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Overview:

As in most OECD countries, the electricity sector in many developing economies has been reformed or is being reformed. However, the motivations for reform are often different for developing countries than for OECD countries. Fiscal pressure, need for new investments, poor performance of publicly owned utilities and the imposition of reforms by international financial institutions are the most common drivers in developing economies (Wamukonya 2003; Besant-Jones 2006). In addition to the difference in motivations, the conditions in developing countries are quite different as well. The reforms in developing countries often take place in a situation with inadequate generation and network capacity, with limited financing options despite growing demand and where the institutions such as regulators may be weak to handle the complexity of market dynamics. Despite these fundamental differences, to date, electricity reform in developing countries has largely been based on a standard recipe that is based on reforms in developed economies, resulting in delayed and unsuccessful reforms. 
The standard textbook model of reform consists of, among others, privatization, horizontal and vertical separation of competitive entities, creation of independent regulatory bodies and creation of wholesale and retail markets (Joskow 2006). The support behind this approach largely comes from the broad success of its application in England and Wales and some other countries like Argentina and the Nordic countries. One of the primary motivations of reform in these countries is to introduce competition to improve the technical and financial performance of the sector. The underlying argument behind creating competitive markets according to the Neo Classical Economic theory is to achieve efficient resource allocation and investment. Experience with efficiency improvements in the England and Wales electricity markets with this standard reform approach made this a textbook example for reforms in other countries.
In the past, financial lending institutions including World Bank, Asian Development Bank and Inter American Development Bank consistently recommended this approach, despite the differences in local institutional constraints. While the awareness is growing that this approach is not working, there is a paucity of ideas on how better to approach electricity market reform in developing countries.
Method
In this paper we review two different theoretical perspectives on power market reform and use a generic framework to analyse the Brazilian electricity market reform. In explaining the theoretical perspectives we first consider the Neo-Classical Economics approach to power sector reform, which argues for a single equilibrium model. Then we look at the theory of institutions that acknowledges the existence and emergence of multiple institutional equilibriums in the real world (North, 2005). Applying the framework developed by Correljé & Vries (2008), we evaluate the impact of the exogenous factors upon the design and performance of Brazilian electricity market and compare them to the different policy goals. The Brazilian electricity sector went through two major reforms. The paper looks at some of the components that influenced the electricity market design in both these reform experiments and shows that market design is influenced not just by efficiency but more also by policy goals, initial conditions and exogenous factors. The case study also shows that the standard reform architecture was not successful when applied in its original form because of its incompatibility to local physical and institutional conditions.
Results
At a theoretical level, we evaluate the strengths and shortcomings of neoclassical and new institutional economics as applied to power market restructuring, as each theory leans on specific assumptions that may or may not hold in practice. A conceptual framework on power sector reform is used to identify important elements that shape the electricity market design. The case study on the Brazilian electricity reforms provides insight into these elements of power market restructuring giving an overview of the types of country-specific problems that may arise and possible solutions.
Conclusions
The standard approach to electricity does not work in most developing countries because the goals are different and the necessary conditions are not met in many cases. The neoclassical economics perspective of reforms as efficiency oriented does not explain the failure in most developing countries. New institutional economics on the other hand indicates that the causes of some of these failures are institutional in nature related to bounded rationality and path dependency. A case study of Brazilian electricity market with their two reform initiatives shows that the textbook architecture of reform model needs to be adjusted to account for the local physical, economic and institutional factors. This paper gives an insight on what components are important in implementing a case specific market design with a case on Brazilian electricity sector. Moreover, as developing economies make transition to a higher standard of living, the requirements for the power sector also change. Thus market reform is an ongoing process that requires a flexible institutional environment for it to adapt to changing objectives and circumstances. A tailored approach, that takes local conditions into account, is inevitable.
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