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Overview 

• What is regulation and why regulate? 
• Regulatory institutions and government 
• Public interest 
• The different types of regulation and 

purposes 
• Putting the rest of the course in context 
• Foundations of traditional cost of service 

economic regulation of public utilities 
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What is regulation? 

• Government agencies are established to regulate public 
utilities. 
 

• Regulation is an action taken to influence or control 
behaviour of companies or people. 
 

o the verb “to regulate” 
 

• Not the same as “regulations,” which are statutory 
instruments. 
 

o governments and regulators may use rules and regulations to regulate.  
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Why regulate? 
• Regulation is imposed to serve the public interest. 

 
• Canada has a free market economy where the assumption is that the 

public interest is served when quantity, price and quality are 
determined in competitive markets: 

 

o Regulation imposed only where competitive market forces are not present or where 
market outcomes are not in the public interest. 

 
o Regulation limits market freedom in order to protect the public interest in those 

cases.  
 

• Some type of regulation is present in all markets in Canada.  
 
• All types of regulation address incentives and outcomes and create 

other incentives and outcomes. Care must be taken to avoid 
unintended consequences. 
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• First public interest question is through what institution can the 
mischief the government seeks to remedy be remedied. This is 
a public administration question. 

 

• Part of that question is whether the cost of regulation or any 
other type of remedy is greater than the costs to society of not 
regulating. 

 

• Policy choice depends on many factors including: 
 

o How technical and specialized the work is. 
 

o How individual or corporate rights are affected. 
 

o The need for transparency and impartiality in decision-making. 
 

o Political considerations.  
 

Regulatory institutions   
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Regulatory institutions 

• Legislature may delegate regulatory responsibilities to any 
number of types of agencies or institutions: 

 
o Minister 

 

o Government-owned utility 
 

o Advisory body 
 

o Independent administrative 
 

o Independent quasi-judicial  
 

• Choice of agency, or combination of agencies, and level of 
independence, is a policy choice made by the legislature. 
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Regulatory institutions 
 

• All of these factors have led to the choice of independent quasi-judicial 
regulators for economic regulation where investor-owned utilities are 
present. 
 

o Protects consumers, companies and the economy because decisions must be based 
on evidence. 
 

• There may be different regulators performing different types of 
regulatory functions in the same jurisdiction. Some may be more 
independent than others. 
 

• The key is in identifying who will have the authority to make decisions 
and to whom decisions may be appealed, to whom is the agency 
accountable, who is responsible and who is answerable. 
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Regulatory institutions 

• Ministerial responsibility is at the heart of parliamentary 
democracy. 

• Independent agencies are inconsistent with that tradition. 
• The agencies are accountable to the Legislature because 

authority is granted to the agencies by the legislature. 
• Responsible minister is not accountable for independent 

decisions made by the agency but is answerable in the 
Legislature. 

• Responsible minister must be aware of what is happening in 
the agency and report to the Cabinet to seek legislative 
change or other actions including appointments. Responsible 
minister is not the boss but is the conduit to the Cabinet. 

• Many variations of authority, accountability, responsibility and 
answerability are possible.  
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Regulatory institutions 

• Where government-owned utilities are present, all forms of regulatory 
institutions have been employed. 
 

• Recent trends to more ministerial regulatory directions to regulators in 
some jurisdictions:  
 

o mostly where government ownership is present (i.e. Ontario electricity). 
 

o sometimes a very formal policy direction process is employed if investor owned 
companies are present. (e.g., federal telecommunications) 
 

• Appeals from a quasi-judicial regulator are to the courts on law or 
jurisdiction but in some jurisdictions there may be appeals to the 
Governor in Council on questions of policy (e.g., federal telecom). 
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Public interest 

• From a corporate governance perspective, Commission or 
Board members must act honestly, in good faith and in the 
public interest. 
 

• Not in best interests of the Commission or Board itself. 
 

• Not in anyone’s private interest. 
 

• From the perspective of the decision-making function, the 
Commission’s or Board’s substantive powers must be carried 
out in the public interest. 
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Public interest 

• The Legislature determines the public interest and reflects it in 
the decision to create the Commission or Board and in the 
legislation and regulations that grant authority to the 
Commissions or Boards. 
 

• Some grants of authority may be very prescriptive and some 
may grant considerable discretion. 
 

• The Regulator’s public interest mandate is to make decisions 
to achieve the public interest by using only the powers given to 
it by the Legislature in order to advance achievement of the 
objectives found in the legislation.  
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Public interest 
• Defining the public interest in any case is controversial 

 
1. Must look first to the policy objectives and scheme of the legislation to determine a 

range of outcomes within the regulator’s powers to make. 
 

2. Regulators must then consider and balance many interests to achieve those 
objectives within the legislative framework – some winners and losers. 
 

3. Public interest is not a mere accommodation of private interests but interests of the 
company and the customers are included in the public interest. 
 

• Two guiding principles: 
 

1. Any regulatory action (including the legislation) should do the least possible 
damage to economic efficiency. 

 
2. The regulator (including the Legislators) should not do more than is required to 

address the mischief. 
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Types of regulation 

• No generally accepted nomenclature for defining or describing types of 
regulation. 

 
o Can be categorized by time, purpose, effect or the tool used for the regulation imposed. 

 
o The effect can always be said to be economic because it imposes a cost and influences 

outcomes. 
 

o The tool or technique can always be said to be technical because it requires detailed 
implementation. 

 
o Today’s analysis is limited to time and purpose. 

 
• All of the types of regulation (as defined) are employed in the regulation of 

public utilities.  
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Types of regulation (continued) 

• Regulation characterized by timing: 
 
o ex ante (before the fact) specifies what must be done (approve rate before it can be charged) 
  
o ex post (after the fact) states what cannot be done 

 
• cannot pollute a river (regulator is not on site approving every discharge) 
 
• cannot act in an anti-competitive manner (regulator does not approve every business transaction) 

 
• Important decision to choose the time of regulation carefully 

 
o greater risk in employing ex post but generally less costly and more consistent with a free 

economy 
 

• Enforcement is an ex post function by its nature and will apply to non-
compliance with both ex ante and ex post government or regulatory 
decisions or policies 
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Types of regulation (continued) 

• Regulation defined by its purpose: 
 
o Economic regulation 

 
o Technical regulation 

 
o Non-market policy regulation 

 
• Sometimes called economic, administrative and social (World Bank and 

some text books) (Some text books also include technical as a form of 
economic regulation – misses the point). 
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Purposes of types of regulation 

• Economic regulation is employed to address or correct the 
lessening of or failure of competition in a market. 
 

• Technical regulation is imposed when it is necessary for market 
participants to cooperate in some things in order for the market 
(competitive or otherwise) to function efficiently and effectively for 
consumers 
 

• Non-market policy regulation is imposed when a market, 
regardless of the state of competition, is producing outcomes not 
considered by society to be acceptable. 
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Economic regulation 

• .....address or correct the lessening of or failure of competition in a 
market. 
 

• The norm in the economy is that economic regulation is applied ex post to 
enforce laws prohibiting anti-competitive conduct, predatory pricing etc. by 
dominant firms regardless of the industry. 

 
o Commissioner of Competition performs this function and also regulates mergers and 

acquisitions ex ante in order to prevent creation of dominant firms in markets. 
 

o Competition authorities seek to ensure that competitive markets continue or are not 
prevented from arising.  
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Economic regulation (continued) 

• Public utility regulation admits that competition is “not possible” (natural 
monopoly) and seeks to step in as a substitute for competition. 
 
o Can regulation emulate competitive outcomes?  

 
• Ex ante economic regulation is applied to public utilities because two 

conditions are present 
 
o (natural) monopoly supply, and  

 
o the essential or important nature of the service or commodity to the public. 

 
• By way of contrast, common carrier economic regulation is based on a type 

of time-limited market power and the importance of the service.  
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Economic regulation (continued) 

• Public utility economic regulation deals with prices, quality and supply: 
 
o Rates must be just and reasonable and not unjustly or unduly discriminatory. 

 
o Quality must be acceptable and can be prescribed by the regulator with penalties for non-

compliance.  
 

o Public utilities have an obligation to serve all customers in a given geographic area and 
stand ready to serve new customers. 
 

• Common carrier economic regulation limited to non-discrimination and 
obligation to serve up to the limits of the carrier’s capacity. 
 
o Applies in competitive markets. 
o Monopoly common carriers are likely public utilities. 
o Unjust discrimination is different by degree for common carriers. 
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Technical regulation 
• … necessary for market participants to cooperate in some things in order for 

the competitive market to function … 
 

• Governments get involved because unchecked industry self-regulation could 
lead to collusion. 
 

“People of the same trade seldom meet together, even for merriment and diversion, but the 
conversation ends in a conspiracy against the public, or in some contrivance to raise prices. 
It is impossible indeed to prevent such meetings, by any law which either could be executed, 
or would be consistent with liberty or justice. But though the law cannot hinder people of the 
same trade from sometimes assembling together, it ought to do nothing to facilitate such 
assemblies; much less to render them necessary.” 
 
 Adam Smith 
 The Wealth of Nations, 1776 
 Chapter X, Part II 

 
 
 20 



Technical regulation (continued) 

• Examples in the economy:  
 

o Payments Canada (Canadian Payments Association) (banking) 
 

o Airline baggage handling and reservation system 
 

o Some standards setting is technical regulation (standard wall sockets) (concerns with innovation 
incentives) 
 

• In vertically integrated utility companies, technical regulation is an internal 
function. 
 

• When competition is introduced in a portion of a monopoly industry, economic 
regulation of prices decreases and technical regulation increases. 
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Technical regulation (continued) 

• In electricity: 
 
o Voltages for exchange of electricity 

 

o Some reliability standards  
 

• In gas: 
 
o Standard heat content  

 

o Pressure standards for exchange of gas 
 

• Rules and standards for the billing of customers and settlement 
of funds among providers. 
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Non-market policy regulation 

• “… addresses outcomes not considered by society to be acceptable.” 
 

• Examples in the economy: 
 
o Health regulations for restaurants 
o Safety regulations 
o Marketing boards (milk etc.) 
o Environmental regulations 

 
• Examples in utility regulation: 

 
o Siting of power plants and transmission lines (social, economic, environmental effects) 
o Noise and emissions rules 
o Wind farm siting rules 
o Disconnection restrictions and late payment penalties 
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Context for course 

• All CAMPUT members regulate the rates charged by public 
utilities and some regulate other things as well. 
 

• This course focusses on economic regulation of public utilities 
and the legal framework in which it is carried out. 
 

• Economic regulation of public utilities is cost of service 
regulation. 

 
• Rates are based on the costs of the company 
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Context 
• The traditional form of cost of service regulation is called rate 

base rate of return regulation. 
 
• It is carried out in two phases: 

o Phase I determines a company’s revenue requirement (how much 
money) 

o Phase II determines the rate structure (which customers pay how much 
and whether there are usage rates or flat monthly charges etc.) 

• Rate base rate of return regulation uses a company’s 
historical or accounting costs, allocated to different customer 
classes, to determine prices. 

• This is not how prices are determined in competitive markets. 
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Context 

• Different parts of the program cover various topics that are 
pretty much common to all regulators. 

 
• Certainly the legal concepts are common to all. 

 
• There are a number of foundational principles underlying cost 

of service regulation. 
o Have these in mind during the various sessions this week. 
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Public Utility Regulatory Concepts 

• Regulatory compact 
 

“Regulated utilities are given the exclusive rights to sell their services within a 
specific area at rates that will provide companies with the opportunity to earn a fair 
return for their investors.  In return for this right of exclusivity, utilities assume a duty 
to adequately and reliably serve all customers in their determined territories, and are 
required to have their rates and certain operations regulated.” 
 

ATCO Stores, 2006 SCC 4 at para. 63  
 

• This is the foundation of economic regulation of public 
utilities. 
 

• Deals with supply, price and quality. 
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Public Utility Regulatory Concepts 

Fair Return Standard 
3 elements to the Fair Return Standard applied to the return on equity capital 

 
Comparable investment – return must be comparable to the return available from the application 
of the invested capital to other enterprises of similar risk. 
NUL 1929, SCR. 186 at 192-193 

 
Financial integrity – return must enable the financial integrity of the regulated enterprise to be 
maintained. 
Bluefield 262 U.S. 679 (1923) 
Hope 320 U.S. 591 (1944) 

 
Capital attraction – return must be sufficient to permit incremental capital to be attracted to the 
enterprise on reasonable terms and conditions. 
Bluefield; Hope 
 

• Dealt with in the Cost of Capital session. 
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Public Utility Regulatory Concepts 
• Stand alone principle: that the regulator must consider the fair return standard 

having regard only to the regulated operations of the company.  
 
o Cannot set a higher return to offset financial difficulties in unregulated lines of business. 

 

o Cannot set a lower return because unregulated lines of business are more profitable. 
 

• Presumption of prudence: that the regulator presumes that the investments 
made and costs incurred by the utility are prudent (not fraudulent, unwise or 
extravagant). 
 
o Both the decision to build and the costs and expenses of building and operating are presumed 

prudent – no hindsight allowed in the analysis. 
 

o The presumption is rebuttable. Recent Supreme Court decisions make clear it is not a legal 
concept. But it is an approach to regulation based on analysis of the companies’ incentives.  

 
• These underlie the concepts discussed in the Cost of Service/Revenue 

Requirement session. 
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Public Utility Regulatory Concepts 

• Rule against retroactivity: a general rule of statutory interpretation that, 
absent clear language to the contrary, legislation is not to be interpreted 
so as to function retroactively. Raised most often in discussion of 
retroactive rates. Addresses two principles: 
 
o Intergenerational equity – it is unjust for future customers to bear the costs of providing 

services to past customers. 
 

o Certainty – once a rate is set, people should be able to rely on it. 
  

• These concepts come up most often in Phase II which is covered in the 
Rate Design session but is also important for financial certainty.  
Retroactive rates could change financial statements. 
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Public Utility Regulatory Concepts 

• Just and reasonable rates are rates that satisfy the regulatory bargain and are fair 
to customers. Some jurisdictions have wide discretion. Alberta requires specific 
determination of rate base, depreciation and necessary working capital in natural 
gas utility cases  (exceptions). (Covered in Phase I Revenue Requirement session.)  
 

• Alternate approach to determining just and reasonable rates is discussed in the 
Performance Based Regulation session. 
 

• Unjust discrimination:  
o Economic discrimination. 
o Rates must be charged equally to all persons in respect of service of the same description being 

provided under substantially similar circumstances and conditions.  
 

• Sometimes the adjective unjust is omitted. 
 

• What is just discrimination? 
 

• Covered in Phase II Rate Design session. 
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Conclusion 

• Public utilities are subject to economic regulation because they are 
monopoly suppliers of essential public services. 
 

• Principles and concepts date back centuries. 
 

• Other types of regulation are also imposed on public utilities and may or 
may not be carried out by the same regulatory institution. 

 
• This course focusses on economic regulation of public utilities and the 

legal framework in which it is carried out. 
 
• The legal framework is addressed in the Legal Context for Regulation 

session and, because the law doesn’t seem to stand still, in the session 
with Professor Mullan on Friday.  
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