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SHOULD WE EXPECT INTERNATIONAL CONVERGENCE TOWARDS BEST PRACTICES IN THE REGULATION OF PUBLIC UTILITIES?

Research question
The question of whether national regulations tend to converge as a consequence of a more open world trading system has generated a significant amount of literature in political economy. Two streams of research are prominent. The first looks at trade agreements as a potential driver of this convergence. Models in this stream generally feature a two-country framework in which countries bargain over the adaptation of their regulatory systems, under the constraints of domestic interest group pressures. Another research stream looks more closely at the implementation of regulatory convergence that is required by a supranational authority or a treaty, as in the case of the European Union or NAFTA. 

One aspect that might have been overlooked in this literature, however, is the possibility of regulatory convergence occurring not because of an overarching political choice (trade negotiation, creation of a free trading zone, etc.) but, more spontaneously, as the result of national institutional processes and technological factors leading to some degree of compliance with best practices that have emerged in the rest of the world. 
A starting point of this paper is to argue that there are good reasons to expect this process to take place for public utilities regulation over time. In effect, deregulation for these industries can very much be depicted as a discovery journey. Because these industries have been regulated for so long in most countries, no one really knows what the best way to regulate them post-deregulation actually is. Even if pro-competitive measures often seem to be the most efficient, creating the right competitive environment is something that requires some new regulatory measures to begin with. Successful implementation of “best-practice regulation” in other countries surely helps to overcome various uncertainties that play against such moves. 

Does it mean that this adoption of best practices is necessarily taking place in most countries? To answer this question, one needs to take into account the nature of the institutional environment and political game taking place within countries when regulatory authorities face the choice to set policy either very close or very far from such standard. Within countries, some actors will probably be against the adoption of certain best practices (especially local corporate interests willing to adapt regulation to their own needs, as well as elected politicians supporting them), whereas others, for instance multinational firms and new entrants, will probably favor them. Finally, national regulators can decide to set up international group for exchanging information and comparing national practices. Maintaining large differences in regulation could arguably raise costs, hamper innovation, disrupt the benefits that can be derived from world markets, and even threaten trade agreements. Technology and what has happened in other deregulated sectors is also likely to have an impact on the regulatory authority’s decision.

The purpose of this paper is to develop a model taking into account these institutional dimensions, and then test it using a large international database of regulatory decisions in telecommunications, gas-electricity and water industries.

Theory: Sketch of the model

In this paper we develop a multi-principals/single-agent model containing an operative definition of convergence and a theoretical description of its potential determinants. 

Issues / policy dimensions

The issue to be decided upon –and determined as a result of the game– is the design of regulation for sector i, where i = telecom, energy and water. Such design is multidimensional but is summarized in the model by one variable reflecting the score of the design vis-à-vis the “international best-practice” regarding each issue in the corresponding sector. We thus model the policy decision as a single dimension that averages the distance to international best-practice, and preferences of players are defined over these policies. We also observe whether there is a tendency for regulatory policies to coincide, and what the forces behind such eventual “convergence” actually are..

Players

The game played in each country has one agent, the agency responsible for regulatory design, and two principals: political authorities in charge of choosing broad policy directions and of monitoring the agency (1), and the corporate sector, lobbying the agency to influence regulatory design (2). The agent is inherently inclined to best-practices due to his technical background (as constructed from the information supplied by the various principals), but is affected by transfers / “pressure” from principals.

Principal (1) summarizes the formal delegation by the highest level of government and other public officials with responsibility outside sector i (aggregates various sub-principals, including regulators of other public utilities or sector j ≠ i, antitrust agencies, ministries on trade, fiscal policy, legislators, consumer advocates, labor unions, etc.). Principal 1’s position is defined by its “revealed preference” observing the government’s policy orientation in general

Principal (2) summarizes lobbying efforts by regulated firms in sector i. Principal 2’s position is defined as the synthesis of different types of firms, weighting their importance by their market shares, assuming that multinational firms prefer international best-practice while local firms don’t –because the former suffer a cost from heterogeneous regulations over their different subsidiaries across the world, and the latter have an advantage in negotiations about the use of discretionary powers in the short-term local regulatory game.
We then solve this common agency game, and derive the following testable hypotheses.

Expected results

The model suggests that the adoption of best practices in one country increases when:

1. sector i allows more competition;

2. Principal 2 contains more multinational firms (and perhaps more foreign investors);

3. Principal 1 is more free-market or best-practice oriented;

4. The principal favoring best-practice (in case there is only one) has more powerful instruments to convey information and/or exert pressure on the agent.

Furthermore, regulation should tend to be more similar across countries when the service involved is traded or tradable (i.e., when regulatory harmonization is necessary).

Convergence here is an ex-post evaluation of the policy (not a driving force pushing one particular solution because players primarily care about convergence). 

Our model will be tested using an international dataset –under construction– regarding the regulation of public utilities (telecommunications, gas-electricity, water).
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