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Preface

China has had the most successful transition from a planned economy to a market economy. It
has grown successfully for 30 years since the launching of reform and opening up. In that tran-
sition the country has had to tackle a range of challenges such as macro-economic reform, trade
liberalization, development of the labor market, and reform of health and education. One of the
most difficult reforms of the whole transition is the reform of public utilities producing key
services such as power, water, sanitation, and gas. The delivery of these services to house-
holds and firms tends to be a natural monopoly because of the large capital costs of transmission
lines and pipes. Hence in a market economy these sectors cannot simply be left to the whims of

supply and demand.

This book, edited by Dr. Zhou Linjun and Dr. Sheng Hong, is a very important collection of
essays that deal with the theory and practice of public utility reform, drawing especially on the
highly successful record of reform in Chongging. The World Bank is honored to have worked

closely with Chongqing municipality for over two records.

This book is an important contribution for three reasons: first, it examines the theory of
public utility reform; second, it reports on practical experiences of reform in China; and third,
it also discusses some useful examples of reform from other developing countries and from the

developed countries. The book is invaluable for both public policy-makers and researchers.

The different essays cover all aspects of public utility reform. First, it takes up issues of
ownership. China started reform with a completely state owned and state managed system of
public utilities. While these entities made some important contributions pre-1978, in general
the utility system did not have enough capacity to serve the growing needs of an expanding e-
conomy and an urbanizing population. Hence reform of the utilities was important to the over-
all reform of the economy. One aspect of China’ s reform has been a pragmatic experimenta-
tion with ownership that has involved public-private partnerships and schemes such as build-op-

erate-transfer (BOT). Both the theory and practice of ownership reform is covered here.

Second, the entry of the private producers into the public utility sectors and their operation
on a commercial basis naturally bring up the question of regulation. As noted, parts of these
sectors are natural monopolies, calling forth a role for government regulation. How to estab-
lish independent regulation and the incentives for the regulators are analyzed here in theory and
in practice. International experience, such as from the United States, is brought to bear on

these important questions.
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Third, within regulation there is a special concern with pricing policy. Pricing of utilities is a

special challenge because marginal cost is often below average cost, so that there is a tradeoff
between the socially optimal pricing and the need to recoup capital costs of utilities. Also, rai-
sing prices of key services such as gas, water, and sanitation is always politically and socially
sensitive. Here the essays look at the theory of utility pricing as well as China’ s pragmatic ap-
proach to using tariffs to raise revenue and recover capital costs. The result of reform is that
prices of many infrastructure services in China are high compared to other developing coun-
tries, and this has allowed public utilities to expand on a commercial basis. There are impor-

tant lessons here for other countries.

Finally, there are important social issues of equity as well during the reform of utilities.
Since the reform generally involves increases in tariffs, there is a legitimate concern that poor
households will be squeezed out of the market and will see their welfare decline. Here the book
has a number of interesting points. In general it is not the poor who benefit from artificially
low prices for utilities, since most of the output is used by firms and the middle class, not by
the poor. The interests of the poor can be protected through lifeline schemes or direct subsidies

to the low income.

While reform of public utilities in China has come a long way, there is still a considerable a-
genda ahead. Hence this book is well timed and doubly useful., On the one hand it is an impor-
tant record of major reforms already carried out in China’ s public utilities, On the other hand
it points the way to the next generation of reforms. It is essential reading for anyone interested

in this important topic.

Dawvid Dollar
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