
Budgetary  Interests  and  the  Degree  of  Unbundling  in  Electricity  Markets  –  An  Empirical  Analysis  for  OECD  Countries
 Henrik Lindemann, University of Hannover, +49 511 762 4592, lindemann@sopo.uni-hannover.de
Overview

The degree of liberalization in OECD electricity markets varies considerably across countries. Commonly, these differences are explained by diverging economic developments and varying political systems. The empirical estimations reported in our paper, however, suggest another reason: The more a step towards full competition in the electricity sector reduces the tax revenues generated by this industry, the less likely is its implementation. We conjecture that this relationship is especially caused by the persistent financial dependency of regulatory decision-makers on governments, which results in authorities that shrink from reforms which reduce the executive's and hence their own financial ressources. In this case, a clear delineation of a regulator's budgetary interests from its regulatory goals is vital to achieve the latter.
Methods
Ensuring full independence of regulators is essential for the development of truly competitive electricity markets during deregulation and liberalization processes. A substantial obstacle to regulator autonomy, however, is the authority’s budgetary dependence on the executive: in many countries, regulators’ budgets are entirely or partially funded and administered by government.
Our paper analyzes empirically whether an authority’s opportunity to influence (the publicly financed part of) its budget by regulatory decisions has a notable effect on the required degree of vertical separation, measured by an OECD-index. Unfortunately, long-term information on regulators’ budgets is not available. We therefore proxy state-funded (parts of the) budgets by the rates of the corporate income tax and the electricity VAT, thus capturing two sources of public revenues that primarily affect one of the market sides each. Since we assume that higher general tax revenues increase the regulators’ budgets as well, we expect authorities to foster possible tax yield increases.
Results

The estimation results reveal a statistically significant negative relationship in OECD countries between the corporate income tax rate and less competitive market structures for electricity, as measured by the degree of unbundling. This is in line with the hypothesis that regulators which, via larger industry profits, benefit more from a higher CIT rate are more reluctant to deregulate electricity markets. The estimation results for the VAT on electricity, on the contrary, show a statistically significant separation-enhancing effect of higher tax rates. This would be in line with our conjecture if – despite lower electricity prices in more competitive markets – VAT revenues increase on deregulated markets due to rising electricity consumption.
Conclusions
Our results indicate that, in electricity markets, a clear delineation of the regulator’s budgetary or financial interests from its regulatory goals is vital to achieve the latter. As long as (parts of) its budget depend on the degree of competition in the market that an authority regulates, competition-hampering regulations such as an insufficient degree of unbundling cannot be ruled out.
