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Preamble 
• Lewis and Garmon (1997) defined incentive Regulation as follows: 

"Incentive Regulation is the use of rewards and penalties to induce the utility to 
achieve desired goals where the utility is afforded some discretion in achieving 

goals.“ 

• In recent years, achieving a sustainable energy sector, security of supply, 
and reliability of service have emerged as overarching energy policy 
objectives in many countries; 

• Electrification of the economy is generally regarded as desirable for a 
sustainable energy-economy; 

• Achieving the above goals requires a transformation of the electricity 
networks through expansion of grids, adoption of new technologies for 
managing the variability of the supply side, accommodating an active 
demand side, and focused Renewable Energy development. 
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Preamble 2... 
• Such transformation can only be reached through substantial 

capital investments. Given the anticipated scale of the 
required investments in the coming years, ensuring sufficient 
and efficient investments in the networks presents itself as a 
policy and regulatory priority; 

 

• Following the liberalisation of the electricity industry in 
Nigeria, NERC has recognised the potential for cost efficiency 
improvement in the networks through incentive regulation 
aided by benchmarking and performance analysis; 

 

• The challenge is for the Regulator to design a system that 
provides the right incentives for delivery of cost effective 
services while ensuring there is no systematic 
underinvestment or overinvestment. 4 



Provisions of NEPP on Incentive Regulation 

• Chapter 2, section 2.0; subsection 2.2(i) as part of Policy Objectives is: 

 ‘to create the enabling environment, including the provision of incentives, 
that will attract investors and resources to achieve the objectives of the 

power policy’. 

• Further, Chapter 10, (Financing & Funding); Subsection 10.1 states that 
Government shall provide incentives to investors to enable them grow 
rapidly and efficiently. 

• Such incentives shall include: 

a. Taxes and import duties which are no less attractive than those for essential 
engineering technology; 

b. Fiscal incentives to encourage the local manufacture of electrical equipment 
and development of related software; 

c. Simplification of procedures and requirements for the importation of electrical 
equipment. 

d. Granting of pioneer status to qualified investors in the electric power sector. 
Regulatory procedures, including  licensing and monitoring, will be kept as 
simple and transparent as possible, consistent with the need for effective 
regulatory supervision. 
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Provisions of the EPSR Act 2005 on Incentive Regulation 
• Part IV Section 76 (a),(b),(c),(d),(e),(f) of the EPSR Act 2005 provide for 

incentive regulation through licensing and tariffs;  

• Prices for generation, transmission, distribution and trading activities shall 
be regulated according to one or more methodologies adopted by the 
Commission for regulating electricity prices and such tariff methodologies 
shall: 

a. allow a licensee that operates efficiently to recover the full costs of 
its business activities, including a reasonable return on the capital 
invested in the business; 

b. provide incentives for the continued improvement of the technical 
and economic efficiency with which the services are provided; 

c. provide incentives for the continued improvement of quality of 
services; 

d. give to consumers economically efficient signals regarding the costs 
that their consumption imposes on the licensee's business; 

e. avoid undue discrimination between consumers and consumer 
categories; and 

f. phase out or substantially reduce cross subsidies 6 



Forms of Incentive Regulation 
• Cost-of-service regulation (including return on rate base 

regulation) provides an opportunity to cover costs. It also 
provides companies with an incentive to over/under invest 
in plant, inflate costs, and cross-subsidize. Regulators 
generally try to remedy these perverse incentives through 
regulatory lag, sliding scales, and efficiency audits/reviews. 

 

• Price cap regulation provides companies with incentives to 
cut costs. It also dampens the effects of cost information 
asymmetries between companies and regulators. Service 
quality and infrastructure development may suffer. 
However, incentives to over-invest in capital and to cross-
subsidize are less than with cost-of-service regulation. 
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• Yardstick regulation provides companies with incentives 
to cut costs. It also dampens the effects of information 
asymmetries between companies and regulators. 
However, developing appropriate yardsticks is resource 
intensive and may not be possible in some situations. 

• Performance-based Regulation (PBR) is another term 
applied to situations in which performance measures are 
used to incentivise the utility. Good performance 
measures should be accurately observed and verifiable, 
should reflect the utilities’ efforts, and should be 
structured to reduce the impact of random variation. In 
addition, performance measures should be adjusted 
according to how specific or diverse are the utility’s 
performance areas. 
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Forms of Incentive Regulation 2... 



Forms of Incentive Regulation 3... 

• Franchise Regulation provides incentives for 
cost containment through competitive 
bidding for the right to provide service in a 
geographic area. The firm bidding the lowest 
price (subject to meeting quality 
requirements) becomes the supplier.  
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Principles of Incentive Regulation 

• Ensure a balance between the financial 
viability of the electricity market participants 
and the consumers; 

• Encourage Economic Efficiency; 

• Encourage Intergenerational equity; 

• Have a sustainable Incentive Regulation 
Framework; 

• Minimize Rate Volatility; 

• Ensure Predictability of Recovery of 
Investments. 
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NERC’s objective on Incentive Regulation 
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NERC’s objective on Incentive Regulation 2... 

• Set appropriate tariffs such that: 
 
– Utilities can remain in business executing their 

licence terms and Conditions (T&Cs); 
 

– Shareholders are adequately Compensated for 
their investment; 
 

– Rates are fair to Customers. 
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Expectations from NERC’s Incentive Regulation  

• Create appropriate incentives to Utilities to: 

Reduce Costs of Service 

Improve Quality of Service Delivery (cost effective 
quality of service) 

 

• Stimulate: 

New Products and Services 

Efficient Long Term Investment in Network 
Capacity; and 

Appropriate Pricing of Access to the Regulated 
Transmission and Distribution Networks. 
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Regulatory Basic Requirements to Achieve Results 

• Data Collection – implement resets of quality 
and prices attributes: 

Sound approaches to the treatment of Capital 
Expenditures (CAPEX); 

Development of effective Performance 
Monitoring, Benchmarking techniques, 
Methodologies and Matrices; 

• Standard Accounting Rules; 

• Reporting: Accurate and Timely; 

• Auditing. 
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Concerns and Current Issues with 
Incentive Regulation 

• Quality of service 

License Terms & Conditions (T&Cs) 
enforceable Penalties; Clear definition and 
procedure for Rewarding Utilities that meet 
thresholds 

• Convergence with RoR Regulation 

Concerns over Excessive or Low Profits 

• Shift of Costs towards the most Captive 
Customers. 
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NERC’s Responsibility to Provide Incentive 
Regulation 

• NERC regulates the power industry using multiple incentive 
regulation techniques; 

• NERC allows DisCos Utilities charge their tariffs using 
Revenue Requirements Model; 

• Transmission tariff is based on Price Cap (building blocks) 
Model; 

• Generation  Utilities are allowed to use Cost of Service 
Model.  

• The efficiency gains can be measured through performance 
monitoring.  

• However for now, efficiency gains are allowed to be 
retained by Utilities at least for the first five years after 
which gains will be shared with consumers as approved by 
the Regulator. 16 



NERC’s Responsibility to Provide Incentive 
Regulation 2... 

• Veto structure of tariff charges for 
• Energy; and  

• Capacity 

 

• Approve variations / refinements of 
• Customer Numbers and Classes 

• Revenue to Cost Ratios 

• Long Run Marginal Costs (LRMC) 

• Bill and Volumetric Impacts 
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NERC’s Challenges 

• Determination  of Accurate Expenses for the 
Utilities; 

• Determination of Appropriate Rate Base for 
Utilities: 
Should this cover the entire business of the Utility or 

simply be limited to the Utility’s Regulated Business; 

Should this be Firm or Sector Specific? 

What about ‘Reproduction Cost’ (the cost 
Transmission incurs to replace equivalent capacity in 
current prices) 
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NERC’s Challenges 2... 

• Information Asymmetry: 

Utilities True Costs 

Energy Demand Levels for all Classes of Customers 

Actual Customer Numbers 

Actual ATC&C Loss Levels 

• The breakeven points for the Utilities 

This is relevant if prices are significantly different 
from estimated Marginal Cost. 

• Administration and Politics. 
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Ways Forward 

 For NERC to set ‘Just and Fair Electricity Prices’: 

 DisCos and TCN (that have some sort of Natural Monopolies of wire 
business) should be made to: 

Maintain Standardized Accounts in accordance with NERC 
Guidelines; 

Separate Competition from Monopoly Businesses; 

Set guidelines for the treatment of items that NERC will 
accept as Operating and / or Capital Costs;  

Specify reasonable measures that Utilities may restrain from 
exaggerating their true costs; 

 Specify acceptable Entries: 

– Treatment, standards and procedures for ‘off balance sheet’ 

Items or Contingent Liabilities. 
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Conclusion 
Three important Key Elements to achieving Incentive Regulation are: 

 

1. Use of rewards and penalties provide inducements to motivate 
the utility to perform. This system replaces a command and 
control form of regulation. 

2. Utility assists in setting goals or performance targets. Goals are 
not unilaterally dictated by the Regulator. The firm’s information 
on complex performance interdependencies (as between output 
and quality) may need to be taken into account. 

3. Utility decides how to achieve goals. Specific actions are not 
prescribed by the Regulator, which allow the utility to utilize its 
internal information and to establish internal incentives 
appropriate for improved performance. 
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Conclusion 2 
• Government intervention by definition establishes a system of 

rewards and penalties for private decision-makers; 

• All forms of Regulations provide incentives. However, 
Incentives, information asymmetries and principal-agent 
problems all affect company performance; 

• Good performance measures should be accurately observed 
and verifiable, should also reflect the utilities’ efforts, and 
should be structured to reduce the impact of random 
variation; 

• Clearly, regulation affects behaviour of Utilities, as evidenced 
by traditional and more recent varieties of regulation; 

• What is imperative is how to make Incentive Regulation 
productive, promoting the achievement of economic 
objectives at minimum cost. 
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Conclusion 3 
• Government, in addition to providing an enabling Legal and 

Regulatory Frameworks for NERC to practice Incentive 
Regulation in the Power Sector, it has also provided generous 
fiscal incentives to encourage private sector participation as 
obtainable from the NIPC.  

 

• It is hoped that as Government continues to demonstrate it’s 
commitment to providing the required conducive atmosphere 
for the Regulator to Transform Electricity Supply through 
Incentive Regulation in order to attract more investments 
from the private sector to fast track the provision of 
adequate, safe, reliable and affordable electricity supply for 
the nation.  
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 My Quotes 

 ‘The most Important Incentives 
Investors require for the 

Transformation of Electricity 
Supply in Nigeria are: Regulatory / 
Policy Certainty, Transparency, and 

Predictability’ 
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  THANK  YOU 

Website: www.nercng.org  
E-mail: info@nercng.org 
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