which increased
the likelihood of politicization of the agency.
Moreover, this agency charged with supervising
the private supplier for ten citiesis, a the same
time, the service provider for three other cities.
This created a potential conflict of interest,
specialy if competition is deemed to be helpful.
Another design flaw stemmed from the fact that
the regulatory agency received a monthly
payment from the concessionaire (calculated in
cubic meters of water). In addition, the salaries
of the agency's staff were also fixed in cubic
meters of water. This created a bias in favor of
capture by the private supplier.*

C Thestructure of thetariff schedulein Corrientes
is better than the one employed in later
privatizations of water and sanitation services.
There is a fixed component, which is equal for
all consumers and is not related to the value of
the properties (asisthe casein the Buenos Aires
concession), and there also is a variable
component. However, sincethe pricestructureis
the same in al cities there is a regional cross-
subsidy that favors areas where capital and
variable costs are higher (eg., regions with a
low density of houses). This calls for more
supervision by theregul atory agency becausethe
firm hasaclear incentiveto delay investmentsin
some areas, raising the odds of contractua

%0 By increasing the regulated price of a cubic meter of water
the regulator could increase its budget and the salaries of its
staff.



conflicts.

The first dispute arose in July 1993 when the
regulatory agency denied a request to pass through
increases in salaries and in the price of aluminum
sulfate and only accepted the pass-through of higher
electricity prices® The agency did not raise
economic concerns as reasons for rejecting the pass-
through, but rather justified its decision onthe basis
of aruling by the state attorney> which stated that
indexation was abolished in April 1991 when the
federal government passed the Convertibility Law.
From an economic perspective, the ruling is
obviously wrong because the change in input prices
clearly implied concomitant changes in relative
prices.> Therefore, from the standpoint of the new
provincial government, which has a clear influence
not only on the agency itself but also on the judicia
system, the decision of the regulatory agency looks
asahold up.

The second dispute came to a head on September
1994 when ajudge ordered the concessi onaireto stop
withholding service from the families who had not

51 1t was relatively easy for the firm to delay investments in
some areas because the municipalities had to contribute some
of the financing when the service was offered to a whole
neighborhood. These were the cases that demanded higher
investment costs.

%2 Thetariff increase approved was 6.04 percent, whilethe one
requested by the firm was 16.84 percent. The rationale for
accepting the pass-through of electricity prices was that the
provincia government fixesthose pricesbecausetheel ectricity
company is publicly owned.

%3 The state atorney is alawyer who checks the legal validity
of the executive branch rulings. He is named by the governor
and is amember of the executive branch.

> For example, the federal government allows the pass-
through of gas costs and electricity generation costs for the
distribution and transport of natural gas and the distribution of
electricity in the Buenos Aires area (all of them under federal
jurisdiction). Moreover, it also accepts the existence of an
adjustment clause based on the U.S. inflation rate. The
Currency Board of Argentina ties the value of the peso to the
U.S. dallar; hence it is reasonable to adjust local prices by
changes in U.S. inflation, although this is not a general
practice in other contractual economic relations.
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pay their bills. The provincial government publicly
announced its intention to respect the contract that
allowed suspension of service to consumers in
arrears, but noncompliance stood at 20-25 percent of
billings, and agencies owned by the provincia
government were responsible for about half of the
amount owed. During 1995 and early 1996 several
politicians questioned the contract, and in 1996 the
provincial Congress approved the creation of a
commission (formed by congressmen and the
concessionaire) to review which suspensions of
service could be made.

In 1995 the concessionaire did not meet some of the
contractual targets. Aswasmentioned above, higher-
than-expected population growth required higher
investments in the midst of contract disputes. A
nation-wide recession that increased the
unemployment rate from 12 percent to more than 18
percent in a single year eased these problems
somewhat. The firm aso delayed investments in
sawagetreatment. Theconcessionaireargued that the
delays were caused by the provincial and municipal
governments which had not yet authorized the use of
public land, but regulatory officials suggested that
the contractual guarantees should be seized.

At the beginning of 1996 the mgjority shareholder, a
firm based in Buenos Aires, sold its shares to local
firms. This should allow a better communication
with the provincial authorities.®™ The mechanism
used to solve the problem was somewhat unusual
(the transfer of the majority ownership to a loca
firm) although there is some theoretical background
to support theideathat local investorsarein abetter
position to deal with expropriation risks.*®

%5 At the auction the provincial government demanded a set of
requirements that were difficult to fulfill by alocal firm (e.g.,
minimum equity requirements, background in water and
sanitation services activities, etc.). Moreover, it was difficult
for the interested firms to anticipate the political difficulties
that started in 1992, in a province which, until then, had been
very stable.

%6 For example, see Kahn and Urbiztondo (1991), who provide
some evidencethat utilitiesin the United States prefer to have
their stock less concentrated than other types of firms, despite
the higher administrative costs of this practice, and argue that
the equity of firms in developed countries tends to be



There were many participants in the water and
sanitation services dispute in Corrientes (the firm,
the regulatory agency, the provincial and municipal
governments, the press and congressmen). Thelabor
union also made claims against the concessionaire,
but this is not an important interest group in the
province because labor unions generally are not very
powerful outsde Buenos Aires. The discussion
followed a pattern typical of the contract
politicization process.

The resolution of this dispute according to the
contract (the automatic passthrough of three
componentsof costs) created moral hazard prablems,
aggravated by thefact that the firm wasan important
source of local demand for aluminum sulfate. The
decision by the regulator to restrict the automatic
pass-through could have moderated thisproblem, but
at the cost of violating the contract.

The case of Corrientes was moving towards a low-
quality equilibrium and the transfer of ownership
might have been one way out of this problem.
However, there are some potentia problems that
have not been addressed yet. The regiona cross-
subsidy creates a potential misalocation of
investment. Although the concessionaire faces
incentivesto invest more quickly in highly popul ated
areas’’ that tend to moderate the regiona bias
created by auniform tariff, this might not be enough
to lead to an optimal allocation of investment.

The delinquency in the payment of water and
sanitation services bills was probably the most
important factor leading to the solution explained
above. Water is deemed crucia for public health
reasons and this might ease the politicization of the
process. However, there were other factors that
might explain the difficulties in collecting overdue
bills. In the case of sanitation services, for example,

concentrated among nationals despite the very strong
integration of capital markets and the reduction of transaction
costs, both facts consistent with a voting model where
ownership by voting agents provides a better defense from
opportunism by governments.

5" Highly popul ated areashavel ower average connection costs.
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families have aternatives available (holes in their
backyard) that create negative externdlities (e.g.,
pollution of water sources) on their neighbors. The
elimination of these externalities through a network
had no direct benefit for each particular family. In
the case of water and sanitation services, alternatives
to network provision (through wells and holes) are
not very expensivefor each family; thismight helpto
explain why families who paid other utility bills did
not pay their water bill.%®

Another factor worth mentioning in the Corrientes
case is the relatively high average tariff during the
first 14 years of the concession.* This might have
been one way to avoid higher sunk investments
through a financing obtained from the users in a
scenario where there was a need to compensate for
decades of low investment.*® The resulting price
could have an impact on the delinquency ratios.®*

Some interesting lessons can be drawn from an
analysis of the privatization of water and sanitation
services in Corrientes. In a situation in which the
judicial system is not considered independent and
lacks experience in handling contractual problems
with private utilities, the regulatory framework has
to function in such away asto avoid reliance on the
judicial system. This can be achieved through the

%8 The distribution of natural gasin the province of Corrientes
is the responsibility of a private firm through a concession
granted by the federal government. The firm is able to
withhold service if there are long arrears. In the case of
electricity, a provincial-owned firm handles the distribution.
Unfortunately we were unable to obtain information about
arrears in the payment of electricity bills.

% The average price hasto be reduced by 5 percent during the
first 14 years and an additional 20 percent in year 15.

8 Cowanet al (1994) suggest that the higher sunk investments
that are characteristic of water services might explain why the
British regulatory framework allowed a large fraction of the
investment needs to be financed by the firm's own cash flow.

61 The World Bank estimated a total investment need of US$
75 million. As of 1996, the firm had invested US$ 32.4
million, suggesting that at the beginning of the concession
there were no problems with the pace of investment.



creation of ahighly respected regulatory agency able
to resolve disputes in a professional way. This was
not the case of Corrientes. An alternativewould have
been to rely on a regulatory agency that supervises
contracts in severa provinces, thus reducing the
chances of a political capture of the agency. This
was not possible in Corrientes because it was
Argentinasfirst privatization of water and sanitation
services.®

The financing of part of the investment out of tariff
revenues could have been avoided but that surely
would have demanded a contribution from the
budget. In a province with serious fiscal problems
this was not a viable aternative. The use of cross-
subsidies also introduced problems of its own.

There follows from the previous analysis that in the
privatization of water and sanitation services it
would be better for the firm to share with the
government the collection of billsin arrears (beyond
aminimum level at least). This would moderate the
incentive for the government to encourage
ddinquency.

CASE 9
CONTRACT TERMINATION IN THE
PROVINCE OF TUCUMAN

Water and sewage were privatized in the province of
Tucumén in 1995. Only one group, Compafiia de
Aguasdel Aconquija(CAA), ajoint venture between
a French company (Compagnie Generaledes Eaux)
and three Argentine companies (none of them from
Tucumén), participated in the August 1994 auction.
After the government of Tucumén accepted CAA's
technica proposal, it negotiated the economic
proposal which was based on theinitial increment of
the average tariff. CAA reduced its original request
of a 94.1 percent increase to the finaly approved
67.9 percent increase. In December 1994, a 30-year
concession for the provision of water and sewage
was granted to CAA, which started operations in
July 1995.

62 | ater concessions in other provinces did not make use of
this alternative either.
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Thereweretwo“ unexpected” eventsthat affectedthe
concession and led to its cancellation on September
1997.

C In October 1995 a new government took office
in Tucuman and on December 1995 the
provincial Congress passed aresolution to limit
the increase in the average tariff to 35 percent,
“until anew tariff isnegotiated.” On January 15,
1996, the public agency that reviews the legal
aspects of public decisions in Tucumén decided
that the 67.9 percent increase in the average
tariff already included provincia and local sales
taxes, contrary to CAA’s position that any
indirect tax should be added to its tariff.

On January 25, 1996 manganese was found in
the main water source for Tucumén. Although
the firm had to comply with quality targets that
included amaximum level of manganese, andthe
affected water source was not the responsibility
of CAA, public confidence in the company was
shaken when the water changed to adark brown
color.®®

InMarch 1996, theprovincia government threatened
CAA with the termination of the contract. Thefirm's
response was to apply under the Argentine-French
treaty for the protection of investments. A lengthy
negotiation between CAA and the provincid
government has been going on since. There was
political pressureto reducetariffsand campaigns not
to pay water bills. CAA did not suspend service for
“political reasons” (although the contract allowed it
to do so), probably part of anegotiation strategy. As
aconsequence, water billsarrearsincreased from 38
percent at the beginning of the concession to 75
percent as of December 1997.

In August 1996, CAA, the executive branch of the
provincial government, and federal officials agreed
to a new contract, with the assistance of the World
Bank, but the provincial Congress rejected it. In
December 1996, CAA appeded to the Argentine-

& caa argues that this was not a priority standard because,
according to the contract, it had to be measured only once a
month.



French treaty, but in March 1997 suspended its
request because the government decided to name a
commission to negotiate a new contract. The Vice
Governor, two legidatorsand thelabor unionformed
the commission that negotiated a new contract with
CAA. But the provincia legidature and the
executive introduced some changes. CAA did not
accept these changes and again asked for protection
under the Argentine-French treaty. The executive
sent draft legidation to the legidature with the new
contract agreed to between the commission and
CAA, but the Congress again rejected it on August
1997. Both CAA and the government of Tucuman
asked for the termination of the concession. CAA
was forced to continue operating the concession for
18 additional months until the government finds a
new supplier (the contract allowed the executive to
extend the contract for such a period if needed).

Analysis of the Case

Under the terms of its concession, CAA was
responsible for providing water and sewage
treatment to the city of Tucuméan, 9 other cities and
70 small towns. There was a clear intention to
subsidize the provision of the service in some areas
(specialy the small towns) with higher tariffsin the
city of Tucumén. The average tariff was calculated
based on severa characteristicsof the property (asin
the Buenos Aires concession), with no formal targets
on metering.

A new government took office in 1995 whose
electoral campaign was based on several criticisms
of the reforms initiated by the previous
administration. When manganese appeared in the
water in Tucumén, theMinistry of Health announced
that it was no longer drinkable and the Minister of
Government said, “ the provincial government does
not negotiate with thieves.”

Throughout this episode, CAA's strategy was to
negotiate with the government. This was clear even
before it started operations because it accepted a
lower increase in tariffs than the one included in its
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origina proposal .* The strategy was evident on two
occasions when CAA agreed to postpone its appeal
to the Argentine-French treaty for the protection of
investments. Furthermore, athough it would have
been within its contractua rights, CAA did not
withhold the provision of water to familieswho were
in arrears. In doing so, CAA made the problem
worse because higher debtswould eventual ly become
even moredifficult to pay, especially for low-income
families.

Since the eventual outcome was the cancellation of
the concession, this case was clearly outside the
initial contract. The decision was motivated by two
events. the change in government that led to a
politicization of the contract, and the manganese
episode, which was resolved in two days but
increased political pressures on the contract.

The contract explicitly mentioned that CAA was
responsible for the provison of drinkable water
(point 4.3.1.), and not just for compliance with
routine controls. More important, point 4.3.1 also
said that CAA had to take, at its own cost, any
measures necessary to avoid pollution of the
treatment plants or the distribution system. But the
contract also included specific pendties for an
eventual deteriorationin quality.® Thereareno cases
inwhich anisolated incident of noncompliance leads
to the cancdllation of the contract. Furthermore,
unexpected events are subject to no sanction (point
14.2 of the contract).®® The most severe sanction is
mentioned in general in article 8 of Law 6529 that
approved the privatization. This article allows the

%4 Moreover, the contract provided for an annual 10 percent
increase in the average tariff, calculated over the adjusted
price.

65 point 4.3.2 of the contract mentions that, in any case,
deterioration in quality must be considered a danger to the
health of the population.

% In fact, point 14.10.5 of the contract imposes a penalty of
US$10,000 for “...not adopting in due time the necessary
measures to prevent polluted water from entering into the
facilities for treatment or distribution...”, and point 14.10.6
imposes a penalty of US$ 20,000 for “... any noncompliance
in the quality targets for water, which has serious conse-
guences...”.



regulatory agency to interveneif thereisadanger to
the population even if the firm is not at major fault.
But article 59 of the law states that, in the case of
severe noncompliance with the contract, the
regulatory agency may demand that the
concessionaireresolve the problem. Article 64 states
that if there are deficiencies in the quality of the
service the concessionaire should pay a penaty
calculated as a percentage of the sales of thefirmin
the area affected by the problem.

One can infer from government threats to cancel the
concession without following the steps that were
included in the contract for cases of serious
deterioration in the quality of water, that there was
an intention to politicize the conflict. Political
demands were a so being made by congressmen and
officials, as shown by their pronouncement that the
increase in the average tariff aready included the
impact of indirect taxes. The contract is clear about
this issue. Provincial and municipal taxes are not
coststo thefirm (point 9.2) and they areto be passed
ontotheconsumer (point 12.10.5). Another example
is a similar discussion about who has to pay the
percentage of the tariff that finances the regulatory
agency.

It is interesting to note that the law establishing the
privatization of water and sewage in Tucuman
required the winner to maintain on the payroll at
least 90 percent of the employees of DIPOS (the
public firm). Given the traditional overstaffing of
public enterprises this requirement leads to a higher
averagetariff, increasing the hold up potential inthe
future, for aservicethat has shown major difficulties
in collecting overdue payments.

In addition to political conflict between entrant and
departing governments, other factors might explain
why the CAA contract was on the spot. First, the
increase in tariffs was negotiated between the firm
(theonly onethat participated in the auction) and the
former government. There were no other bids.
Although the final outcome of that negotiation was
an increase in tariffs that was lower than that
requested by CAA, therewas no benchmark, leading
casual observersto believe that the process was not
transparent.
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Second, ahigher tariff wasneeded to finance CAA’s
ambitious investment program. This increased the
likelihood of customer's noncompliance with
payment of their bills. The canon was set to zero in
order to offset thisrisk. In fact, Law 6445 said that
the tariff should not include any charges for the
depreciation of the existing stock of capital.

The intent of Law 6445 was clearly to pendize
consumers who were in arrears, but the change in
government in 1995, together with severe
macroeconomic conditionsin aprovincethat had one
of the highest unemployment rates in Argentina,
eased the way for the paliticization of the collection
process.’

CAA’s renegotiation position with the new
government was ambivalent. The company's request
for protection under the terms of the Argentine-
French treaty was clearly issued as a threat. CAA
could have first opted for requesting arbitration
included in point 5.4.4. of the contract. Such an
option would likely have been ignored by the press
outside Tucumén and also the federal government.

It isinteresting to note that although CAA employees
own 10 percent of the company’ s stock, this has had
no effect on the politicization of the conflict.

The rules that govern the regulatory agency have
some positive aspects. For example, sanctionsto the
firm are included in the budget of the agency,
providing anincentivefor effective monitoring of the
firm (and application of the penalties). Agency
directors are named by the Executive with the
approval of the provincia Legidaturefor aperiod of
six years, and they cannot have any contractual
relationship with the concessionaire for two years
after they leavethe agency.® However, the municipal
governments name two of the five agency directors,
introducing some room for politicization.

67 Law 6445 established a restriction on the regional subsidy
of 5 percent of the total revenue of the company, that would be
compensated by the government through the budget.

8 This restriction has not been usual in federal or provincial
privatizations in Argentina.



The concentration of ownership in the French
company wasdifferent fromtheaternativechosenin
the case of Corrientes. Instead of raising the interest
of loca entrepreneurs, equity became more
concentrated in a foreign firm with the treaty's
protection of the investment. The treaty was not
enough to avoid the cancellation of the contract,
however, despite the fact that the firm might end
recelving compensation in the future.

The case is very illustrative of the difficult balance
between securing ex-ante the financing of important
sunk investments and assuring the ex-post
sustainability of high tariffs in the presence of a
profound change in government and insufficient

competition in the award process. In spite of the use
of several standard instruments like reserving a
fraction of the equity of the firm for employees, a
relatively good design of the regulatory agency, or
placing a limit on regional cross subsidies, the
privatization failed. There were some pitfalls that
may have contributed tothisfailure. Therequirement
to maintain at least 90 percent of the received
personnel implied a higher tariff. Moreover, CAA
accepted from the beginning the requirement that it
negotiateon abilateral position with the government.
Finally, thefact that the regulatory agency wasloca
may have eased the way for the politicization of the
conflict.

The Telecommunications Sector

The telecommuni cations sector was one of the first
and most important privatizationsin Argentina. The
industry was privatized in 1990, at the beginning of
thefirst term of the current administration, when the
country had not yet recovered from the severe
macroeconomic conditionsof theeighties. Thesector
was made up of two firms (Telefénica de Argentina
and Telecom Argentina) which provided urban and
interurban domestic services. One firm provided
service to the northern parts of Argentina, whilethe
other did so for southern Argentina. Both firms
shared the Buenos Aires metropolitan area in equal
parts. They also shared the provision of international
services in ajoint enterprise, and owned one of the
three main mobile telephone companies. They also
owned one of the three (leading) data transmission
companies and entered the cable-TV business only
recently.

Thus, the situation at the time of privatization was
oneof amonopoly inthelocal, short to long distance
and international services aong with limited
competition in the other segments, where both firms
haveimportant interests. Competitive pressureswere
therefore supposed to be negligible during the
licensing period which was a seven year concession
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of exclusivity rightsinall voicetransmission services
(except for the mobile segment) under CPI-X price
regulation (with X set at 2 percent per year) along
with quantitative targets dealing with the expansion
of lines.. The exclusivity of the license could be
extended in 1997 for three years, with anincreasein
X to4 percent per year, only if theinvestment targets
were met.

Theinstitutional regulatory framework was defined
immediately after the bidding process with the
creation of the CNT (Comisién Nacional de
Telecomunicaciones). Commission members were
appointed by the executive without an open call or
contest for the posts. During the first year the CNT
was an autonomous body. Thiswas changed in 1991
when the CNT wasintervened by the executive after
the creation of the position of Under-Secretary of
Telecommunications (within the scope of the
Ministry of the Economy and Public Works and
Services). Since then, the CNT has remained under
the control of the executive,*® particularly since 1996

89 | ate in 1993 the positions in the Board of Directors were
filled by contest, but in 1995 a new intervention changed the
Board.



when the Under-Secretary of Telecommunications
was removed from the Ministry of the Economy and
upgraded to Secretary of State in the office of the
President. Thissummarizesthe evol ution of the most
unstable and politically dependent regulatory agency
in Argentina following privatization. The CNT was
neither captured by dominant firms nor remained an
independent body, and, in fact, became a direct
branch of the executive power.

Since it was an early privatization,
telecommunication was perhaps affected by many
‘imperfections of ingtitutional design, as just
described. However, one of themajor or morevisible
differences between this and later privatizations
(such as natura gas and electricity) was that the
tariff structure (based on pervasive cross
subsidization that had aclear distributional purpose)
wastransferred to the new setting. Infact, at thetime
of the privatization, cross subsidies were even more
severe than what had been customary in Argentina.”
This, in turn, transferred into the future institutional
setting all thetensions associated with aheavy cross-
subsidized price structure. Therefore, it is not
surprising that the undoing of thispricestructureand
the administration or governance of the tariff
rebalancing process became the central
telecommunication regulatory issue in Argentina.

CASE 10:
TARIFF ADJUSTMENT, 1991-1997

The time span of this case is the longest of al
regulatory conflicts; it started in 1991 and has not

0 Since the end of the Second World War, when Argentina
nationalized most of its public utilities, prices have been set
following moreor less palitically or distributionally motivated
patterns depending on the administration, and thus generating
cyclesinthepricelevelsand structures (cf. Porto and Navajas,
1989). However, at theend of the 1980s, when the country was
inthegrip of hyperinflation, the structure of cross-subsidiesin
favor of residential customers (and against businesses) was
exaggerated as the government decided to protect low-income
customers (defined as urban or low consumption) from the
sharp decline in real earnings (see for example, Navgjas and
Porto, 1990). This exaggeration of cross-subsidies was
corrected before privatization in gas and electricity (for
example, natural gas residential tariffs per cubic meter were
one third of the industrial tariff, a relation symmetrically
reversed at the time of privatization).
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yet been resolved and no agreements have been
reached. For this reason, we have divided this
overview into five parts or phasesthat correspond to
historical developments. It should be noticed from
the outset that the modification of the structure of
tariffs being discussed (a reduction in the price of
long distance callsand anincrement in short distance
tariffs and rentals) admits both static and dynamic
efficiency gains (if properly designed), but that it
aso means a redistribution of income from
residentia callers (mostly residents of the Greater
Buenos Aires area) to other types of users
(residential users in the interior of the country and
commercial and industrial users). This second
feature makes it politically unappeding (a
characteristic which has been singled out asamajor
cause for the historic cross-subsidies which have
existed in this industry in both developed and
developing countries).

Phase I: De-indexation and Adjustment of Rates

Analmost uniquefeature of telecoms privatizationin
Argentina was that it preceded the macroeconomic
stabilization of prices. Thisis particularly important
for the contractual conflict analyzed here becausein
April 1991 Argentina anchored its exchange rate to
the dollar in a one-to-one convertibility scheme, and
prohibited price indexation in the private sector to
ease the adjustment of expectations (influenced by a
long history of inflation and unsustainable price
freezes) to new macro fundamentals. Following de-
indexation, theMinistry of the Economy decided that
prices of public services should not be adjusted by
the (morethan) 20 percent CPI increaseregistered in
February 1991. This was the end of the CPI-X
formulaas stated in the telecommunications license,
and the start of aconflict/negotiation pattern between
the government and telecom firms. Under the
circumstances, the CNT, which was superseded by
the Ministry of the Economy in a regulatory
decision, started to lose powers.

Infact, the Ministry started to negotiate away out of
the CPI-X directly with the firms. The solution
reached was to modify the formula from pesos to
U.S. dollars, without modifying the X. That is, al
tariffs were now expressed in dollars and, therefore,



supposedly protected from devaluation, and would
be adjusted each semester according to changes in
the U.S. PPI. Of course, the firms took this as a
violation of their licenses and began lega actions
(unsuccessfully) in an attempt to get the cumulative
difference’™ according to the old formula.

During the negotiating process, the firms demanded
compensation in the form of permission to readjust
tariff rates, as was contemplated by their licenses.
Apparently, thiswas not the concern of the Ministry
of the Economy insofar as the adjustment could be
delayed because it did not interfere with its major
short-term concern of no price increases. The firms
could not get awritten acceptance of the adjustment
until November 1991, when a Presidential Decree
(NE 2585), designed by the Ministry of the
Economy, established the “ dollarization” of tariffs,
the new adjusted formula adapted to U.S. inflation,
and aso the guidelines for adjusting the tariff
structure. The main one was to determine that the
adjustment should be neutral for thefirms, asdefined
by the invariability of revenues before and after the
adjustment. The decree also announced that the
adjustment would be undertaken shortly (within six
months).

A month later, in December 1991, the Ministry took
over the CNT, creating the Under Secretariat of
Telecommunications to which the CNT was
annexed. This direct intervention remained for
almost two years without any magjor devel opment, a
fact that reflected the reluctance of the Ministry to
change what had been achieved in 1991.”% The new
CNT officids recruited in October 1993 aso
followed this strategy: they were reluctant to make
substantive modifications (many of the members of
the new Board of Directors had anegative opinion of
Decree N0.2585).

Phase I1: Toward the Public Hearing of 1994

" Domestic inflation did not converge to international
standards until the second half of 1992, and cumulative
inflation sincethe beginning of convertibility (April, 1991) has
been 62.2 percent.

72 Between December 1991 and March 1992, the Ministry
proceeded to sell 30 percent of the equity of the two telecom
companies that had remained under public ownership.
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Since 1993 the devel opment of call-back competition
in international cals made existing rates
unsustainable, and the firms began to lose outgoing
traffic. Until then, the closed monopoly nature of the
Argentine market could sustain heavy cross-
subsidies. Development of call-back was the first
signal that the pre-privatization price structure was
going to be difficult to sustain.”™

The companies increased their pressures for
fulfillment of the rates adjustment agreement of
1991. They presented the call-back case before the
Courts, arguing that the government should ban it
because it violated their exclusivity rights. The
Courts' interpretation was that the exclusivity issue
was a territorial one and that the provision of
international voice transmission from abroad did not
go counter that exclusivity.

Amidthisdisputeover call-back, the Undersecretary
of Telecommunications and the companies agreed to
implement a public hearing mechanism (that is
common in gas and electricity) on the issue of tariff
adjustment. The mechanism is a public meeting in
which interested parties express their views on the

73 Theextent of call-back penetration wasinitially constrained
to international callsand later (in 1995) was extended to long
distance domestic calls. Thelimit to call-back penetration was
the so-called accountancy charge, which isthetransfer pricea
U.S. or other foreign Telecom has to pay the Argentine
telecomsfor receiving the call. The charge, which isan agreed
(reciprocal) transfer or access price, was set from previous
agreements at US$0.75 per minute. Any call-back tariff then
had this figure as a floor upon which to price the call,
assuming competition in the call-back market, prices could go
aslow asthisfigure plus costsfor the activity. By the time the
call-back started to hit the companies, average international
charges of the two telecoms were well above US$ 2, and long
distance calls were up to US$ 1.6. In the case of interurban
calls, since call-back operators need to enter Argentina twice
to contact two calling parties in the country, they had to pay
two accountancy charges which add up to US$ 1.5. This led
the companies to argue in 1995 that, with the more expensive
domestic long distance call at or below US$ 1.5, the call-back
operator should be accused of dumping practices, i.e. selling
below their costs. However, thisargument isflawed by the fact
that the cost is established by atransfer or accesspricethat is
an international convention between Argentinaand the rest of
the world, and is above the ones established between most
devel oped countries. The determination of this charge at more
normal values could have created a large entry of call-back
operators into the domestic market.



issue at stake. The results of the meeting could be
informative (aswas the case in telecommuni cations)
or mandatory. The first hearing (actually there were
three meetings) took place in November 1994, and
the companieswereinvited to present their proposal,
a fact that was in accordance with the procedures
established both in the license and in Decree No.
2585.

Theproposal wasvery unsatisfactory fromawelfare
point of view and it aroused a lot of suspicion from
well-informed analystsand the general public.” This
hearing was the first instance in which a group or
implicit coalition opposing the rebalancing started to
express their voice, with some effect on public
opinion.

Phaselll: The NERA Report and the Second Round
of Public Hearings

The negative experience of the first hearings gave
rise to a new take over of the CNT in early 1995.
The Commission has remained since then a mere
branch of the Undersecretariat, who took control of
the process of adjustment. In fact, the
Undersecretary now fell under the control of the
(newly created) Secretariat of Energy and Public
Works of the Ministry of the Economy. The
Secretariat took direct charge and decided to hire an
international consulting firm, which was expected to
complete a report on the adjustment issue in six
months. This became known as the NERA (1995)
report, which produced a technical proposal for
adjusting rates with seven different options
depending upon the constraints that one could
include in the adjustment process.

™ Inshort, the proposal * solved’ the required rebal ancing (too
high international and long distance domestic charges and too
low rental chargesand local call rates) with amodest reduction
in the former (in relation to what was required according to
efficiency criteria), and a similar increase in the latter.
However, it disguised a big increase in tariffs by proposing a
segmentation of the main metropolitan area (Buenos Aires)
whereby local calls would be classified as short distance
domestic calls, i.e, reducing the geographical definition of
urban area. Once this new zoning was explained in the press,
general opinion turned negative. According to the consulting
group NERA (1995), approval of this restructuring scheme
would have generated an important increase in the profits of
the companies, which later questioned this conclusion.
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The NERA (1995) report was discussed in a second
public hearing which took place in January 1996
under increasing opposition from three interest
groups. one represented by the ombudsman
(Defensor del Pueblo); the second by consumer
groups; and the third by opposition members of
parliament. The NERA report had severa flaws as
noted in other studiesand reports (e.g., Artanaet d .,
1996; Mitchell and Taylor, 1995; Yarrow, 1995)
which accepted theeconomic (within theinstitutional
congtraints) case for an adjustment of rates.
However, the critique of the interest groups was not
of atechnical nature. While the criticisms were al
different, they did point to the inconvenience of the
adjusment. The groups argued that: 1) the
companies had high profits and this called for a
reduction of interurban long distance and
international calls without any compensation; 2)
prices for international calls were being reduced
anyway by the companiesin response to competition
from call-back firms; the adjustment would shield
them from this; 3) information regarding costs and
demand was insufficient and unreliable to justify an
adjustment exercise, and 4) the restructuring was
unfair to many consumers who did not make long
distance or international calls.

These criticisms are not entirely wrong, even though
they do not make a case for not adjusting telephone
ratesin Argentina. First, itistruethat the firmshave
been profitable but this is irrelevant in a (within
period) pricecapregulatory framework, asthey were
supposed to maximize profitsand thereweregainsto
be obtained from the previous existing organization
in the sector. Second, it is true that prices for
international calls were being adjusted downwards
and that the readjustment could protect the firms
from this situation yielding undue compensation for
these reductions. However, this element could be
easily subtracted from the readjustment exercise (as
proposed in Artana et a., 1996) and the call-back
was not an effective solution for correcting
distortions in interurban calls, particularly short to
medium distance cdls. Third, it is true that demand
and cost estimates are not abundant and very robust.
However, available estimates coupled with
international evidence (Ahumada et al., 1996) can



give a far range of values which, given the
magnitude of preexisting pricedistortions, can safely
justify an adjustment.” Furthermore, even accepting
some unreliable estimates of fixed and variable costs
(acommon problem in dealing with cost estimatesin
telecommunications) the move to an efficient
regulated price structure may yet be desirable
(Urbiztondo, 1995). Findly, it is true that the
adjustment leaves some consumers worse Off,
particularly those who had been favored by pre-
existing distortions. Simpleeval uations of the change
in consumer welfare before and after the adjustment
(Ahumada et al., 1996; Navagjas, 1996) indicated
aggregate gains, at the expense of a significant
redistribution between urban and interurban
CoNsuMmers.

Another non-technical problem with the NERA
report is that it could not be taken as a proposal
since according to the existing license, the
government cannot fix or change (or even propose a
change to) the tariffs. Instead, the proposal should
comefrom the companies, aswasthe case during the
1994 hearings. All the government can do is to
accept or reject the proposal.

To complicate matters, immediately after the second
set of public hearings, in February 1996, the
Ministry of the Economy issued a ministerid
resolution ordering the Secretary of Energy and
Public Works to make a decision on the adjustment
rates, after the companies had chosen one of the
options of the NERA report. The complication came
from the fact that this resolution could be construed
asdirect government involvement in fixing telephone
rates, alegal argument later used by the ombudsman.

7 The argument is similar to an optimal marginal tax reform
exercise. If prices (e.g. urban and long distanceinterurban) are
not optimal, then there exists an inverse optimum problem and
adirection of marginal reform that can justify the adjustment
as awelfare gain. Given the size of the initial relative price
distortion, there is a range of values for the basic parameters
(price-€elasticities of demand and marginal costs) that validate
the move. One only needs the true parameters to be within the
limits (even though one does not know the exact values) to
justify beginning the adjustment process. This argument is
further elaborated in Navajas (1996).

However, thisdecisionwasnot implemented because
political changeswithintheexecutive (duetofighting
over control of the post office privatization process)
led to the removal of the Undersecretariat of
Telecommunications from the Ministry of the
Economy. The office was upgraded to a Secretariat
of State answering directly to the President of the
Republic. The CNT, completely enmeshed in this
structure, moved into the orbit of the new
Secretariat, created in March 1996.

Phase 1V: Toward the Third Public Hearing and
Decree 92/97

In the second half of 1996, the new Secretariat
authorities started a more decided approach to
implementing the adjustment, with (according to
them) “ direct presidentia instructions.” One of the
first things they did was to abolish the ministerial
resolution issued in February and establish a new
mechanism for the readjustment to take place (which
was not much different from what had been
established before the NERA report). It clearly
stated that the government could not propose an
adjustment but instead could evaluate and decide on
proposals made by the companies (with the final
consent of the firms).

In October 1996 the companies presented a new
proposal which improved upon previous ones (such
asthat of 1994) by taking into account the progress
made, particularly after the NERA report debate.
The proposal had some salient features (see Table
3). The proposal increased the rental charge (80
percent) and thelocal call rates (50 percent) together
with an elimination of free minutes embodied in the
old tariff structure and the implementation of alow
user scheme to protect low-income consumers.
However, it al so reduced interurban short tolong call
charges (from 15 percent to 59 percent) and the
average international call (55 percent).

The Secretariat evaluated this proposal and called
for anew (the third and most recent) public hearing
in December 1996. The interest groups described
previously participated in that debate, as did other
business organi zations and individua s of theinterior
of the country who were supposed to express their



support for the adjustment given thelargedrop inthe
price of interurban communications. To avoid pro-
urban pressure (particularly inthelarge metropolitan
area of Buenos Aires), the hearing was scheduled to
take place in a provincial capital.

The hearing was a reiteration of old arguments by
opponents of the adjustment and, therefore, did not
add new issues to the debate. The perception from
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the Secretariat's viewpoint was that the time had
come to announce an adjustment modifying the one
proposed by the companies. In February 1997, the
Secretariat decided to go ahead with the adjustment
and, instead of using the (expected) mechanism of a
Secretarial Resolution, issued a Presidential Decree
(No. 92/97) to signa that the decision had full
political support.



Table 3: Tariff Sructuresin Argentine Rate Adjustment Conflict

FIEL October 96
Origina | Exerciseof Var.% | Proposd by Var. % Decree Var.%
Efficient Companies 92/97
Prices
Rental Charge Residential 8.9 22 147% 16 80% 125 40%
Rental Charge Commercial 35 79 126% 35 0% 35 0%
Free Units (in pulses) 75 -- 49% -- 50% -- --
Local Calls 0.022 0.033 0.033 0.026 18%
Interurban Calls
Short Distance 0.26 0.06 -75% 0.22 -15% 0.2 -23%
Medium Distance 0.75 0.08 -89% 0.54 -28% 0.54 -28%
Long Distance 14 0.11 -92% 0.58 -59% 0.64 -54%
International Calls 2 0.98 -51% 0.90 -55% 1 -50%
Low User Scheme No Yes** Yesk** Yesk**

* Values are approximations and averages. Rentalsarein $ per month, unit (pulses) are also monthly (1 unit=$0.044).
All calls charges are expressed in $ per minute. “Pulses’ (so called PTFO) are a metering convention to which the
pricing is defined. One pulse costs $0.044 and it lasts 2 minutes for normal urban calls. The pricing is adjusted
throughout the relation between pulses and minutes or seconds, without changing the value of the pulse.

** Up to 450 pulses/month, same rental as before and call charge equal to twice the new price.

*** Up to 150 pulses/month, reductions in the rental start with 20% (up to 70 pulses) and then drop. This schemeis

not well designed, as explained in the text.

The adjustment thus decreed was a modification of
the one proposed by the firms in order to make the
changes less abrupt (see Table 3). Firgt, residential
rental charges were increased (40 percent) by half
the amount requested by the firms. Second, the cost
of aminute for alocal call wasallowed to rise by 26
percent (which was the result of an increase of 33
percent in the peak period from 10 AM to 1 PM, and
a change in normal rate and reduced rate periods);
the decree also established alow user scheme (which
was poorly designed).”® Third, the reductions in
pricesof bothinterurban and internationa callswere
in general less sharp than proposed by

™ The low user scheme in the Argentine debate was first
suggested by Artana et al. (1996) and can be thought of as an
optional (self-selected) two-part tariff. The trouble with the
Decree was that the established scheme did not have
conditions of continuity, convexity and therefore self-selection
for the scheme to be Pareto superior alaWillig (1979). Being
designed for residential consumers, the nonexistence result of
Ordover and Panzar (1980) does not apply to this case.
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the firms, with the exception of short distance
interurban calls.”

After thisdecision, the Secretariat rapidly found that
it had underestimated the capacity of interest and
pressure groups to block the adjustment. The
counterattack camein the following months through
a large number of judicia hearings that led to
perhapsthehottest legal disputein recent history and
to chaos in the legal status of telephone rates in
Argentina. Press coverage of the dispute was, in
general, favorable to the case against adjustment,
with economic arguments being rel egated to asecond
place.

" In particular, for the interior of the country the Secretariat
decided to give some short distance calls the status of urban
cals, yielding big price reductions in calls of up to 30
kilometers. This was to compensate small towns located at
distances that are shorter than those of the metropolitan area
of BuenosAires. In fact thisreclassification frominterurban to
urban callsis precisely the opposite of what was proposed in
the 1994 hearings.



Phase V. Legal Confusion and the Partial
Implementation of the Adjustment

In afew weeks, therewere dozens of suitsthat asked
(mainly federal) judgestointerrupt the adjustment of
telephone rates, with few (or just a couple)
requesting the opposite. The leading or more
important judicial decisions can be classified into
four groups:

C Dr. Bustos Fierro’s decision in Cérdoba, after
lawyersfor theindustrial association argued that
the adjustment should be accepted and
implemented becauseit represented arelief of an
unfair situation for the customersin theinterior
of the country who used thelong distance service
moreintensively. Thiswasthe only case decided
in favor of the adjustment with the judge
expressing that the decison had a nationa
validity. The Federa Court of Appeas in
Cordoba has confirmed the decision.

C Dr. Sarmiento’s decision to grant protective
action (amparo) in Buenos Aires following the
argument brought by the ombudsman (Dr.
Maiorano). The argument was that the
adjustment could not be held valid because the
Secretariat had violated legal procedures by
failing to summit the decision to a public
hearing. Even though thisis not afina verdict,
it proved effective since it was later accepted by
the Court of Appeals of Buenos Aires. The
Secretariat  appedled the protective action
arguing that there was no case since it had not
changed any tariffs, but rather modified a
proposal made by the companies. Additionally,
the Secretariat argued that the protective action
was based on the resolution issued by the
Ministry of the Economy in February 1996,
which had been superseded in March 1997 and
was no longer valid (see Phase V). In August
1997 Dr. Sarmiento ordered the Telecom firms
to send hills using the old pre-adjustment tariff
structures.

C Dr. Heyland's grant of protective action in
Buenos Airesin response to action brought by a
local opposition council member (Mr. Polino) in

collaboration with an association of consumer
interests. In the judge's opinion, the adjustment
went against article 42 of the National
Congtitution (reformed in 1994) and, therefore,
it should be voided. In June, Dr. Heyland got
tough with the companies, applying fines for
charging the new tariffs. In those parts of the
country where the companies were not sending
out billsuntil the situation became clearer (so as
to avoid fines), the judge fined them for not
sending out the bills.

Dr. Rodriguez's verdict in Mendoza following
adjustments made by an opposition member of
the National Congress (Ms. Zucardi). Thiswas
similar to the case in Cordoba and was later
confirmed by the Federal Court of Appeals.
Among all the lega actions considered, thisis
the only one that raises economic arguments.
One unintentional source of confusion that
contributed to the judge’ s decision was the fact
that the National Institute of Statistics (INDEC)
had to compute theincreasein telephoneratesto
be included in the CPI. This is based on the
1985-86 expenditure survey which is, in turn,
based on consumption patternsin Buenos Aires,
and is based amost exclusvely on renta
chargesandlocal calls. When INDEC computed
theincrease, taking into account the elimination
of free minutes, it reported an increase in
telephone charges or outlays of around 60
percent (press coverage of this had a significant
impact on public opinion). Dr. Rodriguez's
verdict stated that according to INDEC, which
is an officia body, the adjustment did not
balance rates because only increases were being
registered. In addition, in the judge's opinion the
increase violated the peso convertibility law. It
wasvery difficult to explain to the Judge that the
INDEC measurement depended on a biased
sample and that there were conceptua flaws in
his argument, because the convertibility law
doesnot forbid changesin relative pricesand, in
fact, says nothing about the behavior of prices.

The reaction of the companies to this situation was
not uniform. The northern company (Telecom)
decided to go ahead with the adjustment, while the



southern one (Telefonica) did not send out any bills
inMendozaand Buenos Airesin reaction to thelegal
actions and possiblefines. By the end of September,
the situation was rather chaotic and the firmswaited
for a Supreme Court ruling that was postponed until
after the October parliamentary election. Amid
speculation that the Supreme Court was reluctant to
hear the contradicting cases of Cérdoba, Buenos
Aires and Mendoza, the Attorney General was
consulted on whether the Supreme Court should
resolve the dispute. The Attorney General's reply
was not clear and gave riseto a sense of uncertainty.
He maintained that the Supreme Court should not
intervene in measures of protection such as those
presented in Buenos Aires, and that there was, in
principle, no contradiction between the Cordoba and
Mendoza verdicts. Furthermore, he added that the
ombudsman should not participate in cases where
some consumer's are made worse off and others are
made better off.

Summary of the Case

The initia decision analyzed in this long case was
made by the government and was not in compliance
with the initial contract. Decisions made after the
renegotiation of 1991 were in compliance with the
(corrected) contract even though there were many
institutional uncertainties surrounding the
government action.

C The initid decison responded to a
macroeconomic stabilization shock that required
de-indexing contracts. Since the application was
of ageneral nature, it cannot be interpreted asa
hold up decision. Thegovernment further proved
itsinitial intention to compensate the companies
with arestructuring of tariffs, and it eventually
fulfilled this commitment.

C The actors involved in the dispute were the
executive (which superseded and practicaly
removed the regulators), the regulated
companies and a coalition of opposing groups
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formed by the ombudsman, the opposition
parties, consumer associationsand many judicia
courts.

The mechanism used to reach a solution of the
dispute between the executive and the companies
was a nonbinding public hearing with a fina
decision to be made by the former and agreed to
by the companies. This mechanism was not
accepted by the courts.

The evaluation of the decison made by the
Secretariat admitsdifferent interpretations. First,
it respected the contract as modified in 1991,
even though politicaly it was costly to do so.
Second, it represented amove toward both static
and dynamic efficiency, as cross-subsidies
among different services were reduced and the
resulting structure was closer to Ramsey
Principles, giving correct signals for expansion
and entry following deregul ation and inter-modal
competitioninthefuture. Last, theadjustment in
pricesmight havefavored theregulated firmsfor
not having considered the extent of protection
against the penetration of call-back operations
and because the reduction in short and medium
distance tariffs was minor (except for areas
neighboring large urban centersin theinterior of
the country), and due to the difficulty in
anticipating the full extent of the adjustment
(i.e., dueto the creation of peak load charges).

The main lesson to be learned from this case is
that the conflict owes alot to deficienciesin the
privatization process, in particular, the
maintenance of a highly inefficient and
unsustainable pricing structure. This made the
debate in telecommunications in Argentina a
rather old-fashioned one, where the main topic
was how to deal with cross subsidiesin aclosed
monopoly. Other interesting aspectsrelateto the
blocking capacity of interest groups and the way
the ill-created (i.e., weak) regulatory agencies
lost control in favor of the executive.



The Transportation Sector

RAILWAY S

The national network of railways, operated by the
state-owned company Ferrocarriles Argentinos
since 1946, began to be concessioned between 1991
and 1993 in separate units of service and regions,
even though it remained vertically integrated. The
maintenance of the network and its operation was
assigned to the concessionaires. The railroads were
divided in six freight units and seven suburban
passenger units(the commuter network inthe greater
Buenos Aires metropolitan area, one of whichwould
remain public), whereas urban passenger services
weretransferred tothe provincial governments.”® The
regulatory jurisdiction remained under federal
control.” Until 1996, each concession had its own
regulatory body. A 1997 Presidential Decree merged
all therailway and road regul atory agenciesinto one
(whichisapart of the Secretariat of Transportation
and Public Works in the Ministry of Economy and
Public Works).

Case 11:
Renegotiation of Railway Freight Concessions,
1997

The key dements of any concession are the
requirements to fulfill and the canon to pay by the
operator, both of which have an impact on costs, and
on thelevel and structure of tariffs. Also important,
although sometimes forgotten, is the consistency of
incentives to carry out all the terms of the contract

8 Except the Buenos Aires-Mar del Plata corridor, which was
also concessioned by the federal government. Many of the
provinces opted to discontinue service, because it required
high subsidies to be economically viable.

I Although currently there is an emerging jurisdictional
conflict regarding the commuter network for suburban access
to Buenos Aires, because the local government wants to
participate in the renegotiation of the contracts which is now
in hands of the federal government.
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(either through auditing efforts and penalties or
through the use of private incentives to maximize
profits). Since an auction tries to match the “ seller”
with the best “buyer,” the design of the concession
has to account for the interrel ationship among these
aspectsin away that effectively induces competition
and the selection of the best possible option.

The five exigting freight concessions were designed
for a 30-year duration with an optional 10-year
extension. Competition from trucks sets a limit on
tariffsto fina users (and thus the regulatory burden
does not fall here, even though it is reasonable to
require approval by the regulatory authority before
changes in prices). That means that the key issues
are the combination of the canon, the required
expansion, quality of service and employment of the
preexisting labor force, and the access charge to
alternative users of the net (i.e.,, provincesthat wish
to provide passenger services) in an incentive-
compatible way. Naturally, there are different
feasible combinations of canon and requirements
according to the objective followed. In this case, the
goal of concessioning the service was to find new
sources of fundsto expand capacity and improvethe
efficiency of the operation of the net, because its
underdevelopment and poor functioning exerted a
heavy burden on the Treasury. Another goal was to
increase the use of a less polluting means of
transportation (which, paradoxically, suffers from
the effect of public subsidies to the use of roads to
autocarriers). Privatization experiences before the
Convertibility and the Brady Plan (in 1990 and
1991) onthe other hand, stressed financial aspectsof
privatization. Furthermore, since Ferrocarriles
Argentinos was transferring passenger servicetothe
provinces, objectives included not only the
development of freight service but aso passenger
service, which would be promoted by lower charges
for access to the railways network.

Naturally, the way to combine these elements so as
not to destroy incentives is not a smple matter.



Generally speaking, the concessionaires must find it
in their interest to respect the offers made. If thisis
sufficiently the case, then offers will not be
opportunistic and the auction will attract serious
investors while at the same time minimizing ex-post
renegotiation of contractual terms. The importance
given to all these aspects does not mean that the
criterion for selecting the best offer has to combine
all of them, because the weights given to each would
make very problematic and even arbitrary the
selection process, increasing the chance of
opportunistic offersmadejust to win the competition
but resting on the hope of ex-post bilatera
renegotiation. Instead, it would be highly advisable
to fix two of the three variables (providing some
degree of flexibility in the contract and organize
competition in the third one). For instance, the
quality and expansion requirements of the network
could be predefined. Similarly, an access charge
consistent with real competition by alternative
providers of passenger transportation over the
network can aso be established. The best offer
would then be the one fulfilling these conditions and
offering the highest canon asthe rental of the assets
received.®*

This choice would certainly be transparent and
probably would also be more difficult to modify:
having explicitly combined different conditionsto be
considered in the offers, the organizer of the
concession typicaly tries to guess consistency and
credibility by analyzing the relationship between the
three conditions and projections made by the
participants. This facilitates contract modifications
when these conditions do not hold: since the weights
attached to each dimension might induce high levels
of investment, announced projections must look
optimistic even if they aren’t redly so and the
benefits of the concession came from other margins.
If, instead, the requirements of the concession are
fixed (or linked in the contract to observed market
conditions), there is no need to require explicit
projections of traffic and other market conditions,

8 Natural ly, if requirementsare tighter, the highest canon will
be lower. Thus, the establishment of quality requirements
while competing on canon is perfectly compatible with
different objectives pursued in the privatization process.
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which then makes it more difficult for the firms to
clam that “unexpected events’ require a
renegotiation .8

Unfortunately, the auctions for the concessions of
freight services and the operation of railways in
Argentina determined the selection of the winning
bids according to acomplex set of weightsregarding
canon, access charge and investment plans (in
addition to experience, size of the work force and
participation of domestic investors, making matters
even worse). Given this, even though traffic has
increased (62 percent between 1992 and 1994
according to former Secretariat of Transportation
and Public Works),® competition from trucks has
been strong and demand projections have not been
reached which, in turn, has induced concessionaires
to lag behind in their investment plans and in the
payment of canon (according to the press, they have
only carried out 50 percent of the investment plans
and owe $20 millions in canon, which for some
concessionaires corresponds to being overdue on
morethan oneyear of monthly payments; seeClarin,
September 28, 1997). The contracts called for the
application of penaltiesdueto thesefaults, including
the termination of the concessions, but they have

8 The relative ability to renegotiate multidimensional offers
and one-dimensional offers is at this point a theoretical
conjecture with no formal model to defend it (to our
knowledge). Regarding the case of water in Buenos Aires, for
instance, renegotiation occurred even with one-dimensional
offersin 1994, and this al so happened, to certain extent, in the
Port of Buenos Aires in 1995 (in this case it was not a
renegotiation but rather the misuse of a clause of the contract,
and even though the offerswere ordered according to the canon
only, they had to be explicit regarding the traffic to be assured,
which later was argued was the one expected). Still, the
transparency in the selection of the best alternative with one-
dimensional offersreducesthe scopefor opportunistic behavior
and, other things being equal, should reduce the probability of
renegotiation. Naturally, other things must be equal to draw
conclusions from different experiences, among them the
warranty for the execution of the contract, the structure of final
tariffs making incentive-compatible the expansion of the
network and the respect of the investment plan, the autonomy
and technical expertise of the regulatory body, the
concentration and |obbying abilitiesof providersand users, etc.

8 |Interviewed in Radio Conti nental, February 17", 1995; see
Ambito Financiero, CD-ROM.



proven to be difficult to enforce.

The problem with enforcement also stems from the
fact that carrying out the initia investment plans
would beinefficient and, therefore, the renegotiation
can be Pareto-improving.® The ex-post inefficiency
of the investment plans justifies some type of
renegotiation. However, the fact remains that the
method used to select the best offer was quite
inefficient (this is, in part, also reflected in the
difficulties faced in most auctions, which needed to
be repeated to find interested investors; in some
cases, there was only one offer presented), and that
renegotiation does have its costs. Indeed, a lower
access charge together with alower investment plan
would have meant a much better concession
outcome, and al so probably amore attractiveauction
with more high-quality offers.

In July 1997, the Executive ordered the Secretary of
Transportation and Public Works to modify the
concession contracts (Presidential Decree 605/97),
following the authorization to do so by theComision
Bicameral de Reforma del Estado (a bicamera

8 Naturally, the renegotiation would be very transparent if it
is competed in the market, i.e, if the concessions are
terminated and a new auction is organized in which the assets
added by the private operators can be included in the package
at the price requested by the owners (provided that the new
participants havethe option torej ect these assets). If the option
is technically impossible, then the valuation of al the assets
transferred has to be done by the authorities. New concession
requirements should be modified to avoid the inconsistencies
of the previous ones (the current operators could participate
and continue the operation of thefreight services provided that
they are the highest bidders). The fact that the government has
not adopted this alternative leaves open three possible
interpretations. First, that the government has problems in
executing the contract, which would then trigger aproblematic
lawsuit. Second, that the government believes the transaction
costs of this alternative to be too high, including running the
risk that the services may collapse at some point in time. And
third, that thereis simply an inadequate mechanism to defend
the interests of taxpayers and users of the service (either due
to a lack of capacity on the part of public officials or the
lobbying efforts of current operators). Since the contract did
not include the government's active participation in the
provision of certain inputs or services to the concessionaires,
the last two options seem to be the most relevant ones, but
distinction among them is rather difficult and therefore not
attempted here.
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regulatory review commission) in April 1996.2* The
reasons for renegotiation alluded to in the decree
include “unforeseen changes in conditions, which
made contract plans incompatible with the level and
composition of the demand,” in part due to a
“shortfall in actual demand relative to expected
demand.”

Renegotiation requirements in the decree correctly
include four important constraints. First, they do not
affect the “ economic and financial equation” of the
concessions (i.e.,, leaving profits constant as in a
rebalancing of tariffstowardsaRamsey structure).®®
Second, they preservethe principleof entrepreneurial
risk assumed at the time of competition for the
market. Third, they introduceflexibility toformal (or
input) requirements but respecting substantial (or
output) results. Lastly, the agreement is subject to
both internal and external scrutiny by auditors such
as the SIGEN (Sindicatura General de la Nacion,
an interna auditor of the Executive), the AUGEN
(Auditoria General dela Nacion, an ex-post agency
directed by arepresentativeof thefirst political party
in the opposition) and the Bicamera Reform
Commission.

In this sense, given the decision to start a bilatera
renegotiation of the contract, the characteristics of
the mandate are ex-post appropriate, alowing
improvementsrelative to theinitial contract (for this
would mean investments for which there is no
effective demand, and the current high access charge
delays the actual development of competition and
expansioninthe provision of long distance passenger
transportation by alternative providers such as the

8 During 1995 the Executive was trying to renegotiate the
contracts without going through Congress. The Commission
opposed these attempts arguing that the discussion disregarded
important issues such as the dispute over access charges
involving the provincial operator (UEPFP) in Buenos Aires,
which had demanded a renegotiation of the $5 per
train/kilometer access charge. This charge was, allegedly, 10
times higher than international standards (see Clarin, April
20™, 1996).

& Presumably, the renegotiation will include lowering the
access charge and the canon, whereas the investment plan will
be adapted and the ownership of the assets used will be more
flexible.



provinces). Nevertheless, the renegotiation will be
carried out with asymmetries of information and a
weakened bargaining position by the Secretary of
Transportation and Public Works, which makes it
unlikely that “the financial and economic equations
of the contractsremain constant,” as mandated in the
decree. Renegotiation isacostly processthat should
be avoided a the time of the design of the
competitionfor themarket. Thisrequiresconsistency
and flexibility in contract clauses, defining the
exogenous changes that would lead to changesinthe
contract and the guiding principletofollow, avoiding
also causing opportunistic misconduct by either
party. These characteristics in the design of the
concessions have not been observed in this case.
Thus, even though the fina details of the decision
have not been determined yet, requiring
postponement of final evauation, the previous
considerations are still illustrative and insightful,
deserving their inclusion in this study.

MARITIME PORTS

The organization of maritime ports in Argentinais
undergoing major changes. In 1992, Law 24.093
established that, with the exception of the country’s
five main ports, the provinces could request the
transfer of management for existing and new
commercia andindustrial maritimeports. Provincial
operation of portswould require federal government
approval of location, safety and environmental
considerations, but the federal government would in
noway beinvolvedin determining the characteristics
of eventua concessions to be organized by the
provinces).®® This new legislation was the starting
point for a process of decentralization of operations.
In many instances, this meant alowing the
participation of private operators through
concessions. In this changing context, a conflict has
emerged regarding the administration of the contract
for the port of Buenos Aires. The port of Buenos
Aires consists of two areas. Puerto Nuevo and Dock
Sud. Control over Dock Sud was transferred to the

8 The five ports retained by the federa government are
Buenos Aires (located in the city of Buenos Aires), Bahia
Blanca and Quequén (in the province of Buenos Aires), and
Rosario and Santa Fe (in the province of Santa Fe).

42

province of Buenos Aires, which awarded a
concession to a private operator in 1995. Puerto
Nuevo remains federally owned, but it was also
given in concession to a private operator in 1994.
Thishasgiven riseto strong competition between the
two.

Case 12:
Renegotiation in the Port of Buenos Aires, 1995

The characteristics of the concessions are different.
The concessionaires of Puerto Nuevo have to pay a
high canon (resulting from the economic offer they
made in the auction of the concession contracts),
whereas the concessionaire of Dock Sud has to pay
asignificantly smaller canon.® Theconcessionaire of
Dock Sud is the owner of the land used for the
operation of the port. Other differencesarerelated to
mandatory investments, taxes, commitment to
employ the preexisting labor force, etc. Naturally,
thegeographical proximity between thetwo (areas of
the) port(s) has given place to strong competition
(not only port-to-port, but a so terminal-to-terminal),
aresult of which hasbeen asignificant reduction (50
percent) in the tariffs charged to shippers. In light of
this situation, the operators of Puerto Nuevo have
lodged ademand pointing out the asymmetriesin the
respective concessons and arguing that the
characteristics of the Dock Sud's concession are a
violation of therights of the Puerto Nuevo operators
asthey were defined at the time of their participation
inthe auction. The operators of Puerto Nuevo alege
that: “the rules of the game have been changed.
Initialy, the volume to be transported was to be
distributed among the port terminals, and the
operators of Puerto Nuevo took this into account
when preparing their bid. Now, however, a new
terminal which doesnot pay the canon, doesnot have
obligations with the labor force, enjoys certain
services, etc. Thus, Puerto

87 Formally speaking, the concessionaires of Puerto Nuevo
pay the tasa a las cargas (i.e, a charge for each ton
transported), but have to assure a minimum volume of
transportation and pay the port authorities for it. Since the
guaranteed level of transported merchandise has been well
above the actual volume transported, this charge is a fixed
cost, and can beinterpreted as a canon to be paid regardl ess of
the volume of freight transported.



Nuevo operators agree, there is an important
difference with the original auction.®

The consideration of the reasonableness of these
demands has centered on the comparison of costs
among terminals in Puerto Nuevo and in Dock Sud.
However, it should be noted that the comparison is
incorrect. It is like discussing whether Coca-Cola
and Pepsi-Cola have different costs to leve the
playing field. Moreover, it will alwaysbe possibleto
congtruct cost estimates pointing in one or the other
direction (for instance, modifying arbitrarily the
opportunity cost assigned to the land owned by the
concessionaire of Dock Sud, or changing the time
preference applicable to investments already sunk
versus investments to be carried out in the future,
etc.). In that sense, the (ex-post) asymmetry of the
concessions is a weak argument to justify a
modification of the contracts. Thus, theeval uation of
the conflict has to be ex-ante of investments, and
according to the relevant legal and information
environments.

Assoon asthisdispute emerged in April 1995, there
was a 25 percent reduction in the canon charged by
the port authority of Puerto Nuevo, the Administra-
cion General de Puertos, AGP, according to
Resolution No. 6/95. The analysis of the resolution
requires precision in terms of the applicable legd
framework. Article 34 of the Pliego de Bases y
Condiciones para la Licitacion de las Terminales
de Puerto Nuevo (the Pliego) says that a new
regulatory agency, SAP, will replace the AGP and
that the canon paid by the private concessionaires
may be adjusted so as to cover the expenses of the
administration and common port services. However,
article 24 of the Pliego established that the winning
bid would be the one with the highest economic offer
among qualified participants. Article 35 stated that
“during the first, second and third years of the
concession, the canon would be 40 percent, 60
percent and 80 percent of the amount offered in the
auction, respectively,” aso anticipating that fromthe

8 |nterview with Mayra Tebot, a member of Intefema (the
operator of Terminal 6 of Puerto Nuevo, which went bankrupt
less than one year after the beginning of the concession), El
Cronista, February 22, 1995.
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fourth year on, the adjustment would follow the
global volume of transportation for the entire port
relative to the volume at the time of privatization. In
other words, the contract made explicit the
adjustment mechanism for the canon, anticipating
that themagnitude of transported merchandisewould
grow in the first three years, including some sort of
insurance or protection from the fourth year on. At
the same time, it allowed the authorities of the port
to modify the canon so as to obtain the resources
necessary to finance operation of the port.

It is possible that the contradiction between the
authority given to the SAP in order to modify the
canon and its predetermination in the Pliego for the
first 3 years of the concession as a function only of
the economic offer, allows some legal space for
having reduced the canon by 25 percent five months
after the beginning of the concession in Puerto
Nuevo. In fact, the arguments used to justify this
decision were that “as aresult of various measures,
important economiesin theoperation of the AGPand
significant increases in revenues will result, thereby
abiding by theformal requirementsfor taking such a
measure.” Nevertheless, leaving aside this legd
aspect which we do not pretend to solve here, from
the economic point of view thereisno contradiction.
In effect, the 25 percent reduction in the canon paid
by the operators of the terminals of Puerto Nuevo
cannot bejustified, not only becauseit occurred only
five months after the beginning of the concession
(invalidating the meaning of the economic offers
used to select the winners of the auction),®® but also

8 Theinconsi stency between article 34 of the Pliego and the
auction mechanism used in this case should be noted, as it
implies alack of relationship between the economic offers by
potential operators and the budget of the port. The offerslack
any meaning if the canon offered is immediately adjusted in
order to finance operation expenses. It is like auctioning a
painting to the highest bidder and then reducing the payment
arguing that the seller does not need so much money. It would
have been more appropriate i) to exclude any referencein the
Pliego to the adjustment of the canon according to the budget
of the port (which faces the restriction of article 12 of Law
24093 -Ley de Puertoss which requires that port
administrators reinvest al their resources), or ii) auction the
contract based on the lowest tariff to shippers (“alaDemsetz,”
fixing the required contribution to finance the operation of the

port).



because it did not benefit the

owner of the port (i.e, the federal government, and
taxpayers and users of port services). It has to be
stressed that there was no authority to reduce the
canon based upon the degree of competition in the
sector.®

Inany case, regardlessof the AGP' sinterpretation of
resolution No. 6/95, the evaluation of the conflict
and eventual renegotiation of the contractsisamore
general matter. First, the sequence of the division of
jurisdictional powersbetween thefederal government
and the province of Buenos Aires indicates that the
concession of Dock Sud was not a violation of the
contractual obligationsin Puerto Nuevo. Knowledge
of the conditions under which the Dock Sud
concessionaire would operate could have been
imperfect, but this should have been foreseen by the
firms that participated in the bidding for the Puerto
Nuevo terminal.

Second, the competitive nature of the sector, both
looking to the future and in terms of the design of the
Puerto Nuevo auction, renders improper all
renegotiations based on competitive devel opments
occurring after the auction. The 25 percent reduction
in the canon for the Puerto Nuevo terminalsin April
1995 is an unjustified contractua change for the
participants at the auction in Puerto Nuevo who
offered alower canon and lost the concessions (to the
extent that such a measure did not reflect the true
changes of the costs of services provided by the Port
authority).

Third, as aready mentioned, the real competitive
variable in Puerto Nuevo was the canon. Therefore
an eventua difference between expected and
guaranteed traffic (implicitinthe canon) isirrel evant
as an argument of renegotiation. Furthermore, even
though the design of thePliego (regarding flexibility
to adjust the canon given to the port authority) and

% The arguments for this decision also state that “the
reduction of the canon... will produce effects conducive to
increases in the competitiveness of the port of Buenos Aires
and its concessionaires,” an aspect which should not play any
role in the decision to reduce the canon, and which is
suggestive of the true reason for adopting this measure.

the mechanism chosen to select offersin the auction
areinconsistent, the authority to changethe canonis
not related at al to the development of new
competition or with the financial outcome for the
firms awarded the concession of the Puerto Nuevo
terminals.

Fourth, the correct definition of “level playing field”
is ex-ante, and the variable canon adjusts for the
different conditions of the concessions and the
expectations of ex-post competition. This definition
emergesfrom asimple analytical model whereit can
be easily demonstrated that a sequence of auctions
with different ex-post conditions is perfectly
compatible with normal benefits for those who
anticipated developments correctly, which must be
presumed to be what happened.**

Fifth, the reduction of the canon in Puerto Nuevo is
neutral as far as equilibrium is concerned, i.e, it
does not produce a modification of the tariffs
competed. Since the canon is a fixed cost, its
reduction does not alter the equilibrium level of
charges by the operators of terminalsto the shippers
(at least in the absence of significant imperfectionsin
thecredit market), whichthen meansadirect transfer
from the owner of the port (i.e, the federa
government and, thus, taxpayers) to the operators of
the port. Thistransfer has no socia benefit involved
(if the operators go bankrupt in the current situation,
then there could be a new auction where, eventualy,
the canon offered will be lower).

Finally, the renegotiation of the Puerto Nuevo
concession contracts can give rise to a tax war
between the federal government and the province of
Buenos Aires, triggering the renegotiation of the
concesson of Dock Sud. This jurisdictional
competition could have desirable effects in other
circumstances, but in this case would lead only to a
transfer of rents to the operators of the terminals (if
it generates a reduction in fixed costs), or to a
subsidy to international commerce (if it involves
subsidies linked to the volume transported), or
simply to an inefficient tariff structure that does not
consider externalities generated by the operation of

%1 See Urbiztondo, Artana and Navajas (1997).



ports.
Summary of this Case

On the one hand, the 1995 decision by the AGP to
reduce the canon paid by the operators of the Puerto
Nuevo terminals by 25 percent, was within the
bounds of the contract, for reasons different than the
one which (at least partially) motivated it. On the
other hand, the province of Buenos Aires had not
changed on the contract as of November 1997.

The 25 percent reduction was motivated by the
lobbying activity of the Puerto Nuevo
concessionaires, who clam to have received an
unexpected shock (the degree of truth in the claim
might be relative, and thus the decision could be
described asacontractual failure, i.e., an unjustified
modification of thecontract). Furthermore, therewas
an inconsistency between the method for selecting
offers and the authority given to adjust the canonin
the contract that helps to explain the ongoing nature
of the conflict itslf.

The actors involved in the dispute are the AGP, the
concessionaires in Puerto Nuevo, the province of
Buenos Aires, and the operator of Dock Sud, whose
positionsweregenerally reflected in the pressaswell
(the Bicamera Commisson aso andyzed the
decison ex post, and its participation should be
consdered relevant for the future of the
negotiations). No public hearings or judicial actions
have been held so far, athough there might be some
inthefuture, astheissue hasnot yet been put to rest.

The mechanism used to reach the (initial) solution
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was aresolution by the AGP, and the current dispute
is characterized by an ongoing debate with joint
studies by the AGP and the province of Buenos
Aires, whereas the concessionaires of the two ports
lobbied actively.

The AGP decision respected the | etter of the contract
but not its spirit (it involved the misuse of an
instrument which was designed for ends different
than the emergence of competition, as it cannot be
serioudly argued that new economies allowed the
AGP to reduce its budget by 25 percent within five
months of the beginning of the concessions). It does
not contribute to efficiency because it representsthe
reduction of afixed cost without affecting the tariffs
equilibrium, as it represents a transfer from users
(i.e., taxpayers who could invest more in the
infrastructure of the port) to the concessionaires.
Nevertheless, the AGP has avoided taking further
measuresin thisregard in spite of pressuresfromthe
concessionaires of the Puerto Nuevo terminals. This
might have been the result of closer congressional
scrutiny.

Asalesson, it should be noted that thereareflawsin
the design of the competitive environment in Puerto
Nuevo which are now being exploited by the
concessionaires. In addition, the multiplicity of
political jurisdictions involved, alows lobbying
efforts directed to different areas. Also, this case
shows that it is very hard to grant exclusivity under
jurisdictional decentralization of the property of
facilities (i.e., AGP and the province would have to
coordinate the characteristics of their concessions,
which is difficult to do).



General Lessons and Concluding Observations

Table 4 summarizes the salient characteristics of the
twelve cases studied in this paper. As can be easly
seen, there is sufficient variation in the cases and
each one obeys certain logica explanations,
providing varied lessons. For instance, deficient
contract design paved the way for renegotiations,
putting more pressure on theregulatory task. Similar
effects produce poorly designed (automatic) cross-
subsidies or insufficient competition in the award
process. In contrast, highly visible sectors in which
consumersfeel theimpact of the regulatory measure
immediately, yield an environment in which
regulatory adjustment of the contract is more
balanced. Overdl, the decisions included in this
study show some bias towards the objectives of the
regulated firms, whereas the exceptions are mostly
concentrated in the more autonomous regulatory
agencies in the energy sectors. In this sense, the
implementation of regulation in the public utility
sectors of Argentina seems to have been more
problematic in terms of assuring the selection of the
best offer in the auctions for the public firms
privatized and services given in concession, as well
as in adequately protecting the interests of captive
users, than in terms of political opportunism and
“ expropriation” by changing the rules.

Comparing different levels of government, the
provincial cases show some expropriatory behavior,
whichisconsistent with weaker institutionsand with
the fact that provinces “ export” bad reputation to
other provinces (i.e., they don't internalize al the
long-run costs of opportunism).

These lessons can be readily compared with new
experiences. Indeed, since the writing of the first
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draft of this paper in December 1997, important
decisions have been reached regarding the extension
of the exclusivity and introduction of managed
competition in the telecommunications sector (not
particularly in line with what was established in the
initial contract), a broad renegotiation of tariffs and
obligations in the water and sanitation services
provided by Aguas Argentinas in Buenos Aires
(including stronger environmental requirements and
a higher and more easily implementable price
structure), increases in tariffs for urban public
transportation (both motor and rail operations), as
well as attempts to modify highways concessions
(substituting tolls by a general tax on oil) and the
recently concessioned (not transferred yet!) airports.
These new instances of contractua renegotiation
appear to have a common bias against consumers
and to favor the regulated firms, and at the same
time go together with requirements for faster
expansion and higher investmentsforgiving firmsfor
not having reached the previoudy contracted
obligations. Thisisstriking sincethepublic positions
adopted by members of the governing party have
created an atmosphere which anticipates expro-
priatory behavior (thisis even more so a the loca
level, and particularly with extractive firms of
natural resources). Perhaps there is some degree of
anxiety for higher investments by public officias
(another example of an intertemporal inconsistency
of political cycles), or may be other reasons for this
wave of (non-competed) renegotiations. It is aso
interesting to note that none of these decisions were
debated in public audiences, which then appear to
offer an effective mechanism to reach contractual
stability.



Table 4: Summary

Type of Contractual | Evaluation of the Design of Characteristics Context Importance of Participation
Event Sector Adjustment Decisions Contracts and of Regulatory of the Issue of
Competition Bodies Operation Involved Consumers

1. Retained gas Natural gas |Resolution Correct decision | Correct ENARGAShas |Decisionshave |Relativelylow |None, dueto the
(reduced formal andreal |direct effect on type of decision
lobbying) autonomy based | consumers;

on design and many firms
context. acting
separately.

2. Pass-through of gascosts [Natural gas | Resolution Incorrect decision |Correct (but High Very activein
(opportunistic assumed more the public
behavior) competition than hearings; poor

isthecasein arguments
generation)

3. Different sources of gas Natural gas |Resolution Acceptable Correct Relatively low | None
decision, not
perfect

4. Revision of thepricecap |Natural gas |Resolution Reasonable Contradictory Very high Activeinthe

in 1997 compromise, but | resolutions made hearings
not very more difficult
transparent because of the

regulator’s
behavior

5. Construction of a Electricity Resolution based on |Slow decision, but | Relatively ENRE has same |Ditto natural gas, [High None, only

transmission line in the public audience correct correct, but the | properties as although the generators and

Comahue region which passed veto sector is ENARGAS issue considered DCs participated

power technologically follows in the hearings
very complex individual rules

6. Acceleration of Water and Resolution Incorrect Correctinbroad |ETOSSis Only one Very high None (the

investment in Buenos Aires | sewerage decision: terms (except formally regulated firm, regulatory
transferred rents | automatic cross- |autonomous but | different users framework does
to the firm and subsidies its design and (old and new); not include
adjustment could context of low visibility of public hearings)

not be enforced

operation biasits
decision toward
the regulated
firm

decisions due to
delayed impact




Type of Contractual | Evaluation of the Design of Characteristics Context Importance of Participation
Event Sector Adjustment Decisions Contracts and of Regulatory of the Issue of
Competition Bodies Operation Involved Consumers
7. Modification of Water and Resolution Incorrect Vague/no guide Relatively lower |None
infrastructure chargesin sewerage decision: for modification
Buenos Aires transferred rents | of referential
to the firm, but tariffs
improved allocati-
ve efficiency
8. Exitin Corrientes Water and Transfer of owner- | Tacit Cross-subsidies |Regulator isnot | Political A sequence of None
sewerage ship to local expropriation and lack of autonomous instability relatively
investors (denia of pass- commitment by important issues
through and of the executive
cutting off service
to nonpaying
customers)
9. Renegotiation and Water and Contract renegot- Legad instability [Ditto Corrientes; |Regulatorisnot |More pro- Very high Press coverage
cancellation in Tucuman sewerage iation and termina- | due to political low competition |autonomous nounced political was very
tion by provincial swings, low for the contract instability important, and
executive competition and political
deficient design representatives
of tariffs were extensively
involved
10. Tariff rebalancing Telecommu- |Presidential decree | Complicated Unbalanced CNT istaken Very important | Extremely high | Very active, in
nications decision, with tariff structure  |over by the and competing various ins-
prosand consin |aggravated the |Secretariat of interestsin tances, through
every dimension | adjustment of Communications |place, high different
the contract ,i.e,itisnot visibility of the representatives,
autonomous decision, and press
regional conflict coverage
11. Renegotiationinfreight |Transportati |Presidential decree |Ex-post Bad designin Regulator isnot | Various firms Very high None, but some
railways on reasonable various autonomous by  |which do not publicity was
decision, dimensions design, not even | compete among giveninthe
following poor (multiple formally themselves press
design of auction, |argumentsin the
with negative offers, etc.)

precedent setting
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Type of Contractual | Evaluation of the Design of Characteristics Context Importance of Participation
Event Sector Adjustment Decisions Contracts and of Regulatory of the Issue of
Competition Bodies Operation Involved Consumers
12. Adjustment of canonin | Transportati |Resolution Negative decision, |Inconsistent Regulator isnot | Jurisdictional Very high None (low
Puerto Nuevo on with transfer of design autonomous; its | separation of visibility and
rents to (adjustable replacement by | authority, and indirect effect)
concessionaires, |canon, used as an autonomous | very indirect

following design
of the contract

the competing
variable)

body was de-
signed in the
contract but is
delayed

impact on final
consumers (low
visibility)
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