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Abstract

Many recently-privatised ports are subject to regulation of one form or another, but this has often been put into place almost as an after thought, without serious discussion of why such ports are being regulated and what the regulatory process is expected to achieve. This paper looks at the purpose of regulation, the problems which have been encountered in the three areas where regulation is strongest – tariffs, investment and performance standards – and the areas where more regulation may be needed in future.

Regulation is still in its infancy in the ports sector, and agreement on “best practice” is hard to find. In some areas, such as investment, private operators appear over-regulated whilst in others, such as the creation of more competitive markets, the regulators have been strangely silent, reluctant to involve themselves in areas which are technically complex or require subjective judgements 

Because regulatory processes are fragmented and receive little publicity, the paper is based solely on the author’s own observations. It concludes that the use of simple, contract-based procedures has allowed  regulators to establish their credibility, but has not necessarily led to the types of regulatory institution required to tackle complex competition issues.
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Introduction

Ports which are in public ownership are assumed to be operated in the public interest, even when their lack of clear policy objectives provides little support for this hypothesis. In practice, the “public interest” is often no more than a compromise between the key stakeholders – government, employees, shipping lines,  traders and other port users – which has evolved over many years to produce investment, labour conditions, quality of service and a price structure which all can generally live with. With privatisation this equilibrium is disrupted.   

Sometimes the main purpose of privatisation is simply to raise money for the government by capitalising future revenues, but more often the government is seeking to re-establish a new equilibrium without being able to articulate exactly what this is. This is partly because it is not sufficiently well-informed about what the possibilities are, and partly because these possibilities are continuously changing in response to external market conditions. So there is a tendency to lay down some general guidelines in the concession agreement, rely heavily on “market competition” to achieve an overall improvements in economic welfare, and use regulation to tweak the results when one or more of the major stakeholders objects strongly to the outcome. 

At the start of the concessioning process the objectives of regulation are usually expressed in very general terms. Some recent examples
, 
, 
 include:

· to ensure compliance with the concession agreement;

· to promote the achievement of the wider objectives of port privatisation, such as efficiency gains, tariff reductions, increased investment and enhanced competitiveness;  

· to achieve a fair distribution of the benefits of privatisation;

· to ensure that port operations remain in line with government policy, particularly in the areas of transport and trade;  

· to protect the consumer against abuse of monopoly power;

· to protect the investor from government interference and excessive exposure to political risks;

· to increase competition by unbundling vertically integrated services which were previously provided by a single organisation, and supporting an increase in the number of suppliers for individual services;

· to create efficient markets by removing barriers to market entry and guaranteeing fair competition; 

· to replicate the outcomes which would be predicted to result from competition in markets which are inherently non-competitive;

· to ensure that non-commercial services continue to be provided to a satisfactory standard in the most cost-effective manner.

But although regulatory objectives are defined very broadly, port regulation to date has been narrowly focused on three main issues : prices, investment and performance. This paper looks briefly at best practice in each of these areas, before going on to examine how some of the wider issues might be tackled in future, as regulators gain more confidence and become better informed about their markets.    

Price Regulation

Price regulation can be discussed in terms of tariff structures, tariff levels, and procedures for adjusting tariffs.  

Tariff structures. Most regulators assume that the tariff structures inherited from public sector ports are satisfactory, and limit their intervemtion to future changes. Even then, more attention is paid to changes in the overall level of tariffs than to changes in their structure. This is understandable given that:

· the tariff structures of public sector ports are assumed to be already set in the public interest;


· at the start of the process the regulator has insufficient information about costs and revenues;


· port privatisations usually seek to minimise avoidable conflicts. Tariff reform, which creates taciturn winners and vociferous losers, is inevitably controversial and can substantially delay the privatisation process. 

At the same time, anyone who has been involved in port tariffs knows that their historical evolution often results in serious but well-concealed anomalies – tariff items which clearly do not reflect the objectives of the controlling authority. In addition, privatisation results in some fairly substantial changes in cost structures which ought, rationally, to be reflected in tariff changes. 

The introduction of regulation is an opportunity to develop, at the very least,  a strategy for aligning tariffs more closely with new “public interest” objectives, even if the necessary changes cannot (for political reasons) be implemented immediately. However such opportunities are rarely taken up. There are three main reasons for this, one practical and short-term, the other two  more theoretical:

· as most regulatory agencies are set up during or after port privatisation, they arrive on the scene too late, and with too little information, experience and credibility to be able to influence policy at a critical stage;


· even when they are in position in time, most regulators steer clear of tariff restructuring because of its requirement for value judgements about the redistribution of economic rents both horizontally (between different port users) and vertically (between the different links in the supply chains passing through the port). The multi-dimensional nature of the problem and its massive information requirements make it technically difficult to arrive at welfare-optimising solutions, and conflict with the natural preference of regulators for simple, wholly objective criteria which will enhance their reputation for neutrality. As with any new profession, regulators tend to go for “easy wins” to establish their credibility before tackling more complex problems;


· there is still a belief that with perfect markets competition will produce a “better” tariff structure than regulation, even though this sits uneasily alongside the parallel view that in the ports industry there is no such thing as a perfect market, all ports being local monopolies to a greater or lesser extent. Regulation based on maximum rather than actual tariffs has been widely adopted as a means of allowing tariff restructuring to be driven by market forces, although the downwards drift of tariffs below the permitted maximum tends to favour more distant customers with a choice of alternative ports rather than the local customers the port was originally built to serve. 

As a result, regulatory attention has been focused rather sparingly tariff restructuring, with the main advances being made on issues directly affecting competition:

· the unbunding of services previously provided as a single package, where some of the services could be provided by new suppliers, or are not required by all of the port’s customers. However the worldwide trend towards service bundling caused by vertical integration and pressure to reduce administrative costs
 has made regulators hesitant to intervene in this area except in cases where there has been blatant abuse of monopoly power; 


· the separation of port services into two or more baskets to which different forms of price regulation apply. Within each basket operators are allowed to alter prices as they see fit, providing that the average price for the basket does not exceed the limit set by the regulator. Two distinctions which are likely to become more common in future are the separation of mobile from immobile customers - sometimes used to prevent excessive amounts of overhead costs being loaded onto captive users -  and the separation of capital from labour intensive activities, to reflect their different sensitivities to domestic inflation, interest rates and currency variations;


· price discrimination  - the offering of different prices to seemingly comparable customers. Although price discrimination has the potential to substantially increase competition within and between ports, the trade-off between equity and economic efficiency has yet to be properly investigated. By default  there is a presumption that the disbenefits of “unfair” competition outweigh the advantages of more  competition, and that discrimination can only be justified by differences in the costs or quality of  service provided to different customers. Required to enforce the “non-discrimination” clauses which are a standard part of most concession agreements, regulators have tended to come down heavily against discriminatory pricing without necessarily understanding its causes or consequences. 

Tariff levels.  It is now generally accepted that price cap regulation, in which prices are increased in line with inflation less an allowance for productivity gains (often referred to as the RPI-x formula) is superior to rate of return regulation, in which prices are set so as to guarantee the operator an acceptable rate of return on his investment. This is because:

· price cap regulation gives the regulator a tool for driving down real prices, and ensuring that at least some of the benefits of port privatisation are passed on to customers;


· price cap regulation requires less confidential financial information than rate of return regulation;


· price cap regulation offers less scope for disputes about asset valuation. This can be a particularly tricky area in periods of rapid inflation or variable exchange rates, at times when technological or market changes cause a divergence between the book value of the assets and their second hand value,  or when the assets are leased rather than owned or have particularly complex financing structures;


· price cap regulation allocates the risks associated with new investments to the operator, who is best placed to manage them, whereas rate of return regulation transfers investment risks to the port user, who has no control over them;  


· rate of return regulation allows port operators to increase costs at will (for example through large salary increases) knowing that these cost increases will automatically be passed on to the port user;


· it also provides an incentive for the port operator to invest in assets which are not justified by customer needs in order to increase his permitted returns;


· finally, the price paid for port concessions often reflects the value of intangible assets (access to a future earnings stream) rather than physical assets whose price can be checked in the market place. Sadly, there are some port operators who have paid more for port concessions than they are worth. Unless interpreted very carefully, rate of return regulation would allow them to pass on the cost of their mistakes to port users in the form of higher tariffs.

Nevertheless regulators using price caps are not immune to taking into account past profit levels when setting “x”, even though the information they have about these profit levels is very limited. The shorter the time interval between tariff adjustments the more convergence there is between price cap and rate of return regulation, as regulators allow their judgements about the scope for performance improvement to be influenced by recent financial results.

Although price cap regulation is generally accepted as best practice,  several serious criticisms can be made about the way it is applied:

· because of fears of collusion and inability to prove the existence of “real” competition even for services with multiple suppliers,  price cap regulation is sometimes applied to more port services than necessary, stifling innovation, efficiency and quality of service improvements in naturally competitive markets;


· the appropriateness of the Retail Price Index (RPI) as a proxy for inflation in terminals with large fixed costs depends on whether landlord port authorities wish to see the value of their assets rising with the general price level, or regard the provision of port infrastructure as a public service whose price is to be kept at the lowest level consistent with their own financial survival;


· there are no clear guidelines about how “x” is to be calculated. Ideally, it should be based on the fall in units costs which might be expected in a comparable, efficiently-operated terminal, rather than assumptions about industry-wide productivity improvement. Much of the latter occurs at brand new terminals, designed to derive maximum benefit from new technology. Productivity improvements are also achievable at existing terminals, particularly on transfer from public to private sector management, but the parameters are rather different from those at new terminals, and are much more variable from one terminal to the next. Using “x” factors borrowed from other ports is not to be encouraged, as it has all of the well-known problems associated with benchmarking, and some of its own as well. 

Factors which should be taken into account when calculating “x” include expected increases in throughput (which produce large reductions in unit costs at terminals with high fixed costs or small traffic volumes), reductions in the size of the labour force (which may be partly offset by higher post-privatisation salary levels) and changes in productivity arising from specific new investments (providing that the cost of these investments is included in the general cost escalation index).
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Because unit costs do not fall linearly over time, it is difficult to make “x” a constant which will apply over the life of a concession, or even until the dates designated for Major Reviews. But investor confidence will be weakened if “x” is not clearly stated at the outset, preferably within the bidding documents. One way round this is to specify “x” as a range from within which the regulator can chose an appropriate number nearer the time. As most of the expected productivity improvements will take place within a short-time of privatisation, “x” will probably fall over time, rather than remain constant.


Another way would be to set out a fairly simple formula for calculating “x” each year related to traffic volumes, investment and target increases in labour productivity.


· allowance is rarely made for improvements in quality of service. This is surprising in view of the swing in customer priorities from cost reductions to improving the quality and reliability of service. Port operators are investing large amounts of money in quality improvements, often at the direct request of their customers.  But all too often price and quality are regulated independently, with maximum tariffs related to fairly crude minimum performance standards, rather than being considered together. Many aspects of quality - such as  transit time, cargo damage, and integration with the rest of the logistics chain – represent non-tariff costs to port users. If these costs are reduced as a result of expenditures by the port operator, then it is only right that this should be reflected in the maximum permitted tariff.   

Tariff  Regulation Procedures.  Regulators have been more successful in changing the overall level of tariffs than in modifying their structure. This reflects an institutional framework which has favoured the transfer of regulatory functions to landlord port authorities rather than to independent regulators with specialist skills, and a general preference for formula-based rather than negotiated settlements. 

However there are several procedural guidelines which can be used to make tariff regulation more efficient and fair even within existing institutional constraints. Some of them may also encourage  increased competition: 

· actual as well as maximum tariffs should be filed. United States experience with shipping contracts has demonstrated the usefulness of filing in allowing more accurate monitoring of the market. Potential competitors can evaluate conditions for market entry on the basis of much better information. The pressure on existing operators for further price reductions is maintained, and  customers and operators soon become reconciled to the release of information previously regarded as confidential;


· information on the cost structure of regulated activities should be supplied automatically to the regulator, in a format that is custom-designed to support regulatory decisions rather than as standard financial accounts.  There is inevitably a trade-off between the desire of the regulator to have as much information as possible, and the desire of the operator – for administrative as well as political reasons – to supply the bare minimum. Financial reporting requirements therefore need to be carefully specified, another area which could benefit from further research;   


· tariff adjustments should occur at reasonably short intervals which are specified in advance. The spacing can be event-driven – linked to threshold amounts of inflation – as well as date-driven. Tariff reviews which occur automatically rather than at the request of the operator tend to be less confrontational, and also cover situations of low inflation in which RPI-x may be negative. Simple adjustmentment relating to overall tariff levels should be carried out  quickly, within weeks rather than months, with provision for the increase to be backdated if there are any undue delays; 


· comments should be invited from interested parties prior to any tariff  reviews, as these may throw up issues and problems of which the regulator was unaware. The handling of comments depends on the nature of the regulatory process – with formula-based adjustments short, written submissions should be invited which the regulator has the discretion to ignore. A more adjudicative approach may require a formal hearing, with cross-examination rights. In both cases, however, there should be a separate procedure for reviewing complaints about tariffs which relate to private rather than public interests;


· decisions about tariff changes should always be transparent, with publication of the reasons for all decisions.

If tariff regulation is to protect both investors and consumers, a combination of approaches is required which automates non-controversial decisions, whilst allowing the regulator the discretion to pursue longer-term public policy goals through negotiation. 

The Regulation of Investment 

Compliance with the investment plans specified as “obligatory” in the bidding documents, or offered by prospective bidders as a way of raising the perceived value of their bids, has become a substantial part of most port regulators’ work, and yet it is one of the most questionable parts of the regulatory process. 

The fact that it has to be done at all signifies a lack of trust in private port operators, a desire by the public sector to micro-manage port operations even after they have been privatised, and a feeling that it would be unfair to the failed bidders to allow the successful one to renege on obligations which they, with perhaps more realism, had refused to accept. 

The enforcement of investment obligations is usually one of the regulator’s easier tasks, as concession agreements often include sanctions for non-compliance. Yet it is an area where inflexible application of the rules may be against the public interest. This is because: 

· the investment programme specified prior to tendering may be unrealistic or poorly related to customer needs – there are still many port officials who see privatisation as a means of funding projects which could never obtain access to the public sector budget; 


· there is usually more than one way of achieving an objective, and the private operator – with a different technical background and his own vision of the future – may wish to proceed in a different way. The wise regulator, however, should be aware of the reasons for this. In some cases it is because of innovation, or the use of options that were not available to the public sector. But in other cases it may reflect a focus on financial rather than economic returns, willingness to accept lower standards, or simply cash flow difficulties;  


· market or technological changes may cause investment programmes agreed at the time of privatisation to become quickly out of date. 

Because of the speed with which circumstances can change, too much effort should not be made to enforce investment commitments except in three very specific circumstances:

· when failure to invest is likely to cause a significant deterioration in performance standards;


· when the investment is economically justified but the port operator is unable – for whatever reason – to capture enough of the benefits to make it financially viable;


· when the investment is required to protect the interests of other stakeholders, for example the construction of  bunds to reduce noise nuisance to neighbouring residents.


One area which has been rather neglected is investment in environmental protection. Here standards are rising quite rapidly, but investment requirements are difficult to predict in advance. One way of getting round this is to build into the concession contract an Environmental Management Strategy which commits the operator to whatever investments are needed to comply with international conventions and local legislation, whilst giving the regulator authority to negotiate (perhaps in exchange for financial compensation) further changes which will bring environmental standards up to “best international practice”.

Performance Standards

Targets for improved performance are a fairly standard part of most concession agreements, but are usually limited to simple, physical indicators such as crane handling rates rather than addressing the wider issue of quality of service. It is time to step back and take a closer look at what the customer actually wants.

Quality of service is a rather nebulous concept, embracing items such as guaranteed access to cargo handling within a pre-specified time window, short overall service times for ship and cargo, safety and security, service reliability, fast and convenient information transfer, and the close integration of port activities with the rest of the logistics chain. These are concepts which are poorly represented by the rather simplistic performance indicators included in most concession agreements, which have been selected to facilitate benchmarking. But what use is a crane handling 25 containers per hour if there are not enough of them to meet each shipping line’s needs? 

It is difficult for the regulator to second guess the performance standards which the customer wants, particularly in ports serving a range of customers with different price/quality of service preferences. All too often there is the risk that the lobbying power of large shipping lines and the prestige associated with high performance standards will lead to an over-emphasis on quality at the expense of price. Far better, then, for the regulator to specify only the Universal Service Obligation – a basic, affordable standard of service – and to concentrate on creating a business environment which allows individual customers to negotiate (and pay a fair price for) service improvements above the basic standard. 

In this situation the role of the regulator changes from enforcement - a fairly small role given the undemanding performance standards in most contracts – to arbitration, providing a service at the request of one or both parties
. Involvement in the fair pricing of service improvements is a legitimate, but under-developed role which has knock-on benefits for other regulatory functions through improved understanding of the business. It also improves the acceptability of discriminatory pricing, which can be positively worth encouraging in certain circumstances.

New Issues for Regulation


The conclusions which can be drawn from the previous sections are that price regulation is achieving some public interest objectives but is still in its infancy, investment is often over-regulated, whilst the enforcement of performance standards is fairly ineffective and provides few incentives for long-term performance improvement. 

The experience of the last fifteen years does, however, suggest four areas where additional regulation may be required. These are:

· public ports, including landlord port authorities;


· port employment;


· information flows; 


· activities immediately upstream and downstream of the port.

In addition, more pro-active regulation may be needed to identify and investigate abuses of monopoly power, open up markets to increased competition, and create a level playing field between ports which have been privatised on very different terms.

Public ports must compete with private ports on equal terms if the welfare benefits expected from privatisation are to be achieved. Yet experience in countries as far apart as Chile and China suggests that unfair competition from public ports represents a serious risk to investors, from which they ought to be protected. 

Some of the changes which need to be promoted in public sector ports include a switch to commercial accounting procedures (including publication of their financial results), ring fencing of the activities which compete directly with private operations (which should be self-financing ), the ending of the practice of directing government cargo and government shipping lines to use public rather than private terminals, the replacement of subsidies by public service grants for which private operators are free to bid, and the decoupling of  port activities from other areas of business in which the government can grant customers special favours. Changes such as these cannot be achieved through regulation alone, but a pro-active regulator can  publicise those practices which he believes to be anti-competitive, and generate pressure for reform or compensation. 

Another role of the regulator is to prod landlord port authorities into making the infrastructure investments  needed to support increased competition. Even when there are no exclusivity agreements, the arrival of new operators is often held back by the landlord authority’s fear of wasteful competition, lack of cash, or reluctance to accept the lower rates of return associated with building in advance of need. It is up to the regulator to articulate the expected trade-off between competition benefits and economies of scale and scope, and  facilitate the entry of new competitors.

Port employment has been one of the minor blackspots of privatisation, not because of large labour force reductions, which were expected and even desired, but because of failure to guarantee adequate health and safety standards, training and physical conditions of employment. Although most large employers have acted responsibly, and rapidly improved the skills and working conditions of the labour force, there is a tail of smaller firms whose standards are not acceptable. What should the regulator be doing in these circumstances? 

The first step is to ensure that minimum conditions of employment are specified in the concession agreement, even if this has to be done in fairly vague terms or by reference to more general employment  legislation.  Secondly, the regulator should ensure that there is a proper system in place, preferably under his control, for recording accidents and occupational illnesses. Serious accidents should always be investigated, preferably by an independent professional, and the findings published. Unless there are good reasons to act otherwise the regulator should ensure that any recommendations arising from the investigation are implemented, taking care to avoid treading on the toes of any other regulatory bodies operating in this area.  

There may also be a case for the regulator taking an interest in other employment issues, such as the qualification and certification of some categories of workers (e.g  crane drivers), working hours, labour turnover rates and wage trends. However there is a danger of being drawn into employment disputes which are not his concern, unless it is made clear that his role is enforce minimum standards rather than influence  negotiations.


Some of the worst abuses of employment law occur in situations of fierce competition, where the pressure to cut costs is at its greatest. This is an argument for giving the regulator a relatively wide brief, which extends beyond quasi monopolistic private operators to take in both competitive ports and public sector ports. 


Security of information is becoming a growing problem as ports have changed from being labour intensive to capital intensive to information intensive. Shipping lines were banned from participation in many early privatisations on the grounds that it would give them access to confidential information about the customers and freight rates offered by their competitors. But more recent privatisations have actively sought shipping line involvement as a means of securing more cargo, whilst independent port operators are becoming vertically integrated into logistics chains which compete directly with the companies about whom they are receiving confidential information.

There are three main ways in which this problem can be addressed:

· periodic auditing of the business processes of private port operators to ensure that they incorporate best practices in relation to data security;


· facilitation of whistle-blowing (informal reporting of misdemeanours by disaffected employees); and


· heavy penalties for the infringement of data confidentiality, perhaps even going as far as termination of the concession for serious or repeated offences.

Upstream and downstream activities such as ship agency and sea transportation have generally remained unregulated, but two common malpractices suggests that perhaps the regulatory net around ports ought to be widened. 

Privatised terminals have often been snapped up by local shipping agents who give preferential treatment to port customers who place their other business with them. This is an abuse of monopoly power which is easy to detect through customer complaints and the growing concentration of agency work in a few hands, but harder to stamp out unless the regulator is empowered to look at business linkages extending well beyond the port.

The second complaint concerns the reluctance of shipping lines to pass on reductions in port tariffs to importers and exporters via parallel reductions in Terminal Handling Charges. Shippers Councils have been powerless to act, not just because of Conference rate setting power but also because of lack of information about what individually negotiated port charges actually are. Tariff filing is the first step in persuading shipping lines to pass on more of the benefits of port privatisation, and the regulator should – if given a wide enough brief – be authorised to investigate and publicise any differences between port charges and THCs. However even this carries the risk that shipping lines will simply absorb Terminal Handling Charges back into unregulated ocean freight rates, removing the small amount of transparency which already exists. 

Conclusions

How well has port regulation performed to date in meeting the objectives set out at the beginning of this paper?

The answer is inevitably subjective, and the scorings shown in Table 1 represent no more than the author’s personal views. However they lead to two general conclusions :

· the legal/institutional framework which is predominant in the ports sector – contractual agreements enforced by regulators (the landlord port authorities) who are close to the organisations being regulated and short of specialist analytical skills – has led to fairly simple regulatory procedures based on compliance with targets specified in advance by other organisations. There has not been the creative thinking about how to develop competitive markets which has taken place in more complex network-based utilities such as electricity, gas and telecoms;


· because port privatisation has been implemented in small packages (terminals) which have been offered to the market at different dates on widely different terms, the chances of creating fully competitive markets appear low. As recent events in Panama have shown, there is a need for a comprehensive overall strategy which will allow terminals to compete on equal terms, even if governments have to release some of the initial proceeds of privatisation in order to create a level playing field. However the creation of fair competition is likely to be expensive – contract terms for existing private investors can only be improved, not made worse – and should only be undertaken if its benefits are expected to outweigh its costs.

Table 1

Achievement of Regulatory Objectives

Objective
Successa
Comments

Compliance with contract
   (((


Achievement of privatisation objectives
    ((
Improvements due to competition than regulation. Lack of clarity about objectives, and conflicts between them, may discourage intervention  

Fair distribution of gains of privatisation
     (
Natural tendency of regulators to avoid equity issues and areas requiring subjective judgement

Compliance with government policy
   ((
Regulators have sought to remain independent of government, but have come under pressure during  contract renegotiations

Protection against abuse of monopoly power
   ((
Reluctance of the regulator to become involved in individual complaints has led to most being resolved through the Courts 

Protection of the investor from government interference
   ((
Concession framework itself deters governments from interfering. Few examples so far of regulatory intervention to protect investors

Increased competition
    (
Little evidence of action to encourage new suppliers

Creation of efficient markets
    (
Focus has been on intra-port rather than inter-port competition. Action has just begun to create a level playing field for ports privatised on different terms

Replication of the outcomes which would result from competition
    (
Rejected as technically too difficult and/or beyond the regulator’s responsibility 

Cost effective provision of non-commercial services
    (
The provision of non-commercial services has generally remained a landlord port responsibility, with no requirement for competitive outsourcing

Note:   (a)   ((( most successful,   ( least successful

Regulation is an activity which has always been viewed negatively, something to be avoided unless absolutely necessary. Yet in an imperfect world regulation may be necessary to generate and enforce competition. Unfortunately there are no rules for how this should be done. In order to move forward regulators are likely to become more adjudicative, losing their quasi-legal status and some of their less effective “policeman” duties, whilst becoming more involved – through multilateral negotiations or public hearings - in the definition and promotion of the “public interest”.  They may also be encouraged to intervene more pro-actively in pursuit of increased and fairer competition. This has not been possible to date because of lack of skills and experience, and concerns about corruption and regulatory capture. But port regulation is still in its infancy and has a long way to run. It has made a reasonable start, and must now begin to build on these foundations.  
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