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Abstract

We analyzed a hypothesis suggesting that the newly privatized firms in .
Chile produced little if any important advantuges as they would have

performed poorly once privatized and the hypothesis that the regulatory

problems were the consequence of obvious mistakes that could have

easily be avoided.

In spite of the fact that the only way to advance in this debate is by

resorting to empirical estimates, no attempts have been made to define

the nature of the regulatory problems that would question the conven- -
ience of privatization or empirically estimate the losses linked with
obvious mistakes in the regulatory framework. ,
In this paper we do both, analvze whether indeed obvious and easily -
avoidable regulation problems in Chile’s newly privatized sectors exist )
and, if it is the case, we empirically estimate the costs associated wirh
this kind of problems. Specifically, we explore the nature of the so-
called regulatory problems in Chile’s newly privatized sectors ( Electric-
iry. Telecomm. and Airlines). We measure the welfare costs due to regu-
latory procedures and compare them with the estimated efficiency gains
arising from privatization.
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I. Introduction

Privatization has been one of the primary factors gencrating changes in the
cconomies over the last decade. Western countries with some experience in pri-
vatization have given it as a process a positive evaluation on an overall basis.
However. privatization has taced major stumbling blocks in most countries due to
serious political opposition that has limited its extent. More recently. a growing
concern in the literature on privatization rclates to the problems arising from regu-
latory frameworks. This discussion has focused on the idea that the cost of inad-
cquate and unsuitable regulation could have becn extremely high but easily
avoided.'

On the other hand. the above hypotheses contrast with a much spread vision
about the functioning of the regulatory institutions in Chile. In fact, Spiller and
Viana (1991), Guash and Spiller (1995). Phillipi (1991), Hachette and Luders
(1993), Beca (1991) and Bernstein (1986). all have basically argued that the way
Chile developed and managed its regulatory framework is the way it should be
done.

In spite of the fact that the only way to advance in this debate is by resorting
to cmpirical estimates. no attempts have been made to detine the nature of the
regulatory problems that would question the convenience of privatization or em-
pirically estimate the losses linked with obvious mistakes in the regulatory frame-
work. Our purpose in this paper is to do both, analyze whether indeed obvious
and easily avoidable rcgulation problems in Chile’s newly privatized sectors exist
and, if they exist, empirically estimate the costs associated with this kind of prob-
lems.

II. Efficiency Evaluation of Privatization in Three Privatized Sectors

Chile has had a relatively long expericnce with privatization. However. Galal
(1992) and Luders (1993) are the only studies analyzing the welfarc effects of
this process. The reason why so little has been done is, in part. due to the fact
that only a short period has clapsed since privatization began.

An important difference between Galal and Luders hinges on the counterfac-
tuals. Galal projected historical figures to define counterfactuals and on this basis,
he found that in a sample of twelve privatized firms in Chile. Malaysia. Mexico
and the UK. eleven privatizations had in effcct increased social welfare. On the
other hand, Luders analyzed the short-run cffect of privatization assuming that
previously existing firms would go on operating in a dercgulated cnvironment.”
Specitically, Luders compares productivity and financial indicators on the assump-
tion of the same regulatory framework. and arrives at a conclusion quite in line
with Vickers and Yarrow (1988), i.e.. main efficicncy gains can be brought about
by deregulating firms and providing a competitive environment and not through
privatization. In other words, while counterfactuals for Galal are basically historic
tfigures. tor Luders it is a State-owned company operating in a relatively more
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ompetitive environment, with a sole task (maximizing profits) and with highly
qnotivated managers.

Because Galal provides estimates of the welfare effect of privauzations, in-
sluding changes in the consumer surplus, we have opted to take his results as a
reference in this study. However, a caveat is necessary; while the goverment may
impose precise tasks on public sector managers in order to restructure fabor. to
reassign tasks. etc.. 1t is likely that political pressures and the general operation of
the public sector make it practically impossible to maintain cfficiency over time.
Thus, any attempt to restructure public sector firms so as to improve their per-
tformance should be expected to be a short-lived one.? If this is the case. Galal's
estimated welfare gains associated with privatization will be downward biased
since previous to privatization, public firms were restructured and significant gains
in efficiency appeared.

Next. we briefly describe the main findings regarding the social welfare ef-
fect of privatization for sclected firms in those industries that concern us. We
focus on Galal's study, which is the most complete one in the electricity and
telecommunications cases, and in Paredes-Molina (1995) in the airline industry.
The purpose of this section is to have a benchmark and thus provide a dimension
of the cost of the regulation problems we are interested in analyze.

2.1 Telecommunications (Compania de Teléfonos de Chile (CTC))

It is in the case ot CTC the Local Telecommunication Monopoly Company
where the counterfactual is the most ditficult to define and, accordingly, any welfare
gain associated with privatization is controversial. Indeed, it is in the telecommu-
nications industry where the most important changes have taken place since pri-
vatization.

Galal makes an interesting effort to specify some credible assumptions in
order to evaluate what could have possibly happened if CTC had remained State-
awned. Based on a number of assumptions, Galal concludes that CTC became a
substantially different company as a result of divestiture. The main source of the
difference was the greater availability of funds allowing it to provide a number of
different services. The cifect of the expansion was a considerably improvement in
social wellare, accruing mainly to consumers. The estimated amount accruing to
Chileans was US$ 2.3 billion in US$ of 1993, which is in perpetual annuity
equivalent, 145% higher than the sales of the company in 1987,

2.2 Electricity generation (Chilgener)

Chilgener is an important, though competitive tirm in the electricity genera-
tion stage. Galal estimated that after its privatization Chilgener's profits before
taxes, or public profits. were US$35.6 million in 1982, US$25.9 million in {986,
the year of the divestiture. and US$27.4 million, US$32.1 million. USS$32.5 mil-
lion and US$33.1 million in the four years that followed (in US$1993)*

The increase in public profits is. however. primarily explained by a price
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effect. Productivity. rose by about 6% yearly.> However. the whole increase in
productivity should not directly be explained as an efficiency gain associated with
privatization. It may well be due to the productive cycle of Chilgener’s thermo-
electric plants.

Galal's findings suggest that after privatization Chilgener sharply increased
its investment. However, Chilgener would probably not have invested less than it
did if it had remained in the public sector. In fact. the Alfalfal project, the only
one undertaken immediately after privatization had been planned and initiated
before divestiture.

The effect of privatization on consumer welfare assumed that Chilgener was

a price taker. Since the counterfactual implied that the same regulatory setting
would have prevailed, the effect on welfare was explicitly related to what hap-
pened to the company's profits. Under these assumptions, the social welfare gain
in present value was US$18.2 million, a gain representing 21% of Chilgener’s
1987 market value.

2.3 Electricity distribution (Chilmetro)

An analysis of Enersis, and in particular of Chilmetro, the electricity distribu-
tion part of Enersis, is quite interesting from our view point. because Enersis,
through this subsidiary has some monopoly power in this stage. Enersis did not
show a significant change in public profits in the year of the divestiture. In 1985
public profits were US$ 26 million (US$ 1993). and they did not change a year
after. Even though in 1990 public profits had considerably increased to US$57
million, a trend towards a profit increase was under way ever since 1982 when
Enersis was created. In that year, profits were US$18.1 million. Therefore, though
a relationship between profits and privatization in this case exists, there is not a
clear causality between both of them.

There was, however, a main source of cost reduction which can be assimi-
lated to the change in ownership, :mEm_v: the fall in technical losses and those
deriving from ?:oammo and non-invoicing. These two type of costs had amounted
22.4% of purchases in 1983 and by 1989 had been reduced to 14.2%.%

The methodology resorted 1o in evaluating the welfare effect of Enersis’ pri-
vatization considers the change in consumer welfare since this firm was subject
to price regulation and, hence, the increases in ﬁmin:@ were supposedly carried
over to price reductions. The change in consumer’s welfare was approximated by
the price n:»:mom corrected for by the change in the welfare of those that were
initially consuming electricity for free and then had to pay for their consumption.
Galal’s conclusion is that consumers improved their welfare, mainly because regular
customers were much better off than those who started to pay (i.e., those that had
been “hooked up” previously and receiving electricity for free).

In short, the estimation of the increase in social welfare associated with Enersis’
divestiture was US$84.3 million (US$ of 1993). This gain stands for 31% of the
private value of Enersis in the year of the privatization.”
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2.4 Airlines (LAN)

- To date. the only analysis of LAN’s privatization in terms of welfare effccts
is Paredes-Molina (1995). A main conclusion is that the whole post-privatization

story of the company can be viewed in the perspective of the market value of

LAN. In part, owing to the recession in the airline industry and also on account
of the company’s mismanagement, LAN represented a poor investment for the
new owners and the Chilean State (Paredes-Molina and Ramamurti. 1995). As
opposed to what had happened to other newly privatized companies in Chile, the
value of LAN moved significantly below the Stock Price Index (SPI) (Figure I).

Thus, while the SPI increased over 200 percent in real terms and an Index for
Privatized Firms increased by 400 percent, LAN’s value fell in absolute terms.
Consequently, LAN’s privatization did not improve its performance. However,
the firm’s reaction to adverse conditions seemed remarkable, as the detection and
correction of the problem took a much shorter period of time that it is likely
under public ownership. It is unlikely that an SOE could have reacted so quickly
with, for instance, a massive dismissal of employees. Thus, it is difficult to assess
what the situation would have been in relation to the flexibility and changes in its
condition if LAN remained state owned.

The lack of evidence showing any significant improvement in LAN’s per-
formance added to poor managerial decisions in relation to expanding the fleet
and massive workers hiring make us conclude that a sensible assumption is that
LAN’s privatization had zero effect on social welfare.

FIGURE 1
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I1I. Welfare Evaluation of Regulations
3.1 The fight for integration in telecommunications: A case of bad pricing?

Privatization in the telecommunications sector in Chile was special because it
was applied to two independent firms and not to a single structure as in the cases
of Mexico and Argentina (Beca, 1991). The regulation of telecommunications in
Chile affects both the local and the long distance scgments. In fact, perhaps the
most relevant and noticeable aspect of the post-privatization pertormance in tel-
ccommunications has been the continuous conflict between the main local and
long distance companies, CTC and Entel.

Two are the most clear tactors that have suggested that when telecomm f{irms
were privatized, the sector was not properly regulated: i) the huge incentives for
vertical integration, and ii) the high return on capital shown by Entcl.®

The incentives for each company to gain entry to the other’s market probably
caused important social welfare costs. though, a main component of the cost was
the delay in the decision of the regulator, which should have been taken at the
moment of privatizing the industry. That is. the government should have defined
whether the local and long distance companies should be allowed (o integrate
from the very beginning. This would have avoided cndless legal action, that took
almost four years. A prompt decision would have also restrained the overinvestment
by the two firms, each attempting to counter-act an unfavorable decision by the
court.? In turn, these incentives for vertical integration can be associated with the
high ex-post return in the long distance segment, which has been been deemed to
be evidence of poor regulation. We focus on the regulatory framework prevailing
at the moment of privatization, in particular, on the way rates were set. on whether
the definition of these rates generated welfare costs, and on the consequences of
subsequent competition in the long distance segment for both rates and welfare.

To illustraie this point. let’s consider a long distance call between a representa-
tive place in Chile and a representative place abroad. (say, Santiago and Los Ange-
les, USA respectively). This long distance call can be decomposed into laps. The
first lap, is the “local exit,” uses the local network. The owner of this network.
(CTC) provides a service and reccives a payment. The second lap, “long distance
exit,” is associated with the long distance service. The service is provided by the
long distance carrier (c.g., Entel) and includes the satethte service. The final kap is
that between the entry point in the USA (e.g.. Miami. Fl)and the final destination.

Apart from the costs for the long distance carrier. which are those associ-
ated with its operation, including payment to the Chilean local company. and the
investment cost. there is another cost to be borne by the Chilean carricr. called
the Sharing Rate (SR). which is determined bilaterally by the American and the
Chilean carriers.'?

In addition. the negotiations between Chile and all other countries. allowed
Chile to include an additional charge for the use of the local network when making
an outgoing call (81). Given these factors. long distance rates were st at the
marginal cost plus d1. that is:

e

ettt

ke in ki

£ ALUATING THE COST OF BAD REGULATION IN NEWLY PKIVATIZED 15

i P = Local cost + LD exit cost + SR/2 + 31

where P is the long distance tarift for consumers. Local cost 1s the cost for the
local network which we assume is the same for entry and exit,'" and LDexit cost
ts the long distance cost for exit calls.

Apart from 81 however, this price does not guarantee that economic profits
for long distance companies would be zero. Incoming calls, which are not directly
charged to Chilean customers, create the following margin for long distance car-
riers:

(2] LD Margin = SR/2 — Local cost — LD entry cost - 82
where 82 is a charge intended to distribute rents among the local network com-

pany and the long distance carriers. Consequently, total profits for Entel associ-
ated with international long distance calls were:

_.i M,—_nD = :u - _lncﬂ - _U_Ue.a: - M—N\Nw Zné:vv + AMW\N - _‘lr.:w_ - ~.‘_Un::< - @NWZQ:QATV
where N_, and 285 are the number of outgoing and incoming calls. respec-
tively, LD is the long distance cost for incoming calls and the other variables

eniry

were already defined.

We use ofticial information obtained from the Telecommunications Under-
secretary, and from Lopez and Sanchez (1993), all in US$1994: 1) The long run
marginal cost of using the local network, L, . which we assume o be the same
for entry and exit, is US$0.0217 per minute; 1) 82 is US$0.1737 per minute; iii)
31 is US$0.2656 per minute; iv) SR/2 (average for all countries), is US$1.3007
per minute; v) The marginai cost for long distance associated with the use of the
network and the Satellite. LD, (assumed to be cqual to LD_ ). is US$0.3454
per minute. Traffic for 1991, a year close enough to privatization, was 74 million
minutes of incoming calls and 48.2 million of outgoing calls. Then, it follows that
the ratc of a representative exit call was US$1.93 per minute and the margin for
Chilean firms associated with a long distance entry calt is US$0.7599 per minute.

A first approach to estimate the cventual welfare cost in this industry. is to
calculate the rate that would provide the long distance company a “fair return”
say, 15% per year on assets. To do so, we first recognized that profits for the
long distance company comc from the national and international segment. As
Entel’s Fixed Asscts in 1992 were US$266 million, total profits of US$40 miltion
would generate a return of 15%. Consequently, by resorting to [3]. assuming that a
change in the international long distance rates will not affect the profits in the na-
tonal segment. and assuming a direct price elasticity of -1.3."% we conclude that the
representative rate for international long distance that generates this return is US$0.60.

As it clearly appears, this rate is much lower than the US$1.66 (SR/2+L _+
LD,). ie.. the correct rate if SR is treated as exogenous or non-negotiable for
Chile. It is not surprising then. the exwremely high return on capital observed by
Entel after privatization.
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Even though this model explains the high returns on long distance, which in
turn have been associated with excessive tariffs, they may simply reflect a high
marginal cost.

Besides the classical arguments regarding rate of rcturn regulation, it is easy
to show that the correct rate should not be equal to that which provides a return
on assets, for instance, of 15%. This rate, US$0.66, is only 50% of SR/2. and of
course, an even smaller fraction of the marginal cost. Consequently, we have to
estimate the marginal cost which can be different that the rate that provides the
fair return. The marginal cost of making calls, that is, the calls that can be charged
to customers, has three components: local cost (for using the national network,
billing, etc.), long distance cost (for taking the signal from Chile to the entry
point in the USA), and the cost of taking the signal from the entry point in the
USA to the final destination. Since the first two components of the cost are borned
by Chilean firms and the third by American firms, part of SR/2 should finance
this third component.

To estimate this last cost we use information for the USA. In this country, as
competition in long distance exists, we can assume that the marginal cost of a
long inter-state long distance call is equal to the tariff paid by customers. Based
on the different costs per call in terms of distance and time in the USA,” we
estimated that the expected cost generated to American companies by an incom-
ing call from Chile to the USA is US$ 0.3. Consequently, the social marginal
cost of making calls from Chile is US$0.66 (US$0.3+0.34+0.02). However. the
marginal cost for Chile of US$0.66 per minute would be correct only if Chile
could negotiate SR down to US$0.3. Otherwise. this cost would be between
US$0.66 and US$1.93 per minute, depending upon how much can Chile negotiate
down SR.

Consequently, we can have different scenarios depending upon the extent on
which SR is negotiated, to estimate the correct rate that should had been set at the
moment of privatization and thus, to estimate the economic efficicncy cost. Thus,
if the marginal cost were US$1.66 the deadweight loss would be US$1.2 million
per year, and if the marginal cost were US$0.66, the total loss would be US$ 26.0
million per year. To get these estimates. from Lopez and Sanchez (1993) we have
assumed that the value for the elasticity is -1.3 and that this value holds for the
whole price change.'

These magnitudes, though signitficant in absolute terms, arc small when com-
pared to the gains in efficiency achieved through the privatization process. In
fact, even if this regulation had had a permanent effect and no change in rates
had taken place, the present value of the maximum possible loss would represent
only an 11% of the welfare gains accruing from privatization. Furthermore. the
idea that the gains resulting from privatization represented a much more signifi-
cant impact than the possible losses associated with imperfect regulation finds
support from other evidence. While the cost of a five-minute daytime call from
Chile to the USA just before the introduction of new structural changes associ-
ated with long distance competition was US$7.5, the same call costs US$17 when
made from Argentina and US$14 when made from Brazil. Even a call made from
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Mexico costs US$8.5, 13% more than the calls from Chile. Only similar calls
inade from Canada or the UK are considerably cheaper, with rates corresponding
closely to our own estimates for Chile, assuming “perfect regulation.”

A warning should be made however. Today in Chile the introduction of com-
petition in long distance has reduced rates to US$0.5 per minute. At the light of
the above results, even though this rate were sustainable in terms of providing a
faur return on investment to the firms, it is not efficient from the Chilean view-
point if SR/2 is above US$.13.'%

Summing up, if in this case a cost exists, it is a cost associated with bad
pricing that, in any event, is in no way related with privatization. In other words.
setting rates by a regulator should be done under public or private ownership, and
nothing make us to assume that bad pricing is more likely under a private struc-
(ure.

3.2 Privatizing with monopoly in electricity: Generation and transmission

There are two aspects related to the current structure of the market that can
cventually restrain the possibility of competition in the generation stage in the
clectric industry. First, Endesa, the main generator in the industry, was privatized
with an important share in the generation market and most water rights.!® The
Chilean legislation states that to grant water rights it suffices to submit a devel-
opment project and the right holds even if the firm does not use it at all. There-
fore, it should be a source of concern if a firm holding good water rights and
hence having a relatively low cost structure to develop a new hydrological plant
could choose not only to delay the project, but also to use the rights as an entry
deterrent. Second, Endesa was privatized with 100% of the high voltage transmis-
sion in the Interconnected Transmission System, hence became a monopolist from
the very outset. The first problem may lead to a relative decrease in competition
in the future. The second is the more interesting one from our viewpoint and it
15 the one on which we focus the analysis.

After privatization, the debate on the costs of keeping the previous structure
i the electricity industry has been intense. The international experience, showing
that dispatch and transmission are typically carried out by the same entities, has
shed light on the internal debate. The notion that generation. transmission and
distribution can be undertaken separately has not only contested Endesa’s current
structure but also been critical in the debate on how the privatization of Edelnor,
the main generator in the North was conducted.

Even though in this case, we have been unable to provide an estimate of the
social cost associated with this organization structure, our analysis attempts to
provide evidence about the nawre of the conflicts in the industry. what in turn
may shed some light on the extent of such a cost. In what follows we analyze two
questions: 1) has the owner of the transmission system charged a monopolistic
rate for the scrvice?; and ii) has the owner of the transmission system foreclosured
competitors by other means than charging a monopolistic rate?
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a) Monopolistic Rates?: The cases of Pullinque and Colbun

In 1987 Endesa sold Puilinque for US$ 32 million. Endesa’s evaluation of the
plant —US$27 million- considered the National Energy Commission price projec-
tions and a transmission charge which, following the then, current practice, should
not have excceded 10% of total sales. However, in August 1990 Endesa notified
Pullinque that the transmission contract signed in September 1987 had expired
and that a new contract had to be drawn up. Endesa stated that the transmission
charge would increase from US$622,000 to US$ 2,635,000 per year.

The present value of this transmission cost increase was close to US$ 17
million, representing more than 50% of the price paid for Pullinque. This means
that it we assume that the expected return for Pullinque’s investors was 12% at
the moment of buying the firm, the increase in transmission costs reduced their
return to 4.5%. It is not difficult then to understand Pullinque’s position, that
argued that the new transmission rate was an attempt to oust Pullinque from the
market and represented an ex post contract opportunistic behavior deriving from
Endesa’s monopolistic position.

In a similar case, in June 1990 Endesa and Colbun, the State-owned genera-
tor became involved in a conflict with respect to transmission rates. The specific
point here was the definition of the respective areas of influence and the associ-
ated new replacement value of the assets. Thus, although in 1987 Colbun and
Endesa had agreed on an annual payment of US$7 million for transmission serv-
ices, in 1990 Endesa demanded a new contract amounting to US$15 million. The
conflict was solved through arbitration and the initial positions, US$15 million
and US$9 million, respectively, were settled for US$12 million."”

Setting a considerably higher value for transmission services without a change
in the cost structure has been considered a symptom that Endesa was using its
monopoly power. However, the change in rates could also obey to the fact that
the new law provided a clearer framework for charging and adjusting rates to
provide a reasonable return to the transmission system. To discriminate between
these two arguments is critical in establishing whether a regulatory problem ex-
isted.

A first argument favoring Endesa’s position that the increase in trasmission
rates was not the result of a monopolistic behavior is that the transmission system
was regulated and it has remained regulated. While it is true that a law changed
the DFL 1, 1982 and allowed increases in transmission rates, this surely was not
intended to give Endesa greater monopoly power. Most definitely, the idea in the
law was to provide a more stable regulatory framework, which in no way had
existed before.

The sole change in the computation method could have generated conflicts as
those described above. However, the change in the law seems also to have been
aimed at increasing the returns to the trasmission activity. If a competitive return
was provided, conflicts may have arisen due to changes in wealth distribution but
this in no way can be considered a source of inefficiency.

Even though no direct information exists to test whether Endesa increased the
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return on trasmission over the cormpetitive level. until 1990 Endesa, the owner of
the transmission system, showed a tower return on fixed assets than its competi-
tors Chilgener and Colbun. Furthermore, though Endesa’s return increased after
the amendment of the law, it has never obtained a rcturn of 10%, which is im-
plicit in the law governing electricity. Again, this evidence is consistent with the
notion that the change in the law attempted to correct a wrong situation and
induce investment in the sector. Less clear, but not contradictory with the evi-
dence, is the [act that increases in rates were not necessarily associated with post-
contractual behavior on the part of Endesa.

b)  Foreclosuring competitors?

Through the foregoing analysis does not support the notion of abusive prac-
iices by Endesa in increasing rates, there is another possibility that has been
considered in the literature and that is closely associated with the way privatiza-
tion took place in Chile. This view considers that the actual regulatory scheme
{avors transmitters that are linked (via ownership) to generators (Morande and
Sanchez, 1992 and Blanlot, 1993). We can analyze this mechanism by exploring
a case in which Endesa was acussed of using CDEC (Dispatch Center) to impose
monopolistic conditions.

Colbun took Endesa to the Antitrust Commission arguing that the first used
the CDEC and its norms to modify a contract and favor its subsidiary, Pehuenche.
There was indeed a potential for discrimination, and which is quite relevant con-
sidering that members of the Interconnected Grid are required to provide for their
contractual commitments firm power (either using their own power or making
contracts for firm power from other generators).'® This obligation, along with the
existence of alternative markets for generators, leads to a situation such that in
some periods it may be more convenient to sell to some markets and not to
others.”™ More specifically, the hydrological fluctuations during the year produce
important changes in the instantaneous marginal cost calculated by the CDEC.
This mcans that power transfers among generators take place at prices that are
not necessarily equal to the node price (i.e., the rate at which electricity sold to
regulated distributors is sct). That is why the hydrological generators would pre-
fer to sell to the distributors at the node price (projected average over next 48
months of the instantaneous marginal cost) during the periods when they have the
lowest marginal cost {e.g., September-December) and to sell to the CDEC at the
instantaneous marginal cost between January and August (Figure 2).

The law attempts to avoid any sort of discrimination or collusion within the
CDEC by requiring that all agreements have to be taken unanimously. However,
the discrimination against a potential competitor by resorting to CDEC has been
considered as one of the main problems of the regulatory framework (Blanlot,
1993).

Before Pehuenche initiated its operations, Colbun and Endesa signed a con-
tract with Chilmetro, the distributor in Santiago. stating that the first two firms
would supply energy to Chilmetro on a prorated basis (i.e., in terms of cach
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FIGURE 2
NODE PRICE AND MARGINAL COST
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firm’s power). Colbun argued that Endesa. Chilmetro and Pehuenche, the new
Endesa’s subsidiary colluded. Thus, when Pehuenche began its operation in April,
1991, Endesa transferred the contract it had with Chilmetro for 192 MW to
Pehuenche, a formula which Chilectra accepted (Endesa continued to supply 300
MW). Then, Pehuenche and Chilmetro, in practice, modified the way the energy
was supplied, with Pehuenche supplying more during its low marginal cost pe-
:oa. Pehuenche did not feel it had to keep supplying Chilmetro on an a prorated
basis of its power, since this was an internal norm determined by the CDEC
adopted without its consent. g
In addition, Colbun and Chilmetro had signed another contract stating that
the first would supply all the energy not provided by any other members of the
CDEC. 5. other words. Colbun had to supply the difference between Chilmetro’s
consumption and the amount sold by Endesa and Pehuenche. This induced and
allowed Pehuenche to create a delivery pattern such that most of its energy was
sold when the node price was the highest and reduced it the rest of the period.
Even though this contract produced important losses to Colbun. they are not
explained by a problem in the regulation, but mainly by a loophole in the contract
and .Oo_ocz.m tack of foresight. Nothwithstanding the above. the problem was
readily solved in the court. The court ruled that the spirit of the law was clear. so
Endesa had to compensate Colbun for its losses. Furthermore, there have been no
additional problems of this sort to date. Consequently. the analysis of the case
mcoim that no norms contained in the CDEC operation had a potentially harmfut
m:moﬂ on competition. The damage produced on a competitor was the result of
firms trying to take advantage of a loophole, and that was readily corrected.
.Zoﬁrfv,ss&sm the above, a different and much clearer mechanism throuch
which Endesa could have used its monopoly power is by protracting the period wm
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negotiation as much as possible. The law considers the mechanism through which
Jisputes are settled, and ultimately, provides several months to negotiate the value
of the transmission at the moment of defining use of the system (i.e., areas of
influence). It is precisely here where more room for foreclosuring exists. In par-
ticular. the law states that the transmission firm has 60 days to respond to a
¢enerator request for transmission. The answer must include a technical study in
connection with the request. Following the generator’s answer. the transmission
tirm has 10 additional days to submit its observations. Then, both have a maxi-
mum time limit of 30 days to agree on the final price for the transmission serv-
ices, and if after that period there is no agreement, any of the parties (generator
or transmitter), may resort to arbitration. In turn, the arbitrator has 180 days to
solve the problem.

The evidence shows that negotiations have taken a long time and hence, that
they likely have been a source of uncertainty to all generators other than Endesa.
A sympthom of the above is that, in 1994, four years after the law was enacted,
there were still no final contracts regarding transmission between generators and
the transmission company; only provisional contracts existed.?® Additionally, to
set up most provisional contracts, negotiations have taken up the maximum time
limit allowed by law.

Empirical evidence on this point is limited, since there are not many genera-
tors making transmission contracts with Endesa. However, we have analyzed an
important sample drawn from all prospective contracts between Colbun and Endesa.
Thus, tor all prospective clients located to the south of Colbun, for which the
transmission costs are less important sincc they cut down the system losses, we
observe the following facts: i) in all cases, Endesa took the maximum period
allowed by the law, to furnish a response on the value applicable to the transmis-
sion; 11) the minimum period between the date which Colbun requested the esti-
mated cost and the date of the provisional agreement was 8 months; iii} on aver-
age, the final transmission cost was 50% below the initial value given by Endesa.
The exceptions were cases in which Endesa required financial contributions or
cases in which the final customer (Colbun’s customer) took the risk of the value
of the transmission. In these cases, the difference between the initial and the final
cost was 20%; and iv) in a number of cases, Colbun argued that after inquiring
into the estimated cost with Endesa, the latter contacted the chent and made another
offer. In some cases Endesa was successful, and in others Colbun’s initial price
to the customer was cut considerably due to Endesa’s intervention.

In conclusion, criticisms of policies with respect to electricity trasmission have
focused on the possibility that the trasmitter will charge a monopoly price and on
vertical integration between trasmission and generation. We have found no evi-
dence of monopoly pricing but some evidence that in the transmission negotia-
tions, though Endesa complied with the law, it did not act expediently. The delay
in Endesa’s answers creates uncertainty especially because the margin that Endesa
can charge is so wide. Consequently, although we were unable to estimate the
costs of this regulatory problem. in this case there is a structural problem that can
in fact be associated with the way privatization was carried out.
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3.3 Concession overlapping in electricity distribution

The particular aspect of the Chilean experience relating to concessions and on
which we focus our attention are cases where the taw considers overlapping con-
cessions.?! This is the case of the laws regulating the electric and telecommuni-
cations sectors in Chile which guarantee all firms who apply for a concession the
right to receive it, unless it is technically not feasible to do so. Thus, the law
requires the government to grant concessions. even when theoretically, at least, it
is relatively more efficient to reject them.

There is no explicit foundation in the law to grant all concessions applied for;
however, a sensible interpretation of the spirit of the law is that the regulator, by
increasing the number of producers is creating the conditions for more competi-
tion which, in turn, would favor consumers. The underlying point here is not only
whether the sector should be regulated or not, but whether given the regulation on
rates and the existence of imperfect information, concession overlapping is an
useful tool to increase the quality of service.

We have identified foregone economics of scale as a main source of costs
asociated with concession overlapping.?? Chilmetro and Sinel are two electricity
distributors. Even though they overlap in some sectors, both preferentially serve
different areas; Chilmetro an urban area, and Sinel a semi-rural one. There are
different rates for each of these areas, since the cost of providing service to ad-
ditional customers basically depends on the customer density in the area.

The electric law states that rates must be set for firms, not for the areas they
serve; for instance. if Chilmetro basically serves an urban area, as it in fact does,
the applicable rate will be an urban one. Thus, when Chilmetro started to serve
the same semi-rural area served by Sinel, the latter was extremely concerned about
an eventual cross-subsidy that Chilmetro could effect among the different areas it
served. As rates are maximum levels, Chilmetro could eventually charge a lower
tariff in the arca where it competed with Sinel and oust Sinel from the market.

In April 1991, as a consequence of a complaint before, the Antitrust Com-
mission, it was ruled that Chilmetro should charge the same tariff as Sinel (not
lower) in the areas were both firms overlapped concessions. The Supreme Court.
at a later date, ratified the resolution of the Antitrust Commission.

The economic foundation for the Antitrust Commission Resolution and the
Supreme Court decision, as explicitly stated, is that “no competition was possible
among the two firms.” If that is true, however, overlapping concessions are not
convenient. In other words, the eventual advantage of overlapping concessions is
the possibility that firms could compete and thus reduce rates for consumers.
With the Supreme Court decision, this possibility was ruled out.

On the other hand, concession overlapping would reduce economies of scale
and thus, increase average cost. Even though we do not have information on cost
functions, we can use some data to estimate this loss. A main source of informa-
tion is regulated rates, which we assume are strictly determined by cost consid-
erations. In fact. a basic criterion to set distribution tariffs is user density. Three
indicators of user density are applied in this regulation: i) energy divided by the
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number of inhabitants (KWh/Inhabitants), i1} installed capacity in distribution trans-
formers divided by kilometers of high tension line (T/Km HT), and iii) kilometers
of low tension line divided by number of clients (Km LT/Clients).>* Consequently,
there is a clear relationship between rates and density or, in other terms, rates and
the number of firms in a given territory.

The parameters used in the area definition indicate that, on average, firms
considered in the urban area have a KWh/Inhabitants ratio which is 38% higher
than firms classified in the semi-urban areas. In turn. for those classified in the
semi-urban areas this coefficient is 2.36 times the rural one. With respect to the
second factor, (T/Km HT), firms in the urban area have a coefficient which is 3
times the one for semi-urban areas. The latter is 4 times the average of firms
operating in rural areas. Finally, Km LT/Clients is the smallest in the urban areas
and the largest in the rural ones. On average, firms classified as urban have a
ratio of 7.28, the ratio for semi-urban areas is 19.55 (2.7 times that of urban
areas) and the ratio for rural areas is 29.1 (1.48 times that of semi-rural areas).

By only considering KWh/Inhabitants, no firm classified in the semi-urban
and urban areas is so large that a reduction in its production by half through
sharing its area with another firm would place it in the same classification area.
Although this is not necessarily true with respect to the other two density factors,
a sensible interpretation from the actual data is that concession overlapping that
reduces per-firm customers by 50% should change the status of most distributors
from a given area to the next higher cost level. In other words, a firm initially
classified for instance as urban should be reclasified as semi-urban if it has to
share its production with another firm of the same size.

The increase in rates coming from increases in costs associated with the change
of area served, for instance from serving an urban area to a semi-urban was be-
tween 8% and 28% percent depending upon its fixed, energy and power charges.
Based on current consumption for different customers and the composition be-
tween fixed, power and energy costs, our estimation of the increase in the rate
which we associate with the cost for serving a rural area with respect to a semi-
urban one, or a semi-urban area with respect to an urban one is 15%.

We can use this information to estimate the cost associated with concession
overlapping for the whole economy. A first scenario is that concessions overlap
in the whole ICS.?* In 1993 the consumption in the ICS was 15,600 GW/h (the
power was 2,770 MW). The average rate the different consumption categories in
March 1994 was US$0.074 KW/h. From the total electric energy, 67% is distrib-
uted by distribution companies and the remainder 33% corresponds to consump-
tion of firms directly supplied by generating companies. This means that the
consumption affected by the increase in rates at the distribution stage is 10,452
GW/h. Also, based on Chilgener’s estimations, we assume a price elasticity -0.38.
From these assumptions we can estimate an upper bound for the social costs
associated with the losses of economies of scale. Accordingly, an increase in costs
by 15% would imply a reduction in consumption of 5.7%. This implies a yearly
toss equivalent to US$112.7 million; US$3.3 million due to the reduction in con-
sumption and US$109.4 due to the increase in costs.
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The above estimation however, represents an upper bound of the loss. The
lower bound can be estimated from the losses affecting the customers who are
served by the distributors involved only in the case we have analyzed and another
one analyzed by Paredes-Molina (1995) also involving overlapping concessions.
The consumption affecting these distributors was 750 GWh in 1994, with Rio
Maipo being the firm with the largest share. Assuming the same elasticity for
these firms, the social welfare cost per year associated with the increase in the
costs (15%), would be US$8 million.

In conclusion, concession overlapping has a potentially harmful effect. espe-
cially when, as in the Chilean case, firms are not allowed to compete. Although
we have arrived at a very rough estimation of the potential social losses associ-
ated with the way overlapping concessions are carried out, they are considerable
especially if compared with Galal’s estimation of the increase in social welfare
which was a consequence of privatizing Enersis. In fact, the lower bound for the
social welfare cost is US$8 million, which discounted at the same rate as the onc
used by Galal is equivalent to a social loss of US$80 million, almost cquivalent
to the benefits associated with Enersis’ privatization.

Nothwistanding the above, the social loss associated with overlapping con-
cessions are in no way intrinsically related to privatization. This is so because the
norm that originated the cost was not in the law, but introduced after privatiza-
tion. Furthermore. it would be enough to stop granting concessions to cnd this
cost,

3.4 Airlines: Privatization and the loss of an opportunity to deregulate

One could argue that due to the small size of LAN and the fact that the
company was not a natural monopoly renders the case less interesting to study.
However, we believe that the way in which privatization was carried out had
important effects on social welfare. We argue that when LAN was privatized,
there was an implicit agreement that the regulatory framework would not he
modified, giving LAN an important advantage over potential competitors, since
regulations imposes huge entry barriers in the domestic segment.

The effect of privatization on the airline market is difficult to assess since the
market has suffered important changes which make it difficult to select a “natu-
ral” conterfactual. Although we have found no evidence of improvements in tech-
nical efficiency, there is some information which indicates that since LAN’s re-
structuring as a new firm in 1985, that is, when it started to act as a private firm,
airfares in the domestic market significantly increased.”* If this airfarc increase
was the consequence of collusive behavior, it justifies our idea that an important
opportunity to deregulate the industry in the domestic market was lost when pri-
vatization took place.?® In other words, LAN with private incentives and mo-
nopoly power would have caused a social welfare loss as a result of the higher
than competitive airfares. In such a case, the policy implications are clear: the
social welfare loss could be reduced by deregulating the industry and allowing
entry.”

¥ e

2V ALUATING THE COST OF BAD REGULATION IN NEWLY PRIVATIZED .. 105

To estimate the social loss of limiting entry through the law, we must clarify
if. in fact. by restricting cabotage to foreign carriers, as in Chile, competition is
actually limited. We could say that any limitation to entry reduces competition.
However, it is theoretically possible to have high competition with a limited number
of participants in the market. Also, we could argue that national carriers are free
to enter into the industry. Hence, it is critical to verify the real extent of compe-
rition among national airlines in the domestic market and the extent of entry barriers
to national competitors. In any event, this is an empirical issue since, as Mc
Gowan and Seabright (1989, p. 283) state, “in spite of relatively low sunk costs
of entry to the industry, there remain significant opportunities for the excercise of
market power by incumbent carriers”.

To begin with we consider the evolution of airfares in the domestic and in-
ternational markets.?* One could state that the evolution of airfares connecting
points between Chile and international cities should be a good indicator of the
evolution of the industry costs. This because after the deregulation of the interna-
tional segment in Chile, extensive entry and exit have occurred, and since the
international segment in relation to Chile is highly competitive. If this is correct,
and as Figure 3 suggests, after LAN’s restructuring and the return of LADECO
to private hands, more precisely in 1986, domestic airfares increased over costs,
suggesting that a monopolistic margin appeared.®

Furthermore. there is another much ciearer symptom showing that the domes-
tic airfares are higher than the international equivalent and hence above their
competitive level. Comparable route airfares by distance and load factors are much
higher in domestic than in international routes. Thus, the case of the roundtrip
tariff between Santiago and La Paz Bolivia, which in 1994 costs US$ 215 is
especially relevant when compared to the roundtrip tariff of US$ 393 between

FIGURE 3
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Santiago and Arica, the latter being a stop-over on the way to La Paz (see foot-
note 28).

Finally, the number of agreements between the two domestic airlines regard-
ing simultaneous operations suggests that the inarket did not operate competi-
tively after privatization. Thus, while whithin the country in 1978 there were only
two pair of cities connected to Santiago in which LAN and LADECO competed
(Santiago-Arica and Santiago-Antofagasta). in July 1983, there were nine city pairs
in which there existed competition between the two airlines. However, in 1994
and despite the increase in traffic, there is still only 9 city pairs served by LAN
and LADECO. Furthermore, some routes that are only served by LAN, such as
Calama and Osorno, were also served by LADECO in 1983.

Consequently, the social efficiency loss associated with limiling entry into
the domestic market can be estimated from the excess of price and the traffic
reduction resulting from this excessive price. In this case, there is a loss affecting
national carriers, which is not necessarily a loss for Chilean consumers or produc-
ers. In any event, as a change in the regulatory framework would only affect
quasi-rents because through the price paid in the privatization the eventual mo-
nopoly rents were transfered to the State, we assume that the social benefit for
Chile is only equivalent to a standard deadweight loss triangle. In other words,
we do not consider as gains accruing to Chile any transfers to Chilean consumers
from foreign owners of carriers.

To estimate the excess in airfares we first built an aggregate index for inter-
national rates. Then, we estimate the increase of this index in the period 1986-
1988 which we have identified as the critical one in which competition was re-
duced. The difference between the grow in this index and an airfare index for the
domestic segment is associated with a monopolistic margin. Second. to verify this
estimation we compare international airfares with domestic ones for similar dis-
tances and load factors. If our methodology is robust. these two approaches should
lead to similar estimates.

The data shows that over the last eight years, international airfares have in-
creased less that the national ones. Considering the period 1986-93, real airfares
for national routes have gone up by 73.06%, while airfares for international routes
connecting Chilean points went up 14.3%. One could argue that the period taken
is special since between 1984 and 1986 there was an important reduction in na-
tional airfares. This argument, however, does not invalidate the previous point. In
fact, considering the period 1984-1993, national airfares increased by 58% while
international ones did so at 13%. The latter increase is quite close to the increase
in unit costs for IATA carriers, and thus, at lcast for this period, the rise in inter-
national airfares reflected changes in costs. Consequently, we could state that
national airfares increased between 45% and 59% over their competitive level.

Confirming the above estimation, in 1993 the airfare for the route between
Santiago and Arica (national) was about 70% more expensive than the airfare for
a Santiago - La Paz (international). As stated above, Arica is a stop-over for a trip
to La Paz, so no cost argument is applicable to this differential. Furthermore.
even comparing the 1993 fare of a Santiago-Arica flight with the highest fare of
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a flight between Santiago - La Paz since 1982, the difference is 54%. Compari-
sons between other national and international city pairs such as Santiago-Puerto
Montt and Santiago-Buenos Aires, and Santiago-Antofagasta and Santiago-Mon-
icvideo, though less significant. also show important excesses of domestic over
mternational fares (see, footnote 28).

It 1s worth stating that these important differences in national and interna-
tonal airfares cannot be cxplained on the basis of either a sort of irrationality or
random non-observable factors affecting domestic markets. Thus, the airfare per
mile follows a quite consistent behavior for each sub-market, and sistematically
fall with distance, which reflects the higher fuel cost of the take off.

In conclusion, based on the differences in the increases in airfares experi-
enced in national as compared to international markets, on the absolute differ-
cnees in fares in 1993 and on the rationallity of the whole airfare system, we
conclude that domestic airfares after privatization were at least 35% above their
competitive level.

The welfare costs associated with the rate level critically depend on the as-
sumption of the demand elasticity. Paredes-Molina (1995) estimated the benefits
of the open skies law assuming an elasticity of demand equal to -0.5, which in
lurn was estimated using information for the 1970s. As market conditions have
changed considerably, especially because ther¢ have been relatively important
increases in the non-businesss passengers as well as improved quality of substi-
tutes, we tested the hypothesis that the price elasticity increased in absolute value
in the period. Re-estimating the demand using information until 1993, we found
no evidence for this hypothesis.

Under the assumption of a price elasticity of -0.5 and that prices are 35%
percent over their competitive level, airfares could be 26% lower and traffic 13%
higher if competition were operating. This means, that in 1993, for instance, in-
stead of the 1.5 billion passenger-kilometers flown within the country, there would
have been 1.7 billion. Considering that the weighted average of national fares is
US$0.116 per kilometer. the social loss in 1993 would be US$2.9 million. Thus,
if this regulatory situation does not change, and assuming the same loss over the
years, which given the demand increases represent a very conservative estimation
for the social loss, the present value of this cost is something over US$29 million.
Thus, the efficiency loss in the national passenger segment of this industry. which
can effectively be associated with the regulatory framework under which privati-
sation took place, is significant when compared to the gains associated with pri-
vatization and the value of LAN.

IV. Concluding Remarks

In this study we have identified the costs of regulatory problems that can be
strictly associated with privatization in the newly privatized industries in Chile.
We analyzed a hypothesis suggesting that the newly privatized firms in Chile
produced little if any umportant advantages as they would have performed poorly
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once privatized. The hypothesis is that the regulatory problems were the conse-
quence of obvious mistakes that could have easily be avoided. This concern stem
from the idea that the regulatory framework would be either too ambiguous or
definitely unsuitable, to the extent that when State-owned monopolies begin to
operate in the private sector they enjoy considerable leeway to take advantage of
the monopoly powers available to them.

We analyzed different cases on which the debate has focused. First, we ad-
dressed the incentives for integration in telecommunications and the consequence
of privatizing electricity generation integrated with transmission. Regarding the
first, we showed that those incentives arise from high rents but not necessarily
from bad regulation. Today those rents have dissapeared precisely because com-
petition was introduced into the long distance market.

More structural problems were detected in the way electricity was privatized,
that is, a vertically integrated firm in generation and transmission. We verified
that the transmitter can benefit its own subsidiaries by delaying its response to
other generators. Even though the legislation tries to protect generators establish-
ing a maximum response period, the evidence systematically indicates that the
transmission owner, uses the whole period in order to favor its subsidiaries.

We have concluded that keeping the same pre-privatization structure for Endesa
was a mistake. Although the absence of integration does not prevent the owner of
the trasmission system from colluding with generators in order to favor them in
the contracts and share the monopolistic benefits, keeping transmission and the
dispatch center separated from generation would have helped greatly to preserve
and induce competition in the industry.

We also identified efficiency costs associated with imperfect regulation in
two areas: 1) overlapping concessions in electricity distribution and ii) barriers to
entry in the domestic airline industry.

The first case shows how concession overlapping avoids taking advantage of
economies of scale that, in this particular case, are important. Furthermore, the
way concession overlapping has worked out in practice does not even promote
competition among distributors. Actually, it was not the way privatization took
place or even the specific norms in the electricity law which created this situa-
tion. The source of the problem was the regulations enacted after privatization,
which have limited the scope for competition.

In the case of domestic airlines, the efficiency losses we estimated arose
(paradoxically) from excessive regulation in the market. Here, as distinct from the
electricity and telecommunications industries, it is more apparent that privatiza-
tion took place under a flawed regulatory framework. Unfortunately, privatization
occured while significant barriers to entry into the domestic market were still in
place. Hence, it is likely that part of the price received represented a capitaliza-
tion of future monopoly profits. Specially if this was so, it is much more difficult
to correct the original mistake, because of the implicit “property rights” estab-
lished by the process.

The following chart summarizes the following main findings: i) in the tel-
ecommunications sector, regulation problems have neither being important nor
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they were intrinsically associated with the way Uié:m.w:o: was carried out; ii)
in electricity distribution the cost associated with Rm‘:_m”._o: ‘was important, 5.o:.w:
it was the consequence of norms enacted after _u:<w:Nm:.o:ﬁ:: in .So airline
scctor the cost was the most significant compared to ﬁ.:m gains in efficiency asso-
ciated with privatization (the cost though was :oﬁ.m_ms_nwma in m_umoE.S num-
bers). In this industry though, the costs can be associated with .Eo.v_dé_::m _.mm.w_
rcgime present at the time when privatization ﬁoo_.n Emomﬂ and iv) in the n_nQ.:n_Q
generation sector the cost associated with regulation m:mom.m.qoa the way privati-
Mn:os was carried out, but we do not have an estimate of it.

On an overall basis, we have found evidence m:mmom:dm.::: even Hro:mJ
some “fine tuning” was possible, regulation n:.u_u_oam were limited to a c.o%_o of
issues. Furthermore, privatization offered such important ma<m=§m.om. that it would
have been unjustifiable to delay it just to wait for a precise definition of a regu-
latory framework or solve most of the problems we analyzed here.

CHART 1

Costs and Benefits of Privatization and Regulation

i i i f the

fi Gains of Cost of Regulation Nature o
fndusty B _M__M”MMNEE: Regulatory Problem

Present Value Present Value Structrl Reversible

(Millions US$ 1994) (Million US$ 1994)
Electricity:
Transmision 18.2 7 X .
Distribution 843 80 x
Telecomms. 2300 120-260
Airlines 0 29 b
Notas

' The analysis of specific regulations is in Paredes-Molina :eemgn_uon this view, see Bitran and
Saavedra (1993), Blanlot (1993), Muiioz (1993) u.:a .ﬁ.o. mnnno::.mg (1995).

° Recall that deregulation and new laws precede privatization in n.::a. o

* This idea is implicit in many recommendations about the convenience o._ﬂ privatization. Scc also,
Paredes-Molina and Ramamurti (1995) regarding Q:_og Airlines pnivatization. . .

*  The explanation for this fall in profits in 1987 is a landslide that destroyed Alfalfal, causing a loss
of US$3.4 million. ) ) o

*  The relationship between percentage changes in profits (0%m) and price. quantity and productivity
effect is given by: )

0 0 09 | cost

0%mn= (Sales/m){o%p + 0%q] - 0%TC[TC/x], where 40,_.m total o

" M_M_d .”_ocm? there “NEG an additional element which facilitated the reduction in H:Q».ﬁ:s:_m_w‘ M—_n
co_:m.nm_ support to the company. In fact, an Enersis subsidiary which today operates in Argentina
has not been able to reduce losses, since that country’s government has not provided the means (o

enforce the law.
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The changes in welfare can be decomposed as follows: (i) Consumers + ChS 7.7 billion. (in)
Producers + Ch$ 14.4 and (iii) Government - Ch$ 5.6

Entel’s retum on capital rose form 17.9% in 1980 to 51% in 1991.

CTC made important investments in optic fiber transmission to operate in the long distance market
acting on the assumption that the Supreme Court’s decision was going to favor it. As a reaction
to this, the Antitrust Commission ruled that CTC should discontinue this investment.

When a call is made to the United States, the Chilean carrier must pay the American carmer SR/2
and, thus, this becomes part of the cost for the Chilean carrier.

Basically the system can not tell the difference beiween an ingoing and an outgoing call at the
local fevel. That is why in what follows we assume the local entry and local exit costs are the
same.

This elasticy comes from Lopez and Sinchez (1993) based on Mitchell (1978) and Bewley und
Fiebig (1988).

For instance, in the case of inter-state calls. the cost for the first minute on a daytime call involv-
ing 100 miles distance is about USS.23 per minute, US$.24 for a 500 miles call and USS$.3 for a
call involving a distance over 3000 miles. There are also special discounts and plans depending
on clients’ specific needs.

We assume a demand function, q = ¢* p'' *. Frorn the information about price and consumption for
year 1992, a is trivially obtained.

Unfortunately. information on current SR has not been posstble to get since it is judged as stra-
tegic information by the carriers.

When Endesa was a State monopoliist, it conducted the studies of the waler potential 1n Chile and
hence it obtained the water rights for the most valuable water streams for hydropower generation.
Colbun’s initial position in its contlict with Endesa was that the value to be paid would be US$2
million higher than the one they were paying before the change in the contract.

The CDEC decides who operates based on costs and not on contracts.

The operation of the electric system in Chile allows the generators to sell in either of the following
three markets: i) Big industrial customers at free prices; ii} Electric distributors. at node regulated
prices (average of expected price over next 48 months); iii) Other generators through the CDEC
at a short-run instantaneous system marginal cost. For details. sec Morandé and Sdnchez (1992).
Blanlot (1993) and Paredes -Molina (1995).

Also the regulator has continously given signals that the regulation on transmission prices will be
modified which may explain thss.

Before privatization, public firms often had a monopoly because the government refused to grant
privates licenses for operation. Moreover. public firms often were the ones who granted conces-
sions and/or were empowered to directly regulate the market.

There are other ways through which concession overlapping may reduce weltare. Paredes-Molina
(1995) estimates an increase in cost of distribution of 8% associated with defensive investment of
an incumbent.

The algorithm to assign firms to areas and hence set rates consists in companng the indexes for
cach firm with some critical values: i) 750 (KWh/Inhabitants) lower bound for area 1; 1) 350 (T/
Kin HT) lower bound for area 1:iii) 9 (Km LT/Clients) upper bound for area 2; iv) 450 (KWh/
Inhabitants). lower bound for area 2: and v) 65 (T/Km HT) upper bound for area 3. From here, six
decision levels are defined. depending on whether the firm fits simuitaneously into more than one
category. For further details, see. “Definicién de Areas Tipicas de Distribucion,” NCE.

To evaluate the social cost of concession overlapping at the industry level requires an assumption
about the scope of concession overlapping. The cases we have reviewed are not necessarily rep-
resentative of what is happening throughout the country. However, evaluating the cust only for the
companies involved allows us to have an idea of the minimum cost associated with the concession
overfapping. On the other hand. the maximum cost associated with this possibility requires the
assumption that concession overlapping is possible through the whole ICS.

In 1986 LADECO was also retumed to the private sector.

Even though it is always possible to modify the regulatory framework. it is clearly more difficult
when the value at which the firm was sold reflects the then existing regulation.

Even though very few cascs in the world of free entry of foreign airlines into the domestic airline

T T T T—.

v ALUATING THE COST OF BAD REGULATION IN NEWLY PRIVATIZED. (AR

industry exists. they should not stop us from assessing the cost and benefits of such a move.
Furthermore, Winston (1993) reports a number of studies dealing with deregulation in different
industries and concludes that the additional benefits. if deregulation achieves optimality in the
domestic airline ndustry in the U.S.. would be close to 30% of thosc already attained by the
previous and more structural of the rate 1970’s.

* [ used official information from the National Aeronautical Commission. LAN however has argued
that it is applying discount fares in a significant portion of 1ts flights. Unfortunately. yiclds by
route are not avatlable from airlines. Thus, there is a potential bias in our results which depend on
the extent of national over 1aternational airfare discounts.

Y Between 1986 and 1992, the unit cost for IATA camiers rose 6.7%, while domestic tariffs rose
46% in the same period.
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