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Step 2. Designing Hybrid Plans

A. Consider modificationsto pureprice
cap regulation (PCR) that may improve
Its perfor mance.
= Earningssharing.
= Revenue sharing.

= Allowing correctionsfor unanticipated,
exogenous shocks.

B. Examinethe merits of presenting the
firm with a choice among regulatory
plans.



Modifying Pure
Price Cap Regulation

Unlike PCR, rate of return regulation
(RORR) can facilitate:
= Earningsstability; and

= Ongoing correctionsto inaccurate initial
forecasts.

It Ispossibleto build these attractive features
of RORR into PCR.

* Doing soisnot costless, asthe disadvantages of
RORR accompany the advantages.

= Disadvantagesinclude reduced incentives for
cost-reduction, higher regulatory costs, etc.



Earnings Sharing

A Common Formulation

* A band isestablished around thetarget rate
of return.

= All earningswithin this band accrueto the
firm.

* Theband isoften 200 — 300 basis points above
and below thetarget rate of return.




Authorized
Earnings

16 L

14 |

12 ]

10

M ar ket
Returns

8 10 12 14 16

Figurel. A Common Earnings Sharing Plan.




How Can the Sharing be
|mplemented?

. Direct annual paymentsto customers.
= “Dividend checks'.

2. Price adjustments.

. Network expansion.

. Network moder nization and service

quality improvement.



Benefits and Costs
of Earnings Sharing

Benefits.

= Guardsagainst exceptionally high or low
earnings.

Costs.

" Dullsincentivesfor cost reduction and
Innhovation.

= Can provideincentivesfor shifting costs from
unregulated to regulated activities.

= Requires earnings monitoring.




Revenue Sharing

1. Can ensure more stable earnings
without reducing incentivesto minimize
production costs.

2. Can limit incentives for demand-
enhancing activities, such asquality
Improvement.

3. Entailsthe sharing of revenues, rather
than earnings, above a specified level.

Examples:
A. Chilee Road concessions.
B. Oregon: Telecommunicationsindustry.
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Figure 2. Revenue Sharing.




EXxogenous Factors

Question.

Should PCR plansinclude automatic
adjustmentsfor the financial implications
of unanticipated industry shocks?

Answer.

Such adjustments can be advisable, if they
are employed sparingly.




Accounting for Exogenous Events:;
The Z Factor

" %Dp"=1- X+Z.

" TheZ factor reflectsthe financial impact of
unanticipated, exogenous shocks.

= A positive Z factor reflects an adjustment for
higher costsor lower revenues.

= A negative Z factor reflects an adjustment for
lower costs or higher revenues.



Characteristics of Events that Should
Trigger Adjustments to the Price Cap

1. EXogenous.
= Theevent isbeyond the control of management.

» Thefinancial impact of the event should also be
lar gely beyond management’s control.

2. Pronounced magnitude.
= To prevent excessiveregulatory hearings.

3. Affect regulated suppliersdisproportionately.
= Avoidsdouble counting.
= Economy-wideshocksarereflected in .



Examples of Exogenous Factors

Taxesimposed by the government that fall
disproportionately on theregulated firm.

= A special profit tax on theregulated firm.

| nvestment mandates imposed by the
regulator.

= |nfrastructure modernization.



3. Pronounced changein input pricesfor
crucial factors of production.

= Automatic fuel adjustment clauses can be
designed to avoid freguent regulatory
nearingsin the electric power industry.

= Full pass-through of actual cost changes
IS not recommended, In order to provide
Incentivesto search for lower input prices
(and to avoid double counting).

= Link pass-through toworld prices.



The Basic Trade-Off

= By excluding correctionsfor most or all
exogenous factors, the regulatory process
can be streamlined, and theregulated firm
can be forced to become accustomed to the
har sh realities of the marketplace.

= By including correctionsfor relevant
exogenous factors, theregulatory process
becomes more like rate-of-return
regulation, but the firm does not suffer or
gain because of eventsthat are beyond its
control.



Summary

= Adjustmentsfor alimited set of
Important exogenous factors can capture
some of the advantages of RORR
without Introducing too many of Its
disadvantages.

"= Therange of possible exogenous factors
should be extremely limited, to prevent
excessive regulatory hearings.



Regulatory Options

= A regulator need not limit him/her salf to
choosing the best singleregulatory plan.

= Different planscan be grouped together
as a set of options, and thefirm can be
per mitted to select one of the options.

= Greater gains can be secured for
consumers when theregulated firm is
permitted to select a single plan from a
car efully-designed set of optionsthan
when no choiceis per mitted.



|llustration: PCR vs. RORR

= Supposearegulator would like to implement
price cap regulation (PCR).

= However, theregulator isnot certain of the
firm’sability to reduce it’s operating costs.

= |ftheregulator requiresinflation-adjusted prices
to declinetoo rapidly, the firm will suffer
financial distress.

= Toavoid such distress, theregulator may set a
modest X factor if he/she hasdecided to
iImplement PCR for sure(i.e, if thefirm isnot
permitted to select a different plan).



PCR and RORR as Options

An alternativeisto present thefirm with a
choice between PCR and RORR.

If the firm knows the maximum X factor it can
bear without suffering financial distress, the
regulator can set a high X factor under the
PCR plan without fear of causing financial
distress.

= Thefirm will select RORR if the X factor under
the PCR plan istoo challenging.

Thedownsiderisk from too high an X factor
now Is an increased likelilhood of operating
under RORR ... not financial distress.



Example

= Theregulator knowsthat the firm is capable
of reducing inflation-adjusted prices, on
aver age, by somewhere between 1 and 5
percent annually.

= Thefirm knows its capabilities precisaly.

= |fit can only Implement a single pureprice
cap plan, theregulator may set X closeto 1
(e.g., 1.5) to avoid financial distress.

* |f RORR isavailabletothefirm asan option,
theregulator can afford to set a more
challenging X factor (e.g., 3), without therisk
of financial distress.



lmplications

By allowing the regulated firm to choose
among regulatory options, a PCR plan that is
mor e favor able to consumers can be secured
when PCR isimplemented.

» Theregulator can afford to implement a more
demanding PCR regimeif the RORR “ safety net”
ISretained.

Thecost of the option iIsthat RORR may be
Implemented.

But the expected gainsunder PCR generally
outweigh the expected costs under RORR,
rendering the use of options an attractive
alternative in many situations.



Observation

= Optionscan be particularly valuable if
regulation is being imposed on multiple
firms.
= Onesize may not fit all.

= The set of options presented to the firm
need not berestricted to RORR and
pure PCR.

Pure PCR and an earnings sharing plan
may constitute a reasonable set of options.

= The FCC implemented such a set of
alter natives between 1995 and 1997.



Earnings-Sharing Options in FCC Regulations for Interstate

Table 1

Access Charges, April 1995

. Minimum [50/50 Sharing of | Maximum
Option : :
Earnings Returns Earnings
Option A:
10.25 12.25 - 14.25 13.25
4.0% X factor
Option B:
10.2 12.25 - 20.2 16.2
4.7% X factor o R N
Option C:
none none none

5.3% X factor
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Figure 3. Regulatory Options Under the FCC’s 1995 Plan.




Observation

The FCC diminated the three optionsfor
the LECsin April of 1997.

Pure price cap regulation became the only
option for all LECs.

The X-Factor was set at 6.5.



Additional Observation

It may bewisetorestrict theregulated firm’s
freedom to choose among regulatory options over
time.

Unrestricted freedom to switch among regulatory
options can invite strategic behavior by the firm.

The firm might conserve on costly undertaking
(e.g., maintenance) when it isunder PCR, with
offsetting increases in these costly undertakings
when it isunder RORR.

To limit such behavior, the firm may berequired
to incur financial losses of a specified magnitude
or duration under PCR before it can switch to

RORR.



1.

2.

Summary

It may be advisable to combine distinctive
features of different incentive regulation
plans. To illustrate, price cap plans might
INncor por ate:

= Z factors.

= Earningssharing.

= Revenuesharing, etc.

Theideal combination of featureswill
depend upon regulatory goals and
resour ces and upon mar ket conditions.



3. Earnings sharing under price cap regulation
can guard against extremely large and
extremely small levels of earnings, but at the
expense of limiting the incentives of incumbent
suppliersto reduce operating costs and to excel
In the market place.

4. Some limited adjustmentsfor exogenous events
under price cap planscan be advisable.

5. Sometimes, It can be advisableto present the
regulated firm with a choice among a car efully-
chosen set of regulator plans.

* Doing so can lead to gainsfor thefirm, the
regulator, and consumers.



Summary of Analysis

1. Pricecap regulation requiresreal pricesto
fall, on average, by an X factor.

= Calculation of theideal X factor isnot
straightforward, but isguided by sound
economic principles.

2. Price cap plansoften restrict movements of
individual prices, Impose service quality
standards, and incor por ate adjustments for
exogenous factors.

3. Price cap planscan also incor por ate ear nings
sharing.
= Earningssharing ensures less extreme earnings,
but dullsincentivesfor superior performance.



4. Scheduled reviews of price cap plans can
take many forms.

= Profit reviews make PCR function
much like RORR.

= Alternativereviewscan provide
stronger incentives for superior
performance by the regulated firm.

5. Careful empirical work isrequired to
assess the merits of price cap regulation in
particular settings.




Appendix: Other Hybrid Plans

1. Yardstick Regulation.

= Holdsindividual firmsto the standar ds set
by other firms, rather than to absolute,
exogenous standar ds.

= (Can bevaluablewhen regulatory
Information islimited and firms have smilar
oper ating circumstances.

Example: UK water industry.

2. Pricecapswith higher allowed pricesto
finance approved investment proj ects.

= K factor in Argentina’ s gasindustry.

=  Q factor in UK water industry.



3. Earnings Sharing with a Reverse Taper.

= Providingthefirm with a diminishing
shar e of incremental ear nings can be
politically attractive.

= But adiminishing share of incremental
earningsfor the firm can discourage large
cost reductions.

= Earningssharing plansthat givethefirm
an increasing shar e of incremental
ear nings have been implemented.



Basis Points Above Approved
Rate of Return

Company/Customer Split

0-25 100% / 0%
25-75 25% [ 75%
/5-100 35% / 65%

100 - 125 45% / 55%
125 - 150 55% / 45%
150- 175 65% / 35%
175 - 200 75% [ 25%
200 - 250 85% / 15%
250 - 300 95% / 5%

> 300 100% / 0%

Tablel: Earnings Sharing Plan for SDGE.
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Figure 4. The SDGE Earnings Sharing Plan.




