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Foreword

Economic regulators play a crucial role across sectors, driving the efficient delivery of essential services
for the benefit of society. They balance often competing interests to find the optimal outcome. Regulators
can ensure that decisions are made with evidence and integrity, promoting the predictability and stability
that sectors need to develop. They work to improve the accessibility, affordability and quality of services
for users.

Recent crises and transitions, such as those linked to the COVID-19 pandemic, the rising cost of living,
and the green and digital transitions, have made the work of regulators both more challenging and more
prominent in public debate. This context has arguably increased the value of the work of economic
regulators and the importance of their governance, to keep sectors on track towards long-term objectives.

The OECD has developed the Performance Assessment Framework for Economic Regulators (PAFER)
to support regulators in assessing their organisational performance and governance structures, based on
the OECD Best Practice Principles on the Governance of Regulators. The framework analyses regulators’
internal and external governance, including their role and objectives, human and financial resources,
processes, and outputs and outcomes.

In 2016, the OECD carried out a PAFER review of Latvia’s Public Utilities Commission (PUC) that resulted
in the report Driving Performance at Latvia's Public Utilites Commission. Since then, the PUC has invited
the OECD twice to assess its progress against the review’s recommendations. The progress review fulfils
a legal requirement introduced in 2017 for the PUC to undergo an independent review of its activities every
three years. A first progress review of the PUC was published in 2021. This second progress review
focuses on the period from 2020 to 2023.

The review finds that the PUC has made good progress in several areas to improve its governance and
performance. It did so while navigating significant changes in context and new challenges, which may
warrant a broader governance review in the future to identify emerging areas of attention. Advancements
include the introduction of key performance indicators to measure performance against strategic
objectives, a fully operational Advisory Council and the use of interactive data-driven reports and tools to
improve communication. At the same time, several areas of opportunity still exist. To continue its progress,
the PUC should define targets for its performance, advocate for clear criteria and procedures to review the
regulatory fee that funds the regulator, and use tailored and proactive communication to increase
awareness and understanding on the role of the PUC and its regulatory decisions.

This report is part of the OECD work programme on the governance of regulators and regulatory policy,
led by the OECD Network of Economic Regulators (NER) and the OECD Regulatory Policy Committee
(RPC), with the support of the Regulatory Policy Division of the OECD Directorate of Public Governance.
The Directorate’s mission is to help government at all levels design and implement strategic, evidence-
based and innovative policies that support sustainable economic and social development. The report was
presented to the NER for comments at its 22nd meeting in April 2024. It was approved by the Regulatory
Policy Committee on 12 July 2024 and prepared for publication by the Secretariat.
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Executive summary

The Public Utilities Commission (Sabiedrisko pakalpojumu reguléSanas komisija — PUC) is Latvia’s
economic regulator for energy, e-communications, post, water, waste management and packaging deposit
services. Established in 2001, the PUC oversaw the liberalisation of utility sectors and has worked to
promote better quality, affordability and efficiency.

The OECD conducted an in-depth review of the PUC’s governance and performance in 2016 according to
the OECD’s Performance Assessment Framework for Economic Regulators (PAFER). The PUC invited
the OECD twice to track progress on recommendations since, demonstrating its commitment to excellence.

The progress review finds that the PUC has continued to implement OECD recommendations since the
last review. It identifies progress on all recommendations, with more than half fully implemented or with
good progress. The main areas of progress since 2020 include the introduction of key performance
indicators (KPIs) to measure progress on strategic objectives, a fully operational Advisory Council and the
use of interactive data-driven tools and reports to communicate with stakeholders.

Progress had been made more difficult in recent years due to a changing and challenging context. Shocks
from the COVID-19 pandemic and Russia’s war of aggression against Ukraine have significantly affected
the sectors under the PUC’s responsibility. The review identifies some areas that the PUC could focus on
to continue its progress. These areas include i) the regulator’s use of communication and engagement,
ii) performance reporting, and iii) funding and staffing arrangements.

Communication and engagement

Previous recommendations included clarifying the regulator’'s goals and priorities, assessing how to
participate in the policymaking process and setting up a consultative council to consult on the regulator’s
strategy. Significant progress has been noted in these areas.

Assessment of progress on key recommendations and suggestions for the way forward

e The PUC’s Advisory Council is fully operational and positively perceived by stakeholders; it can be
strengthened by keeping an eye on balanced representation and making meetings more member-
led.

e While the PUC’s contributions to the policymaking process still consume significant resources, the
regulator took an important step to signal its independent role by publicly issuing its opinions.

e The PUC’s new strategy continues the shift towards a user-centric approach, but it remains unclear
how the regulator decides and communicates on trade-offs in decision making. The PUC could
tailor communication in its engagement with different stakeholder groups to increase awareness of
the regulator’s role and explain the balancing of interests in its decision making.

SECOND PROGRESS REVIEW OF LATVIA’S PUBLIC UTILITIES COMMISSION © OECD 2024
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e The PUC engages frequently with stakeholders to inform its decisions but could more proactively
co-ordinate with other public bodies to flag any issues or impacts that go beyond its own mandate,
to improve role clarity, signal its independence and support the overall effectiveness of public

policy.

Performance reporting

Previous recommendations included developing a performance assessment matrix, introducing more
regular exchanges with parliament (the Saeima) and using performance data and information to
communicate with key stakeholders. Strong progress has been made in some areas, while there remains
more scope for improvement in other areas.

Assessment of progress on key recommendations and suggestions for the way forward

e The PUC made strong progress by introducing KPIs after consultation with stakeholders, and now
needs to define targets and a clear methodology to enable tracking of progress on its strategic
objectives and to maximise accountability.

e The PUC frequently interacts with parliamentary committees but could advocate for an annual in-
person reporting by the regulator to the Saeima plenary on its strategy and performance.

e The PUC uses interactive tools and reports to share insights on the performance of the regulator
and sectors with stakeholders in an accessible format and is on track to report on KPlIs in the future.

Funding and staffing arrangements

Previous recommendations included advocating for an alternative fee-setting process, investigating the
impact of the salary cap and developing a “total rewards approach” to increase job attractiveness. The first
progress review already noted significant progress in these areas, but advancements have been more
limited since.

Assessment of progress on key recommendations and suggestions for the way forward

e The PUC successfully advocated for an alternative fee-setting process in 2017 to reduce the risk
of undue influence, but there remains a need for clear criteria and procedures for reviewing the fee
level to ensure cost-reflectivity in a context of volatile sector revenues.

e A new salary cap allows PUC salaries to track sector salaries, but the regulator now needs to
assess and enhance its broader attractiveness as an employer beyond financial remuneration.

e The regulator continues to offer a balanced employment package, although its efforts to build a
positive work environment could be affected by the structural impact from the COVID-19 pandemic
on operations.

SECOND PROGRESS REVIEW OF LATVIA’'S PUBLIC UTILITIES COMMISSION © OECD 2024
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_1 Implementation of the 2016 PAFER

recommendations

This chapter first provides an overview of the main changes in the institutional
context and the sectors regulated by the PUC over the past three years. It
then provides an extensive analysis of the progress made by the regulator in
implementing the 2016 OECD recommendations since the first progress
review in 2020. The chapter concludes by outlining the main lessons learnt

by the regulator in the process of implementing the OECD recommendations
and identifying areas of focus moving forward.
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Introduction

The Public Utilities Commission (Sabiedrisko pakalpojumu reguléSanas komisija — PUC) is Latvia’s
economic regulator for energy, e-communications, postal, water, waste management and packaging
deposit services. Since its establishment in 2001, the PUC oversaw the liberalisation of utility sectors and
has worked to promote better quality, affordability, and efficiency. More recently, shocks from the COVID-
19 pandemic and Russia’s war of aggression against Ukraine have significantly impacted sectors under
the PUC’s responsibility. This context has motivated the regulator to find new ways to regulate effectively
and increased public scrutiny of its performance.

This report notes important steps taken by the PUC to implement OECD recommendations regarding its
governance. The PUC underwent a review of its governance and performance in 2016, using the
Performance Assessment Framework for Economic Regulators (PAFER) (OECD, 20161). The PUC
invited the OECD back to monitor progress on recommendations in 2023 — after a first stocktake in 2020
— exemplifying its commitment to excellence (OECD, 20212;). The current report does not constitute a full
review of the PUC’s governance beyond the earlier recommendations. However, it considers changes in
context and new challenges when assessing progress and providing guidance. The report identifies
progress on all earlier recommendations, with more than half fully implemented or with good progress.

The progress review is structured in three sections. The first section looks at the institutional and sector
context in which the PUC operates, identifying any changes since 2020. The second section assesses
progress made on recommendations from the 2016 review and provides recommendations for the PUC to
continue moving forward. Finally, the third section discusses lessons learnt and the way forward.

Institutional and sector context

This section discusses the changes in the context in which the PUC operates over the period 2020-2023
(between the previous progress review and the current one), looking at the institutional framework and the
sector structure. A more extensive discussion of the regulatory context can be found in the 2016 publication
Driving Performance at Latvia’s Public Utilities Commission and the 2021 publication Progress Review of
Latvia’s Public Utilities Commission (OECD, 2016y1;) (OECD, 20212).

Institutional framework

Due to its broad multisectoral mandate, the PUC conducts its regulatory activities in co-ordination with a
wide range of ministries. These ministries are responsible for sectoral policies, hold ownership in several
regulated entities and, in the case of the Ministry of Finance, are responsible for supervising the regulator’s
budget proposal. An overview of the main ministries that the PUC engages with and their functions is
provided in Table 1.1.

The main change in the institutional context since 2020 is the establishment of the Ministry of Climate and
Energy (MoCE) as of 1 January 2023. This ministry is responsible for energy and climate policy, taking
over functions from both the Ministry of Economics (MoE) and the Ministry of Environmental Protection
and Regional Development (MoEPRD).

SECOND PROGRESS REVIEW OF LATVIA’'S PUBLIC UTILITIES COMMISSION © OECD 2024
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Table 1.1. Ministries relevant to the external governance of the PUC

Policy responsibilities Ownership positions in sectors overseen by the
connected to the PUC PUC
Ministry of Climate and Energy e Energy o Augstsprieguma tikls (electricity TSO, 100%)
(MoCE)
Ministry of Transport (MoT) e E-communications e Latvijas Valsts radio un televizijas centrs
e Postal services (LVRTC) (radio and tv broadcasting and data

infrastructure, 100%)
e Latvijas Pasts (universal postal service
provider, 100%)

Ministry of Environmental o Water
Protection and Regional o Waste management
Development (MoEPRD) o Deposit system for
beverage containers
Ministry of Economics (MoE) o Latvenergo (energy utility, 100%)
o Sadales tikls (electricity DSO, 100%)
o Latvijas Gaze (gas utility, <0.1%)
¢ Rigas Siltums (heat provider, 49%)*
o Tet (telecom services provider, 51%)
e LMT (mobile services provider, 5%)**
Ministry of Finance (MoF) e PUC budget

Note: The table includes a summary the main responsibilities and ownership positions within the sectors overseen by the PUC. It is not an
exhaustive overview of all ministerial responsibilities or state ownership in Latvia.

* In addition to the 49% held by the Ministry of Economics in Rigas Siltums, 49% is held by the Riga city municipality (Rigas Siltums, 20243)).

** In addition to the 5% held by the Ministry of Economics in LMT, 23% is held by Tet and 23% is held by LVRTC, both majority state-owned enterprises
with shares held by the Ministry of Economics and the Ministry of Transport respectively (LMT, 2024)).

Source: Information provided by the PUC.

Energy

The Latvian gas market is undergoing processes of regional integration and market liberalisation. The
Finnish, Estonian and Latvian (“FinEstLat”) gas markets merged in 2020 by creating a common entry-exit
transmission system, removing internal tariffs in the region. Furthermore, Latvia developed a common gas
balancing zone together with Estonia (ACER, 20225). The process of further market integration, by
merging the FinEstLat market with the Lithuanian market, has been postponed to October 2024 due to the
current geopolitical context (PUC, 2022)). The Latvian gas market has been fully liberalised, and starting
from 1 May 2023 the regulated household tariff for gas was eliminated. Users have the choice between
contracts with flexible or fixed tariffs as offered by suppliers. All suppliers are obliged to offer a “universal
service” contract with tariffs fixed for six months which can be terminated at any point, to ensure a suitable
offer for “passive users” that do not change suppliers (PUC, 2023).

While COVID-19 caused some shifts in energy consumption, the largest shocks in the past years were
due to Russia’s war of aggression against Ukraine and the instability this brought to energy markets. These
developments had a significant impact on the operations of the Latvian energy sector and led to sharp
price increases in all segments (gas, electricity and heat):

o Electricity: Latvia has stopped the commercial electricity trade with Russia, although some
minor technical electricity exchange still takes place as the electricity system is synchronised
with the Russian system. A process of desynchronisation from the Russian system towards
synchronisation with the European system is underway. Baltic states already stopped the
electricity trade with Belarus in 2020, following the operationalisation of the Astravjets nuclear
power plant in the country.

SECOND PROGRESS REVIEW OF LATVIA’S PUBLIC UTILITIES COMMISSION © OECD 2024



113

e Gas: Gas imports from Russia were banned in Latvia from 1 January 2023. This required a
change in gas flows and a need for new gas infrastructure in the region, in particular an LNG
terminal in Finland.

o Heat: Latvia stopped the trade in biomass fuel (woodchips, pellets, etc.) with Belarus, which was
one of the main sources for wood products. This led to strong price increases and speculation
on an undersupply.

The affordability of energy services has become a pressing concern in Latvia. In response to strong
increases in energy prices, schemes have been introduced to protect vulnerable users and counteract
energy poverty. The PUC made adjustments to its tariff methodologies to make tariffs more responsive by
allowing them to adapt more quickly to energy price changes (Saeima, 2022). The PUC also faced
criticism over an increase in electricity tariffs in 2023 (PUC, 20239) (Box 1.1).

Box 1.1. Public debate on electricity tariffs

A PUC tariff decision for electricity distribution system operator (DSO) Sadales tikls led to an increase
in tariffs, but also a redistribution of costs across users. The proposal included a change in the tariff
methodology, to improve the alignment between tariffs and the DSO’s underlying costs. In the new
proposal, a higher share of total costs was charged through the fixed tariff component, based on a
user’s connection capacity. As a result, users with a relatively low consumption level compared with
their connection capacity saw a more significant tariff increase.

The change led to a debate on the merits of the regulator’s decision, which introduced threats to the
PUC'’s independence. Several political actors criticised the decision, based on its social implications,
and some suggested more fundamental changes to the regulator’s board and organisation in response
to the decision. Others emphasised the role of the regulator within the institutional framework to set
cost-reflective tariffs, while social responsibilities lie with policymakers. The PUC defended its decision,
stressing its task to balance the interests of consumers and companies and noting how it excluded
unreasonable costs from the tariffs.

Changes in regulation and legislation have since reduced the impact from the tariff decision and
introduced new requirements regarding transparency and tariff methodologies. In November 2023, the
PUC adjusted its tariff methodology to allow for a faster downward revision of tariffs in January 2024,
based on a drop in inflation and electricity prices. In the same month, the Saeima approved legislative
amendments, introducing a formal requirement for the regulator to report on energy tariffs, costs and
revenues through its annual report, and for operators to include tariff forecasts in their 10-year network
development plans. In addition, the amendments required the regulator to define the maximum level
projected costs are allowed to deviate from tariffs for the fixed tariff component before a new tariff
proposal should be submitted. Specifically for electricity distribution tariffs, maximum deviation levels
for the period until 31 December 2025 were already defined in legislation.

Source: (LSM, 202310)) (Saeima, 2023p11;) (TV NET, 202312)) (LA, 202313)) (PUC, 2023(14) (Saeima, 2023(15)) (Saeima, 2023(16)) (Saeima,
2023p17).

Beyond these exogenous crises, some changes in sector ownership took place over the past years. The
electricity transmission system asset owner was merged with the transmission system operator (TSO),
meaning the TSO now holds all transmission assets. In the heat sector, a process of administrative-
territorial reform that reduces the number of administrative areas resulted in the merger of some utilities
(see Water management for a further discussion of the administrative-territorial reform).

SECOND PROGRESS REVIEW OF LATVIA’'S PUBLIC UTILITIES COMMISSION © OECD 2024
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Electronic communications

In July 2022, the new Electronic Communications Law entered into force (Saeima, 2022p1g;). This law
transposes the European Electronic Communications Code into Latvian legislation (LV Portals, 2022;19)).
In the preparation of the law, the PUC provided opinions into the legislative process and worked together
with Saeima committees. The PUC adopted a set of 20 regulatory acts to implement the new legislation,
all of which were subject to public consultation (PUC, 2023201). The main changes resulting from this new
legislative package include the following:

e The PUC amended the regulation for the use of the radio frequency spectrum and the allocation
of rights by auction (PUC, 2022;211) (PUC, 202222;). The PUC grants rights to use the limited
radio frequency spectrum, while other radio frequency spectrum bands are granted and
managed by VAS Elektroniskie Sakari, a state-owned company (VAS Elektroniskie sakari,
n.d.;23).

e The PUC became responsible for the management of the National Numbering Plan, a function
it took over from VAS Elektroniskie Sakari. Before the change, the PUC was already responsible
for assigning and cancelling numbering resources. A National Numbering Plan was developed
by the regulator in 2022 (PUC, 2022/241). The PUC also set instructions for telecom providers on
how they should deal with possible cases of numbering fraud (PUC, 20225)).

o The PUC is responsible for the supervision of the quality of internet access, voice services and
television services, for which it improved the methodology for quality measurement (PUC,
2022;261). Under the new law, the PUC is responsible for ensuring free access to a comparison
tool — which includes information on prices and quality for internet and number-based
communication services — in case such a comparison tool is not already available to users.

o Following the enforcement of the new law, there is no longer the possibility of special discounts
for vulnerable consumers, such as end-users with disabilities (PUC, 202227)).

The COVID-19 crisis led to an increase of 20% in mobile traffic and 10-30% for fixed internet connections,
but none of the service providers encountered network congestion. The pandemic led to a slight increase
in consumer complaints regarding the quality of internet services, where the PUC asked providers to agree
with the user on a discount in cases with non-compliant quality. In 2022, the PUC observed that remote
working continued to have a significant impact on the sector.

Postal services

In 2022, the delivery of subscribed press became part of the universal postal services in Latvia (Saeima,
2021p28)). Previously, the universal postal services included only domestic and international letter
correspondence and smaller parcels. The universal postal services provider, Latvijas Pasts, is allowed to
be compensated from the state budget for the full net costs’ (or loss) incurred for providing the universal
postal services, based on a calculation as approved by the PUC (Saeima, 202329)).

During the COVID-19 crisis, the number of parcels increased sharply, by 107%. At the same time, the
number of letters and subscribed press deliveries decreased by 45% and 19% respectively. Following the
lifting of the COVID-19 restrictions, the number of parcels decreased slightly, but remained well above the
level that was seen prior to the COVID-19 crisis. The number of letters and subscribed press deliveries
continued to decrease.

Water management

The structure of the water sector changed following an administrative territory reform in Latvia in 2021 that
reduced the number of local government administrations. This reform reduced the number of administrative
territories from 119 (110 municipalities and 9 “republican cities”) to 43 (36 municipalities and 7 republican
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cities) (LV Portals, 202230)) (Saeima, 2022j31). This led local governments to consider the merger of
multiple water providers in a territory into a single provider. The merging of service providers into a single
provider was motivated by the potential improvements in efficiency and financial sustainability this could
bring. Since the implementation of the new system on 1 July 2021, the PUC has updated its register on
public service providers 14 times to record changes in the market structure.

The Latvian water sector was also affected by the rising energy prices that followed the start of Russia’s
war of aggression against Ukraine. While the average share of energy costs in total costs, as reflected in
tariffs, was 14% for 2021, this increased to 25% in 2022. As a result, the regulator conducted 53 tariff
reviews in 2022 to incorporate energy price rises, where this used to be just 8 to 10 reviews a year before.
Often, changes were made through a faster tariff review process, where companies were able submit new
tariff proposals based on only the change in energy costs, leaving other costs unchanged. In some cases,
companies chose to first submit a fast tariff proposal to already incorporate changes in energy prices,
before submitting a full tariff proposal considering all costs. At the end of 2022, the regulator also made
amendments in the tariff methodology, allowing companies to self-determine their tariffs. Under the new
rules, companies publish self-determined tariffs in the state gazette and at the same time submit their
underlying calculations and justification to the regulator. The PUC has 21 days to review the tariffs and
tariffs enter into force after 30 days. The methodology includes provisions for changes in energy prices,
where water companies can compensate unexpected revenues and expenses in relation to their energy
costs in future tariffs and are obliged to revise their tariffs based on changes in energy prices if the resulting
change in tariff would be larger than 10% (PUC, 202332)).

Waste management

Latvia intends to decrease the amount of waste deposited at landfills to just 10% by 2035 (down from 64%
in 2019) and increase the share of waste that is recycled. To put the country on track towards these goals,
it defined a Waste Management Plan for the period 2021 to 2028 and amended the Waste Management
Law (Cabinet of Ministers, 202133)) (Saeima, 202334)). Based on the amended law, the PUC became
responsible for determining the tariff for the processing of unsorted municipal waste. In 2023, there was
also a reduction in the number of waste management regions from ten to five regions (Cabinet of Ministers,
202335)).

The operations of waste management service providers were impacted by Russia’s war of aggression
against Ukraine and higher energy prices. In July 2022, the mandatory electricity supply with state support
was terminated, and service providers could use the energy obtained from landfill gas either for own use
or offer it on the market. Some waste management service providers are currently self-sufficient in their
energy needs, through the production of electricity and heat energy, and a few more are expected to
become self-sufficient over the course of 2024 with the operationalisation of biodegradable waste
treatment plants. Other waste management service providers still buy their energy from external suppliers.
A surge in prices for secondary raw materials in mid-2022 provided additional revenues that helped
operators withstand some fluctuations in the energy prices. However, when prices dropped again, several
providers ended the year with losses and had to undergo financial restructuring.

Deposit system for beverage containers

The deposit system for beverage containers was introduced through an amendment to the Packaging Law
in 2019, and the PUC was appointed as its regulator (Saeima, 20213¢)). In 2021, the company LLC
Depozita lepakojuma Operators was selected as the operator of the deposit system by the State
Environment Service. The deposit system started operating in February 2022, where the PUC holds
responsibilities for supervision of the activities of the operator and the approval of the deposit system
participation fee paid by product manufacturers to participate in the deposit system. The PUC approved
the participation fee for the deposit system for the first time in February 2023.
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Assessment of progress on the 2016 recommendations

Role and objectives

The role and objectives dimension within the Performance Assessment Framework for Economic
Regulators (PAFER) looks at the regulator’s mandate, function and powers, its co-ordination with other
public bodies, its strategic planning and independence. The PUC has made significant progress on
recommendations in this area since 2021, most notably by developing key performance indicators and
creating an Advisory Council that is fully operational and widely appreciated. To strengthen progress in
this area further, the PUC could consider ways to fine-tune its use of incentive regulation and promote
member-led meetings of the Advisory Council.

Recommendation: Focus on high-level goals and outcomes

The 2016 review recommended that the strategic framework should start with high-level goals, such as
consumer welfare and competition, and include key outcomes that the PUC aims to achieve over the
medium term. The review also recommended the PUC to develop a matrix on how it uses its functions and
powers to achieve the envisaged goals, with intermediate performance indicators.

The 2021 progress review noted moderate progress on this recommendation. The PUC refocused its
strategic objectives in its 2018-2021 strategy to include a stronger focus on goals and outcomes, rather
than simply the execution of functions. The PUC also developed an Annual Action Plan with an operational
and strategic part, including yearly strategic priorities. Moving forward, the progress review recommended
to further invest in measuring its progress and improving accountability. The regulator could advance by
creating a performance assessment matrix that links goals and priorities to outputs and outcomes. This
matrix should identify intermediate performance indicators to measure progress on strategic objectives.

Assessment of progress

The PUC’s new strategy maintains a focus on high-level goals and outcomes and introduces KPIs
to track progress, which the regulator can strengthen by defining targets.

The PUC adopted a new organisational strategy for the period 2022 to 2026 (PUC, 202237)). Both its
mission and vision evolved from the previous strategy, with stronger emphasis on the sector outcomes
that the regulator aims to achieve.? In the 2018-2021 strategy, the regulator set three strategic priority
directions, focusing on service affordability, quality and availability (PUC, 2018s). In the 2022-2026
strategy, its strategic goals focus on the PUC’s regulatory practice, sector sustainability and efficiency, and
user empowerment (Figure 1.1). For each strategic goal, the regulator defined several strategic tasks. In
developing the strategy, the regulator held meetings with a wide range of stakeholders and its Advisory
Council, to receive their input on the regulator’s strategic directions.

Unlike in previous strategies, the 2022-2026 strategy includes a set of key performance indicators (KPIs)
that the regulator will use to track performance on its strategy. This can enable the regulator to link goals
and priorities to outputs and outcomes, and to measure progress. The introduction of the KPIs is an
important step to improve the regulator’s accountability on its strategy and to allow the PUC leadership to
monitor the regulator’s performance. However, there are currently no target levels defined for the strategic
indicators, thereby leaving it unclear what progress stakeholders may expect over the course of the
strategic period or what progress will be measured against.

Moving forward on this recommendation, the regulator could enhance transparency by measuring the base
values for the performance indicators, and by defining and communicating targets for each of the indicators
in consultation with the Advisory Council. This can give stakeholders the means to assess the regulator’s
performance in achieving strategic goals over time (see Recommendation: Develop a performance
assessment matrix that links goals and priorities to outputs and outcomes).

SECOND PROGRESS REVIEW OF LATVIA’S PUBLIC UTILITIES COMMISSION © OECD 2024



117

Figure 1.1. The evolution of the PUC’s strategic goals over time

Comparison of the strategic priority directions or goals for the periods 2014-16, 2018-2021 and 2022-2026

+ Provision of regulation

+ Monitoring of companies

+ Quality contral

2014-2016 « Participation in intemational organisations

+ Setting economically justified prices
+ Ensuring adequate quality
+ Promoting the availability of services

2018-2021

+ Accountable and fit for purpose regulatory practice

+ Sustainable and efficient market and infrastructure

+ Improved empowerment of users to assert nghts effectively and
maximise benefit from the market

Source: Driving Performance at Latvia’s Public Utilities Commission, OECD Publishing, Paris; PUC (2018), The Public Utilities Commission’s
Operational Strategy 2018-2021; Public Utilities Commission Strategy 2022-2026.

Recommendation: Clarify goals and priorities

The 2016 review recommended using the strategic planning framework to clarify the PUC’s goals and
priorities. It recommended that if the PUC intends to pay particular attention to consumer welfare, it should
show this as a clear priority in its strategic framework and move towards an outcome-focused approach
that takes into account current and future consumers. It also urged the regulator to clarify how it will balance
consumer welfare and the interests of the public utilities.

The 2021 progress review noted good progress on this recommendation. The 2018-2021 strategy of the
PUC included a set of three strategic priorities that focused on outcomes for consumers. For each strategic
priority, the strategy listed the key objectives it aimed to achieve. Moving forward, the progress review
recommended the PUC to explain more clearly how it will balance consumer and public utility interests in
its decision making. This could include explaining the meaning of the concept of “economically justified
prices”, in light of the incentive regulation that is being implemented by the regulator in some of the sectors.

Assessment of progress

The PUC’s new strategy continues the shift towards a user-centric approach, but it remains unclear
how the regulator decides and communicates on trade-offs in decision making.

The PUC 2022-2026 strategy strengthens the regulator’s focus on users of regulated services and their
empowerment. Where the earlier mission emphasised a balance between user and industry interests, the
new mission highlights the market outcomes it aims to achieve for users. Moreover, where the earlier vision
was inward-looking, focusing on the regulator itself, the new vision emphasises the rights of users in
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regulated sectors. The regulator’s focus on user empowerment is shown by a new strategic goal for the
regulator under the strategy to ensure “improved empowerment of users to assert rights effectively and
maximise benefit from the market”. As part of this strategic goal, the regulator lists three tasks, focusing
on education of citizens and providers, the use of easy-to-understand information and an effective
approach to resolving issues faced by users. In line with this objective, the regulator undertook several
consumer education campaigns and improved the accessibility of publications by making these shorter
and less technical.

While the strategy includes a stronger focus on users, it is unclear how this strategic focus translates into
the regulator’s decision making. The regulator notes the need for public communication with all parties to
understand their needs and expectations. However, it did not explain how it will balance these different
interests. This will be important especially for the use of incentive regulation, in which the regulator may
have more discretion to determine the “strength” of its regulation (for example, in the way it scrutinises
costs and shares the burden of inefficiencies between users and operators) than would be the case under
cost-plus regulation. While the regulator no longer mentions the concept of “economically justified prices”
as part of its objectives, its mission refers to an aim of setting “economically reasonable prices”. This aim
is based on a legislative requirement from the Law on Regulators of Public Utilities to set tariffs in line with
economically substantiated costs. However, the regulator does not explain further in its strategy what
should be understood to be “economically reasonable”.

The regulator stresses the importance of regulatory impact assessment (RIA) for decisions that affect many
stakeholders, to balance interests effectively. The PUC did not yet implement a unified methodology on
how to conduct regulatory impact assessments. Instead, the method is decided on a case-by-case basis.
Most RIAs conducted by the regulator consider economic and legal impacts, such as the cost of
implementation or tariff effects. In some RIAs, the regulator also considers alternative regulatory options.
The regulator has made most progress in the energy sector, where an economic impact assessment tool
is used to evaluate economic and financial impacts of tariff and methodology changes. This allows the
regulator to assess the financial impact on consumers’ spending, the consumer price index and state
budget.

Moving forward on this recommendation, the regulator should clearly communicate how it balances the
different user and industry interests in its decision making, such as in tariff decisions and the regulator’s
use of incentive regulation. The PUC could streamline its use of regulatory impact assessments and
expand its use across sectors, by developing guidelines on the method of assessment for different types
of decisions. The PUC could use these impact assessments to identify impacts for different stakeholder
groups (such as tariff effects). These findings can be used to understand the consequences of decisions
by regulators, including any social impacts that may go beyond the regulator's mandate but are within the
remit of other public bodies (such as ministries) (Box 1.2). It could then make further use of differentiated
communication for different stakeholder groups to explain how it balances these interests (Box 1.3), based
on the insights gained through regulatory impact assessments. A discussion on what economically justified
prices are, and how the regulator intends to determine these, will be a key component given the importance
of this concept in the regulator’s strategy and work.

Box 1.2. People-centred regulatory policy

Regulation by governments and regulators in utility sectors can have a powerful impact upon human
welfare and can affect different groups in different ways. For example, it can affect how people heat
their homes or access transportation services, and can also affect inequalities among different groups.
To understand these impacts on wellbeing, governments need to go beyond assessing economic
factors in regulatory impact assessments (RIAs), to estimate broader social impacts and, to the extent
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possible, distributional impacts. Economic regulators may be able to contribute to this government-wide
effort, by highlighting the various impacts of their decisions and by flagging any adverse impacts of their
decisions that are outside their own mandate to other bodies. This can support better informed decision
making, while respecting the different roles and responsibilities of public actors.

Despite some progress across OECD members, there is more to do for governments. The OECD 2021
Regulatory Policy Outlook has found that most OECD countries require an assessment of social
impacts, such as impacts on poverty. However, assessments of social impacts remain both less
developed and implemented than those for economic or budgetary factors. One example of integrating
social impacts into RIA can be seen in Ireland, where the assessment of impacts on socially excluded
and vulnerable groups, and on poverty generally, is explicitly considered within the RIA system. Another
example is the European Commission’s Better Regulation Toolbox, which underscores the importance
for governments to consider how regulatory options can affect people’s income or risk of poverty as
well as the income distribution and wealth.

Addressing the impact of rulemaking upon human welfare is a complex task, requiring adequate
resources, time, and data, which often are scarce. Additionally, governments face the challenge of
balancing the achievement of public policy objectives, while navigating trade-offs. Guidance and
communities of practice can support countries in assessing social impacts. In 2023, the United States’
National Science and Technology Council established a new Subcommittee on Frontiers of Benefit-
Cost Analysis as a technical community of practice where federal agencies can share knowledge and
expertise on advancing benefit-cost analysis. The US Office of Information and Regulatory Affairs also
revised its guidance on cost-benefit analysis. The revised guidance acknowledges that the benefits of
regulations may fall unevenly across society, but may also be valued differently across groups, and
discusses possible approaches to take this into account.

Source: (OECD, 202139)), OECD Regulatory Policy Outlook 2021, OECD Publishing, Paris, https:/doi.org/10.1787/38b0fdb1-en; OIRA
(2023), Circular No. A-4, https://www.whitehouse.gov/wp-content/uploads/2023/11/CircularA-4.pdf; European Commission (2023), Better

regulation toolbox, https://commission.europa.eu/law/law-making-process/planning-and-proposing-law/better-regulation/better-regulation-
quidelines-and-toolbox/better-regulation-toolbox_en.

Box 1.3. Economic regulators engaging with the media — The Essential Services Commission of
South Australia

The Essential Services Commission of South Australia (ESCOSA) undertakes economic regulation in
the water and sewerage, electricity, gas, maritime and rail industries, provides advice to local councils
and to the South Australian Government on economic and regulatory matters and conducts formal
public inquiries.

In its regulatory decision making and delivery, as well as in relation to its operational practices, ESCOSA
undertakes a wide range of consultation with stakeholders, including utility consumers, regulated
businesses, industry bodies, government, Ministers, Members of Parliament, policymakers, and the
media. As part of its ongoing stakeholder engagement and communication, ESCOSA proactively
engages with local and national media. Including the media as a stakeholder is vital for ESCOSA to
achieve its goals of effective regulation, consumer engagement and public trust. By fostering a strong
relationship with the media, ESCOSA aims to facilitate transparency and accurate reporting and
maintain a positive public image. Strategically engaging with media can also play an important role in
achieving compliance outcomes: explaining what constitutes good or poor behaviour can both educate
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and encourage businesses to comply, provide deterrence incentives and enhance consumer
confidence in markets.

Remembering that the work of an economic regulator may not always be front of mind for either
community members or the media, regular media engagement allows ESCOSA to educate journalists
about regulatory matters and ESCOSA’s role, objectives, and decision-making processes. This
supports unbiased reporting and enhances the likelihood of the public receiving accurate information.
Additionally, ESCOSA gains opportunities to directly address the public through interviews and press
releases and increases the likelihood of being sought out for comment in media pieces. Proactive media
engagement allows ESCOSA to control the narrative, particularly when it comes to potentially unpopular
regulatory decisions. In this way, ESCOSA can explain the reasoning behind its actions before any
negative narratives may take hold.

Ongoing media presence and engagement is crucial for building public awareness of ESCOSA’s work.
It fosters transparency, builds public trust and awareness, and allows ESCOSA to effectively
communicate its work and decisions to the South Australian community.

Source: Information provided by ESCOSA.

Recommendation: Ensure that requlatory functions are fit for purpose

The 2016 review recommended that incentive regulation could be used by the PUC to improve outcomes
such as efficiency, accessibility and quality. It found that the PUC mostly relied on cost-plus regulation,
which lacks an incentive mechanism to improve the efficiency of operators. In addition, it assessed that
the regulator’s impact on the determination could increase by granting the regulator the power to amend
tariff proposals.

The 2021 progress review noted good progress on this recommendation. The Latvian parliament (Saeima)
gave the regulator the power to use incentive regulation in the energy sector and to amend tariff proposals
where costs were not sufficiently justified. The traditional cost-plus approach to regulation remained in use
in the other sectors under the PUC’s purview, although the PUC started considering the introduction of
incentive regulation in heat supply. Moving forward, the progress review recommended to further develop
and fine-tune the efficiency incentives it sets, to ensure accuracy and objectivity. It highlighted the use of
ex post evaluations to assess the effectiveness of the new system.

Assessment of progress

Fine-tuning the use of incentive regulation in the energy sector has not significantly progressed
due to a turbulent sector context, while incentive regulation has not been introduced in other
sectors.

The regulator’s application of incentive regulation in electricity and gas sectors has remained relatively
unchanged. The tariff methodology for electricity and gas transmission and distribution defines a cost
efficiency ratio that is applied to the operators’ income for the regulatory period, based on a proposal by
the respective operator. Operators are able to keep 50% of the cost savings they make during the
regulatory period, thereby providing an incentive to improve operational efficiency (PUC, 202240)) (PUC,
202241]) (PUC, 2022427) (PUC, 2023u431). The regulator did so far not make use of ex post evaluations to
assess the effectiveness of its use of incentive regulation.

The PUC’s use of incentive regulation in the energy sector could be affected by recent legislative
amendments (see Box 1.1 under Institutional and sector context). These require the regulator to define a
maximum level that projected costs are allowed to deviate from tariffs before a new tariff proposal should
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be submitted. For electricity distribution, the maximum deviation levels are already defined in legislation
for the first two years, thereby limiting the regulator’s autonomy in tariff setting. While the amendments aim
to avoid large discrepancies between tariffs and underlying costs, they may also reduce efficiency
incentives. Incentive regulation relies on the possibility for operators to retain some additional benefit for a
certain period if they can surpass envisaged goals, such as in terms of cost efficiency (Box 1.4). By limiting
the possibility of deviations between costs and tariffs, and the duration for which tariffs are fixed, incentives
to cut costs could also be weakened.

The PUC made one significant change to fine-tune its tariff methodology, by adjusting its method to
calculate capital costs in 2022 (PUC, 2022p4)). This new methodology applies to sectors with incentive
regulation and those without. The new methodology defines unified principles for calculating asset values
and capital costs.?

Since the progress review, the PUC has not expanded its use of incentive regulation to other sectors, but
the regulator is working on changes to its methodology for the water and district heating sector. The
COVID-19 crisis and Russia’s war of aggression against Ukraine required the regulator to focus on the
continuity and cost of service delivery. The regulator adjusted methodologies to incorporate effects from
both crises on sectors. For example, the regulator made changes to its methodology to calculate electricity
distribution tariffs to ensure operators can recover their costs in a context of dramatic energy price rises
and inflation (PUC, 2022u45). The methodology through which the regulator sets the district heating tariffs
already contains some elements of incentive regulation. This methodology includes a provision for district
heat providers to keep certain costs savings in their tariffs for up to three years, thereby creating an
incentive to reduce costs, but this mechanism is not yet applied in practice (PUC, 20224¢)).

Moving forward on this recommendation, the PUC could consider alternative approaches to setting
efficiency targets, to improve their objectivity and strengthen the resulting incentives and impact. In light of
an information asymmetry between providers and regulator in the regulatory context, as well as a lack of
external comparison, it may be difficult for the regulator to verify the accuracy of any proposed level of
efficiency savings. The regulator may be able to use its strong international engagement to bring in
experience from other countries in defining efficiency targets, to find the method most appropriate for the
Latvian regulatory context. In this effort, the regulator should consider the potentially negative incentives
that could result from an efficiency incentive only on specific cost categories, which may result in cost
substitution rather than overall cost efficiency. It should also assess the potential impact from new
legislative amendments to cap deviations between costs and tariffs on the incentives for operators to cut
costs. The regulator could take these considerations into account when defining the maximum deviation
levels. Moreover, the regulator should consider expanding the use of incentive regulation across other
sectors under its supervision.

Box 1.4. The different approaches to incentive regulation

Incentive regulation is a regulatory approach that introduces some form of incentive (or “carrot”) for
regulated entities to achieve a set of goals or objectives such as cost efficiency or quality. The use of
incentive regulation is an alternative to the traditional “cost-plus” approach, in which all realised costs
incurred by regulated entities are passed on to users without strong efficiency incentives.

There are different approaches to incentive regulation, which include:

e Profit sharing: this approach passes some share of the excess profits or shortfalls of
regulated entities back to users, through refunds or reductions in future tariffs. Due to its
ex post nature, this approach requires a close monitoring of profits of regulated entities but
does not require an estimate of efficiency improvements.
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e Price or revenue cap: under this system, prices or revenues for the regulated entities are
fixed ex ante by the regulator for an upcoming period. Often, price or revenue caps are based
on an “RPI-X” (or “CPI-X") approach, where prices or revenues are adjusted over the course
of the regulatory period based on an inflation factor and an x-factor that reflects expected
efficiency improvements. Under a price or revenue cap, the profits of regulated entities
depend on their ability to meet or surpass the efficiency target, by reducing their costs.

e Yardstick regulation: Under a yardstick approach to regulation, the prices or revenues of a
regulated entity depend (fully or partly) on the costs of other comparable entities or some
efficiency benchmark. This method provides an incentive to regulated entities to reduce
costs, by inducing them to “compete” with other comparable entities.

In the use of incentive regulation, regulators may set separate targets for different costs categories
(such as operational and capital costs) or a global target for the total costs (“TOTEX”). The main
advantage of a global target is that this does not create a bias for regulated entities between different
costs categories, leaving them free to decide on the most optimal cost structure.

Source: CEER (2018), Incentives Schemes for Regulating Distribution System Operators, including for innovation,
https://www.ceer.eu/documents/104400/-/-/1128ea3e-cadc-ed43-dcf7-6dd40f9e446b; Vogelsang (2001), A 20-Year Perspective on
Incentive Regulation for Public Utilities, Regulation and Investment Conference Australian Competition and Consumer Commission; Albon
(2000), Incentive regulation, benchmarking and utility performance, Utility Regulators Forum.

Recommendation: Assess how to participate in the policy-making process

The 2016 review recommended that the PUC assess how to participate in the policy-making process,
without posing a disproportionate burden on resources or losing sight of other functions or the regulator’s
independent role. It assessed that the PUC is actively involved by issuing opinions on policy proposals and
providing advice and analysis. The review noted that the PUC could issue its opinions publicly to raise
awareness and signal the regulator’s independent role.

The 2021 progress review noted limited progress on this recommendation, as the mechanisms through
which the regulator participates in the policymaking process have not changed. The PUC did not issue its
opinions on proposals publicly, although these could be requested through the government website.
Moving forward, the progress review urged the PUC to reflect on its role in the process given its
independent status, and to consider issuing opinions publicly in certain cases.

Assessment of progress

While the PUC’s contributions to the policy-making process still consume significant resources,
the regulator took an important step to signal its independent role by publicly issuing its opinions.

The role of the PUC in the policy-making process has not changed significantly since the previous review,
where ministries continue to rely on the regulator to bring in crucial analysis and expertise on the sector.
An internal analysis on the resources spent on its participation in the policy-making process showed that
this function continues to absorb significant resources, in particular for the Electronic Communications and
Post Department, the Energy Department and the Legal Department. This is driven by a context in which
ministries may not have sufficient capacity or expertise to design changes to regulatory frameworks, asking
the regulator to step in. The regulator actively participates in the process and is respected for the insights
it provides.

The PUC provides direct input through informal exchanges, participates in working groups, Cabinet
meetings and Saeima committees, and can also submit legislative proposals or amendments via the
relevant ministries. A new government portal* allows the PUC to issue its opinions publicly, which can help
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the regulator to signal its independent role as a regulator and improve transparency (State Chancellery,
2023p7).

To move forward on this recommendation, the regulator should assess how it can best participate in the
policy-making process. Due to its expertise and proximity to sector operations, the regulator is well placed
to bring in objective information and data on sector performance and developments into the policy-making
process. Regulators are expected to be proactive to inform and promote a better understanding of sector
developments within the executive. However, unless this is explicitly provided for in legislation, the PUC
should not become the adviser or de facto analytical capacity of ministries. The regulator should continue
the positive development of issuing its opinions publicly to support trust and transparency. This will be
especially important in cases where legislative proposals may not align with long-term policy goals for the
sector or may threaten the PUC’s independence.

Recommendation: Set up appropriate mechanisms to oversee implementation strategic
framework

The 2016 review recommended the PUC to create institutional mechanisms to provide input into the
development and implementation of the strategic framework. This could involve establishing an advisory
board, consisting of representatives of parliament, competition and consumer authorities, regulated entities
and consumers. The PUC could complement this with public consultation of its strategy and an internal
steering group.

The 2021 progress review noted moderate progress on this recommendation. The PUC established an
Advisory Council in 2020. The advisory council was envisaged to provide non-binding recommendations
regarding the regulator's strategy and matters related to policymaking, policy implementation the
preparation of regulations and planning documents. Moving forward, the progress review recommended
to manage expectations around the council, in terms of PUC’s involvement in the council and the input
expected from the council. It noted that the council should not become involved in the regulator’'s day-to-
day operations and regulatory decision-making and recommended a balanced representation among
sectors and sector actors.

Assessment of progress

The PUC’s Advisory Council is fully operational and positively perceived by stakeholders; it can
be strengthened by keeping an eye on balanced representation and making meetings more
member-led.

In line with its mandate, the Advisory Council acted as an important platform to obtain input into the PUC’s
strategy for the period 2022-2026, which was complemented by public consultation. Advisory or
consultative committees can be an effective platform to channel stakeholder input into the regulator’s
strategic decision making, while avoiding the potential conflicts of interests that could arise if those
stakeholders would be represented on a regulator’s governing body (OECD, 2014g)). In total, the Advisory
Council discussed the new strategy during 4 meetings and the public consultation process involved 22
meetings with stakeholders (PUC, 202349)).

Beyond the regulator's strategy, the council discusses a wide range of topics, including sectoral
developments. More recently, meeting agendas included some topics that focus on specific regulatory
decisions. Meetings take place based on needs, but at least once every six months, and council members
can propose agenda items to the Head of the Advisory Council and the PUC. In practice, meetings happen
to take place more frequently, on average around three or four times per year. Meetings are convened by
the Head of the Advisory Council, which is the Ministry of Economics since the council’s establishment.
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The council has a strong participation from public bodies, which hold a majority of seats and therefore have
a significant impact on the council’s decision making. Representatives from ministries and other public
bodies make up 9 out of the total 13 representatives on the council. The legislation specified a core
composition for the advisory council — ministerial, competition and consumer authority representatives and
other organisations® — but the PUC can approve the participation of additional organisations (Saeima,
2020;501). In practice, compared with the public bodies defined in legislation, only two additional bodies
have joined since its establishment: the Association of Latvian Heating Enterprises and the Latvian Union
of Free Trade Unions.

The PUC actively contributes to the discussions of the council through presentations on its activities. By
law, the PUC performs a function as the secretariat of the council and drafts the meeting agendas, while
its representatives can be invited to meetings as experts (PUC, 202351). In practice, the PUC usually
provides presentations for the items on the council’s agenda, making the council an important platform to
channel information from the regulator to its stakeholders. However, the PUC does not participate in the
council’s decision making.

Moving forward on the recommendation, the PUC should consider ways to make these meetings more
member-led, as opposed to the current setup where the PUC drives the meeting agenda. This could be
achieved by giving more initiative to members to discuss and present on the topics they deem most
important. The PUC should also consider if there is interest in additional participation from consumer and
industry stakeholders or representatives of parliament, to create a more balanced representation of
stakeholders on the council. The council’s current composition, with a strong ministerial participation, could
potentially create a channel for undue influence in the regulator’'s work in a context of significant state
ownership in regulated sectors. This is especially important, as the council’'s mandate is very broad and
includes discussing the preparation of regulations. As part of this initiative, the function of Head of the
Advisory Council could be rotated more frequently among different stakeholder groups on the council,
moving closer to the minimum term length of one year as defined in legislation.

Input

The input dimension within the PAFER framework looks at the extent to which the regulator’s funding and
staffing are aligned with the regulator’s objectives, targets or goals, and the regulator’s ability to manage
financial and human resources autonomously and effectively. The PUC has made modest progress on
recommendations in this area since 2021. To strengthen progress in this area further, the PUC could
advocate for clear criteria to periodically revise the regulatory fee that funds the regulator and assess the
impact of new ways of working on the regulator’s ability to attract talent and build morale.

Recommendation: Advocate for alternative fee setting process

The 2016 review recommended an alternative process to set the regulatory fee that funds the regulator, to
limit conflicts of interests and potential undue influence. The fee-setting process in place at the time of the
review allowed the Cabinet of Ministers (CoM) to set the actual fee below a ceiling specified in legislation.
This presented the risk of undue influence in a context of large state ownership. The review also
recommended introducing a mechanism for allocating potential overpayments.

The 2021 progress review noted moderate progress on this recommendation. The PUC successfully
advocated for a legislative amendment, introducing a new process to set the fee directly in legislation and
removing the ability of the CoM to amend the actual fee below a threshold. This ensures fee revisions
undergo parliamentary scrutiny. The amendment also included a mechanism to deposit any excess fee
revenues in a special account of the regulator at the State Treasury, to be used to fund activities in later
periods. Moving forward, the progress review recommended to further decrease the possibility of undue
influence by advocating for clear procedures and criteria for fee revisions, to ensure its long-term cost
reflectiveness.
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Assessment of progress

The PUC successfully advocated for an alternative fee-setting process in 2017, but there remains
a need for clear criteria and procedures for reviewing the fee level to ensure cost-reflectivity in a
context of volatile sector revenues.

There have been no changes to the level of the regulatory fee that funds the regulator, nor to the
procedures and criteria for its revision, since 2017. In this year, a change was made to set the fee directly
in legislation, thereby providing a certain level of protection of the regulator's budget against undue
influence. The regulatory fee is fixed at 0.2% of sector revenues and charged equally across all sectors
under the PUC’s purview, with most revenues coming from the energy sector (Figure 1.2). Since the 2021
review, the regulator did not actively advocate for clear procedures and criteria for fee revisions. Especially
in the current sector context, where crises have driven more volatile energy prices and sector revenues,
there is a risk that the fixed fee level is no longer cost-reflective.

Figure 1.2. Regulatory fee revenues by sector
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Source: Information provided by the regulator.

The PUC can smooth out volatilities in its revenues by depositing excess fee revenues in its account at
the State Treasury for use in later years. In late 2023, the regulator’s savings were edging closer to the
legislative cap on this account.® By law, the total amount of savings in the regulator’s account at the end
of the year may not exceed 25% of total fee revenues for the regulator in the financial year before last. As
the regulator’s revenues are projected to increase in 2023 and 2024, this cap on total savings will also
widen in the same proportion.

At present, PUC’s financial and human resources appear to be sufficient for the regulator to execute all
functions, but the regulator forecasts a budget deficit in the future. The regulatory fee revenues are initially
expected to increase until 2024 and then decrease somewhat towards 2026, although they remain above
the 2022 levels. This volatility is mainly explained by volatile energy prices, affecting sector revenues. The
regulator expects its expenses to increase over the same period and remain high. The regulator’s current
projections indicate a budget deficit in 2025 and 2026, mainly due to overall wage growth in line with market
salaries (Table 1.2) (Latvijas Banka, 2023;s2;). The regulator may still adjust these costs estimates in the
future based on updated market research on salaries, as these projections are updated in each annual
budget proposal.’
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Table 1.2. Revenues and expenses, actual and projected 2021-26

2021 (actual) = 2022 (actual) 2023 (plan) 2024 (plan) 2025 (plan) 2026 (plan)

Revenue 5425 460 5046 965 6 495 586 7145000 6 500 000 6 500 000
Expenses 5185853 5264 385 6 595 586 7024 940 7377 354 7377 354
Excess revenue (+) deficit (-) 239 607 217 420 -100 000 120 060 -877 354 -877 354
Change in revenue compared - -7% +29% +10% -9% 0%
with previous year

Change in expenses compared - +2% +25% +7% 5% 0%

with previous year

Note: Values for the years 2023 and beyond are projections made by the regulator, where realisations for these years may differ.
Source: Information provided by the PUC.

The process to set the budget is unchanged, where the regulator submits a proposal to the Ministry of
Finance and the regulator’'s budget is discussed in a meeting of the Saeima Budget and Finance
Committee. The budget is then approved by the Saeima as part of the broader government budget for the
new financial year. In substantiating its budget proposal, the PUC provides an overview of financial
projections, as well as a discussion of its functions and performance indicators on policy and operational
objectives. In expending its budget, the regulator is free to allocate its budget across activities in the
different sectors in which it operates, enhancing the regulator’s independence.

Moving forward on this recommendation, the PUC should continue its advocacy for clear criteria and
procedures for revising the fee level and ensuring long-run cost-reflectivity. This is especially important as
any revision to its regulatory fee requires the co-operation from an executive that also holds significant
ownership in the entities paying the regulatory fee. The Law on Regulators of Public Services could define
the criteria to assess the appropriateness of the regulatory fee, as well as a mechanism for periodic
revision. It could be considered to use the annual discussions on the regulator’s overall performance and
budget proposal, in the relevant Saeima committees, to also periodically assess the need for any potential
changes to the level of the regulator’s fee. This discussion should be based on an overview of the
regulator's upcoming activities and financial projections.

Recommendation: Investigate impacts of the salary cap

The 2016 review recommended investigating the long-term impacts of the salary cap. The existing system,
which capped the top salaries at 4.05 times the average monthly salary in Latvia, could weaken the ability
of the PUC to keep up with industry and retain talent. This remuneration system led to a significant gap in
salaries for senior positions compared to the regulated sector. The review recommended discussing any
challenges and opportunities with similar public institutions as the salary system was unified across public
institutions.

The 2021 progress review noted good progress on this recommendation. A legislative reform in 2018
indexed the PUC salaries to salaries in energy and electronic communications sectors and improved their
competitiveness. The competitiveness of PUC salaries continued to differ across staff levels, where it was
negatively correlated with the staff level. Moving forward, the progress review recommended to further
explore the overall effect of the salary cap on the ability of the PUC to attract and retain talent for senior
positions. In this assessment, it was noted that job attractiveness is not only affected by the level of salary,
but also by non-financial aspects such as the work-life balance and the quality of work.
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Assessment of progress

A new salary cap allows PUC salaries to track sector salaries, but the regulator now needs to
assess and enhance its broader attractiveness as an employer beyond financial remuneration.

With the new salary system in place, salaries are linked to those in the energy and e-communications
sector and are updated every year. Salaries for staff cannot exceed 4.05 times the base salary paid in the
e-communications and energy sector. The State Chancellery publishes the base salaries for these sectors
every year, which usually leads to an increase in salaries for PUC staff. In the most recent increase of
salaries, in October 2022 and January 2023, salaries were increased by 5-12%.

The attraction and retention of staff remains an important focus for the regulator, where it competes for
talent with the industry and other public bodies. The regulator evaluates the competitiveness of its salaries
compared with market salaries periodically, most recently in 2023. This shows a similar picture as was the
case during the 2021 progress review, where salaries are below salaries in the sector for higher staff levels.
The regulator evaluated all job positions together with a consultancy and collected data on salaries and
bonuses for staff. In recent years, the regulator also saw staff leave to fill positions at ministries, for which
a change in remuneration system increased the competitiveness of salaries by linking these to market
salaries (LV Portals, 202253)).

Beyond participating in the remuneration survey, the regulator has not explored the overall effect of the
salary cap on the ability of the regulator to attract or retain talent and overall staff turnover rate (Table 1.3).
The regulator notes that the main difficulties in terms of recruitment and staff retention are related to job
positions in the regulation of energy and telecommunications sectors, which require specific knowledge,
skills and expertise. In addition, it identifies issues in recruiting staff in IT, in line with broader trends seen
in the public service across OECD countries (OECD, 2021s4)). The regulator notes that while salaries are
indexed to sector salaries, the private sector is able to offer certain other benefits (e.g., a company car,
bonuses, travel costs or team building activities). At the same time, the regulator can offer benefits such
as the ability to work from home and international experience.

Table 1.3. PUC total staff count and turnover rate

Year PUC total staff count PUC staff turnover rate
2018 n/a 6%
2019 n/a 12%
2020 109 5%
2021 110 16%
2022 107 9%

Source: Information provided by the PUC.

Moving forward on this recommendation, the PUC should explore the impact of the non-financial benefits
that it could offer on its overall ability to attract and retain talent (see Recommendation: Develop a “total
rewards” approach to retain staff). Difficulties to match the sector in terms of financial rewards is seen more
widely across regulators (OECD, 2022s5)). However, this should be weighed against other perks to working
at the regulator (including job stability and work-life balance), to determine the overall impact on the
regulator’s ability to attract and retain talent.

Recommendation: Develop a “total rewards” approach to retain staff

The 2016 review recommended developing a “total rewards” approach to increase job attractiveness. The
PUC could supplement the financial incentives that it offers to its staff members (salaries, bonuses and
benefits) with non-financial incentives in terms of professional development, work-life balance, work
environment and quality of work. The regulator could modify the total rewards it offers to position itself as
an attractive employer.
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The 2021 progress review noted that the PUC had fully implemented this recommendation. The PUC
implemented a new bonus system since 2016, with financial and non-financial incentives. The new system
includes an annual bonus based on performance of 55 to 75% of a monthly salary, as well as six to ten
additional days of annual leave.

Assessment of progress

The regulator continues to offer a balanced employment package, although its efforts to build a
positive work environment could be affected by the structural impact from the COVID-19 pandemic
on operations.

The PUC is making strides in its approaches to staff appreciation and development. In 2020, the PUC
updated its employee evaluation process, by making the evaluation form digitally available and more user-
friendly. As part of the performance evaluation, employees evaluate together with their direct manager a
set of five competencies and the employee’s targets for the evaluation period. Employees have their own
yearly development plan and make use of various trainings, including ones on work-life balance, leadership
and feedback.® A culture of independence among staff members is enhanced through the organisation of
an annual Independence Day on 11 August,'® on which day the regulator’s annual conference is organised.

At the same time, the COVID-19 crisis has drastically reshaped the operations of the organisation.
Following a move to remote working during the pandemic, as was seen across regulators worldwide,!" the
move back to the office is slow. At the time of the review, staff members are required to work one day per
week in the office on average and can pool office days into a single week within a month. This has reduced
the on-site staff presence, to the extent that the regulator is considering downsizing its office space.

This change in operations comes with both pros and cons that can affect the overall working environment.
On the one hand, the change has allowed staff members to relocate and for the regulator to recruit staff
from other regions. Remote working also has the potential to bring more flexibility to staff members to
organise their work and reduce travel time. On the other hand, the change could affect the ability to on-
board new staff members effectively and build staff morale. Moreover, the overall impact on a staff
member’'s work-life balance will also depend on whether remote working led to an increase in hours
worked, as was seen in many countries during the pandemic, and the possibility that it blurs the boundaries
between work and private life (OECD, 2021s6). A 2022 staff satisfaction survey found that levels of
employee welfare and burnouts at the PUC were slightly worse than for staff at most Latvian ministries.

Moving forward on this recommendation, the PUC should assess the impact of new working arrangements
on its ability to build staff morale and position itself as an attractive employer. In this assessment, it is
important to note that experiences are likely to differ across staff members and levels, potentially requiring
the regulator to fine-tune its approach. This assessment could be part of a broader assessment of the
attractiveness of the organisation as an employer, considering factors such as job stability and salaries
(see Recommendation: Investigate impacts of the salary cap). Understanding what attracts potential
candidates to work for the PUC — by looking at the different elements that together determine employer
attractiveness'? — can feed into effective employer branding and recruitment strategies, as well as
initiatives to support non-financial incentives such as a positive work environment.

Process

The process dimension within the PAFER framework looks at the existence and effective use of regulatory
tools and decision-making processes, as well as the extent to which regulatory processes and
organisational management support the regulator’s performance. The PUC has made important progress
on recommendations in this area since 2021, most notably through the full implementation of staggered
board terms and the introduction of some remuneration during the cooling-off period for board members.
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To strengthen progress in this area further, the PUC should consider ways to build wider “big picture”
engagement with the Saeima on the regulator’s role and performance.

Recommendation: Advocate for staggered Board terms

The 2016 OECD review recommended using staggered board terms, to ensure continuity and institutional
memory within the board. At the time of the review, the process dictated that all Board members were
appointed to the board at the same time, with terms strictly limited to five years, and the possibility to be
re-appointed once. This system meant multiple board members could be replaced at once, potentially
threatening the stability of regulatory decision making.

The 2021 progress review noted that the PUC had fully implemented this recommendation. A 2020
legislative change introduced a more robust process from 2021 onwards with staggered board terms of
five to seven years. The new process allowed for a maximum of two board members to have their terms
confirmed or renewed within the same calendar year. Candidates are selected by the CoM through an
open competition and assessed by a special committee of ministerial representatives led by the State
Chancellery. The best performing candidate is recommended to the CoM for approval in the Saeima. The
improvements strengthened the continuity and consistency in regulatory decision making by the Board.

Assessment of progress

The system of staggered Board terms has been fully implemented, supporting institutional memory
and regulatory stability, and providing safeguards for the regulator’s independence.

Since the progress review, the Chairperson and other Board members were all appointed in July 2021
through the new process, with candidates approved by the Saeima. The duration of the term for the
Chairperson and Board members were set in such a way to ensure no more than two members would
have their terms end within the same calendar year, with term lengths from five to seven years and a
maximum of two terms (Table 1.4). The new process ensures a staggering of terms into the future, thereby
improving the PUC’s institutional memory and stability of regulatory decision making. Under the newly
implemented system, mandates are at least five years, an important safeguard that can allow for
knowledge and expertise development (OECD, 201757;). Moreover, the term lengths of five to seven years
enhance the regulator’s independence as they cut across electoral cycles, where elections for the Saeima
are every four years (CVK, 2023ss)).

Table 1.4. PUC Board composition and term length

Name Position Start date of current Foreseen end date of Term
term in office term in office
Alda Ozola Chairperson 2 July 2021 1 July 2028 First term
Anna Upena Board Member 2 July 2021 1 July 2026 First term
Imants Mantin$ Board Member 2 July 2021 1 July 2026 Second term
Rota Snuka Board Member 2 July 2021 1 July 2027 Second term
Intars Birzin§ Board Member 2 July 2021 1 July 2027 Second term

Source: Information provided by the PUC.

Recommendation: Exploit the multi-sector model and facilitate mobility across departments

The 2016 review recommended that the PUC take further advantage of its nature as a multisector regulator
to exchange knowledge and expertise across sectors. This could be done by facilitating mobility of staff
across departments as well as through more enhanced collaboration with the Economic Analyses
Department and the Legal Department.
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The 2021 progress review noted moderate progress on this recommendation. At the time of the review,
staff mobility took place only on a case-by-case basis, in the absence of formal mechanisms or an
organisation-wide strategy to incentivise staff mobility. The PUC indicated it was open to staff taking new
positions across the regulator and advertised some new positions only internally. Moving forward, the
progress review recommended to continue work on the implementation of the recommendation.

Assessment of progress

Staff mobility remains relatively low in absence of incentives, where the Economic Analyses and
Legal Departments act as the main intermediaries for the exchange of knowledge and experiences.

Since the progress review in 2021, the PUC made relatively minor changes to its organisational structure '3
and publishes all information about open vacancies on the internal portal but did not take steps to improve
staff mobility. The organisation has no organisation-wide programme to incentivise staff mobility, which
continues to take place on a case-by-case basis. As part of PUC’s HR strategy for the period 2022-2026,
it noted staff mobility as an avenue to develop the knowledge and experience of staff, but this appears to
be focused mainly on changes within the same department. Over the period 2020-2022, three staff
members switched departments within the organisation, equal to 3% of staff. In absence of a dedicated
programme, staff members may not be sufficiently aware or encouraged to change to different departments
as a way to develop professionally.

The Economic Analyses and Legal Departments continue to function as the main facilitators for the
exchange of experience and practice across the organisation, given their cross-sectoral functions. In
addition, to support exchange, the PUC organises monthly meetings to share information on ongoing
activities and makes use of working groups for staff from different departments to share ideas (such as on
the revisions to the methodology to calculate capital costs and the PUC data audit).

Moving forward on this recommendation, the PUC could develop a staff mobility programme, to highlight
the benefits that mobility across departments could bring to staff members in terms of new experience,
skills and career development. For the organisation as a whole, increased mobility could help to share
knowledge and practices across departments, strengthen interlinkages and build a common organisational
culture. It could also offer a more diverse work environment to staff members, and as such position the
regulator as a more attractive employer for staff looking for opportunities to develop themselves. In
implementing a mobility programme, the PUC could give presentations to staff members and include
mobility as a topic when discussing the yearly development plans of staff members.

Recommendation: Introduce more regular and formal exchanges between Parliament and
the PUC

The 2016 review recommended more regular and formal engagement with the Saeima to strengthen the
PUC'’s accountability and performance. It noted that annual public hearings in the Economic Committee of
Parliament could help to alert parliamentarians and other stakeholders to forthcoming developments and
possible areas for attention. It also suggested the option of a periodic independent evaluation of the
functioning of the PUC, for example though the Supreme Audit Office or another external body.

The 2021 progress review noted good progress on this recommendation. The PUC presented its Annual
Action Plan every year, which included a discussion of the regulator’s operational and strategic objectives.
The regulator also submitted a copy of its annual report to the Saeima and has been invited to
parliamentary committees to discuss sector-related issues. However, the time dedicated to discussion with
parliament is limited, thereby reducing the scope for meaningful engagement. Moving forward, the
progress review recommended to increase engagement, such as through more instances in which the
PUC addresses the Saeima plenary or by expanding engagement with parliamentary committees.
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Assessment of progress

The PUC frequently interacts with parliamentary committees but could advocate for wider “big
picture” engagement and tailored communication, in a context where it faced criticism over recent
tariff increases.

Most of the PUC’s engagement with the Saeima is channelled through parliamentary committees, where
the PUC regularly presents its position or recommendations on legislative proposals or sectoral issues. In
some cases, it is asked to participate as the main rapporteur on a topic, while in other cases the regulator
attends meetings to respond to questions that may arise during discussions. The frequency depends on
the legislative process and the issues at hand. For example, the regulator frequently engaged with
parliamentary committees on the new Electronic Communications Law and amendments to the Electricity
Market Law and the Waste Management Law. The PUC may also be asked to share any written
submissions after meetings.

Beyond engagement on regulatory matters, there is some interaction with committees on the regulator’s
performance and budget. The PUC submits its annual report in writing to the Saeima, after which it is
discussed in the Economic, Agricultural, Environmental and Regional Policy Committee. Before the
regulator submits its annual report, the PUC’s Chair also meets with the Speaker of the Saeima, to discuss
the annual report and current events. The PUC put in effort to improve the accessibility of its annual report
to support understanding of its work, using a shorter document with more visualisations and less technical
language (see Recommendation: Use performance data and information to communicate with key
stakeholders). The PUC’s budget is discussed in a meeting of the Saeima Budget and Finance Committee,
based on a document produced by the regulator with cost and revenue projections and an overview of
functions and performance indicators.

The regulator has no in-person interaction with the plenary on its performance, at a time when its work
risks becoming more politicised due to recent tariff increases. The main interaction between the regulator
and the Saeima plenary is through the annual written submission of its annual report, lacking an opportunity
for meaningful dialogue. Recently, the regulator faced criticism from politicians and members of
government regarding an increase in electricity tariffs in 2023 (Delfi, 2023;59)) (TV NET, 2023;12;) (LSM,
2023110)). This included criticism on the social implications of the tariff decision and suggestions for changes
to the regulator’s board and organisation (see Box 1.1 under Institutional and sector context). In contrast,
for the State Audit Office and the Ombudsman, the legislation requires a submission of the annual report
in writing and a subsequent in-person reporting at a sitting of the Saeima, including an opportunity for
debate (Saeima, 2019s0)).

The PUC undergoes independent periodical evaluations of the organisation’s performance, attesting to a
drive to excel and supporting the regulator’'s accountability. The regulator is required by law to conduct an
independent assessment of its activities, a requirement that is met through the current OECD progress
review. Beyond legislative requirements, the regulator undergoes additional external assessments to
assess where it stands, and to define improvements for the organisation. The PUC organises an annual
survey, conducted by the external research centre SKDS, to evaluate the perceptions of consumers and
operators on the regulator’s work. Since 2020, the regulator also participates in sustainability index by the
Institute of Corporate Sustainability and Responsibility, looking at the organisation’s sustainability and
corporate responsibility, and reports on its performance in the index through the regulator’s annual report
(INSCR, 2023611) (PUC, 2023621).

Moving forward on this recommendation, the PUC should advocate for a legislative change that could
increase the scope of its engagement with the Saeima, as part of broader efforts to improve awareness of
and engagement with the regulator’'s work (Box 1.5). This could potentially be done by amending the
relevant legislation to include a requirement for an annual in-person reporting by the PUC at a sitting of
the Saeima, similar to existing requirements for the State Audit Office and the Ombudsman. The reporting
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could focus on the regulator’s performance and strategy and the main sectoral challenges. Broader “big
picture” engagement and clear communication tailored to specific audiences could support understanding
of the regulator’s work and improve the regulator’s visibility beyond specific regulatory issues.

Box 1.5. Focus area: Stakeholder engagement in a changing context

The PUC requested additional focus of the review on its stakeholder engagement practices. This focus
area is not directly linked to a recommendation from the 2016 review.

The PUC engages frequently with stakeholders to inform its decision making, which could be
strengthened using hybrid public hearings and communication on broader impacts.

The PUC has a robust process in place to engage with stakeholders on the regulator’s decisions, using
both formal and informal engagement to support an open environment. In developing new regulation,
the regulator usually starts its consultation by issuing a public consultation document. This document
discusses the regulatory and legal framework, the justification for the regulatory proposal and an
assessment of the impact on different groups (PUC, 2023s3)). The impact assessment can contain both
qualitative and quantitative discussions of impact, depending on the available information.

The regulator invites stakeholders to share their opinions on regulatory proposals through different
channels, depending on the regulatory proposal at stake. For all regulatory proposals, stakeholders are
invited to provide comments on the consultation document, where the length of the comment period
may differ for different types of proposals. During the consultation period, the regulator can also hold a
public hearing for stakeholders to express their opinions. The possibility of such a meeting is at the
discretion of the regulator, and public hearings usually do not take place for tariff proposals that do not
have a society-wide impact (PUC, 2023s41). After the consultation period, the PUC sometimes organises
a meeting where it presents and responds to the comments received during the consultation. This is
done in cases where proposals and comments received during the consultation either did not result in
a change in the regulatory decision or where there is a need to discuss any proposals or comments
received (PUC, 2023s5)). Finally, specific regulatory issues may also be discussed during meetings of
the Advisory Council.

The regulator complements formal engagement on specific regulatory decisions with informal
engagement and engagement with stakeholders on its strategy. The development of the PUC strategy
for the period 2022-226 was discussed in the regulator’'s Advisory Council four times, both before and
after adoption of the strategy, and involved consultations with a wide range of industry and consumer
stakeholders. Beyond formal engagement, the regulator interacts with many of its stakeholders on a
daily basis, to collect data and technical information to feed into the regulator’'s decision making.

The regulator’s stakeholder engagement changed in response to crises over the last three years, to
ensure the continuity of processes and support the sectors. Following the start of the COVID-19 crisis,
public hearings no longer take place in person. This practice of online meetings has continued until the
time of the progress review at the end of 2023 and is envisaged to continue in the future (PUC, 2023s4)).
Meetings of the Advisory Council are organised in a hybrid format, where members of the Advisory
Council can attend both in person at the PUC offices and remotely (PUC, 2023149)). The regulator’s
engagement also responded to the shocks to energy markets that were caused by Russia’s war of
aggression against Ukraine. To guide the sector through this period, the regulator provided guidance
to users, operators and traders to explain rights and obligations, including through press releases and
workshops.

The regulator’s use of stakeholder engagement is robust and widely appreciated, where stakeholders
highlight the openness of the regulator to discuss concerns and issues. However, the process of
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engagement has been fundamentally changed by the COVID-19 crisis, even after restrictions have
eased. This has brought benefits, where the possibility of remote participation is valued by stakeholders
and can allow for easier participation of stakeholders from across the country. At the same time, the
regulator may consider the use of public hearings in a hybrid format for decisions with a more significant
societal impact, to provide stakeholders also with the possibility of in-person participation. The regulator
could also consider approaches to expand engagement beyond the usual actors to “unusual suspects”,
by reducing entry barriers for participants and addressing issues in an accessible and understandable
way. This could improve the overall accessibility of the consultation process and ensure all stakeholders
are represented in the regulatory process.

The PUC’s strong engagement can be used to flag any issues or impacts that go beyond the regulator’'s
mandate. There are several policy goals in utility sectors — including social and environmental — that
the PUC is not directly responsible for. These may link closely with the regulator’s work, as was shown
by recent debate around the social impacts of tariff increases. In such instances, regulators should be
careful to stick to their mandate and objectives, to ensure role clarity. However, awareness of broader
impacts remains important, as they could influence public perception and the overall effectiveness of
public policy. Regulators could use proactive and tailored communication to highlight the consequences
of their decisions. This could invite stakeholder input, raise awareness and feed into decision making
by other actors such as ministries. As such, it could support a co-ordinated policy response, while
respecting the regulator’s independence in the process.

Source: Conference Proceedings — 14th OECD Conference on Measuring Regulatory Performance, Strengthening democracy through more
participatory, responsive and transparent rule-making.

Recommendation: Remuneration of Board members after the end of term

The 2016 review suggested that the lack of compensation for Board members at the PUC during their two-
year cooling-off period, in which they cannot work in the sectors overseen by the PUC, could have a
significant impact on recruitment of suitable candidates. The restriction could affect the diversity of
background and deter qualified candidates, given the size of the country and the multi-sector nature of the
regulator. In addition, for other staff, the review recommended to consider whether a control mechanism
to prevent potential conflicts of interests may be needed.

The 2021 progress review noted no progress on this recommendation. At the time of the review, the State
Chancellery had put forward a proposal to include a compensation mechanism for PUC Board members
after their term. This amendment had not yet been discussed in the Saeima. To put arrangements in
comparison, board members of the Latvian financial regulator received compensation for six months after
the end of their term. Moving forward, the progress review recommended to continue work on the
implementation of the recommendation.

Assessment of progress

Board members can now receive three months of remuneration during the two year “cooling-off”
period, although this may not be sufficient to promote diversity in their backgrounds.

There has been some progress on the recommendation through the introduction of an allowance equal to
three months of salary that is paid to Board members after the end of their term, as part of a broader reform
for public entities (Saeima, 20236)). This remuneration is rewarded to Board members that are not re-
appointed and do not continue to work in the public sector, and also applies for a range of other positions
across public bodies.' The provision does not apply to board members of the Latvian Central Bank —
which was merged with the financial regulator — who receive an allowance equal to six months of salary
after the end of their term (Saeima, 202367;) (Latvijas Bankas, 2021sg)).
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The cooling-off period is relatively long when compared with other regulators in the region, which may
deter potential candidates in a context where remuneration during the cooling-off period is limited. A
majority of regulators has cooling-off periods or other post-employment restrictions in place for their
leadership, as a safeguard to protect the integrity of the regulator and prevent potential conflicts of interests
(OECD, 2017;571) (OECD, 202139]). The length of the cooling-off period for PUC Board members, during
which they cannot become shareholders, stockholders, partners or hold an office in the companies under
the regulator’s supervision, has remained unchanged at two years. This is similar to what is seen across
other regulatory institutions in Latvia, such as the State Railway Administration and the Civil Aviation
Authority. However, in other Baltic states, cooling-off periods are usually limited to a period of one year for
economic regulators.'®

Staff at the PUC currently face no post-employment restrictions. Other regulators in the region often use a
cooling-off period of one year after employment, during which staff members cannot take jobs in companies
they directly supervised.'® Looking more widely across countries, an OECD study found that 48% of
regulators had post-employment restrictions such as cooling-off periods in place for senior management
(excluding agency head/board members) and 27% for lower levels of staff (OECD, 2022ss)).

Moving forward on this recommendation, the PUC should assess — jointly with other public bodies —
whether the current length of the cooling-off period is appropriate, also considering the level of
remuneration offered. This assessment should analyse its implications on the diversity of its leadership
and consider whether any post-employment restrictions for other staff levels may be needed. While the
cooling-off periods can be an important conflict of interest provision, they should be reasonable and
remunerated (OECD, 2017s71). The PUC could share the findings of this assessment with ministries, to
inform the government’s decision making on the necessity of any post-employment restrictions.

Output and outcome

The output and outcome dimension within the PAFER framework looks at the existence of a systematic
assessment of the performance of the regulated entities, the impact of the regulator’s decisions and
activities, as well as the extent to which the measurements are used. The PUC has made strong progress
on recommendations in this area since 2021, most notably through the introduction of key performance
indicators and the use of interactive tools and reports to make the regulator’s performance reporting more
accessible. To strengthen progress in this area further and maximise accountability, the PUC could define
targets and a methodology for the regulator’s key performance indicators.

Recommendation: Develop a performance assessment matrix that links goals and priorities
to outputs and outcomes

The 2016 OECD review recommended the PUC to develop a performance assessment matrix that links
goals and priorities to outputs and outcomes and to improve the usage of indicators to measure
performance. This matrix could serve as a tool to monitor the implementation of the PUC'’s strategy and
the effectiveness with which the regulator works towards its objectives. The information could serve to
regularly inform the Board on trends and progress.

The 2021 progress review noted no progress on this recommendation. The PUC did not develop a
performance assessment matrix. The strategic part of the Annual Action Plan is subject to quarterly
assessment of performance by the Board and operational objectives are discussed on a weekly basis.
However, these progress assessments did not include any indicators to measure progress on objectives.
Moving forward, the progress review recommended developing different sets of indicators for the different
sectors that the PUC regulates to overcome the issue of measuring performance. The recommendation
suggested to seek input from the newly established Advisory Council to identify the indicators stakeholders
deem most important.
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Assessment of progress

The PUC made strong progress by introducing KPls after consultation with stakeholders, and now
needs to define targets and a clear methodology to enable tracking and to maximise accountability.

The regulator developed a set of key performance indicators (KPIs) to measure progress on its strategy
2022-2026 (Table 1.5). These KPIs are directly linked to strategic objectives, focusing on competition,
sector efficiency, service quality, tariffs structures and digitalisation, as well as the regulator's own
efficiency and visibility. The regulator consulted the set of indicators with stakeholders, where it received
feedback on its indicators through meetings of the Advisory Council and wider consultation.

Table 1.5. KPIs in the PUC’s strategy for 2022-26

Indicator's name Indicator's purpose
Market concentration (HHI) Assess sectoral development trends (including impact of the regulatory environment on market
concentration)
Trends for service quality indicators ~ Evaluate trends of service quality characteristics
Improving the tariff structure Ensure a more accurate alignment of tariff structure with cost structure
Intensity of digitalisation of Evaluate intensity of digitalisation in commercial services provided by regulated merchants

commercial services

Efficiency of tools prepared by the Evaluate the trend of tool usability, allowing for optimised communication channels and tool
regulator functionality

Visibility of the regulator’s functions ~ Evaluate residents’ understanding of the types of regulated services and the overall tendency
and communication efficiency of the regulator's communication efficiency, allowing for identified directions for development.

Source: (PUC, 2022;37).

While the strategy document identifies the indicators and their purpose, it does not define targets or a
methodology to calculate indicators. The regulator has started collecting the base values for indicators in
2023, and based on this it will measure progress on an annual basis and set targets. The regulator's
strategy document provides a description of the indicators that the regulator uses to track progress, and
their purpose. However, it does not define further specifics on how exactly an indicator will be calculated,
which is likely to differ across sectors.

The ability to define concrete targets for the KPls may be more complicated where the regulator’s influence
on indicators is more limited. Several KPIs for the strategic period 2022-2026 are not only affected by the
regulator’s actions but are impacted by many actors and factors. For example, the level of market
concentration is an important outcome for the regulator to consider in its work, and one it should aim to
improve. However, the level of market concentration resulting in a sector depends not just on the PUC’s
work, but also strongly depends on wider government policy, industry decision making and the economic
climate. This therefore affects the ability of the regulator to link progress on an indicator directly to its own
performance.

Moving forward on this recommendation, the PUC should develop a more detailed definition, methodology
and targets for its KPIs, in consultation with the Advisory Council. This could improve accountability and
ensure stakeholders have the same expectation of what the regulator aims to improve. In defining targets
and communicating on progress, it may be necessary to distinguish between outputs and outcomes that
are more directly within the regulator’s sphere of influence, and broader “watchtower” indicators on sector
performance. For the latter, the regulator could consider defining intermediate outcome indicators that are
more directly influenced by the regulator, such as compliance with regulatory decisions. Progress on these
intermediate outcome indicators could then feed into the regulator’s narrative and communication on the
steps it takes to improve wider sector outcomes.

SECOND PROGRESS REVIEW OF LATVIA’'S PUBLIC UTILITIES COMMISSION © OECD 2024



36 |

Recommendation: Use performance data and information to communicate with key
stakeholders

The 2016 report recommended the PUC to enhance its use of data to improve communication with and
transparency towards stakeholders. It suggested that the PUC focused on data that it already holds, as
well as the development of key performance data through indicators.

The 2021 progress review noted moderate progress on this recommendation. While the regulator
increased its external communication, it remained difficult to communicate on the regulator’s performance
in the absence of performance indicators. The regulator started an audit of the data is collects, which could
help the regulator to find new potential uses for the data it holds and identify potential data gaps. Moving
forward, the progress review recommended to make more use of structured and data-driven reporting.
Analysis and data presented in plain language can be used to clearly communicate changes in sectors
and impacts of decisions to all stakeholders.

Assessment of progress

The PUC uses interactive tools and reports to share insights on performance with stakeholders in
an accessible format and is on track to report on KPIs in the future.

The PUC put additional effort into its use of performance data and information to communicate with its
stakeholders, and stakeholders acknowledge the regulator’s user-friendly way of reporting. Its annual
report, published on the regulator’s website and shared with the Saeima, contains many visualisations and
uses simple language and a shorter format'” to report on trends in sectors. The PUC’s implementation of
a system of KPIs will support the regulator to communicate on its performance with stakeholders in the
future (see Recommendation: Develop a performance assessment matrix that links goals and priorities to
outputs and outcomes). Both developments allow the regulator to present its work in a more straight-
forward and non-technical manner, supporting wider understanding by stakeholders.

Beyond the regulator’s annual report, the PUC is expanding its use of interactive and visual material and
reports, such as interactive maps (e.g., on heating and water tariffs), infographics (using Infogram, Prezi
and Power BI) and sectoral reports. These materials include reports on sector performance indicators and
complaints received by the regulator, published on the regulator’s website for each of the sectors under its
supervision.'® The sector performance indicators published by the regulator allow for a benchmarking of
providers in several sectors under the PUC’s supervision.

The PUC is reassessing the way in which it collects and uses data in its activities. In 2022, the PUC
finalised a second round of its data audit, which analysed the data submitted through the regulator’s digital
system to identify duplications of data and alternative data sources. The audit found there were no major
duplications of data and alternative data sources were not sufficient to meet data requirements. The PUC
also commenced a project to create a single “data library”, where all data submitted via the regulator’s
digital data submission system should be stored. Excel remains the main analytical tool due to its
familiarity, although staff increasingly use additional tools such as Power Bl and Prezi. Following a request
from postal service providers, the PUC adjusted its data collection and reporting for the postal sector, to
include data on revenues, the number of postal items and the equipment for receiving postal items.

Moving forward on this recommendation, the PUC should use the KPIs — which it developed and is
currently measuring — to improve overall reporting on the regulator's performance on its strategic
objectives. In prioritising data collection and reporting activities, the PUC should identify the data needs of
the regulator and other stakeholders and assess how addressing those data needs could support the
regulator’s strategic objectives. This could improve the effectiveness of the regulator’s use of data and
reduce unnecessary burdens on both the regulator and sectors.
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Recommendation: Use data to develop choices for consumers

The 2016 review recommended to use the PUC’s data and analysis to develop or facilitate the development
of choice tools for consumers to guide their decisions. This is particularly important in certain sectors such
as energy or e-communications, where consumers may wish to make decisions not only based on costs
but also quality of service or other factors.

The 2021 progress review noted limited progress on this recommendation. At the time of the review, the
availability of comparison tools for consumers in energy and e-communications remained limited. Moving
forward, the progress review recommended to advocate for the implementation of legislation that allows
the PUC to take more action in the sphere of comparison tools. In particular, the EU Directive 2019/944
could empower the PUC to supervise the development of comparison tools in the energy sector. The
review noted a need for more data-driven tools and consumer education platforms which make use of
extensive data.

Assessment of progress

In absence of any comparison tools for energy and e-communications, the regulator developed
information campaigns to educate and guide consumers.

The PUC did not develop any new user comparison tools to empower consumers with information and
reap the full benefits from competition. A comparison tool could support the regulator’s mission to ensure
the efficient provision of high-quality services at reasonable prices (PUC, 202237)). In the absence of a
comparison tool, consumers may not maximise their welfare by selecting the provider that most closely
matches their preferences in terms of price, quality, sustainability and customer service. At the same time,
providers may miss incentives to increase the competitiveness of their offer.

EU and national legislation envisage comparison tools for energy and e-communications. Only two
comparison tools for electricity currently exist in Latvia, which are both developed by private parties and
provide for simple comparisons of prices, but which have not been validated by the PUC (Energija24,
2024s9)) (Elektroenergija, 202470)). The EU electricity directive and the proposed new gas directive both
require member states to ensure access for small consumers to an independent comparison tool
(European Union, 201971;) (European Union, 202172). These tools, allowing consumers to compare offers
in a clear format, should be overseen or developed by a competent authority. At the time of the review, the
Saeima was discussing proposals that could assign to the PUC the function to monitor the provision of
comparison tools, as well as task the electricity distribution system operator to develop a comparison tool.
For e-communications, the PUC is already tasked to set quality requirements for comparison tools that
compare tariffs and quality, or to develop a comparison tool if none are available (Saeima, 2022(1s)).
However, the regulator is still in the process of developing such a tool, where it encounters technological
challenges and relatively high costs.

The regulator developed information campaigns to educate consumers and help them make better
decisions. Several of these campaigns make use of or refer to interactive data tools by the regulator to
inform users of tariffs or quality of services, such as tariff maps with heat, water and waste disposal tariffs
across regions in Latvia. These actions include guidance on choosing the right energy and e-
communications contracts, rules on transparency for electricity and gas bills, energy efficiency tips,
communication on tariff changes and state aid provision and tariff maps (PUC, 202073;) (PUC, 202274))
(PUC, 20205 (PUC, 20207¢)) (PUC, 2020r77) (PUC, 20217)) (PUC, 202279)) (PUC, 20225807) (PUC,
2022;81)).

Moving forward on this recommendation, the PUC should continue its work on a comparison tool for e-
communications services, using its international co-operation with other regulators (Box 1.6) to exchange
experiences and good practices. The PUC could advocate for the transposition of EU directives into
legislation, to empower the regulator in overseeing or developing energy comparison tools. Such tools
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should ideally combine both electricity and gas, to meet expected future EU requirements for gas and
guide consumers in the newly liberalised gas market. Furthermore, the PUC should continue its work to
simplify and standardise billing, to make it easier for consumers to compare costs across providers.

Box 1.6. The PUC’s international regulatory co-operation

The PUC actively participates in many international regulatory platforms, exchanging practices on all
sectors under its supervision except for the deposit system for beverage containers. The regulator’s
international engagement focuses on activities to exchange and align practices among regulators, co-
ordinate on the implementation of EU directives and to drive regional market integration or
harmonisation.

Engagement takes place through global, European and regional fora, including:

e Energy: The European Union Agency for the Cooperation of Energy Regulators (ACER), the
Council of European Energy Regulators (CEER, Vice-President), the Energy Regulators
Regional Association (ERRA, Presidium member), the Baltic Electricity Market Forum, the Baltic
Gas Market Forum and the International Confederation of Energy Regulators (ICER).

e E-communications and postal services: The Independent Regulators Group (IRG), the Body
of European Regulators for Electronic Communications (BEREC), the Baltic Electronic
Communications & Postal Services Regulators' Meeting (BALTREG) and the European
Regulators Group for Postal Services (ERGP).

o Water and waste management: the European Water Regulators (WAREG).

e Cross-sectoral: the OECD Network of Economic Regulators (NER).
Beyond international fora, the PUC engages in co-operation with other regulatory bodies by establishing
bilateral, regional and multilateral agreements and organising workshops. Among other topics, the

regulator entered several agreements in recent years towards the integration and harmonisation of
regional electricity and gas markets.

Source: Information provided by the PUC; PUC (2023), International Cooperation, https://sprk.gov.lv/en/content/international-cooperation.

Lessons learnt and way forward

The PUC has been navigating big changes across sectors under its purview and will need to continue to
display this agility moving forward. Changes in the regulatory context have impacted its work, and as such
also its governance. In this dynamic context, a continuous focus on performance is needed to drive
improvements and ensure enhanced delivery on the regulator's mandate. This can help to identify
alternative approaches when recommendations do not lead to the right effect and highlight areas for future
attention. The current progress review is one contribution to support such efforts, by monitoring the
implementation of recommendations from the 2016 review.

The PUC has successfully continued its implementation of the 2016 recommendations, building on the
significant progress already noted in the 2021 review. Important improvements since 2021 include the
introduction of KPIs to measure progress on strategic objectives, a fully operational Advisory Council and
the use of interactive data-driven tools and reports to communicate with stakeholders. The PUC is the first
regulator to undergo a second progress review, attesting to a drive to build regulatory excellence.
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Follow-up mechanism

In implementing the 2016 PAFER review, the PUC established a working group focused on internal
governance and submitted proposals for legislative reform with the executive. Following the 2021 progress
review, the PUC did not establish a dedicated working group, but shared the progress review’s findings
widely and incorporated actions to implement recommendations into existing processes.

Findings from the 2021 review were shared with a wide range of stakeholders and fed into the regulator’s
strategic planning progress. The regulator highlighted the work through the report launch at a 2021
conference marking PUC’s 20th anniversary and by informing the regulator’'s Advisory Council of its
findings. The regulator also shared insights with other national regulatory authorities (NRAs) through
international platforms and provided the report as introduction material to new members of the regulator’s
senior management. Several recommendations were addressed in the regulator's preparations for the
2022-2026 strategic plan, such as the development of KPIs by the regulator.

Continuous process

The ongoing collaboration between the OECD and the PUC highlights how improving a regulator’s
governance should not be seen as a one-off exercise, but rather a continuous conversation. The
requirement for the PUC to undergo an independent assessment, as defined in the regulator’s establishing
legislation, acknowledges this need. The instrument of a progress review can support this process by
bringing an external perspective and monitor earlier recommendations, to assess where the regulator
stands on its journey towards becoming a “world-class” regulator.

Recent shocks to the regulatory context, driven by COVID-19 and Russia’s war of aggression against
Ukraine, only increase the value of periodical assessment. Recommendations that may have been
effective under previous contexts could need fine-tuning or refocusing when the world around us changes.
For example, while the regulator had already implemented a “total rewards” approach to increase job
attractiveness at the time of the first progress review, its approach may need adapting in response to a
change in work environment caused by the COVID-19 crisis. Moreover, the implementation of
recommendations may highlight unforeseen complexities, which could warrant the regulator to look for
new approaches. The practical validity of recommendations is therefore not constant, and new contexts
can bring new challenges for regulators that did not exist before.

By periodically assessing a regulator’s governance, looking both within the regulator and at the wider
institutional framework, the PUC will be able to stay relevant and effective even when roles and
expectations may change. This periodical assessment can be done through a combination of progress
reviews to track earlier recommendations and broader governance reviews or in-depth studies of specific
governance areas. The choice of the appropriate instrument to improve performance will depend on i) the
continued relevance of earlier recommendations, ii) the degree of change to the regulator’s context and
iii) any emerging new areas of focus regarding a regulator’'s governance.

Areas of focus moving forward

The second progress review of the PUC highlights several areas that the regulator could focus on moving
forward, to build on earlier progress and drive performance. The main areas of focus going forward are:

e Performance assessment: to maximise accountability around the newly introduced key
performance indicators, the PUC could define and communicate a clear methodology and targets
for the indicators in consultation with the Advisory Council.

e Funding: to ensure long-run cost-reflectivity for the regulatory fee that funds the regulator, the PUC
should advocate for clear criteria and procedures for a periodic revision of the fee level.
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Communication: to increase awareness and understanding of the regulator’s role, the PUC could
use tailored communication in its engagement with different stakeholder groups. As part of this
effort, the PUC could advocate for an annual in-person reporting by the regulator to the Saeima
plenary on its strategy and performance, in line with existing requirements for the State Audit Office
and the Ombudsman.

Co-ordination and independence: where the PUC identifies broader sectoral challenges that go

beyond its mandate, the regulator could more proactively co-ordinate with other bodies to improve
role clarity, signal its independence and support the overall effectiveness of public policy.
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Notes

" The net costs constitute the difference between the expenses and revenues for the provision of universal
services as incurred by the universal service provider.

2 The PUC mission evolved from “to independently and reliably ensure the balancing of the interests of
service users and providers by promoting the development of public services” in the 2018-2021 strategy
to “ensure high-quality public services at economically reasonable prices, promoting efficient provision of
services and competition in the regulated sectors”. Its vision evolved from “one of the most reliable and
open public authorities” in the 2018-2021 strategy to “every resident and merchant is entitled to public
services that contribute to their welfare, and service providers evolve in an efficient, sustainable and
reliable market.

3 The new methodology calculates capital costs based on historical investment values and a nominal cost
of capital. Only in sectors with recent revaluations (electricity, gas and postal services) is a real cost of
capital applied.

4 The Single Portal for the Development and Harmonisation of Draft Legal Acts tracks the development
and consultation on legislative proposals.

5 The Law on Public Service Regulators defined the following participants of the Advisory Council: the
Ministry of Economy, the Ministry of Finance, the Ministry of Transport, the Ministry of Environmental
Protection and Regional Development, the Competition Council and the Consumer Rights Protection
Centre (Saeima, 2020js3)). The by-laws of the Advisory Council included a set of additional participants:
the Latvian Chambers of Commerce and Industry, the Latvian Confederation of Employers, the
Associations of Local Governments of Latvia and the Associations for the Protection of Consumer Interests
of Latvia. The Ministry of Climate and Energy was added in 2023, following the creation of this new ministry
(PUC, 202351)).

6 As of 1 October 2023, the total savings in the account amounted to 73% of the total allowed level of
savings in the account.

" The annual budget proposal for the next year includes costs estimates for the next three years, but only
the values for the next year are put forward for approval by the Saiema Budget and Finance Committee.

8 A gradual reform of the state remuneration system was started in 2022, where salaries are expected to
grow to 80% of salaries in the private sector for comparable positions. For certain positions in IT, which
are in high demand, the new system allows for a more immediate adjustment to track market salaries (LV
Portals, 202253)).

%1n 2022, employees on average received 16.5 hours of training over the course of the year.

9°0n 11 August 2011, a legislative change was enacted to move the PUC outside the supervision by the
Ministry of Economics, thereby establishing the regulator’s independence.

" The 2022 OECD publication Equipping Agile and Autonomous Regulators found that on average across
economic regulators, the maximum share of staff working remotely at any point in time was 92% (OECD,
2022;55)).
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2 The OECD Publication Public Employment and Management 2021: The Future of the Public Service
discusses strategies for recruitment and employer branding that can help public services to recruit the
talent they require (OECD, 2021s4)). Berthon et al. (2005) propose five factors for assessing overall
employer attractiveness, looking at interest, social, economic, development and application values
(Berthon, Ewing and Hah, 2005s2)).

13 1n 2022 and 2023, the PUC reduced the number of divisions within the Electronic Communications and
Post Department from seven to four and repositioned the IT department to become a division within the
Administrative Department.

4 Among other positions, this includes positions such as judges, the Prosecutor General, the leadership
of the State Audit Office, the Anti-Corruption Bureau and any official appointed or approved by the Council
of Ministers or a minister.

5 A cooling off period of one year applies to the Lithuanian Communications Regulatory Authority and
National Energy Regulatory Council and the Estonian Competition Authority (Seimas, 2020;s4) (Riigikogu,
20231s5)).

16 The Lithuanian Communications Regulatory Authority and National Energy Regulatory Council and the
Estonian Competition Authority all have cooling-off periods for staff for a period of one year after leaving
the organisation, during which staff members are not allowed to take up employment in regulated entities
which they directly supervised (OECD, 2022;ss)).

7 Where the annual report of the regulator used to have a length of 100 pages or more at the time of
earlier reviews, the annual reports for the two most recent years (2021 and 2022) average around
60 pages.

18 Performance indicators on the new deposit system for beverage containers are not yet available, as this
system become operational in 2022.
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Annex A. At a glance: Progress on 2016
Recommendations

Recommendations Assessment of progress Assessment of progress
2016 2020 Status 2020 2023 Status 2023
Role and objectives
Focus on high-level goals = The PUC now has a stronger Moderate The PUC’s new strategy Good
and outcomes focus on goals and outcomes, progress maintains a focus on high-level progress
which it could strengthen by goals and outcomes and
measuring progress on its introduces KPlIs to track
strategic objectives against key progress, which the regulator
performance indicators. can strengthen by defining
targets.
Clarify goals and The PUC developed strategic Good The PUC’s new strategy Good
priorities directions that meet the interests progress continues the shift towards a progress
of users, but could explain user-centric approach, but it
further how it balances the remains unclear how the
different interests and priorities it regulator decides and
sets for itself. communicates on trade-offs in
decision making.
Ensure that regulatory The PUC is better equipped for Good Fine-tuning the use of incentive Good
functions are fit for its designated functions; it now progress regulation in the energy sector progress
purpose faces the task of fine-tuning the has not significantly progressed
efficiency incentives in order to due to a turbulent sector context,
increase the impact of the new while incentive regulation has
regulatory approach. not been introduced in other
sectors.
Assess how to participate =~ The PUC provides valuable input Limited While the PUC’s contributions to Moderate
in the policy-making to ministries during the policy progress the policy-making process still progress
process development process and the consume significant resources,
drafting of related legislation, the regulator took an important
whilst maintaining adequate step to signal its independent
resources to execute its role by publicly issuing its
functions. However, it did not opinions.
assess how to continue
participating in this process
without losing sight of its
independent role.
Set up appropriate The PUC established the Moderate The PUC’s Advisory Council is Good
mechanisms to oversee Advisory Council in 2020. Going progress fully operational and positively progress
implementation strategic  forward, the PUC will need to perceived by stakeholders; it can
framework manage expectations around the be strengthened by keeping an
work and function of the Council. eye on balanced representation
and making meetings more
member-led.
Input
Advocate for alternative The new fee setting process is Moderate The PUC successfully advocated Moderate
fee setting process more robust and reduced the progress for an alternative fee-setting progress

executive's influence over the
fee, but there is a need for clear
criteria and procedures to ensure
the right fee level in the future.

process in 2017, but there
remains a need for clear criteria
and procedures for reviewing the
fee level to ensure cost-
reflectivity in a context of volatile
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Recommendations Assessment of progress Assessment of progress
2016 2020 Status 2020 2023 Status 2023
sector revenues.
Investigate impacts of the = The competitiveness of PUC Good A new salary cap allows PUC Good
salary cap salaries has improved following progress salaries to track sector salaries, progress
a legislative reform in 2018 that but the regulator now needs to
changed the salary cap, but the assess and enhance its broader
impact of the salary cap on the attractiveness as an employer
PUC'’s ability to attract and retain beyond financial remuneration.
talent for senior positions
remains unclear.
Develop a “total rewards” ~ The PUC implemented a new Fully The regulator continues to offer Fully
approach to retain staff bonus system since 2016, with implemented  a balanced employment implemented
financial and non-financial package, although its efforts to
incentives. build a positive work
environment could be affected
by the structural impact from the
COVID-19 pandemic on
operations.
Process
Advocate for staggered There is a new robust process Fully The system of staggered Board Fully
board terms for the selection of Board implemented  terms has been fully implemented
members, that further staggers implemented, supporting
Commissioners’ terms, and institutional memory and
allows for maximum two regulatory stability, and providing
Commissioners to have their safeguards for the regulator's
terms confirmed or renewed in independence.
one calendar year.
Exploit the multi-sector Staff mobility within the PUC is Moderate Staff mobility remains relatively Moderate
model and facilitate shown to take place on a case- progress low in absence of incentives, progress
mobility across by-case basis, but the regulator where the Economic Analyses
departments lacks an organisation-wide and Legal Departments act as
mobility strategy. the main intermediaries for the
exchange of knowledge and
experiences.
Introduce more regular The PUC presents its Annual Good The PUC frequently interacts Moderate
and formal exchanges Action Plan and the Annual progress with parliamentary committees progress
between Parliament and Report to the Saeima. However, but could advocate for wider “big
the PUC the current level of engagement picture” engagement and tailored
is limited, given the breadth of communication, in a context
topics and length of the reports. where it faced criticism over
recent tariff increases.
Remuneration of Board There has been timid No progress = Board members can now receive Limited
members after the end of ~ advancement on the process of three months of remuneration progress
term amending the remuneration of during the two year “cooling-off’
Board members during the two- period, although this may not be
year cooling-off period. sufficient to promote diversity in
their backgrounds.
Focus area: stakeholder The PUC engages frequently
engagement with stakeholders to inform its
decision making, which could be
strengthened using hybrid public
hearings and communication on
broader impacts.
Output and outcome
Develop a performance The PUC had not developed a No progress ~ The PUC made strong progress Moderate
assessment matrix that performance assessment matrix by introducing KPlIs after progress

links goals and priorities
to outputs and outcomes

that would allow for a specific
mapping of goals and priorities
against outputs and outcomes.

consultation with stakeholders,
and now needs to define targets
and a clear methodology to
enable tracking and to maximise
accountability.
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Recommendations Assessment of progress Assessment of progress
2016 2020 Status 2020 2023 Status 2023

Use performance data The PUC enhanced Moderate The PUC uses interactive tools Good
and information to transparency through more progress and reports to share insights on progress
communicate with key external communication. performance with stakeholders in
stakeholders However, it is difficult for an accessible format and is on

stakeholders to grasp how the track to report on KPIs in the

PUC performs in the absence of future.

key indicators.
Use data to develop Since the last review, there are Limited In absence of any comparison Moderate
choices for consumers limited information comparison progress tools for energy and e- progress

tools for e-communications and
energy. There is a need for more
data-driven tools and consumer
education platforms which make
use of extensive data.

communications, the regulator
developed information
campaigns to educate and guide
consumers.
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Annex B. Methodology

Measuring regulatory performance is challenging, starting with defining what
to measure, dealing with confounding factors, attributing outcomes to
interventions and coping with the lack of data and information. This annex
describes the methodology developed by the OECD to help regulators
address these challenges through a Performance Assessment Framework
for Economic Regulators (PAFER), as well as how it was adapted for a
progress review. It first presents some of the work conducted by the OECD
on measuring regulatory performance. It then describes the key features of
the PAFER and presents a typology of performance indicators to measure
input, process, output and outcome. It finally provides an overview of the
approach and practical steps undertaken for developing the present progress
review.
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This Annex summarises the methodology developed by the OECD to assess regulatory authorities’
governance arrangements, drivers of performance as well as their performance measurement matrices.
The methodology was prepared based on the experience of regulators participating in the OECD Network
of Economic Regulators. The framework was applied to 14 regulatory bodies, and the present report is the
third application of a progress review. The reviews up to date, spanning a number of sectors and countries,
include: Colombia’s Communications Regulation Commission (OECD, 2015;1), Latvia’s Public Utilities
Commission (OECD, 2016y2;) (OECD, 2021(3]), Mexico’s three energy regulators (OECD, 201714) (OECD,
20175)) (OECD, 2017p)) (OECD, 20177), Ireland’s Commission for Regulation of Utilities (OECD, 2018g)),
Peru’s Energy and Mining Regulator (OECD, 2019y), Peru’s Telecommunications Regulator (OECD,
2019p0)) (OECD, 2023p11)), Peru’s Transport Infrastructure Regulator (OECD, 2020p12), Ireland’s
Environmental Protection Agency (OECD, 2020;13), Portugal’s Energy Services Regulatory Authority
(OECD, 2021p141), Peru’s Water and Sanitation Services Regulator (OECD, 2022;15), and Brazil’'s National
Agency for Water and Basic Sanitation (OECD, 20241¢]). The methodology has been adapted since its
first application to learnings throughout the review process and is adjusted to take into account specific
needs and contextual characteristics of each regulator, sector and jurisdiction.

Analytical framework

The analytical framework that informs this review draws on the work conducted by the OECD on measuring
regulatory performance and the governance of economic regulators. OECD countries and regulators have
recognised the need for measuring regulatory performance. Information on regulatory performance is
necessary to better target scarce resources and to improve the overall performance of regulatory policies
and regulators. However, measuring regulatory performance can prove challenging. Some of these
challenges include:

e What to measure: evaluation systems require an assessment of how inputs have influenced
outputs and outcomes. In the case of regulatory policy, the inputs can focus on: i) overall
programmes intended to promote a systemic improvement of regulatory quality; ii) the application
of specific practices intended to improve regulation, or, iii) changes in the design of specific
regulations.

e Confounding factors: there is a myriad of contingent issues that have an impact on the outcomes
in society which regulation is intended to affect. These issues can be as simple as a change in the
weather, or as complicated as the last financial crisis. Accordingly, it is difficult to establish a direct
causal relationship between the adoption of better regulation practices and specific improvements
to the welfare outcomes that are sought in the economy.

e Lack of data and information: countries tend to lack data and methodologies to identify whether
regulatory practices are being undertaken correctly and what impact these practices may be having
on the real economy.

The OECD (201417)) Framework for Regulatory Policy Evaluation starts addressing these challenges
through an input-process-output-outcome logic, which breaks down the regulatory process into a sequence
of discrete steps. The input-process-output-outcome logic is flexible and can be applied both to evaluate
practices to improve regulatory policy in general, and also to evaluate regulatory policy in specific sectors,
based on the identification of relevant strategic objectives. It can be tailored to economic regulators by
taking into consideration the conditions that support the performance of economic regulators (Box A B.1).

The OECD Best Practice Principles for Regulatory Policy: The Governance of Regulators (OECD, 20141g))
identifies some of the conditions that support the performance of economic regulators. They recognise the
importance of assessing how a regulator is directed, controlled, resourced and held to account, in order to
improve the overall effectiveness of regulators and promote growth and investment, including by
supporting competition. Moreover, they acknowledge the positive impact of the regulator’'s own internal
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process on outcomes (i.e. how the regulator manages resources and what processes the regulator puts in
place to regulate a given sector or market) (Figure A B.1).

Box A B.1. The input-process-output-outcome logic sequence

e Step I. Input: indicators include for example the budget and staff of the regulatory oversight
body.

e Step Il. Process: indicators assess whether formal requirements for good regulatory practices
are in place. This includes requirements for objective setting, consultation, evidence-based

analysis, administrative simplification, risk assessments and aligning regulatory changes
internationally.

e Step lll. Output: indicators provide information on whether the good regulatory practices have
actually been implemented.

e Step IV. Impact of design on outcome (also referred to as intermediate outcome): indicators
assess whether good regulatory practices contributed to an improvement in the quality of
regulations. It therefore attempts to make a causal link between the design of regulatory policy
and outcomes.

e Step V. Strategic outcomes: indicators assess whether the desired outcomes of regulatory
policy have been achieved, both in terms of regulatory quality and in terms of regulatory
outcomes.

Source: (OECD, 2014[17)).

Figure A B.1. The OECD Best Practice Principles on the Governance of Regulators

‘ 1. Role clarity

" 2.Preventing

" 7. Performance ‘ undue influence

evaluation and maintaining
— \ trust y
/ 3. Decision making |
‘ 6. Funding ‘ ‘ and governing ‘

body structure

" 4. Accountability |
‘ and ‘

‘ 5. Engagement ‘
) transparency )

Source: Adapted from (OECD, 20141s)).

The two frameworks are brought together into a Performance Assessment Framework for Economic
Regulators that structures the drivers of performance along the input-process-output-outcome framework
(Table A B.1).
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References Strategic objectives Input Process Output and outcome
Best Practice e Role clarity e Funding Maintaining trust and Performance evaluation
Principles for preventing undue influence
the Governance Decision making and
of Regulators governing body structure
Accountability and
transparency
Engagement
Institutional, e  Objectives and e Budgeting and Strategy, leadership and co- Performance standards and
organisational targets financial ordination indicators
and monitoring management
drivers e Functions and e Human resources Institutional structure Performance processes and
powers management reports

Management systems and
operating processes

Relations and interfaces
with Government bodies,
regulated entities and other
key stakeholders

Regulatory management
tools

Feedback or outside
evidence on performance

Source: OECD Analysis.

Performance indicators

For regulators, performance indicators need to fit the purpose of performance assessment, which is a
systematic, analytical evaluation of the regulator’s activities, with the purpose of seeking reliability and
usability of the regulator's activities. Performance assessment is neither an audit, which judges how
employees and managers complete their mission, nor a control, which puts emphasis on compliance with

standards (OECD, 200419)).

Accordingly, performance indicators need to assess the efficient and effective use of a regulator’s inputs,
the quality of regulatory processes, and identify outputs and some direct outcomes that can be attributed
to the regulator’s interventions. Wider outcomes should serve as a “watchtower”, which provides the
information the regulator can use to identify problem areas, orient decisions and identify priorities

(Figure A B.2).
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Figure A B.2. Input-process-output-outcome framework for performance indicators

Clearly identified role & objectives

Clear role and set of objectives aligned with functions and powers to inform
actionable performance indicators.

Efficiency and effectiveness of Input

Organisational and financial performance (e.g. planned activities completed on time
and on budget).

Quality of processes for regulatory activity

Process Existence and effective use of regulatory tools and processes (e.g. measurement of
accuracy, timeliness, accessibility, participation, risk analysis, use of evidence).

Output from regulatory activity

Output Effective regulatory decision, actions and interventions
(e.g. decisions taken which were upheld).

Direct outcome/impact of outputs (e.g. compliance Market structure
with regulator’s decisions). (e.g. level of concentration);
Outcome Wider outcomes — to note that these indicators are Service and infrastructure quality

(e.g. frequency and reliability of services
to consumers, reliability and deployment
of infrastructure);

meant to be a “watchtower” to loop back and help
identify problem areas, orient decisions and identify
priorities; they should be used as learning (rather

than accountability) indicators: Consumer welfare
(e.g. ability of consumer to choose the
service that best fits their preferences);

Industry performance
(e.g. revenues, profitability, investment).

Note: This framework was proposed in the initial methodology for the performance assessment framework for economic regulators (PAFER)
discussed with the OECD Network of Economic Regulators (NER). It has been refined to reflect feedback from NER members and the experience
of other regulators in assessing their own performance.
Source: (OECD, 2015y1)), Figure 3.3 (updated in 2017).

Approach

The analytical framework presented above informed the data collection and the analysis presented in the
report. The present report looks at the internal and external governance arrangements of Latvia’s Public
Utilities Commission (PUC) in the following areas:

e Role and objectives: to identify the existence of a set of clearly identified objectives, targets, or
goals that are aligned with the regulator’s functions and powers, which can inform the development
of actionable performance indicators;
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Input. to determine the extent to which the regulator’s funding and staffing are aligned with the
regulator’s objectives, targets or goals, and the regulator’s ability to manage financial and human
resources autonomously and effectively;

Process: to assess the extent to which processes and the organisational management support the
regulator’s performance;

Output and outcome: to identify the existence of a systematic assessment of the performance of
the regulated entities, the impact of the regulator’s decisions and activities, and the extent to which
these measurements are used appropriately.

Data informing the analysis presented in the report was collected via a desk review and a fact-finding
mission:

Questionnaire and desk review: PUC completed a detailed questionnaire which informed a desk
review by the OECD Secretariat. The Secretariat reviewed existing legislation and PUC documents
to update its understanding on the de jure functioning of the regulator, and to inform the fact-finding
mission. This questionnaire was tailored to PUC for a second follow-up review of the PUC’s
progress, based on the findings of the 2016 PAFER report (OECD, 20161201) and the 2021 progress
review report (OECD, 20213]), methodology already applied by the OECD to other regulators since
2015 and on the participation of PUC to former OECD data collection exercises such as the 2023
Indicators on the Governance of Sector Regulators.

Fact-finding mission: the fact-finding mission focused on meeting PUC internal teams as well as
external stakeholders. The mission took place between 3 and 6 October 2023, and it was a key
tool to collect and complete the de jure information obtained through the questionnaire with the de
facto state of play and progress on recommendations. The work of the fact-finding mission tailored
the PAFER methodology to PUC features. Information collected was completed and checked with
the PUC for accuracy. The mission took place in person in Riga.

During the fact-finding mission, the team met with PUC’s leadership team as well as several staff members
from across the institution. In addition, the team met with government institutions and external
stakeholders, including:

Ministry of Finance of the Republic of Latvia

Ministry of Economics of the Republic of Latvia

Ministry of Climate and Energy of the Republic of Latvia

Ministry of Environmental Protection and Regional Development of the Republic of Latvia
Ministry of Transport of the Republic of Latvia

Economic, Agricultural, Environmental and Regional Policy Committee of the Saeima
Competition Council of the Republic of Latvia

State Audit Office of the Republic of Latvia

Consumer Rights Protection Centre of the Republic of Latvia (PTAC)

Meetings with industry representatives - Augstsprieguma tikls (electricity TSO), Tele2 (telecom
provider) and Rigas Gdens (water company).
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DRIVING PERFORMANCE

Regulators act as “market referees”, balancing the often-competing interests of stakeholders such

as governments, current and future actors in the markets, and consumers. At the same time, markets are rapidly
changing due to new technologies, the international drive toward carbon-neutral economies, and, more recently,
the COVID-19 pandemic and energy and cost-of-living crises. Continuously assessing the performance

of economic regulators is thus important to ensure regulators continue to perform in a changing context.

This second progress review evaluates the changes made by Latvia’s Public Utilities Commission over the last
three years to implement 2016 OECD recommendations, following a first progress review in 2021. The review
tracks progress and provides advice on how to increase the effectiveness of regulatory activities and, ultimately,
improve outcomes for consumers and the economy.
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