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Abstract 
 
Nations have established independent regulatory commissions as elements 
of the reform process. As countries privatize or encourage private participation 
in infrastructure, policymakers need to signal investors that the time horizons 
for policy extend beyond the next election.  This article outlines how the system 
of regulatory governance is a major determinant of credibility to investors. In 
 addition, the resulting regulatory policies affect the perceived riskiness of expected 
cash flows.  These policies involve price caps, rate-of-return regulation, profit-sharing 
mechanisms and a variety of specific incentives and mandates. A conceptual framework 
that outlines key links between public policy, basic industry conditions, and sector  
performance is offered. 

 
 
1. Introduction 
 
One of the greatest challenges of the next two decades is how international capital markets will 
be able to attract and allocate funds for infrastructure projects around the world.  Private 
participation is essential if these investments are to provide the critical foundation for sustained 
development.  Investors will not commit capital if political instability and opportunism make 
those investments excessively risky relative to expected returns.  One policy that nations have 
been adopting to address this problem is the creation of a new institution: the independent 
regulatory commission (IRC).  
 
Vass (2000) reviewed the rationales for independent regulation, focusing on industry structure, 
the legal framework, and the specifics of price regulation. This article elaborates on these themes 
and outlines how regulatory institutions affect infrastructure performance, in conjunction with 
other social and economic forces. The framework presented here is utilized in the PURC/World 
Bank International Training Program on Utility Regulation and Strategy and draws on sector-
specific cases and cross-country comparisons.3 Policymakers are well aware of the importance of 
international perceptions regarding the design of their nation’s regulatory institutions. However, 
                                                                 
1 Portions of this article draw upon my paper, “Regulation and Risk: An Overview of Financial Issues,” PURC 
Working Paper, 2000. 
2 The author is PURC Director and Distinguished Service Professor in the Department of Economics. 
3 To date nearly 800 participants from 107 countries have participated in this two-week program at the University of 
Florida.  For more information, see http://www.purc.org . 
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as Tenenbaum (1996) has emphasized, with national budget pressures, politicians in emerging 
markets must give up political power (discretion) to allow citizens to obtain electric power.  He 
identified key issues associated with establishing new regulatory commissions, and focused on 
independence and transparency as being particularly important.  Table 1 presents a more 
comprehensive listing of agency characteristics that signal whether a nation’s regulatory agency 
has a governance system that yields credible commitments to stable rules.  Both agency design 
and the regulatory process affect investor confidence in the system. 
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Table 1: Best Practice Regulation 
                   
Australian Competition   Flintoff   Stern and  Baldwin and  Galal and 
Consumer Commission   (S&P, 1999)  Holder (1999)  Cave (1999)  Nuriyal (1999) 
(1999) 
                   
 
Communication        
 
Consultation       Participation  Due Process  Mechanism for 
                (Procedural Fairness) Conflict Resolution 
 
Consistency               Substantive Fairness 
 
Predictability    Stability  Predictability  Expertise 
 
Flexibility    Flexibility 
 
Independence       Autonomy     Autonomy/Neutrality 
 
Cost Effectiveness   Timeliness     Efficiency 
 
Accountability       Accountability  Accountability 
 
Transparency    Transparency,  Transparency 
     Fairness 
        Clarity of Roles  
        and Objectives 
           Legislative Mandate Enforcement Poser 
                   
Australian Competition & Consumer Commission. (1999). “Best Practice Regulation.”  
Flintoff, Anthony (Feb. 1-4, 1999). "Utility Price Regulation: A Credit Perspective," Infrastructure Finance: Commentary, Standard & 
     Poor's. New York: McGraw-Hill. 
Stern, Jon, and Stuart Holder (1999). "Regulatory Governance: Criteria for Assessing the Performance of Regulatory Systems,"  
     Utilities Policy 8: 33-50. 
Baldwin, Robert, and Martin Cave (1999). Understanding Regulation: Theory, Strategy and Practice.  Oxford University Press. 
Galal, Ahmed, and Bharat Nauriyal (1995). "Regulation of Telecom in Developing Countries: Outcomes, Incentives and  
     Commitment," Revista de Analisis Economico 10: 41-62. 
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2. Regulatory Governance 
 
The features of  “best practice” regulation have been examined by a number of analysts recently 
(Table 1).  The Australian Competition and Consumer Commission (1999) created the most 
comprehensive listing, examining how these features contribute to the development of policies 
that balance the interests of various stakeholders: 

 
Communication:  Information should be made available to all stakeholders on a timely 
and accessible basis.  
Consultation:  Participation of stakeholders in meetings promotes the exchange of 
information and the education of those affected by regulatory decisions. 
Consistency:  The logic, data sources, and legal basis for decisions should be consistent 
across market participants and over time. 
Predictability:  A reputation for predictable decisions facilitates planning by suppliers 
and customers, and reduces risk as perceived by the investment community. 
Flexibility: The agency should use appropriate instruments in response to changing 
conditions, balancing this regulatory discretion against the costs associated with 
uncertainty. 
Independence: Autonomy implies freedom from undue stakeholder influence, which 
promotes public confidence in the regulatory system. 
Effectiveness and Efficiency: Cost effectiveness should be emphasized in data collection 
and in the policies implemented by the regulator. 
Accountability: Regulators should provide clearly defined processes and rationales for 
decisions.   In addition, appeals procedures need to be specified to provide appropriate 
checks and balances. 
Transparency: The openness of the process to stakeholders promotes legitimacy.4 
 

Recently, several other authors have contributed listings that are subsets of the ACCC criteria. In 
a commentary focusing on financial implications, Flintoff (1999) emphasized five of these 
qualities as determinants of regulatory risk, as perceived by international investors.  Each 
dimension has a correlate in the nine enumerated by the ACCC: stability (predictability), 
flexibility, timeliness (cost-effectiveness) and transparency.  Stern and Holder (1999) offer six 
elements of regulatory governance as criteria for assessing the performance of regulatory 
systems.  These also parallel those of Flintoff, but include participation (consultation—ACCC) 
and clarity of roles and objectives.  They also identify autonomy (independence—ACCC) and 
accountability as significant determinants of performance.  Flexibility is not included, perhaps 
because excessive flexibility conflicts with stability within the system.  It is clear that balancing 
discretion (flexibility) and certainty represents a tightrope walk for regulatory agencies.  
Adaptability enables the agency to adjust to changes in basic industry conditions, but it opens up 
the possibility of unpredictability—and increased risk to investors.  

 
The two remaining classification schemes do not differ dramatically from the first three.  
Baldwin and Cave (1999) identify due process (procedural fairness) and substantive fairness 
(related to the role of expertise) as characteristics that affect the quality of regulation.  In 

                                                                 
4 This summary listing is based on Berg, Memon, and Skelton (2000).  A more detailed discussion is also available 
in Berg (2000). 
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addition, they note the importance of the legislative mandate.  Lack of clarity or absence of 
necessary tools presents a challenge for the regulatory system.  Finally, Galal and Nuriyal (1999) 
boil the set down to three: the presence of a mechanism for conflict resolution (which links with 
consultation and accountability/appeals procedures), autonomy/neutrality (independence—
ACCC) and enforcement power (legislative mandate). 
 
Since we are trying to identify features of the process that make a difference to investors, it is 
useful to go into more detail on enforcement issues.  The legislative mandate can involve a 
number of functions.  A review of experience around the world indicates that the following are 
key regulatory functions in the electric power sector5: 

• Issuing licenses related to regulatory functions, 
• Setting performance standards, 
• Monitoring the performance of regulated firms, 
• Establishing/Approving the level and structure of tariffs, 
• Establishing a Uniform Accounting System, 
• Arbitrating disputes among stakeholders, 
• Performing (often via independent consultancy) management audits on regulated 

firms, 
• Developing human resources for the IRC, 

• Reporting sector and IRC activities to the appropriate government authority. 

 

For each of these functions, the regulatory commission needs sufficient legal authority to carry 
out its responsibilities.  The consistency among these different studies suggests a consensus 
regarding desired features of regulatory design and the regulatory process.  The system of 
regulatory governance affects both public perceptions and actual performance of the industry.   
 
3. Other Factors Determining Sectoral Performance 
 
To see how other features of a nation affect performance, we turn to Figure 1.  This figure 
illustrates the central role played by regulatory governance and the resulting regulatory policies.  
Ultimately, investors, consumers, policy-makers, and other stakeholders care about sector 
performance.  The question is how to design a system that is consistent with the configuration of 
the nation’s institutions and resources.  Let us review each factor in turn. 
 
 
 
 
 
 
 
 
 
 

                                                                 
5 Ibid. 
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Figure 1: The Effect of Institutions on Public Policy and Sector Performance  
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Experience: The global marketplace is a reality. Investors face a wide range of financial 
opportunities, so international comparisons are particularly relevant when it come to selecting 
which projects to fund. A country’s own historical record suggests trends or patterns that 
influence perceptions and affect the political will to create a sustainable (and effective) 
regulatory system. Executives consider the benefits and costs of projects in various countries or 
jurisdictions. It is well understood that investors like returns but do not like risk. Thus, 
managerial decision-makers are faced with the task of quantifying expected returns and risks and 
communicating that information both to the capital markets and to the government agencies 
whose policies affect risks and returns.  
 
Institutional conditions : Levy and Spiller (1994 ) examine ways to counteract the tendency of 
governments to behave opportunistically toward those providing funds for infrastructure 
investments.  Once funds are sunk into physical capital, the cash flows providing returns depend 
on regulatory policies. Levy and Spiller note that regulation has two basic features: governance 
and incentives (policies). The nation’s institutional endowment affects the design of the 
regulatory governance system. Institutions consist of formal and informal rules within a society. 
Formal rules reflect the legislative and executive branches of government.  The resulting degree 
of social stability (cohesion) affects the effectiveness of the political system.  Judicial capabilities 
basically determine whether a nation has a rule of law. Because contracts may not be honored, 
the judicial system plays a role in determining expected returns to investors. Administrative 
capacity affects the implementation of laws.  Finally, informal norms represent those values and 
customs that condition day-to-day interactions. Issues of corruption, political stability (and 
legitimacy), respect for property rights, consistency in adjudication—all these features reflect a 
nation’s institutional conditions. 
 
International Perceptions : Global capital markets are impersonal. Investors examine the 
historical experience and prospects and the system of regulatory governance to determine how 
regulators are likely to deal with public pressures for low prices. Investors obtain information on 
country risk from a number of sources. Euromoney magazine presents country-risk ratings. 
Similarly, Political Risk Services (PRS), formerly Frost & Sullivan, provides monthly political-
risk indices relative to direct investment. PSR's monthly newsletter, Political Risk Letter, 
contains forecasts of political risk in 85 countries. Reports on country risk also appear in the 
Institutional Investor magazine, which provides country credit ratings. The Economist presents 
cross-country rankings as well. Such groups evaluate risk on the basis of historical experience 
and expectations regarding the future. 
 
General Economic Conditions : Macroeconomic conditions are clearly beyond the control of 
regulatory authorities, but they affect the cost of capital and prospects for demand growth. 
Macroeconomic risk is caused by indigenous or exogenous macroeconomic factors, such as poor 
crops, economic policies that cause high domestic demand, or a decline in prices for a country's 
exports, all of which adversely affect the balance of payments of a country, and thereby the 
availability of foreign exchange. In addition, general economic conditions affect perceptions of 
future prospects. Two types of risk related to national developments can be distinguished.  
Transfer risk is the risk that a company with the domestic currency required to service its debts 
or to pay its dividend may be prevented from paying by its inability to obtain or transfer the 
foreign exchange needed. Sovereign risk is the risk of subjecting a transaction to an additional 
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jurisdiction--the borrower's or equity recipient's government. Changes in tax codes and 
ownership restrictions are two examples of sovereign risk. 
 
Input Markets: The most basic models of economic development emphasize the role of input 
markets for attracting financial capital, funding the purchase of equipment, providing skilled 
labor, rewarding entrepreneurship, and assembling natural resources.  Poverty generally can be 
attributed to the lack of these inputs, where health and education policies are key determinants of 
the effectiveness of human capital.  Regarding financial capital, local participation in the 
provision of equity greatly reduces the political sensitivity of high realized returns. For example, 
stock ownership by domestic pension funds broadens the political support for keeping regulatory 
commitments.  
 
The impacts of input markets can be significant.  Executives develop business plans based on the 
costs of inputs. As the cost of physical capital increases, there will be some substitution away 
from the relatively more expensive input. Less capital will be used to produce given levels of 
output. In addition, in the capital budgeting process, projects will be ranked according to their 
expected returns (appropriately adjusted for risk). As the cost of capital increases, fewer potential 
projects will have returns that exceed the hurdle rate. Thus, a higher cost of capital reduces 
investments in new capacity, constrains projects for the delivery of new services, and causes 
substitution toward other inputs (raising overall production costs). 
 
If firms are not given an opportunity to earn the cost of capital, investors will be unwilling to 
supply financial capital to the firm, jeopardizing continued expansion of capacity and/or the 
quality of service. Investors always prefer to obtain high returns, but competition and regulation 
will both tend to drive the returns to levels commensurate with the risks. If political pressures 
lead to risk-return outcomes that are perceived as unfavorable, investors will refuse to provide 
capital—ultimately hurting the consumers who would benefit from the additional output.  
 
Investors do not necessarily look for an "excessively" favorable investment climate, since such a 
situation may not be sustainable. Rather, they ask whether the regulatory process is fair to all 
parties and is consistent in its application. They seek countries with procedural transparency, 
constraints on arbitrary decisions, and institutions that balance the needs of all stakeholder 
groups. In addition, predictability is crucial, since future cash flows determine the value of 
potential projects. Uncertainty about those returns raises the risk premium required by investors. 
 
Basic Conditions: Basic industry conditions are to some extent outside the control of regulators, 
although public policy affects some of these fundamental conditions (Berg, 2001).  Supply is 
determined by available technologies and input prices.  Demand depends on the size of the 
population, preferences, demographics, and income.  Past political involvement in the provision 
of infrastructure services often leads to prices that are actually less than costs, which calls for 
some form of rate-rebalancing or for targeted subsidies for those whose willingness to pay is 
severely curtailed by their inability to pay. Information is another determinant of basic 
conditions.  Local managers have a better awareness of demand patterns and the potential for 
cost containment.  Regulators can utilize benchmarking to partly offset this information 
asymmetry, but the creation of incentives needs to recognize that those designing incentives lack 
information.  Finally, ownership represents another element affecting the number and size 
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distribution of firms.  Public ownership of infrastructure generally involves territorial 
monopolies, so that any transition to more competitive environments must confront restructuring 
as well as private participation. 
 
Regulatory Policies: As noted earlier, regulatory governance involves agency design and 
processes for involving stakeholders and developing policies.  Those policies or rules can change 
over time, so the nature of the regulatory process takes on importance. In nations with no "track 
record" or minimal experience in regulatory matters, the uncertainties facing private investors 
will not be resolved for a number of years. That added risk will result in capital markets 
demanding higher returns to compensate investors for investing when the "rules of the game" are 
vague or subject to revision. If it turns out that commitments are met and outcomes are "best 
case" rather than "worst case", the realized returns will appear to be high.  However, at the time 
of the investment, perceived risks were real. Given a number of such situations, results in some 
countries will involve worst-case outcomes. Thus, on average, investors will obtain the returns 
commensurate with anticipated risks. If regulators “claw back” those high returns but do nothing 
when realized returns are low, the asymmetric treatment will further raise the cost of capital. If 
financial markets expect a new regulatory body to behave in an asymmetric fashion, the initial 
cost of capital is higher than otherwise (reflecting the regulatory risk associated with expected 
lower returns). If suppliers of financial capital believe that the regulatory process will yield 
symmetric treatment, funds will be available at a lower cost.  
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Figure 2: Evaluating Regulatory Incentives 
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As depicted in Figure 2, regulatory policies play a pivotal role.  The resulting incentives affect 
three broad areas: market structure (related to entry and vertical integration/disintegration), 
corporate behavior (price caps, reliability mandates, service standards, network modernization 
requirements), and industry performance (sharing rules that limit upside and/or downside 
returns, or penalties for missing regulatory targets for network expansion). Regulators may be 
tempted to try to micromanage industries for which they have oversight responsibilities. 
However, they are unlikely to have comprehensive information regarding the feasibility of new 
technologies, opportunities for cost containment, or demand patterns for different customer 
classes. 
 
Thus, "light-handed" regulation with an emphasis on incentives is replacing more detailed 
interventionist approaches to regulation. It is important to note, however, that regulatory tools 
developed for other purposes may affect the cost of or the returns to capital. Decisions can have 
an impact on investment even though those regulatory tools arose to meet problems from another 
context.  For example, mandated cost-allocation rules are sometimes adopted for "fairness" in the 
sharing of overhead costs. Such rules can affect the prices for new services--and thus the 
expected returns from those services. The resulting detailed cost-allocation manuals can have 
negative consequences with respect to innovation. Arbitrary cost allocations can reduce returns 
to new investments and delay the introduction of new services.  To see the implications of 
alternative policies, consider the three types of regulatory invention. 
 
Constraints on Market Structure. Along with the creation of new regulatory commissions, 
market design is the most important facet of infrastructure reform.  Interconnection policies, 
exclusivity periods, and access to essential facilities affect entry into infrastructure markets.  
These issues do not arise for a vertically integrated monopolist with an exclusive franchise.  
However, beyond a certain market size, electricity generation is not a natural monopoly, which 
leads to the possibility of deregulating this segment of the market.  Unbundling and divestiture 
represent regulatory policies that have significant consequences for the extent of competition in a 
market segment.  While cost containment may be enhanced by competition, there are certainly 
implications for risk and expected returns. 
 
Restraints on Corporate Behavior. Under rate-of-return regulation, accounting procedures and 
regulatory decisions determine the rate base used in determining price, so regulators might allow 
a fair return and then disallow (from the rate base) assets that are not "used and useful". Capital 
markets interpret arbitrary (politically expedient) disallowances in a very negative way, so while 
the current (allowed) price might be low, the cost of capital will increase. The result is that future 
prices will be higher (or quality of service lower) than would otherwise be the case. This is just 
one example of the consequences of abusing regulatory discretion.  Nevertheless, experience to 
date suggests that rate-of-return regulation (with its cost-plus features) is less risky for investors 
than price-cap regulation. 
 
Under price cap regulation, the initial price cap will be based on some estimate of production 
costs (including the cost of capital). If the price does not provide the firm with the opportunity to 
earn a reasonable (or fair) return on its investment, then it will not be viewed as compensatory, 
which could lead to disinvestment and/or quality-of-service deterioration (for example. 
reductions in reliability or long delays in installation). Experience with the price cap (including 
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technological progress, input price changes, and other developments) provides some of the 
information used for a price-cap review. Under some applications of this method, the net present 
value of future cash flows (revenues minus operating costs and capital outlays) determines the 
price trajectory applied for the period under consideration.  Realized returns might be used for 
future modifications in the price-cap formula. Thus, price-cap regulation (in practice) has tended 
to retain some features of rate-of-return regulation, including reduced incentives for cost 
containment, since only a portion of cost savings is captured by the firm.  "Pure" price caps 
provide powerful incentives and allocate risks to the firm since this firm utilizes external 
benchmarks (without reference to the firm's own costs and profitability). 
 
Performance-Based Regulation (PBR) and Sector Performance.  The figure notes five types of 
PBR.  Quality regulations provide rewards or penalties for meeting targets related to reliability or 
customer service (such as installation delays). Innovations lead to increases in productivity and 
the introduction of valued new services, both of which might be considered as affecting the “X” 
for future price caps.  Profitability is another dimension of performance, where earnings-sharing 
rules represent mechanisms for capping “excessive” (unsustainable) cash flows or setting floors 
on losses.  Environmental outcomes represent a dimension that matters to various stakeholder 
groups.  If trends are politically unacceptable, we can expect further intervention (often 
involving costly retrofitting) to address ecological and health impacts.  Finally, regulators often 
establish network expansion targets to provide rewards and penalties for performance. Service 
deployment schedules that do not take additional costs and revenues into account can place 
financial strains on companies. Thus, regulatory tools developed for other purposes can affect 
both the cost of capital and subsequent investment decisions. 
 
 
4. Corporate Governance as a Determinant of Behavior 
 
Crafting regulatory incentives also involves taking into account how basic industry conditions 
and corporate governance affect corporate behavior.  In particular, information flows to 
regulators depend on legislative mandates, how “light-handed” the process has become, and the 
degree of trust between regulators and managers.  Although this article does not focus on 
corporate governance, the issues associated with regulatory governance have parallels within the 
corporation.  For corporations, these issues can be divided into decision rights, incentive reward 
systems, and performance evaluation.  Figure 3 depicts how these affect corporate behavior and 
market performance.   
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Figure 3: Basic Conditions and Corporate Governance 
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Decision Rights. For a newly privatized firm, managers will not have a track record.  
Furthermore, relationships are in the process of being developed among members of the board of 
directors (who set policy), managers (who implement policy), and workers (whose status may 
have changed because of restructuring). There is always a residual claimant or risk-bearer. 
Equity owners bear the greatest risk. Alternatively, taxpayers can be forced to bear risk through 
public ownership, social protection policies, project guarantees, or subsidized programs. Risk is 
real.  It does not disappear, but it can be transferred.  The allocation of decision rights represents 
a critical development for the promotion of efficiency in firms.  If the system is dysfunctional, 
regulation will be unable to promote strong sector performance. 
 
Incentive Reward System.  Ignacio Mas (1996) outlined issues that make it difficult for 
owner/shareholders to provide incentives to managers to engage in intensive efforts at cost 
control. Industry-specific knowledge is vested in current managers, making them harder to 
replace. For the sake of job security, managers might be excessively risk-averse and they could 
delay reporting potential problems--hoping that prospects will improve. Their control of 
information increases their bargaining position relative to stockholders (as represented by the 
board of directors). Strong governance structures can strengthen the oversight capabilities of 
equity owners. In addition, manager-held equity (or compensation based on stock performance) 
can align the incentives of owners and managers.6  The role of unions in determining job 
flexibility and other terms and conditions of employment is another factor affecting corporate 
behavior. Implicit contracts with suppliers, communities, and bureaucrats/politicians tend to 
entrench management practices. Cozy relationships make cost-containment more difficult--
reducing potential returns to equity investors and destroying value. 
 
Performance Evaluation. Exercising control over managers is difficult because the owner 
(principal) does not know whether poor outcomes are attributable to events beyond the 
manager’s (or agent’s) control or to poor management. Mas identified a number of problems 
with infrastructure projects that increase risks to investors or that complicate the decision 
process.  He noted that there are substantial information asymmetries in new investment settings. 
Costs of acquiring information about local conditions are high, so determining whether 
performance is based on managerial effort or factors beyond their control is difficult.  In 
addition, many countries have only minimal disclosure standards or accounting rules. This makes 
it difficult for credit-rating agencies to evaluate the economic fundamentals of a project. Finally, 

                                                                 
6 Mas points out that less competitive product and factor markets reduce pressures on management performance. 
Such situations may provide opportunities for returns, but local management can improve its situation at the expense 
of investors. In addition, bondholders and equity owners can have conflicting objectives that management can 
exploit. Debt returns are truncated upwards—bondholders will (at most) receive the coupon interest payments plus 
the principal when the bond matures. Equity returns are truncated downward (at zero) but have tremendous upside 
potential. This difference in patterns of returns combined with asymmetric information leads to a principal-agent 
problem. The debt/equity agency problem has two features. There is an adverse selection problem to the extent that 
entrepreneurs promoting a very risky project are more likely to outbid others in the credit markets to the extent that 
credit rating agencies cannot identify the project as having high risk. Second, because it is difficult to monitor 
project promoters, those borrowers have an incentive to take on greater risk if the market for debt is unable to 
penalize them (through higher required interest rates). Imperfect monitoring (resulting in a moral hazard) is a 
potentially significant problem where the aspiring promoters do not have a track record. Of course, entrepreneurial 
groups will get bad reputations if they exploit these information asymmetries. Bond covenants and asset-backed 
loans are ways of partly addressing these problems. 
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managerial performance becomes inextricably linked to regulatory actions: regulatory barriers to 
hostile takeovers and lengthy approvals for acquisitions protect managers from overthrow. In 
addition, in a monopoly setting, it is difficult to benchmark performance, since no other firms 
face similar circumstances. 
  
Investors, consumers, regulators, and other stakeholders all have expectations about what is 
reasonable.  The public acceptability of prices, quality of service, and access to the service all 
affect the political (and, thus, regulatory) climate. Cost containment by companies ultimately 
gets reflected in lower prices, which improves the regulatory climate. Of course, cost 
containment that leads to high realized returns in the short run also affects public opinion. 
Similarly, high executive bonuses sometimes trigger public discontent with firms (and/or 
regulators). The efficiency of firms depends on the ability of investors to capture the benefits 
from good performance and on the firm's ability to reward key decision-makers. The 
sustainability of the regulatory process depends on the public acceptance of the outcomes: price 
patterns over time and across customer groups; these determine the legitimacy of the process in 
the eyes of citizens. 
 
5. Concluding Observations 
 
The features of a regulatory system have a significant impact on sector performance.  The 
channels of causation are complex.  Although many factors are beyond the control of newly 
formed regulatory commissions, both agency design and the processes utilized to reach decisions 
signal information to the international investment community.  Similarly, the choice of 
regulatory policies affects opportunities for investors to earn returns commensurate with risks.  
Under rate-of-return regulation, the estimated cost of capital is a key input determining the 
allowed (or "fair") rate of return. In conjunction with the rate base to which the allowed return is 
applied, the cost of capital is a significant determinant of the revenue requirements, and thus the 
price of the output. If future policies cannot be predicted with any degree of certainty, then 
(expected) future cash flows will be discounted at higher rates, reducing the value of potential 
investments and creating a disincentive to invest.  In practice, firms under price cap regulation 
face similar issues, with investors bearing even greater risks (Alexander, 1995) 
 
This article shows how infrastructure projects in developing countries may face substantial 
underlying risks because of an untested policy environment, macroeconomic instability, weak 
institutional endowments (including insecure property rights), relatively long gestation periods 
for projects, and uncertainty regarding prospects for local market growth. Nevertheless, with 
careful monitoring of regulatory governance systems and regulatory policies, investors are in a 
better position to identify promising projects and countries. 
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