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Executive Summary 

EDF Energy has asked us to review the papers included in the bibliography attached to 
Alistair Buchanan’s speech of 6 March 2008.1  In that speech, Buchanan expresses 
dissatisfaction with the current format of regulatory reviews, and suggests that some of these 
papers provide alternative methods of approach.  However, it would be easy to be mislead 
reading only those papers. 

The papers describing alternative regulatory procedures fail to point out the underlying 
primary legal and procedural framework that is needed to make these methods work.  Ofgem 
might conclude from these papers that introducing negotiated settlements would simplify 
regulatory procedures.  However, these papers do not explain that the interested parties can 
only reach negotiated settlements because they have a very clear idea of the outcome that 
would emerge from the primary regulatory procedure (i.e. regulatory hearings).  It is 
therefore only possible to introduce regulatory settlements if the primary regulatory 
procedure has previously been set out in great detail, in a way which leaves little or no doubt 
about future outcomes.  British regulatory procedures do not offer that degree of certainty yet. 

Similarly, the papers discussing alternative methods of defining the cost of capital or the 
return on investments are not properly grounded in the fundamental economics of regulation.  
Some of the proposals are simply too incoherent to be practical, whilst others seem only to 
create opportunities for short-term decision-making by regulators.  None of these papers are 
grounded in the fundamental principle that all regulatory systems must offer investors 
whatever rate of return is necessary to attract capital for investment. 

Drawing on a wider concept of regulatory procedures, the final chapter sets out some 
conclusions about how Ofgem could improve RPI-X regulation in Britain.  Some of these 
suggested improvements involve focusing attention on investment (rather than opex), whilst 
some concern the need for more transparent decision-making procedures.  It would also be 
useful for Britain to adopt formally two regulatory standards: 

 A revenue standard that obliges regulators to offer investors the rate of return needed to 
attract capital for long-lived investment; and 

 A procedural standard that obliges regulators to reach and to explain all their decisions in 
a way that makes it possible to see how they are meeting the revenue standard and other 
statutory duties.  

These regulatory standards are in any case emerging slowly in Britain from a process of trial-
and-error and from the piecemeal accumulation of court and Competition Commission cases.  
However, it would be desirable to accelerate their emergence, by understanding the central 
role they play in the efficient and equitable functioning of the Ofgem regime and by setting 
them out explicitly. 
                                                 
1  One of the papers is mentioned in the bibliography but is not referred to in the text: P Freeman (2006), “Regulation and 

Competition – Chalk and Cheese”? CRI Speech University of Bath, 7 September 2006.  It seems to be a general review 
of the mandates of regulatory bodies and to be included as background material.  Similarly, reference 8 (M Grubb, T 
Jamasb, M Pollitt (2007), “A low carbon electricity sector for the UK”) appears to be the introductory chapter to a book 
on low carbon policies by these three authors, entitled “Delivering a Low Carbon Electricity System”, which we have 
not reviewed.  It is mentioned in passing in the slides of Michael Pollitt included as reference 1. 
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1. Buchanan’s Own Thoughts 

On 6 March 2008, Alistair Buchanan gave a speech in which he announced a review of the 
“RPI-X” model of regulation, following 20 years of experience with such methods in 
Britain.2  Buchanan had previously set out similar thoughts in a paper of 29 November 2005 
on “Better Regulation”.3  The common elements in the paper and the speech indicate some 
recurrent themes and also some changes in the interim. 

1.1. Major Themes in the Speech 

Buchanan’s 2005 speech on Better Regulation highlights the apparent success of the 
alternative dispute resolution (ADR) mechanism that Ofgem established with energywatch 
and the industry for solving problems with retail billing.  The use of such ADR mechanisms 
is the topic of the papers by Littlechild4 and Littlechild and Doucet,5 on which more below. 

Referring to his 2005 speech, Buchanan said on 6 March 2008 that “I referred to my worries 
over the increasing complexity of price controls.”  The 2005 speech lists the five principles 
mentioned by the Better Regulation Task Force (BRTF) as desirable attributes of regulation – 
transparent, consistent, targeted, proportionate and accountable – and also discusses how Sir 
David Arculus, a former head of the BRTF, recommended the aim of “simplicity”.  However, 
in 2005, Buchanan did not express concern about complexity.  Rather, he pointed out that 
some of Ofgem’s recent innovations (such as the Sliding Scale for capex) were far from 
simple, but had in fact promoted consumer interests: 

“Our solution – which ensured that the companies could be awarded very large increases 
in capex, but would not capture unfair benefits by under spending – was to introduce a 
sliding scale mechanism. This had the effect both of rewarding those companies that 
could forecast well, and deliver to that forecast, and also of stopping gaming on an under 
spend. However it was far from simple. Did we do the right thing by the consumer? We 
think so.”6 

Thus, Buchanan seems to be uncertain about the merits of simplicity in regulation.   

1.2. Definition of Transparency in Regulation 

This uncertainty seems to stem from a genuine ambiguity over the merits of transparency, 
which the BRTF advocates but has not defined.  Ofgem tends to define transparency in terms 
                                                 
2  A. Buchanan (1), “Ofgem’s ‘RPI at 20’ Project”, 6 March 2008, Speech at SBGI. 
3  A. Buchanan (2), “Facing up to the better regulation challenge”, 29 November 2005, Speech to Institute of Economic 

Affairs. 
4  S. Littlechild (1) “The bird in hand: stipulated settlements in Florida electricity regulation”, 12 December 2006 and S. 

Littlechild (2), “Negotiated settlements: a role for American practice in UK policy”, 23 February 2007, Hertford 
College, Oxford.  (NB: The paper we obtained has the title of Littlechild (1) and the date of Littlechild (2), but we 
suspect that the papers were similar, as it contains two references to Cambridge working paper series, CWPE 0713 and 
EPRG 0705.) 

5  J. Doucet and S. Littlechild “Negotiated settlements and the National Energy Board in Canada”, Cambridge Energy 
Policy Research Seminar, 23 November 2006. 

6  A. Buchanan (2), p 26. 
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of announcing a timetable for consultation and explaining decisions ex post.  However, 
transparency really requires a full set of clearly defined rules, criteria and procedures for 
making decisions, which must be set out in advance and which may not be simple (if the 
world is complex), but which provides predictability by limiting the scope for bureaucrats to 
exercise discretion and so limiting regulatory risk.  Buchanan’s 2005 speech contains 
statements about transparency that suggest procedural constraints are undesirable, which 
implies a misunderstanding of their role.  The key concept is that reducing risk by specifying 
procedures in advance reduces the cost of capital, i.e. the return that investors require and 
hence costs to consumers.  Buchanan’s speech seems to take a different view of regulatory 
procedures. 

First, there are several statements indicating that good regulation depends largely on the 
personal conduct or “professionalism”, i.e. on the calibre, of certain individuals:  

“Independent economic regulators get their legitimacy from statute, and from their 
professionalism. Better Regulation has to be a key element of professionalism.” (p9) 

“Better Regulation has to be about a mindset, not a detailed set of rules.” (p12) 

Second, there are a number of implied or explicit criticisms of the tendency towards 
increased use of detailed procedures and “bureaucracy” (In his speech, Buchanan does not 
distinguish between the two.): 

“For example: for industry and business the high level of bureaucracy has some appeals 
[sic]. I mentioned earlier our Project Paperless….Our external consultants went to visit 
many members of industry and although they moaned about our product they also – in 
great honesty – said that they liked the idea that they might be one of the few who knew 
Ofgem’s strange ways. In other words a classic barrier to entry for others. They are also 
honest enough to admit that often they prefer detailed rules which provide clarity rather 
than a principles-based approach, which is more consistent with the better regulation 
agenda….It may sound as if I am just fingering industry, but it is clear from their 
behaviour many vested interest groups approach better regulation with mixed feelings.” 
(p16) 

“At Ofgem we have seen time and again in the last two years companies arguing against a 
bureaucratic process – what is amusingly called the ‘Ofgem process police’ – and yet the 
self same companies seek to win a policy argument on a process claim.” (p18) 

The comment from page 16 is ambiguous, but seems to imply that “Ofgem’s strange ways” 
are synonymous with a “high level of bureaucracy” and “detailed rules”.  In fact, the industry 
comments may have referred to personal and subjective elements in Ofgem’s decision-
making.  The creation of detailed rules would then remove the advantage to incumbents who 
think they can anticipate the decisions of individual Ofgem personnel.   The promotion of 
competition, as well as transparency, would therefore benefit from the creation of rule-based 
regulation.   
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1.3. Constituents of Transparent Decision-Making 

The constituents of a transparent decision-making process can be defined by what is needed 
to make the outcomes as objective and predictable as possible, as follows: 

 Good regulation relies on a transparent process in order to ensure: 

– that the regulator gathers all the relevant evidence,  

– that the regulator takes all the evidence gathered into account in the final decision, 
and  

– that interested parties can appeal if the regulator’s acceptance or rejection of evidence 
is biased or unexplained; 

 A transparent process means following detailed rules set out in advance (not only 
explaining afterwards how a decision was reached); 

 Detailed rules need not be simple, but must be unambiguous in their interpretation, as 
far as possible; 

 Transparent procedures reduce the scope for regulatory discretion and hence 
regulatory risk which is not only good for the industry, but also for consumers, since 
it reduces the cost of capital and/or makes investors more willing to invest. 

The “mindset” required by rule-based regulation might differ considerably from current 
thinking among Britain’s utilities and their regulators.  There is no reason to believe that rules 
are incompatible with regulation in Britain, which prides itself on being a country based on 
the rule of law.   

However, as explained below, some of the papers in the bibliography of 6 March 2008 seem 
to have been written without taking into account the constituents of a truly objective, 
predictable and, hence, transparent decision-making process. 
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2. Regulatory Procedures and Settlements 

The two papers on regulatory settlement, by Doucet and Littlechild (2006) and by Littlechild 
alone (2007), describe the process found in the US and in Canada whereby the parties 
interested in a regulatory decision come together to negotiate a settlement, rather than 
participating in full-scale regulatory hearings.  These papers describe an alternative method 
for reaching a regulatory outcome.  However, they do not describe the pre-existing regulatory 
frameworks that make these alternative methods viable.  Without such a framework, the ideas 
are impractical.  In the context of the RPI-X@20 review, therefore, attention should be 
focused on creating the right regulatory framework, a prerequisite to relying on regulatory 
settlements.  The following sections explain what these terms mean. 

2.1. Doucet and Littlechild on Canada 

The Doucet and Littlechild paper describes the procedures used in Canada for regulating oil 
and gas pipelines.  The paper shows that such negotiated settlements have become more 
common in recent years.  It also notes that the regulatory authority responsible for oil and gas 
pipelines, the National Energy Board (NEB), did not accept all regulatory settlements 
immediately.  The NEB either reviewed them in some detail before approving them, or set 
down key criteria that a regulatory settlement must meet, such as the 1988 guidelines: 

“i) parties affected by a settlement should have a fair opportunity to participate and 
have their interests recognized and appropriately weighed; 

ii) a negotiated settlement process should not fetter the Board’s ability and discretion 
to take into account the full public interest which often extends beyond the 
immediate concerns of the negotiating parties; 

iii) the settlement process must produce adequate information on the public record 
for the Board to satisfy itself that the negotiated settlement would result in tolls which 
are just and reasonable; 

iv) the Board’s role as an independent adjudicator must not be impinged by being a 
party to the negotiations; and 

v) the Board cannot accept “package deal” negotiated settlements consisting of 
various elements, not all of which might, in the Board’s judgment, result in tolls 
which are just and reasonable.”7 

Doucet and Littlechild stress the desire for all parties to reach a negotiated settlement, rather 
than having a regulatory hearing, because they have more scope for innovation in the design 
of regulation and more control over the outcome.  They point out that desires any reduction in 
the costs of the procedure itself would be trivial. 

2.2. Littlechild on Florida 

Littlechild’s own (2007) paper reviews the use of equivalent procedures in Florida to 
negotiate, mainly, new tariff orders (the US equivalent of new price caps).  Unfortunately, 
                                                 
7  J. Doucet and S. Littlechild (2006), page 21 (emphasis added). 
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perhaps because he did not have access to local knowledge of the type provided by Doucet in 
the previous paper, Littlechild’s own paper presents an incomplete view which omits the 
framework that makes negotiated settlements possible.  This omission affects his 
interpretation of events.  For example, he expresses surprise that the regulatory authority 
wished to review negotiated settlements, rather than just accepting them as a fair outcome, 
which overlooks the concerns raised by regulatory authorities about their statutory duties (and 
which were discussed in the previous paper).  Littlechild also omits any description of the 
well defined legal framework that makes negotiated settlements possible in the US.  As a 
result, his paper does not explain what institutions need to be in place so that negotiated 
settlements can provide an effective means of reaching regulatory decisions.   

Possibly because of this lack of context, Littlechild misinterprets the basis for one settlement, 
in a way that gives a quite misleading picture of negotiated settlements in the US.  Some 
commentators (Littlechild among them) have argued that price cap regulation (or “RPI-X 
regulation”) is unlike “traditional” regulation, in that price caps are not (or should not be) 
based on the costs of the company.  In my experience, this view of regulation has proven 
impracticable, since it offers no advice on how to set price caps and because in practice price 
caps must provide a reasonable prospect of cost recovery.  However, perhaps because this 
view still claims some adherents, Littlechild highlights the following phrase in the settlement: 

‘that in exchange for [adopting an alternative accruals policy] the Company agrees to 
accept 12.00% as the midpoint of a range of 11.0% - 13.0% for its authorized rate of 
return on common equity’. 

Littlechild interprets this phrase as evidence of a radical new form of regulation not based on 
costs: 

“Together, these provisions would avoid the need for an increase in rates. Allowed ROE 
is thus chosen to avoid a price increase, rather than estimated as the basis for deciding 
whether a price increase is justified or not.”8 

This conclusion demonstrates a fatally flawed understanding of US regulatory frameworks. In 
the US, the return on equity is never chosen – and, under the law, can never be chosen – to 
avoid a price increase.  Following various Supreme Court decisions in the first half of the 20th 
century, regulators in the US are obliged to set regulated prices that offer an opportunity to 
offer a fair rate of return, after recovery of investment costs and operating costs.9  A fair rate 
of return is defined as the opportunity cost of capital, i.e. the rate of return that investors can 
earn in other sectors (after adjusting for differences in risk, etc).10  In all decisions about the 
tariffs of regulated monopolies in the United States, costs (including the cost of capital) 
determine what prices are “just and reasonable”, and not vice versa.   

Because of these legal constraints on regulatory decisions, no regulated company would ever 
have to accept prices that did not cover its actual costs.  Hence, the phrase that Littlechild 
highlighted did not indicate that the company accepted a return on equity (ROE) below the 
cost of equity, to avoid a price rise.  Rather, the company made the tactical decision to accept 
                                                 
8  S. Littlechild (2007), page 24. 
9  Federal Power Commission v. Hope Natural Gas Co., No. 34, 3 January 1944, 320 U.S. 591 
10  Bluefield Water Works & Improvement Company v. Public Service Commission, No. 256, 11 June 1923, 262 U.S. 679 
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a reasonable allowed ROE (for tariff setting purposes) that was lower than the ROE it had 
requested, in order to achieve a separate regulatory goal. 

2.3. Possible Implications of These Papers 

Buchanan pointed to the energywatch/industry mechanism for resolving billing disputes and 
may hope for a similar procedure (“voluntary regulation”) as a way to simplify price control 
reviews.  However, the simplified descriptions in Littlechild’s papers do not provide a way 
forward.  For instance, the introduction of negotiated settlements would not, by itself, 
simplify utility regulation in Britain.  The use of negotiated settlements might be desirable, 
but it would require far-reaching reforms to British regulatory procedures (and laws), as 
explained below.   

2.3.1. Procedure 

Negotiated settlements are an adjunct to the normal method of regulation.  They are an 
alternative dispute resolution (ADR) mechanism and not an alternative regulatory 
methodology.  Nonetheless, Littlechild expresses surprise at the desire of regulatory 
authorities to review the settlements, or to set down standards that settlements must meet.  In 
fact, FERC will sometimes accept negotiated settlements with relatively little review, but the 
process is by no means a rubber-stamping.  Negotiated settlements must be consistent with 
the legal duties of the regulator and the regulatory rules, which imposes some constraints on 
the interested parties’ process for reaching them and the regulator’s process for accepting 
them.  For example, FERC would never accept a settlement that directly or indirectly created 
a new regulatory policy. 

In the case of negotiations over a new set of tariffs to be approved by FERC, the interested 
parties must involve regulatory personnel at all stages.  To understand the settlement process 
at the FERC, it is necessary to have some background about the structure of the Commission 
and its process for resolving disputes.   

The FERC has two major subdivisions functioning subordinate to the five-member 
Commission -- the Advisory Staff and the Trial Staff.   If a filing is made to the Commission 
which is disputed and is set for hearing by the Commission, the matter falls into the ambit of 
the Trial Staff.   Acting as finders of fact for the Commission is a small administrative 
judiciary called the Administrative Law Judges (ALJs).  The proceedings are treated in a 
quasi-judicial manner with all the involved parties having the normal rights and duties to 
follow due process.   These involved parties include the filing party(ies), the intervenor(s) 
including opposing party(ies) and the Trial Staff.11  Once this process is completed, the 
presiding ALJ issues an opinion that is referred to the Commission for final disposition.  Only 
the Commission can make a binding decision.12  The procedure is as follows:  

                                                 
11  In the context of contested cases, the “FERC Trial Staff” operates on the other side of a Chinese wall from the “FERC 

Advisory Staff”, which advises the Commissioners. 
12  The Commission has the ability to “delegate” some of its mandatory approval authority to specified FERC officials, 

typically in routine or undisputed matters. 
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1. When the Commission sets a case for hearing, it assigns the case to a presiding ALJ.  The 
ALJ acts essentially in the role of a judge in an adversarial proceeding, receiving the 
evidence from the parties, making rulings on procedural matters and acceptability of 
evidence, and in general controlling the hearing process. 

2. At any point in the hearing, any of the parties can ask the ALJ to request that another ALJ 
act as a mediator in a settlement as an ADR mechanism.  The presiding ALJ will 
normally grant such requests (and may even initiate them), if the ALJ believes that the 
issues are ripe for an agreement among the contesting parties (e.g., the number of issues is 
small, the scope of the issues are narrow, no significant policy issues are involved),  

3. When the interested parties reach a settlement (even if it is not unanimous), the settlement 
Administrative Law Judge will submit the proposed settlement to the presiding ALJ, who 
will produce an advisory opinion – i.e. a recommendation as to whether the 
Commissioners should accept it. 

4. The FERC Advisory Staff then prepares advice for the Commissioners, who decide (by 
voting) whether the settlement should be enacted via a Tariff Order. 

5. If any link in the chain from the settlement Judge to the presiding ALJ to the Commission 
does not endorse the settlement, the case is returned to the presiding ALJ for adjudication.  
Similarly, any issue not resolved by the settlement continues to fall within the normal 
resolution process under the control of the presiding ALJ. 

When deciding on the Tariff Order, the Commissioners apply their normal decision-making 
criteria to assess the proposed settlement, i.e. whether it will produce just and reasonable 
prices, taking account of legal rights and obligations.  In the case of settlements agreed by all 
the interested parties, this review may be quick, but it is not a foregone conclusion.  The 
Commissioners must still be assured that the settlement is consistent with their legal duties.  
The involvement of the Settlement Judge and the presiding ALJ’s certification of the 
settlement proposal to the Commission help their deliberations on that score.   

Thus, negotiated settlements for price control reviews in Britain would still require well 
defined procedures and criteria, to allow GEMA to decide whether to accept any settlement. 

2.3.2. Legal rights and obligations 

Alternative dispute resolution procedures do not operate in a vacuum – they must be enforced 
by and consistent with the primary method of dispute resolution.  In other words, parties to a 
dispute will only agree a settlement if they know what kind of outcome they would expect 
from the normal method of reaching a decision.  In cases of civil arbitration, the parties 
normally start from some understanding about what a court would award them, and vary 
terms around that starting point.  In US regulation, settlements are negotiated by reference to 
each party’s predictions of the outcome of a regulatory hearing procedure.13 

Littlechild notes that the interested parties often reached a negotiated settlement just before a 
regulatory hearing was due to start.  In practice, one of the parties (usually the regulated 
                                                 
13  Subchapter II of the US Administrative Procedures Act 1946 sets out the procedures for regulatory hearings.  

Subchapter IV sets out the rules and procedures for “Alternative Means of Dispute Resolution”. 
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utility) will set the ball rolling by filing a new tariff for approval and FERC (like other 
regulatory agencies in the US) will then set a date for a hearing.  The parties thus negotiate 
their settlement in the knowledge that a failure to agree will result in the Commission 
imposing an outcome under the normal regulatory process.  The prospect of a hearing, an 
initial opinion from the presiding ALJ and then a final determination by the Commission then 
provides a backdrop to the negotiations, which is essential for their success. 

The negotiations work smoothly because each party has a good idea what outcome (or at least 
what risks) the regulatory process will produce.   The parties can then negotiate mutually 
beneficial improvements to the forecast outcome.  Moreover, since they understand the 
criteria that the regulatory commission will use to appraise the settlement, they can ensure 
that these improvements are consistent with those criteria.  To make this “informal” process 
effective, therefore, regulators need to provide a well-defined framework of “formal” 
regulation: 

 Tariff Orders must be produced according to detailed rules that the regulators have set out 
in advance (in a more fundamental “rule-making” procedure); 

 The detailed rules, once defined, must allow relatively little discretion to any party, 
including the FERC and its staff, in deciding how to calculate the tariffs; 

 The detailed rules must in any case be consistent with the long-standing commitment to 
cost recovery, which derives from the Smythe Ames 1898, Bluefield Water 1923 and 
Hope Gas 1944 decisions of the US Supreme Court. 

Given these Supreme Court decisions, FERC has no right to prevent a regulated utility from 
being allowed a reasonable cost of capital as determined by methods consistent with those 
decisions.  In fact FERC is precluded from allowing such a result and FERC is acutely aware 
that any party perceiving that it has violated these prescriptions will appeal to the courts – and 
will prevail.  At FERC (unlike in Canada), there may be no public record of the reasons for a 
negotiated settlement, so the exact make up of a Tariff Order may not refer to any implicit 
rate of return (but of course one can be deduced).  However, any regulated utility will know 
that the outcome of a regulatory hearing would include provision for a reasonable rate of 
return and therefore has no reason to accept anything less in a settlement.   

Littlechild is therefore wrong to suggest that a regulated utility had to accept a particular rate 
of return, in order to prevent prices from rising, just because the process was a negotiated 
settlement, rather than a regulatory hearing.  The parties negotiate from the starting point of 
rights to recover costs, not from the starting point of the current level of tariffs.   

The description of historical decisions in Littlechild’s paper states that prices went up when 
determined at a regulatory hearing, and went down when determined by a negotiated 
settlement.  It would however be presumptuous (and wrong) to infer that negotiated 
settlements lead to lower prices than regulatory hearings.  The movement of prices reflects 
the state of general inflation, rather than the regulatory method (since all prices must offer the 
opportunity to recover costs), and regulatory hearings were more common at times when 
inflation was raising prices.  This association may have arisen by chance, but the regulatory 
method may also reflect the state of general inflation – it may have been easier to agree a 
settlement in the 1990s under conditions of stable costs, than during the inflationary times of 
the 1970s.  In that case, higher prices would prompt more regulatory hearings, not vice versa.  
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Moreover, Littlechild’s “correlation analysis” is very simplistic since it completely ignores 
other issues besides the specific level of tariffs that might have been at stake.  A “lower” 
tariff might have been part of a deal that was favourable overall for the utility. 

Littlechild does not consider the inflationary context of regulation – although it might be 
extremely relevant to any discussion of future regulatory methods in Britain.  Buchanan and 
other writers have noted that the period of steadily declining costs may be over, particularly 
as capex begins to rise again.  It would be a major error to conclude from Littlechild’s paper 
that negotiated settlements were a sure way to reverse this trend.  Any system of regulation, 
in any country, must provide a reasonable prospect of cost recovery – whether costs are rising 
or falling – as a precondition to attracting adequate investment. 

2.4. Implications for British Utility Regulation  

The use of negotiated settlements in the US and Canada might provide an example that can 
be transferred to Britain to facilitate quicker and more flexible regulation. However, 
negotiated settlements cannot function without the transfer or introduction of several other 
regulatory institutions and legal principles: 

 Parties can only use “alternative” dispute resolution if they can reasonably predict what 
the regulatory process (regulatory hearings or price control reviews) would decide if they 
fail to agree; 

 The outcome of the regulatory process must be predictable within a narrow range, so that 
the parties are negotiating around a well-defined alternative; 

 The main method must therefore apply detailed rules that prescribe a particular outcome 
with little scope for the use of discretion by regulatory staff or authorities; 

 The detailed rules must be stable and consistent with long-term regulatory duties, 
including an obligation to set a particular level of revenues (i.e. to provide a reasonable 
prospect of cost recovery); and 

 The procedure for the negotiated settlements must allow some regulatory staff to 
participate in or mediate the process of negotiation and its outcome, so they can advise 
the regulatory authority on whether it conforms to the authority’s legal obligations, but 
the involvement of this staff must be arranged without compromising the independence 
and objectivity of the decision-making body.  

Within this kind of legal framework, negotiated settlements offer a chance to improve 
regulation by allowing more flexible and quicker dispute resolution than the formal 
procedure.  

The electricity industry has some experience of this approach – the origins of the System 
Operator incentive that Ofgem now sets for NGET can be traced back to a 1993 agreement on 
an “Uplift Management Incentive Scheme” (UMIS).  The UMIS was agreed between NGC 
and the Pool Members, against a backdrop in which the Pool was passing through all of the 
Uplift.  At the time, the industry adopted a more flexible approach than Offer might have 
done, e.g. using cost sharing arrangements.  (At the time, Offer was committed to the use of 
price caps, although cost sharing has become a normal part of British regulatory formulae in 
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recent years).  However, the negotiation of UMIS was only possible because the Pool 
permitted negotiations against a well defined alternative (in this case, cost pass-through). 

Ofgem can facilitate the promotion of regulatory settlements as an alternative regulatory 
method by fixing the detailed rules for the primary regulatory procedures, for instance by 
defining explicitly how capital and operating expenses will be recorded, how the RAB will be 
calculated, and how new price caps will be calculated.  Ofgem can also contribute to the 
transparency of this primary regulatory procedure by adopting (and publishing) clear 
procedural principles and guidelines for its staff, for instance: 

1. Regulatory decisions will be announced in advance, along with a timetable; 

2. All interested parties will have an opportunity to submit evidence; 

3. All interested parties will have an opportunity to see the evidence submitted by others and 
to comment on it (except in cases where there are good reasons to maintain 
confidentiality, in which case Ofgem will note it, but may not rely on it, or Ofgem can 
devise a scheme for sharing confidential information that binds the parties to protect such 
information subject to a legally enforceable agreement); 

4. The reasons given for regulatory decisions on licences (Utilities Act 2000, section 42) 
should address all the arguments raised in the evidence submitted by interested parties, 
explaining why it is or is not relevant to the decision;14 

5. Regulatory decisions should be issued in draft form for review and comment by interested 
parties, before being finalised or alternatively, Ofgem could institute a process for 
“reconsideration” of a decision (as employed by FERC). 

Ultimately, legislation along the lines of the US Administrative Procedures Act 194615 may 
be required to establish common and inviolable procedural standards for all the regulatory 
authorities in Britain.  However, Ofgem can contribute to the creation of a stable legal 
framework by establishing written guidelines and through its own custom and practice.   

Without such a framework, introducing negotiated settlements will just lead to greater 
uncertainty over the outcome of the regulatory process, undoing all Ofgem’s work in recent 
years to create more transparency, stability and predictability. 

                                                 
14  In 2007, the Competition Commission indicated that it would be desirable or necessary for Ofgem to explain the 

analysis behind its decisions, in its decision on the appeal against GEMA’s decision on Proposed Modification 116 (and 
variants) to the gas Network Code.  See Competition Commission (2007), An appeal under section 173 of the Energy 
Act 2004: E.ON UK Plc (Appellant) and GEMA (Respondent) and British Gas Trading Limited (Intervener); Decision 
and Order of the Competition Commission, CC 02/07, 10 July 2007, paras 7.4-7.6. 

15  See Appendix B for the relevant section of the Act. 
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3. Rates of Return, Financing and Ownership 

The final set of papers concern Dieter Helm’s proposals to split the rate of return for different 
parts of the business,16 and OXERA’s thoughts on this proposal and other financing issues 
prompted by concern over high levels of debt.17  Michael Pollitt’s presentation from 
September 2007 covers the same ground as other papers, but also contains a discussion of the 
scope of competition and different forms of ownership. 

3.1. Split Rates of Return    

Helm has issued a new paper restating his old idea of the split rate of return.  NERA reviewed 
Helm’s proposal in 200618 and we concluded that Helm’s proposal was not based on any 
coherent economic framework, produced no practical recommendations, and so could not be 
applied in real regulatory procedures.  Our conclusion from 2006 applies equally today: 

“Although the title of Helm’s proposal, a ‘split cost of capital’, has gained some currency, 
it is very hard to see what he actually intends.  Much of the so-called analysis he includes 
in articles on the subject is opaque.  Whilst he has clearly given the impression that the 
RAB should earn a minimum-risk rate of return (for reasons that are incorrect), he has not 
set out what the ‘rest of the business’ is, or what it should earn by way of profit.  Possible 
interpretations of his ideas make no sense in economic terms.  Some of the alternative 
interpretations offer no theoretical or empirical basis for estimating the appropriate rate of 
return, and so would create opportunities for regulatory discretion that are likely to 
undermine investment incentives.” 

3.1.1. Update on 2006 paper 

Helm’s latest attempt to define his policy contains one new idea – “tradable RABs” – but the 
analysis and reasoning is still as incoherent and/or incorrect as before: 

 Helm wants to split the return on the RAB from the return on the other parts of the 
business, namely Capex and Opex.  However, Capex and Opex do not command any rate 
of return – only the RAB does – so his proposal makes no sense from the start. 

 Helm suggests that rates of return should distinguish between assets or activities of 
different riskiness.  However, within most regulated businesses, all assets and activities 
are subject to only one risk, which is common to them all and indivisible between them, 
namely regulatory risk to cost recovery.  This risk is defined at the level of the business.  
In principle, therefore, all assets and activities within one regulated business should 
require the same rate of return. 

 Helm thinks that the RAB could be separated out from the rest of the business and 
“guaranteed” in such a way that it could be entirely financed at lower cost by debt alone.  

                                                 
16  D. Helm (2008), “Tradable RAB’s and the split cost of capital”, Helm Associates publications, 2 January 2008.  
17  D. Holt (2005), “Financing investment – can regulation adapt to new challenges?” Oxera publications and conference, 1 

March 2005. 
18  NERA (2006), “Split Cost of Capital and New Capex Incentives: Issues Paper 4/6 for EDF Energy plc”, 18 February 

2006. 
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However, the cost of capital reflects investors’ perceptions of the riskiness of a regulatory 
framework, not the regulator’s assertions about it, and so GEMA simply does not have 
the power to “declare” a RAB to be risk-free.  Regulators can take steps to reduce the risk 
inherent in a regulatory regime, and such measures would probably be desirable in 
Britain.  However, separating out the RAB would not reduce overall risk and Ofgem 
would not need to separate out a RAB to provide a stronger guarantee of cost recovery. 

Hidden within Helm’s discussion of split rates of return is, perhaps, a plan to “securitise” the 
RAB.  Helm seems to be suggesting that regulated companies should be allowed to sell 
financial securities which offer a guaranteed return on, and return of, the RAB defined at 
some point in time.  Such a guarantee would be offered, of course, by the regulated company 
selling the financial securities, not by the regulator.  The company could only offer such a 
guarantee if the regulator offered a similar guarantee to the regulated company (which would 
be difficult in most regulatory frameworks) or if the flotation of such financial securities 
would create financial obligations that the regulator was bound to respect when setting 
revenues. However, the latter tactic is no different from allowing regulated companies to 
adopt high levels of gearing, since debt also creates financial obligations that a regulator can 
only ignore with difficulty. 

3.1.2. Conclusion 

The Helm paper contains no new ideas, provides no coherent policy recommendations and 
deserves no further consideration in regulatory circles.   

3.2. Financing 

The OXERA paper attributed to Holt dates from 2005 and it is not clear whether all the 
concerns raised in it are still topical.  It is a response to the observation that regulated 
companies had been increasing their levels of gearing. Holt does not say precisely why this 
trend is a problem, but refers only to some difficulties (mostly restrictions on investment) that 
might arise if a regulated company became cash constrained by a “downward shock”:  

“If, however, a substantial increase in the proportion of the sector adopting highly 
leveraged models is observed and a substantial downward shock (not already addressed 
within the regulatory regime) is experienced, the possibility of a systemic risk problem 
could not be discounted.”19  

Though Holt believes the systemic default risk to be small, he points to three main 
consequences that would possibly merit a review of the regulatory system: 

 Curtailment of investments; 

 Losses suffered by investors, which would lead to an increase in the cost of capital; 

 The likely involvement of customers or the government to solve the situation. 

                                                 
19  Holt (2005), page 2. 
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The rest of the paper is predicated on the need to encourage more equity financing, by 
offering higher rates of return for equity, or for “equity-financed” investment.   

3.2.1. Discussion 

Holt does not explain why there is a need to deal with “a substantial downward shock (not 
already addressed within the regulatory regime)” other than by addressing it within the 
regulatory regime, by involving “customers or the government to solve the situation”.  Holt 
therefore assumes a problem, rules out one solution without explanation, and then spends the 
rest of the paper discussing other solutions.  There is no evidence yet that the problem is real 
or the customer/government solution is unavailable. 

Assuming that Holt has identified a real problem, the obvious solution is for the regulator to 
retain some regulatory controls over financing, which is the approach used in the US.  There, 
any major new capital issuance (debt or equity) has to be approved by the regulator.  The 
‘selling and issuance’ expenses (underwriters’ fees and direct expenses) are an 
uncontroversial part of the cost of debt for ratemaking purposes (as long as they are 
reasonable).  For equity, such expenses are granted by about half the state regulators. (They 
used to be granted in nearly all of them, but they have become a bone of contention in some 
jurisdictions.)  In any event they are generally no more than 4-5% of the cost of equity or 
debt. 

Holt puts forward two other solutions, both of which are more complex. 

Holt’s first solution is to “link the RAB to actual investment (with a lag to preserve unit cost 
efficiency incentives)” and to increase the rate of return.  Since the RAB is already linked to 
actual investment, Holt meant presumably that revenues should be linked to actual 
investment (with a lag).  This idea has already been adopted in the Sliding Scale, which does 
link revenues to actual investment (at a partial rate to encourage efficiency).  

A higher rate of return will make new investments more attractive for investors. However, 
Holt’s argument is incomplete as his proposal to raise the rate of return does not differentiate 
between “debt-financed” and “equity-financed” investments. Regulated companies will still 
have an incentive to select the least expensive or strategically most advantageous method of 
financing, which may involve high levels of debt.   This proposal does not therefore solve his 
supposed problem, which is excess debt financing. 

Holt’s second solution, which he refers to as the ‘split return’ approach, is to apply different 
rates of return to different types of investment, the difference being based on the nature of the 
investment (risky investments earn a higher return), or on the method of financing (equity 
receiving a higher return than debt).  Holt also cites an example where the difference in rates 
is tied to the regulatory process: 

“… with a lower return for the ‘low-risk’ RAB, which could largely be financed by 
cheap debt, and a higher return for new investment, which could be funded with 
equity to cover delivery, demand and cost risk associated with the investment 
programme.”(p3) 

The problem with this last example is that there is no long-term sustainable distinction 
between the “existing” RAB and “new” investment, and in any case the regulator cannot 
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merely declare that the RAB is low-risk.  If the regulated company created corporate bonds 
hypothecated on the RAB and offering a low rate of return on the coupon, they might simply 
sell at a discount.  Moreover, offering low risk instruments to some players (such as bond 
holders) just transfers corporate risk to others (equity holders), leading them to demand a 
higher rate of return. Overall costs of financing do not change.  Moreover, the proposal to set 
different rates for “existing” and “new investment” invites opportunistic decisions to cut the 
rate of return on past investment.  Such tactics may cut prices in the short-term, but they also 
undermine incentives for new investment – and substantially raise the rate of return that 
future regulators must offer investors. 

Holt recognises that there are some problems of commitment with his proposal (page 3), but 
does not analyse them in any detail.  In the end, Holt provides few conclusions on the ‘split 
rate’ approach, save for a rather weak and unsupported statement that “this approach could 
arguably avoid an overall increase in financing costs, and may therefore be more aligned with 
customers interests than would be the case with the alternatives” (emphasis added).  Holt 
does not specify what alternatives he has in mind. 

In the remainder of the article, Holt discusses how Ofwat’s Financeability Payments support 
water utilities’ cash-flow positions, and how they are driven by continuing investment 
programmes.  Holt mentions a number of conditions in which such payments might be 
justified – for instance, if firms’ differential investment patterns lead to them facing different 
risks.  Holt concludes that financeability payments may sometimes be justified, but that the 
split rate approach is a more “transparent way” of achieving the same outcome.  However, his 
article provides little analysis to explain these statements, since it is not at all clear how a split 
rate of return could be transparently justified.   

3.2.2. Conclusion 

Regulators’ concerns over high levels of debt are motivated only partly by consumer-based 
concerns about interruptions to investment or security of supply.  A more pressing concern is 
the recognition that high levels of gearing restrict the regulator’s freedom to manoeuvre, both 
before and after a shock.  Indeed, in the absence of any other protection for the value of their 
investments, regulated companies often favour high gearing precisely because it constrains 
the regulators’ ability to depress their return on equity – or at least should do so, if regulators 
take financial constraints into account.   

In practice, the British regulatory system has shown some laxity in the application of 
financial ratios.  Ofgem ignores very high levels of actual gearing (in favour of a notional 
balance sheet) and even then has occasionally brushed aside financial constraints indicated by 
its own financial modelling.20  As long as Ofgem can use its discretion to depress rates of 
return, some (more highly geared) companies will have a financing problem.  Financeability 
allowances represent only a targeted, but arbitrary, concession to such companies that avoids 
the need to raise the rate of return for all companies.  The use of financeability allowances 

                                                 
20  In the Gas Distribution Price Control Review of 2006/07, Ofgem ignored modelling results that did not meet financial 

constraints in the one year review, and slackened constraints in the main review below those defined by the ratings 
agencies.  Ofgem claimed to have informed the ratings agencies of its intentions and that they expressed no opposition.  
However, adjusting the rules to permit a particular outcome is not conducive to the transparency, stability or 
predictability of regulation. 
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does not therefore contribute to the formation of transparent and objective regulatory 
methods.  However, analysis of financial ratios remains important as a potentially objective 
constraint on regulatory decisions, preventing any decision that assumes low-risk, low-cost 
debt without providing the margins to support it.  It would be undesirable for any regulator to 
violate such constraints on a systematic basis.  Such behaviour would indicate that the 
regulatory system was internally inconsistent and unlikely ever to allow investors to recover 
their costs. 

A long-term solution to financeability problems is for regulated companies to issue more 
equity.  Frequent issues of equity can help to indicate the true cost of equity.  However, 
regulated companies will find it difficult to issue equity if Ofgem sets rates of return too low, 
or if there is no legal protection of investors’ investments (and the return on them).  Holt’s 
plan to reward “equity-financed new investment” with a different rate from past investment 
looks like an invitation to indulge in opportunism – i.e. denying cost recovery for past 
investment, while promising higher rates of return for future investment.  Such methods may 
appeal to regulators looking for a short-term fix that reverses or prevents price rises.  
However, in the long-run, showing that investments are not safe will harm incentives and 
drive up required rates of return in the long-run. 

Given the temptations facing any regulatory authority to sacrifice long-run objectives for 
short-run gains, the only solution to this problem may be legislation that imposes a duty on 
regulatory authorities to provide a reasonable rate of return on all investment.  Many 
countries in Europe and the Americas already possess such protection of investment in their 
constitutions (or in international investment treaties).21  The absence of a well-defined 
standard for revenues remains a quirk of the British system.   

This revenue standard can be defined in terms of a “reasonable rate of return” or as an 
“opportunity to earn a reasonable rate of return after recovery of investment and operating 
costs” or as a “reasonable prospect of cost recovery”.  Such revenue standards do not rule out 
any of the incentive schemes developed in recent years in Britain (since a “reasonable rate of 
return” may vary in line with the regulated business’s efficiency).  Their sole aim is to 
prevent arbitrary disallowances that serve no long-term purpose. 

3.3. Competition, Regulation and Ownership 

In his 2007 presentation,22 Michael Pollitt claims there are some intrinsic problems with RPI-
X regulation in times of rising prices.  He sets out proposals to deal with these problems in 
three areas: extending competition; negotiated settlements (which overlaps with the 
Littlechild papers); and alternative forms of (public) ownership.  The slides do not however 
contain a full set of arguments and some of the points therefore appear to be unsubstantiated.  

                                                 
21  The US approach to such matters derives from the constitutional protection against “undue takings” offered by the 5th 

Amendment: “No person shall…be deprived of life, liberty, or property, without due process of law; nor shall private 
property be taken for public use, without just compensation.”  However, the US Supreme Court’s interpretation of this 
18th century law in the context of 20th century utility regulation provides a useful statement of the general economic 
reasons for a revenue standard.  These reasons are directly transferable to other regimes.  Indeed, Canada seems to have 
adopted the same principles for utility regulation as the United States, without reference to the US Constitution. 

22  M Pollitt (2007), “Regulatory electricity networks in an age of rising real prices”, Presentation to EPRG/CEEPR 
London Conference, Cambridge University Judge Business School, 27 September 2007. 
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Pollitt may have provided further arguments verbally during his presentation.  The following 
section is an attempt to make sense of the presentation, but also identifies some apparent 
flaws in it. 

3.3.1. Extending competition 

Pollitt believes that a solution to rising prices might lie in extending competition (although he 
does not explain how competition can lower prices in an era of rising costs).  He notes, 
correctly, that regulation of investment is a key focus.  He also states that the rate of price 
reduction is “increasingly a meaningless indicator of success of regulation” (emphasis added) 
– a statement that is incorrect because the rate of price reduction was always a meaningless 
indicator of success.  However, other than noting that inter-network competition is practised 
in mobile telephony, Pollitt offers no suggestions as to where competition should be 
expanded in other network industries, except for “competitive tendering in the assessment of 
regulatory asset base additions” (slide 14).   

Given the cost structure of the energy networks, it is likely that consumers would benefit 
most from regulators focusing their attention on investment plans and outcomes (using 
objective standards of “prudence”) and from maximising the use of competition in the 
procurement of investments by utilities.  However, it would be inefficient to bring more 
choice into the provision of investments to customers of public networks.   

The policy on Independent Distribution Network Operators (IDNOs) and before that on 
Independent Gas Transporters (IGTs) shows that allowing multiple network operators does 
not create inter-network competition.  Rather, since they consist of long-lived investments 
exhibiting economies of scale and scope, the policy on IDNOs has created a string of new 
natural monopolies.  Since they serve many customers who do not have the protection of 
long-term contracts (unlike customers of private networks), each new network requires some 
form of monopoly regulation.   

The poor record of auctions for gas transmission capacity also shows how market prices 
provide little or not useful information, unless there is a direct link between investment and 
the product being sold.23 

3.3.2. Regulation and settlements 

The middle section of Pollitt’s presentation promotes the idea of negotiated settlements, 
although the presentation draws such a wide boundary around the term that it is hard to see 
exactly what he is recommending.  In addition to the cases covered by Littlechild (and 
Doucet), he includes the Argentine approach to investment in electricity transmission, which 
is not a negotiation at all, but rather an organised system of voting (and which has not always 
been successful).  He also refers to “London Airports”, and the CAA’s promotion of 
“Constructive Engagement”, i.e. negotiations over capex between BAA and the airlines using 
BAA’s facilities.  However, Pollitt did not have the benefit of seeing the Competition 
Commission’s report on BAA (it was presented to the CAA the next day), which identifies a 

                                                 
23  The problem with the gas auctions is that investment does not create “entry capacity” or “exit capacity”, but rather 

long-term point-to-point capacity, a product that National Grid Gas does not sell. 
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number of problems with the process and which anyway contains a major review of all 
BAA’s capex projects.  (See Appendix A.)  His presentation also predates the problems at 
Terminal 5.  In any case, the presentation contains no discussion of the legal framework that 
would be required to support negotiations (an issue that the Competition Commission also 
raised24 and which is discussed in section 2). 

3.3.3. Ownership – a leap backwards 

The final section of Pollitt’s presentation contains a long list of ways in which utilities can 
effectively be taken into public ownership, to justify the use of a social discount rate instead 
of private sector costs of capital.  The presentation admits that there is a trade-off between 
this cost saving and the inefficiencies of public ownership, but does not analyse it.  He gives 
some examples of public or municipal ownership that have “apparently done well in the 
deregulation era”, but the slides do not describe any evidence or criteria for making this 
judgement.25  One example he quotes with approval is Woking Energy Supply Co, but this 
example shows more about the advantages of vertical integration (co-ownership of energy 
facilities and the buildings they serve) than the benefits of public ownership.  He also quotes 
the Mayor of London’s plans to reduce CO2 emissions, but these plans rely heavily on 
subsidies of one kind or another, and would not reduce costs.  Most of this section of the 
presentation therefore contains a plea for central (“integrated”) planning by the public sector, 
but it does not consider whether such planning would produce lower costs. 

The item most closely related to the other papers covered by this review is the suggestion that 
the “private sector may not invest at reasonable return without unacceptable lack of risk 
transfer”.26  There are several problems with this statement. 

In utility regulation, the economic definition of a reasonable return is whatever rate of return 
is necessary to attract capital for investment.  However, Pollitt’s statement implies some other 
standard for what is “reasonable” and it seems that he has in mind the level of return that 
regulators think should be required, rather than what investors say is required.  However, 
such views are highly subjective and have no real relevance to regulation.  Unless regulators 
offer investors in a regulated utility the return they require, the utility will be unable to 
operate.   

The phrase “unacceptable lack of risk transfer” is somewhat convoluted, but seems to mean 
that someone (unspecified) might find it “unacceptable” (by unspecified criteria) for 
regulated utilities to pass through some or all of their costs (i.e. to transfer cost risk to 
customers).  The implication of this point is that consumers would be better off if only 
regulated utilities would only bear more cost risk, presumably so that they face stronger 
incentives for efficiency.  Given that utilities will not accept enough risk to satisfy these 
(unidentified) commentators, Pollitt concludes that some form of public ownership might be 
                                                 
24  See items (g) and (h) of paragraph 4.19 in Competition Commission (2007), “BAA Ltd, A report on the economic 

regulation of the London airports companies (Heathrow Airport Ltd and Gatwick Airport Ltd)”, Presented to the Civil 
Aviation Authority, 28 September 2007. 

25  His examples are: Manchester Airport Group; Glas Cymru; “Danish/NZ energy customer cooperatives”; and municipal 
energy utilities in Norway/Sweden.  He doesn’t comment on the massive failure in Auckland’s power supply, which 
was attributed to one of the cooperatives (“trusts”). 

26  Pollitt (2007), slide 22. 
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preferable.  However, transferring investment to the public sector (a) transfers all cost risks to 
consumers/taxpayers and (b) destroys incentives for efficiency.  Hence, even if Pollitt has 
identified a problem (and this presentation does not prove it exists), his proposed solution 
makes it worse.27   

3.3.4. Conclusions 

In the end, if investors are unwilling to invest, the only possible conclusion is that the rate of 
return is below the cost of capital, given the riskiness of the business.  The cause may be an 
unnecessary degree of regulatory risk, i.e. risk that the regulator will prevent the investor 
from recovering its costs (for reasons other than variations in its performance).  Pollitt’s own 
recommendations (slide 29) however, are not supported by analysis and so appear somewhat 
arbitrary: 

 “Recognise RPI-X at end of useful life” – in practice, regulation is already moving away 
from simplistic price caps and towards more complex incentive schemes; 

 “be more serious about use of competition” – it is not clear what “being more serious” 
means, but regulators could insist more firmly that regulated utilities put the procurement 
of materials and investment projects out to competitive tender; introducing competition 
between, or even for, natural monopolies will run into problems with economies of scale 
and scope; 

 “create buy and sell side to negotiations” – as discussed above, negotiations can only take 
place within a defined framework for dispute resolution, but Pollitt has not set out any 
such framework; 

 “Encourage competition in ownership forms” – there already is competition in capital 
markets to find the appropriate form of ownership, so this recommendation seems to be a 
proposal to subsidise public sector investment (but that is not competition).  

Pollitt recognises that public ownership may emerge because “price regulation reduces 
private sector profitability” (slide 23), but the presentation does not point out that the problem 
lies with the regulation, rather than the private sector.  Regulators can solve this problem by 
taking steps to reduce regulatory risk, although new legislation would also help in some 
areas.   

3.4. Implications for British Utility Regulation 

The papers reviewed in this section all relate to questions of investment finance.  To varying 
degrees, they seem to be attempts to circumvent the fundamental economic constraints on the 
financing of regulated utilities – with the inevitable consequence that these proposals are not 
conducive to good regulation.   

                                                 
27  He may think governments find it difficult to direct privately owned companies, but can ensure publicly owned 

companies invest efficiently.  There is no evidence that the task of ensuring efficient investment is more successful 
when directed at public companies than at privately owned profit-maximising companies – indeed, the reverse has been 
true in Britain and elsewhere. 
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Section 3.2.2 mentions the need to adopt a revenue standard that maintains long-run 
investment incentives by imposing an obligation on regulators to offer a reasonable rate of 
return.  The introduction of this standard might require new legislation, but the Utilities Act 
2000 (section 13(6)) already obliges GEMA to take account of the interests of “future and 
existing consumers”, so the standard might conceivably emerge from interpretation of that 
phrase.   The US Constitution would not provide such protection were it not for a number of 
Supreme Court decisions applying the US Constitution to modern-day utility regulation.  The 
reasoning set out in those decisions is based on the fundamental economics and may be 
applicable in many regimes.  The argument runs as follows: 

1. Regulators have an obligation to serve consumers’ interests by ensuring that regulated 
utilities can attract capital to finance their investments in the business so as to provide 
reliable service at reasonable prices; 

2. To do so, regulators must offer investors a reasonable rate of return after recovery of 
operating expenses and investment cost (depreciation), as defined in the regulatory 
accounts; 

3. A reasonable rate of return – i.e. whatever rate is required to attract capital into the 
regulated business – means a rate that is comparable with the rates on offer in other 
sectors of the economy (after adjustment for differences in risk, etc).28  

A corollary of these arguments is that regulators can reduce costs and foster investment by 
removing unnecessary (regulatory) risk.  However, these arguments do not require regulators 
to guarantee any particular rate of return; just as in other sectors, the rate of return of a 
regulated business can vary in line with its efficiency, in order to provide incentives. 

Some statement of a revenue standard based on these principles would greatly strengthen the 
robustness of Britain’s framework of RPI-X regulation, thereby reducing the potential for 
disputes and speeding up the process of agreeing new price controls. 

 

 

 

                                                 
28  Note a parallel condition: setting reasonable prices means that rates of return can not be extortionate. 
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4. Summary and Recommendations 

Given that the purpose of Alistair Buchanan’s speech was to prompt a “20-year” review of 
network regulation, the bibliography attached to the speech is selective and somewhat 
disappointing.  The papers provide little thorough analysis and propagate major 
misunderstandings about how regulation works.   

 The Littlechild/Doucet papers fail to describe or even to recognise the pre-conditions 
needed to make negotiated settlements possible in regulation; the paper by Littlechild 
alone is extremely naïve when it comes to interpreting events in a US regulatory system.   

 The latest paper by Helm is as unsuccessful as his earlier attempts to define or explain a 
“split rate of return”; the Oxera/Holt paper does not advance the thinking on this topic.   

 Pollitt’s presentation seems to regard public ownership as a safe haven, free from the 
difficulty of regulating private investors.  The presentation implies that prices would be 
lower under public ownership, but it does not consider the efficiency benefits achieved by 
private ownership.  Nor does it contain any real suggestions as to how regulation might 
work in the future, now that it is impossible to rely on simple statements about the 
incentive properties of RPI-X price caps.  

Any serious plan of research on the future of RPI-X regulation would instead address the 
following issues: 

 Much of the effort devoted to forecasting costs is wasted, and the outcomes are arbitrary 
or dubious, because the future is genuinely uncertain; 

 Attempts to estimate future efficiency gains tend to produce the same results, since there 
is a broad consensus on likely rates of cost reduction, but…  

 ….there is no justification for assuming that all potential cost savings measured by 
statistical means represent “inefficient” costs that should be disallowed immediately; 

 Ofgem should focus its attention on investment and should continue to let revenues adjust 
for the level of actual capital expenditure, in order to provide stronger incentives and to 
lower risks; 

 Decisions on the efficiency of capex require regulatory scrutiny of project management 
processes and procurement policies, but should apply detailed assessment (“prudence”) 
criteria that have been discussed and defined in advance, in particular: 

– Investment decisions should be assessed against what was reasonable at the time; and 

– What is reasonable should be judged by reference to information available at the time 
of the decision; 

 To simplify regulation, regulators need to set down detailed rules for the calculation of 
allowed revenues, so that the process becomes more routine.  Such rules will: 

– Shorten conventional regulatory procedures; 

– Allow the use of alternative dispute resolution mechanisms (negotiated solutions); and 

– Reduce regulatory risk, thus increasing willingness to invest. 
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These ideas are not found in the bibliography attached to Buchanan’s speech, which suggests 
a need for Ofgem to widen its research into alternative methods of regulation.   

In addition, to put research on alternative methods into a wider context, any review of RPI-X 
regulation in Britain should now give serious consideration to the adoption of two regulatory 
standards: 

 A revenue standard that obliges regulators to offer investors the rate of return needed to 
attract capital for investment in the long-run; and 

 A procedural standard that obliges regulators to reach and to explain decisions in a way 
that makes it possible to see how they are meeting the revenue standard. 

These regulatory standards are in any case emerging slowly in Britain from a process of trial-
and-error and from the piecemeal accumulation of court and Competition Commission cases.  
However, it would be desirable to accelerate their emergence, by setting them out explicitly. 

There is no need to adopt either of these standards lock-stock-and-barrel from their 
equivalents in other countries.  EU harmonisation via ERGEG/CEER may require other 
countries’ standards to be amended to fit into a European legal framework.  However, 
equally, there is no need to reject international experience because “it wasn’t invented here”.  
The world has learned a lot from the British experience of RPI-X regulation over the last 20 
years; those involved in British utility regulation can now learn a lot from the international 
practice of regulation. 
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Appendix A. Constructive Engagement at BAA 

Competition Commission (2007), “BAA Ltd, A report on the economic regulation of the 
London airports companies (Heathrow Airport Ltd and Gatwick Airport Ltd)”, Presented to 
the Civil Aviation Authority, 28 September 2007 

Para 4 

“Prior to making the current reference, the CAA encouraged a process of ‘Constructive 
Engagement’ between BAA and the airlines, with the aim of their reaching agreement on the 
main issues. That process has continued throughout the six months of our inquiry. During this 
period BAA has made substantial changes to its future capital expenditure (capex) 
programmes at both Heathrow and Gatwick. The scale of these increases in capex is 
surprising coming as they do at the very end of a lengthy process of consultation. There have 
also been significant increases during the reference in forecast operating expenditure (opex) 
(primarily to improve security service standards following significant increases in security 
requirements in 2006). It is unusual for there to have been so many substantial changes to key 
inputs into a pricing determination during the course of a CC inquiry. The consequence is that 
a number of them will require further detailed examination by the CAA before it can put 
forward its final proposals. There are also a number of other outstanding issues for 
consideration by the CAA.” 

Para 4.15 

“Constructive Engagement between BAA and the airlines is clearly an important process in 
resolving uncertainty as to the projects to be undertaken, although we recognize that certain 
details of the schemes will require continuing discussion as the projects develop. Agreement 
between BAA and the airlines is a far preferable way to decide the investment programme 
than relying on the judgement of ourselves or the CAA. Most of the airlines to whom we 
spoke also regarded Constructive Engagement as a significant improvement on previous 
levels of consultation, or consultation at other airports.” 

Para 4.19 

“Among our other concerns on Constructive Engagement (on which the CAA’s comments 
are set out in Appendix D) are: 

(a) Significant information and resource asymmetry between BAA and the airlines at 
any time which could allow BAA to ‘divide and rule’. 

(b) Inadequate information in the CIP to support the estimated project costs, with cost 
breakdowns provided only for one-half of the major projects, and the on-cost and risk 
allowances not explained.” 

(c) Very limited information on the implication of the capex for operating costs. It is 
difficult to see how BAA’s airline customers can form properly informed views on 
the approval of capex programmes when the cost and charging implications of these 
programmes on these customers are not readily apparent. (This had been noted by the 
Cotterill review and does not seem to have been addressed in the latest CIP.) The 
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surprising scale of the increase in operating costs associated with the opening of 
Terminal 5 as currently estimated by BAA (to which we refer in paragraph 4.143(b)) 
shows the importance of this issue. 

(d) Little discussion of the implications of particular projects or the programme as a 
whole for airport charges. It is in consequence likely that each airline will want the 
particular projects from which it will benefit, but to which it will only pay a fairly 
small proportion of the cost; but not wish to pay its share of the costs of projects from 
which other airlines will benefit but not themselves. Even though airlines are clearly 
best placed to scrutinize BAA’s capex plans, there is a risk that any CIP agreed 
through Constructive Engagement will be inflated by the airlines mixed incentives, 
and BAA’s incentive to grow the RAB. We recommend that the selection of projects 
for inclusion in the CIP should be informed by a top-down discussion, starting with 
the overall master plan and strategic business plan for each airport, target airport 
charges, the implied target capital spend and the prioritization of projects within these 
targets. 

(e) The difficulty for airlines in judging the impact of investment on charges, or 
therefore in assessing the merits of individual projects or the overall programme, 
unless they are able to analyse the commercial revenues likely to be generated by the 
projects and which, under the single-till approach, would offset the effects on airport 
charges. 

(f) The resource-intensive nature of BAA’s consultation process more generally, 
especially for airlines with a smaller presence at the two airports, with limited 
resources, few staff in London, and/or without membership of one of the alliances. 
There is therefore a risk that the voices of the non-aligned airlines or airlines such as 
bmi not taking part in the process are not sufficiently taken into account, that too 
much weight may be attached to the views of a small number of well-resourced 
airlines, and that BA in particular could be in a privileged position. 

(g) The absence of a dispute resolution/arbitration mechanism at each of the relevant 
stages of planning and implementation, with the CAA acting only as an observer to 
date, which it felt strongly should be its role unless agreement was not reached by the 
end of the process on any particular points. 

(h) Lack of clarity in how BAA arbitrates between various airlines’ views and how 
apparent consensus has been reached in areas which appeared to be hotly contested a 
short while previously (eg interterminal baggage system). 

We recommend that the CAA should address the above matters in implementing the 
recommendations of the Cotterill report and revising Annex 4 of its Q4 decision document, 
and in further developing the Constructive Engagement process. BAA told us it was 
committed to consultation and was currently reviewing and enhancing the current Annex 4 
proposal outlining the information and structure necessary to improve consultation. 
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Appendix B. Administrative Procedure in the US 

United States Administrative Procedures Act 1946 (Emphasis Added) 

§557. Initial decisions; conclusiveness; review by agency; submissions by parties; 
contents of decisions; record. 
(a) This section applies, according to the provisions thereof, when a hearing is required to be 
conducted in accordance with section 556 of this title.  

(b) When the agency did not preside at the reception of the evidence, the presiding employee 
or, in cases not subject to section 554(d) of this title, an employee qualified to preside at 
hearings pursuant to section 556 of this title, shall initially decide the case unless the agency 
requires, either in specific cases or by general rule, the entire record to be certified to it for 
decision. When the presiding employee makes an initial decision, that decision then becomes 
the decision of the agency without further proceedings unless there is an appeal to, or review 
on motion of, the agency within time provided by rule. On appeal from or review of the 
initial decision, the agency has all the powers which it would have in making the initial 
decision except as it may limit the issues on notice or by rule. When the agency makes the 
decision without having presided at the reception of the evidence, the presiding employee or 
an employee qualified to preside at hearings pursuant to section 556 of this title shall first 
recommend a decision, except that in rule making or determining applications for initial 
licenses -  

(1) instead thereof the agency may issue a tentative decision or one of its responsible 
employees may recommend a decision; or  

(2) this procedure may be omitted in a case in which the agency finds on the record 
that due and timely execution of its functions imperatively and unavoidably so 
requires.  

(c) Before a recommended, initial, or tentative decision, or a decision on agency review of the 
decision of subordinate employees, the parties are entitled to a reasonable opportunity to 
submit for the consideration of the employees participating in the decisions -  

(1) proposed findings and conclusions; or  

(2) exceptions to the decisions or recommended decisions of subordinate employees 
or to tentative agency decisions; and  

(3) supporting reasons for the exceptions or proposed findings or conclusions. The 
record shall show the ruling on each finding, conclusion, or exception presented. 
All decisions, including initial, recommended, and tentative decisions, are a part of 
the record and shall include a statement of -  

(A) findings and conclusions, and the reasons or basis therefor, on all the 
material issues of fact, law, or discretion presented on the record; and  

(B) the appropriate rule, order, sanction, relief, or denial thereof.  

Source: http://usgovinfo.about.com/library/bills/blapa.htm 
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