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Chapter

The Energy Industries
9.1 Introduction

For most of the postwar period, major parts of the energy sector of the
U.K. economy have been dominated by publicly owned enterprises. The
bulk of economic activity in the electricity, gas, and coal industries has been
placed in the hands of public corporations which have, to varying degrees,
been protected from competition by statutory monopoly rights. Only in oil,
where public ownership has been more limited, has the private sector been
allocated the major role, and. even here. public policy has had a pervasive
effect on the evolution of the industry.

Even before the advent of the privatization program, however, the
structure of the energy industries was far from static. In the late 1940s and
early 1950s primary fuel supplics were largely drawn from the coal
industry. As well as being the principal source of energy for domestic space
heating and for many of the country’s major industries, coal was the basic
input for both the generation of electricity and the production of gas.
During the 1950s and 1960s this picture changed somewhat as relatively
cheap imported oil became more readily available (see table 9.1 ). Petroleum
products gradually increased their share of inland consumption of primary

Table 9.1 Inland consumption of primary fuels: total consumption (millions of tonnes of
Coalcquivalent)and market shares, 1950- 1985

Market shares (percent)

Total

tnland Natural Nuclear Hydro-
Year consumption  Coal Petroleum  gas clectricity electricity
1950 2281 89.6 10.0 . 0.4
1955 2539 85.4 14.2 - - 0.4
1960 269.4 73.7 25.3 - 0.4 0.6
1965 3033 61.8 35.0 0.5 2.0 0.7
1970 3367 46.6 44.6 5.3 28 0.7
1975 3348 36.9 42,0 17.1 34 0.6
1980 3287 36.7 37.0 21.6 4.1 0.6
1985 3269 322 35.2 25.2 6.8 0.6

Source: Digestof U K. Energy Statistics (1986).
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fuels until the early 1970s. by which time they had overtaken coal as the
U.K.’s principal source of energy. The oil price shock of 1973 reversed this
trend, however, and since that date the market share of oil has fallen
significantly.

Apart from the substitution of oil for coal, another major change in
energy markets resulted from the discovery and exploitation of substantial
offshore reserves of gas and oil in the U.K. Continental Shelf (UKCS). This
explains the steady expansion in the use of natural gas as a primary fuel
input from the mid-1960s onwards and gavc rise to a substantial
restructuring of the gas industry which we will describe later. Not shown in
the table is the later shift from imported to domestically produced oil which
took place during the 1970s and early 1980s. and which in turn led to the
emergence of new set energy policy issues.

These changing patterns in sources of energy have had major effects on
the respective roles played by public and private producers over the last 40
years. Thus. prior to the development of UKCS reserves, public
corporations were responsible for both the production and distribution of
gas. However, since the bulk of offshore production of gas (and oil) has
been undertaken by private producers, the public sector in the industry has.
in the more recent periods, focused its attention chiefly on gas distribution

and sales. Similarly, prior to privatization. the growth in the importance of
petroleum products implied some overall diminution in the scope of the
public sector’s role in the production of primary fuels (although in
electricity and coal public corporations have retained their production
monopolies throughout the postwar period).

It is against this background that we will evaluate the U.K.
Government's privatization program for the energy industries. We start, in
section 9.2, with the gas industry, which was transferred to the private
sector in 1986. The approach adopted by the Government in this case bears
many resemblances to that followed in the telecommunications industry,
and several of the points that we make echo arguments developed in
chapter 8. Section 9.3 then considers the prospects for the privatization of
the electricity supply industry. The ordering here is governed by the
similarity of the economic issues surrounding electricity privatization to
those surrounding the gas and telecommunications asset sales: in each case
we are confronted by a network industry with significant elements of
natural monopoly in parts of its operations. Thus, although the sale of state
oil assets preceded Government plans for the privatization of electricity.
and although the offshore oil and gas industries are closely linked.
evaluation of the oil privatizations is deferred until section 9.4. This
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discussion is followed, in section 95, b
guestions facing policy makers with res
industry, including questions about th
complete privatization. Finally,
conclusions concerning compet
energy industries.

Y an examination of some of the
pect to the future of the British coal
. e likely consequences of partial or
in section 9.6, we summarize our principal
1tion, regulation, and privatization in the

9.2 The British Gas Industry

In December 1986, British Gas became the second public utility comp:
to be transferred to the private sector. Unlike in the British Telecom P;_'I‘_y
case, the Government did not retain a sizeable shareholding in the(nevz
con?pz‘m)‘/, but for the most part the two utility privatizations are marked b
Iht?lf‘ similarities rather than their differences. Thus, for example, the sale )t’“
British Gas was accompanied by the creation of a new regulator; body tl?e
Office of Gas Supply (Ofgas), and price controls have been establishe’d in
markets where competition from other fuels is weak. ‘
. The organization of the material in this section 1s therefore similar to that
in chapter 8. We begin with a short history of the gas industry in Britain
(section 9.2.1) and an analysis of the industry’s structure (section 9.2 2)
These are followed, in section 9.2.3. by a discussion of the framewo.rk. ot;
compctxtlon and regulation that has evolved over the recent past, with
particular emphasis being given to the Oil and Gas (Enterprise) Ac; 1982
an'd lhe Qas Act 1986—which were concerned with liberalization an;
pr?valfzauon.respeclively—and to the Authorisation granted to the newly
i)hr;va;nzid Brltish Qas by the Secretary of State for Energy. The final part of
imp]e:;gts’z ésec}:xon 9.2.4) comprises an assessment of the policies
. ed by the 09vernment in the course of the privatization exercise
gether with a few brief remarks on threc of the main events in the nine
\I:‘Onths fol]qwing the ﬂf)tation of British Gas: the company’s first conflict
ith Ofgas, its first major acquisition, and an attempt by large industrial

Cus i
Stomers of the company to elect Sir Ian MacGregor to the Board of
Directors.

9.2.1 The History of the Industry

;Zigjt' plllblic supply of ga§ in Britain was made under a Royal Charter

LondOn"[]; 812 to the Gas Light and Col.(e Company for street lighting in

e mai;; ' y ISSO ic num?er'ofgas suppliers had grown to nearly 700, with
application continuing to be street lighting. Thereafter the use of
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gas in the home and in industry increased steadily until, by the mid-1930s,
there were approximately 11 million gas customers.

The industry was nationalized in 1948. Prior to that gas supply was
divided between municipal undertakings and commercial companies. The
municipalities accounted for approximately 37 percent of the industry, and
virtually all the remaining supply was in the hands of 509 commercial utility
companies. The latter were subject to stringent statutory provisions
designed to restrict profits and hold down prices, and a variety of schemes
were in force to link prices to profits in ways intended to strike a balance
between the interests of consumers and stockholders. In all there was a total
of 1,046 gas companies and undertakings in existence at the time of
nationalization.

The Gas Act 1948 led to the amalgamation of these companies and
undertakings into twelve Area Boards, each of which was largely
autonomous as regards the manufacture and supply of gas. In addition the
Act created a central body, the Gas Council, which was allocated a
supporting role in the industry. The statutory duties of the Council
included the provision of advice to the Minister, organizing research
programs, education and training, the manufacture and supply of gas
fittings, and raising finance for individual Area Boards on the credit of the
whole industry.

According to the Report of the Committee on the Gas Industry in 1945
(the Heyworth Report), the perceived advantages of nationalization mostly
related to the attainment of various types of scale economies. Nevertheless.
the Heyworth Committee concluded that there were no major national
problems facing the industry, and that organization on a national scale to
manufacture and distribute gas was therefore unnecessary for the
achievement of the available economies. In particular, the Committee
argued that a national grid was not practicable, that it was not economic to
supply gas to every part of the country, and that selling prices could not
usefully be fixed on a national basis. Given these arguments, the Labour

Government opted for a regionally decentralized form of public ownership.

The reasoning of the Heyworth Committee, however, was subject 10
almost immediate challenge. As carly as 1953 the Gas Council reported
that the benefits of planning and control of production and distribution

over far larger areas than was previously thought necessary were leading i0

more centralized forms of organization. Subsequently, changes in
technology, including the introduction of natural gas, gave a further
impetus to the trend towards centralization.

Until the 1950s gas was derived mainly from coal, but sharp increases in
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Boards. Fi 5 i iti
Nomhssiuézl:?; ?:tt);tam'nal quantities of natural gas were discovered in the
e dever. e mld-. 1960s, anq these reserves provided the basis f
-~ pment of domestic production of natural gas. >
oy itng:z;ubrlzlfia:suwa§ ﬁrs.t ltmported. into Britain it was processed to
abundant rewr s;: In existing appliances. However, the discovery of
nation] prasee mfl e Nor?h Sea made it economic to embark upon a
progam s ;)96C70nvertm.g all appliances to use natural gas. The
Noah Sen e in . fol]owmg.the first landing of natural gas from the
appmxima’te] ;:S Cf;rf)pleted a.hltle over ten years later, by which time
oo ha); b mi 1101.1 applxances, operated by about 13 million
o consm;cu'on Ot}en mc‘)dlﬁed.. In addition, the new circumstances led to
North So. i frofnnztxf)nal high pressure gas transmission system to take
distribution aten eachheads to the off-take points of the regional
N r;‘\l:al‘;zergsilrjlltlggg tSese technological developments the industry was
the et G Co.rpoll\:::iro t:? BCélé ;\ct;?n thle(: Gas Council was renamed
1y s and it took over the operation
po“slg)a::tesg:ei lioards. In adqition. the Act gave the I:3GC inzr:zfx;:;
cubsequentl in(.l%;!' and ob.tam supplies of gas and oil. although
- imeres;s o and 1984, .lt wgs rf:quired to dispose of the majority of
1987 the. e ;')drt of the privatization program (see section 9.4). Until
. ofNortv}:'dSse als? granted monopsony powers in respect of the
Oiland G e 'a Gas. Hf)wever, Fhat year saw the introduction of the
common s pnse) Acl, am.ied gt llbe.ral.izjng the market by establishing
ansontt fs l;})lrovxslg)ns whlch: in 'pm.lcxple, allowed other suppliers to
o oy ]98g5 . réug the BGC’s pipeline network (see section 9.2.3).
s jndustry o t; over‘nment a.nno.unced its intention to privatize the
Rogal Assen.t e le necessary leglslguon (the Gas Act 1986) received the
BGC (o e o fu y 1986. This provided for the complete business of the
the estab]jshme: te:)r;fi tfo'a new company, named British Gas plc. and for
Ordinary st Ba. ‘ramework of regu.latlon for the industry. All the
capitaliogsie Oftz S ritish Qa§ were sold in December 1986 at a market
hare ines ,602.5 million. Partly to reduce the magnitude of the
e, however, the company was required to issue an unsecured
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£2.500 million debenture to the Government. which was repayable in
tranches in each of six successive years starting in 1987. In effect, therefore,
the Exchequer will continue to receive proceeds from the sale until 1991.

9.2.2 The Structure of the Gas Industry
The major activities of the British gas industry are as follows:

(i) the production of natural gas, mostly from offshore fields;

(ii) transmission of gas to beachhead landing points;

(iii) transmission of gas from the beachhead to regional off-take points:
(iv) local distribution of gas to customers’ premises:

(v) the sale of gas;
(vi) the sale, installation, and servicing of gas appliances.

Before considering these activities in more detail, it is worth noting that
the nationalized BGC enjoyed monopoly positions in respect of activities
(iii)~(v), and a monopsony position in respect of purchases of gas supplies.
We will argue later that privatization has not materially altered this
situation, and that British Gas will therefore continue to operate as a
monopolist-cum-monopsonist for the foreseeable future.

Gas Supplies Exploration for and extraction of natural gas, together with
transmission to the beachhead. is mostly carried out by oil companies
operating on the UKCS. However. British Gas has itself been involved in
these activities since the mid-1950s. and by the early 1980s it had built up
quite sizeable interests. As a result of the privatization program, these
interests were reduced by the enforced sale of the BGC’s 50 percent stake in
the license for the small (onshore) Wytch Farm oil field in 1984, and of its
stakes in five offshore oil fields and a further 20 offshore exploration blocks
(which formed the initial assets of Enterprise Oil in 1983). Nevertheless,
British Gas continues to have the largest single share of proven and
provable gas reserves in the UKCS, amounting to about 15 percent of the
total. Approximately 80 percent of the company’s reserves lie in on¢
offshore field, the South Morecambe gas field.

In the year ended 31 March 1986, British Gas obtained about 5 percent
of its gas supplies from its own fields. However, with the exception of small
volumes used in the manufacture of chemical feedstocks, afl current UKCS
production is either purchased or owned by British Gas. These sources
account for about 75 percent of the company’s supplies, the remainder
being derived from the Norwegian sector of the North Sea.
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. gr;erii?izrtj;; Z?aluTe of the n?arket for gas supplies is the wide variation
o ihe pri pr:\,jde ;)orrg:; ti";ci)urgldltfferentfﬁelds. Most British Gas purchase
ntracts . erm of approximately 25 years, and th
price pdydple for the gas is generally determined for i .
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' ; ontra arket conditions at the time they are luded
and. since fields come on stream at different dates, this part); counte o
: | ome ! , y accounts
::;] gvr;dtcieo:ls::srsn:rr; clcr;dthde p(jr:;e§ cu]rremly payable. For example, fZ.:
' €d addiional supplies have increas
:;;:)?l f;zm l.essh acc§ssible discoveries that have been mor: Zj(]geg:));i\zeig
Changc.s inpr::c1pl<?,l 1t would .have been possible to link contract prices to
N h;imd r'productxor') cosls‘ but. in practice, such provisions
would oy 2 u: avorable mcennve. properties: offshore producers
dseovenin a Seve dgneﬁted from the inefficient exploitation of later
bt l.m:h'c‘o(;l important reason for the observed price dispersion is
o . p ased under contracts entered into before 1 July 1975 is
Tn};pt rom U.K. petroleum revenue tax (see section 9.4).
re'ali:!esl;l;;egrstt l;KCS fields (the Early Southern Basin Fields) were
e s ri([::) oh evelhop, and the com.ract terms were settled before both
an, s cé)m e shock in 1973 and the 1.n.troducu'on of petroleum revenue
Britieh o héseguen?e. under thfe prov:s'lons of the long-term contracts,
below o, o tee: able to obtam supplies from these fields at prices well
offong for. Sa]a t o'se supplies could have subsequently commanded if
plicabi cOe o'n a‘ spot market, .and substantially below the levels
Honee o ntracts concluded‘durm.g later periods.
e 1 ,e:dt-;);’lgh the average price paid by British Gas for supplies in the
Southery par dr'cl‘l 1986 was 17.2 pence per therm, prices for Early
felds gover. lr;gds 'were ml‘xch lower than this while prices for gas from
rom the dir;)e 1r? later p‘eno.ds were much higher. The anomaly arising
comactey 1 ;rlengal application of petro.]eurp revenue tax was partially
Sanding a[);, e Gas Levy Act 1981, which introduced a tax (currently
fore 11 pence per therm) on gas purchased under contracts signed
uly 1975. In 1985-1986 the levy was applicable to about 65 percent
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of gas purchases, and had the effect of raising the average cost of British
Gas’s supplies from 17.2 pence per therm to 19.9 pence per therm.
Nevertheless, even allowing for the levy. the average cost of supplies
continues to be well below the purchase prices settled in recent contracts.
Gas from the Norwegian Frigg field. for example, is estimated to have
commanded landed prices in excess of 30 pence per therm in the mid-1980s.

The proportion of gas taken from the Early Southern Basin Fields has
declined over recent years and will continue to fall in the future. In the
financial year 1981-1982 these fields accounted for 61 percent of supplies.
but by 1985-1986 the figure was down to 44 percent and it is expected to
decline to around 30 percent by 1991-1992. Upward pressure on average
purchase prices from these shifts can therefore confidently be anticipated.

Transmission and Distribution Natural gas enters the national trans-
mission system at five coastal terminals. After treatment and measurement
the gas is then carried at high pressure to over 100 regional off-take points,
where it passes into the regional transmission system which conveys it to
the main centers of demand. Finally it enters the local distribution systems,
where pressure is gradually reduced until the gas reaches the meters of the
16 to 17 million customers.

The pipeline mileages in 1986-1987 were as follows: national
transmission. 3.300 miles: regional transmission. 7,650 miles; local
distribution. 135,000 miles. All this supply network is owned and operated
by British Gas, and inspection. maintenance, and renewal of the network
constitute a significant part of the total activities of the company.

Given the need to maintain pressures in the integrated pipeline network.
preserving the balance between supply and demand at each point in the
system is a vitally important function. The task is performed by two central
control rooms (one concerned with overall supply strategy, including the
management of off-takes from the various fields, and the other with
day-to-day balancing of supply and demand throughout the transmission
system) and 12 regional centers, each connected to the day-to-day control
room and responsible for meeting demand within its own region.

Seasonal variations in demand for gas are quite marked—up to five
times higher on a very cold winter’s day than on the warmest summer
day—and these are handled in one of five ways:

(i) varying the amount of gas taken from the supplying fields;

(ii) provision of seasonal supplies from fields specially developed for this
purpose (e.g. South Morecambe);
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Table 9,2 Breakdown of British Gas's sales. 1985-1986

Market Therms sold Sales value Customers
(percent) (percent) (percent)

Domestic

Industria] §$g g‘lé 96.5

Commercial 14.7 14.2 %

Source: British Gas Prospectus (1986).
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important single factor in this change was the increasing use of gas for
central heating: between 1980-1981 and 1985-1986 76 percent of the
central heating systems installed in the U K. were gas fired.

The industrial market for gas is conventionally split into two main
categories: premium and nonpremium. The first comprises customers
requiring a fucl that is clean and readily controllable, and does not have to
be stored. In the premium market gas competes against gas oil and, to a
lesser extent, against liquefied petroleum gas and electricity. The
nonpremium market consists of customers whose principal requirement is
crude bulk heat. Here gas competes against heavy fuel oil and coal, and,
unlike in the premium market, purchase contracts usually allow British Gas
to interrupt supplies at times of high system demand. In addition to these
two main categories, gas is also supplied to the industrial market for use as
a chemical feedstock in the manufacture of fertilizers, largely on an
interruptible basis.

Demand growth in the industrial market has been much slower than in
the domestic market. Between 1975 and 1985 the total number of therms
sold rose by around 17 percent, although there was a slight decline between
1979 and 1985. However. the market share of gas increased steadily
throughout the ten-year period, rising from 23 percentin 1975 to 36 percent
in 1985.

One characteristic of the industrial market is the large volume of gas
supplied per customer. In the accounting year 1985-1986, the three largest
customers together accounted for 10 percent of the total number of therms
sold by British Gas in all markets. and the largest customer (Imperial
Chemical Industries) alone accounted for 7 percent of total sales. About 55
percent of the industrial market, representing about 12 percent of the total
revenue of British Gas, is supplied on an interruptible basis. Since
customers with interruptible contracts can be assumed to have the capacity
to switch readily and quickly to alternative fuels, conditions conducive to
effective competition amongst fuels exist in this area. It is also worth noting
that, in the main. gas is supplied to customers under contracts that are
individually negotiated.

The commercial market for gas largely comprises customers in the
service industries and the public sector, including education (the largest
single component, accounting for about 20 percent of commercial sales),
shops, offices, public buildings, hotels, and restaurants. Over two-thirds of
the gas consumed in the commercial sector is used for space heating. with
water heating and catering being the next most important uses. For heating
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°°mpan;z’s s at, likewise, pipelines and related equipment dominate the
set structure. In terms of profits, the relative contribution of
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gas supply is even higher. The CCA operating profit of £688 million in
1985-1986, for example, can be broken down as follows: gas supply, £703
million; installation and contracting, £11 million; appliance trading, £12
million; exploration subsidiaries, —£43 million; other activities, £5 million.
The principal component of the cost of sales was expenditure on gas
purchases (including the gas levy) which totalled £3,896 million in
1985-1986, while operating costs include salaries, wages, and related costs
(£1,202 million in 1985-1986) and depreciation (£431 million on a CCA
basis in 1985-1986).

The increase in operating profit between the two years is largely
attributable to a fall in gas purchase costs of approximately 9.5 percent,
which in turn was a consequence of the impact of falling oil prices on the
escalation provisions of gas purchase contracts. As a result, the company’s
rate of return—defined here as the percentage ratio of operating profit to
average capital employed—rose from 4.1 to 5.8 percent on a CCA basis.
and from 15.3 to 18.5 percent on an HCA basis.

9.2.3 The Framework of Competition and Regulation
Although the gas industry was highly fragmented prior to nationalization

Table 9.3 British Gas: profit and loss accounts, 1985-1986 and 19861987

CCA (£ million) HCA (£ million)
1986 1987 1986 1987
Turnover

Gas supply 7,109 6,967 7,109 6.967

Installation and contracting 275 310 275 310
Appliance trading 278 300 278 300
Exploration subsidiaries 94 189 94 189
Other activities 21 28 21 28
Intragroup sales -90 -184 ~90 184
Total turnover 7.687 7,610 7,687 7.610
Cost of sales 4.598 4,135 4,539 4,150
Gross profit 3.089 3,475 3,148 3,460
Operating costs 2,401 2,470 2,142 2216
Operating profit 688 1,005 1,006 1,244
Net interest receivable 94 49 94 49
Gearing adjustment 0 8 0 0
Profit before taxation 782 1.062 1,100 1.293
Taxation 380 487 380 487
Profit for the year 402 575 720 806

Source: British Gas Annual Report and Accounts (1987).
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Table9.4 The tangible fixed assets of British Gas

CCA (£ million) HCA (£ million)

1986 19
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Private companies wei::e:; anfd - SU’PPIY et groups of customers.
profit regulaon. erefore subject to a variety of types of price and
mdfi:::())/n?:iz;;;lt)nt su:slantially reduced the number of firms in the
corporat,ion o tyheo t e'twelve.Area Boards and later to a single public
notable by j;s absent:;sux;g period product fn;arket competition remained
out in chapter 5, b t}; wlglle regulalory policy evolved along the lines set
becr brouht in.to);in e : 70s the pohcy r.”ram~ework for the industry had
electricjty generatiowct }:wth that pertammg 1.n telecommunications and
competition by <to t. ere was a .smgle national firm, protected from
contin govemmemu ’l?;y entry ba.rners gnd regulated by a department of
amitin: arg— .th [e u:derlymg raf:c‘n?ale for this approach was the
distribution N, : the core activities of gas transmission and
more than oo fe teh a 'natural monopoly, and that the operation of
To proten e € market would therefore lead to cost inefficiencies.
considered gesjorn, S Lom the e.f‘fects of the resulting market power, it was
controllad. e that the industry should be publicly owned and
It
etv:si(;:e,;;i;:tu;se’ that the BGC faced c?ompetition from other fuels in
hOWeVer, i titl.or energy, particularly in the longer term. Even here,
competing fm:: lon “‘/a's attenuated by the fact that two of the principal
industrins Whose. e'e.ctncny. gnd coal, were4 §upplied by publicly owned
controlled by thf:pGrlcmg policies and competitive activities were themselves
exercise con ", otv};:rnment. M<'>reover, Govgrnmems were also able to
Ofcommodity o er the m.arl.(et pnce‘s of the various oil products by means
the competitine es, and did in practice use these tax instruments to reduce
pressures on the other energy industries. particularly coal

th

(see Section 9.5).
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A slightly more surprising feature of the policy regime dun.nf1 thz p:ct >
of nationalization was the statutory monopsony pofsmon wntanriza;:ion °
as that was granted to the BGC. Before reorg
the purchase of gas that was gr . o e for the
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. tural gas. it was the Gas Coun :
development of UKCS na . > o i sas
‘ into contracts with the firms 1n .
of the Area Boards, entered in h th oo r e
i anize therefore ha
ation ¢ action. The 1972 reorganization .
exploration and extrac ; o though it
i i ition in the market for gas purc \
direct impact on competition t tihough 1
did impede the possible later development of such competition
deliberate policy measure. . s
One justification for the statutory monopsony in the purc?hixs;: ovf; 1gt -
i iation of the rents associate
desire to prevent appropra . . .
) oduction by the offshore operators. This motive also helps to e);‘plam thte
o 1 ational trade in gas: both imports
i it ts to international tradein g
attitude of British Governmen e e tmoorts
é trictly controlled and, while subs
and exports have been s ile sul iy
have been allowed (most notably from the Norwegian l-ngg ﬁ?ld)f exp/(;S :
by UK CS producers were effectively prohibited prior to (;:);waui:tlon; e
.. L ucer
f British Gas vis-a-vis UKCS pro .
result the market power o G N
greatly strengthened, helping to maintain downward pressure on lhe pric
btai i i the income-
their supplies. However,
roducers could obtain for . ' neom
Sistribution problems connected with the accrual of rents onan exhauslf -
i . . - la
natural resource could easily have been solved by estdbhshu;g a;g}r(o(}:); p
lution that was later adopted for
taxes on producers, the so . <
production when petroleum revenue tax was introduced. The awlz:;dn .
statutory monopsony position to the BGC appears to have bee
' sy pi mic policy.
extremely clumsy piece of econo . . el
The consequences of the gas monopsony might nql have been oerCia)i
detrimental if, in setting prices in the domestic. mdgstnal. and ‘c<‘)mm o
markets, British Gas had adopted a long-run marginal cost pricing pohze(i
in accordance with the provisions of the 1967 White Paper on nahoné:li "
industries. In that event final selling prices would have reﬂefle i
marginal opportunity cost (the “efficient” price) of gas supp lesl,ue "
customers would have been faced with accurate signals as to the va e
gas they were consuming. In practice, however, the BGC based .setence
prices on the average contract price of its supplies. Becaus.e of .the ;msks -
of the Early Southern Basin contracts, the effects of the oil price shoc e
gas markets, and the escalating costs of extraction from less acces
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fields, this average contract
estimates of marginal o
falling world energy

price has typically been well below best
pportum’ty costs between 1973 and 1987 (although
prices towards the end of the period may have
hus, in the early 1980s for example, a report by the
Haskins, and Sells (1983) concluded that the BGC
the marginal cost of supply in all markets except the
al market, Price (1984) estimated that prices to
rm” (ie. noninterruptible) industrial customers were
elow long-run marginal costs, and Newbery (1985)
Ithough industrial prices appeared to be about right,
IS were paying up to around 20 percent too little at the

consultants Deloitte,
was selling at less than
interruptible industri
domestic and *‘fj

estimated that, a
domestic custome
margin,

It is likely, therefore, that mu
between 1975 and 1985 w
view that will receive sup
pricing in later sections).
fuels in this period may
costs than to the faily
appropriate pricing pol

ch of the gain in the market share of gas
as attributable to suboptimal pricing policies (a
port when we come to discuss electricity and coal
Thatis, the changing market shares of the various
owe less to changes in their respective opportunity

re of regulatory policy to establish and enforce
icies in energy markets.

Liberalization: the Oil and Gas (Enterprise) Act 1982 The statutory
monopsony with respect to the purchase of gas from UK CS producers was
n(?minally ended in 1982 by the Oil and Gas (Enterprise) Act which, along
with the British Telecommunications Act 198] and the Energy Act 1983,
reflected a shift in public policy toward an increased empbhasis on the use of
Competitive forces as a method of influencing the performance of
nationalized utilities.

The Act provided for the use of the BGC’s pipelinc network by
C(?mpeting suppliers or by any other persons wishing to transport gas. It
Stipulated that the consent of the Secretary of State for Energy was required
fof 8as to be supplied through pipes to any premises or for the use of the
British Gas pipelines. However, it stated that consent would automatically
be denied for supply to persons within 25 yards of a gas main unless that
Supply amounted to not less than 25,000 therms per annum. A person
Providing gas for himself was exc
Supplies greater than or e

The Act did not atte
ff.rquired to provide pi
“interconnection™ dis

epted from these requirements, as were
qual to 2 million therms per annum.

mpt to specify the terms on which the BGC was
peline services to other persons (the vital issue of
cussed in chapters 3 and 8); these were left to be
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determined by negotiations between the BGC and the user. However, the
user was afforded the right to make an application to the Secretary of State
on this matter, and the Secretary of State was empowered to give directions
to the BGC in respect of appropriate terms and conditions.

Thus, in theory, since 1982 UKCS producers have been free to negotiate
direct sales of gas to larger consumers. In the event, however, no use has
been made of the provisions of the Act to date, and the legislation has had
no discernible effect on the degree of competition in the U.K. gas industry.
The reasons for this apparent failure of policy are several and, taken
together, they underline the point that, given the structure of the gas supply
industry, much stronger liberalizing measures are required if significant
competition is to be introduced into the market.

The obstacles facing a new entrant include the following.

(i) The 1982 Act effectively excludes new suppliers from the domestic
market. which constitutes both the largest and most profitable market
segment.
(ii) The lower-margin commercial and industrial markets are highly
fragmented, tending to raise the penetration costs for a new supplier.
(iii) The largest customers are supplied on a contract basis: terms and
conditions of supply are individually negotiated and are not published.
Hence, there are significant incentives for British Gas to engage in
predatory pricing in the event that new suppliers attempt to enter the
market (price cuts can be localized, thereby reducing the impact of
aggressive policies on total revenue).
(iv) With a large integrated supply system British Gas is able to offer
superior security of supply than a potential rival. In obtaining gas from
other sources the customer would typically need to make provision for
back-up or top-up supplies from British Gas, and the latter has every
incentive to impede entry by seeking to impose unduly onerous terms for
this service.
(v) The new entrant must negotiate terms with British Gas for the use of the
pipeline network. This provides scope for the dominant firm to impede
entry by charging an excessively high price for the transport facilities.
Although the rival supplier could appeal to the Secretary of State—and.
since privatization, can now appeal to the Director General of Gas
Supply—the uncertainties and delays that are involved serve to raise entry
costs. Moreover, the need to negotiate for pipeline use provides British Gas
with an early signal of the entrant’s intentions, giving the dominant firm
time to offer better terms to the targeted customer.
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Vv : 5 '
L ;3,;1;2:2;;; all;;ad)l; e]xplamed. .Brilish Gas's average gas purchase costs
i fron ;ow marginal opportunity costs. Since all earlier
ol n]1kt ¢ UKCS were sold to the BGC under long-term
undeve]o;,ed Or ost ]1 ely type of new entrant would be an operator of an
The anit e " ?ewry developed field who had uncommitted gas to offer
o tha;} B,.S,': c; glch ‘an operator would, however, typically be much.
B e 1s» as’s ave.rage purchase cost and, given the pricin
of the dominant firm. it would be difficult for an entrant, even lgf

more efficient than British Gas, to offer more favor

A able terms to the

er;;;s;lr.?zsv}:ocr}th‘?onng that the Oil.a'nd Gas (Enterprise) Act did little to
UKGS e als s. n}l_onopsony' position with respect to the purchase of
wherebo ot a;sp 1esc.l he Act did not arnend the “‘landing requirement™
e éive;;r:)h uced on t.he UKCS is required to be brought onshore
fanding .re(.]mreme [e econpmxcs of gas production and transportation, the
export. oppon n c}(])ntmued to prevent the emergence of an effective
o or the offshor§ ' producers, and thereforc blocked

opment of the more competitive gas market that would have been

feasible had UKCS fi : ild di '
ol I telds been able to build direct pipeline links to the

::::bﬁ:}jedAc; 1(9}186G The framework of the privatized gas industry was
with the yd' e Gas Act 1936. The Act has many features in common
o discuz)sed eb l;)g tc]ecommun.lcat10n§ legislation although, for reasons to
conduem t: odw. the resulting pohc;y regime is likely to be even less
telecommrn te. evelopment of effective competition than in the case of
ubjent o ca ldogs. As a resg]t of' .th.e latter feature, the legislation was
adomie good deal of hgstlle cnticism in Parliament and by the press,
mpat Ort.h:ons?rr.ler bodies, anc'i potential competitors, although the
homai Sf'etvarlous groups on its final form was extremely limited.
Sone atutory provisions of the Act are as follows.
Generall(l)r;flGempowers the Secretary .of State to appoint the Director
o as Supply (DGGS), who in turn may appoint the staff of an
Slce pf Gas Supply (Ofgas).
“w:li:(c)lggf bzs(;:f)hshes the Gas Consumers’ Council. a consumers’
sug;(;;lg? 3 ab}c:hshcs British Gas"s monopoly privilege with respect to the
of aerns tgiz‘ils t rough pipes, opening the way to the possible authorization
¢ suppliers.

Secti ideli i
ction 4 sets out the guidelines to which the Secretary of State and the
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DGGS must have regard in carrying out their functions. In the original Bill

that was presented to Parliament these included meeting all reasonable

demands for gas, the protection of consumer interests with respect to

prices, continuity and quality of supply. the promotion of efficiency in gas

supply, and the protection of the public from dangers arising from the

distribution and use of gas. However, Parliament later amended the bill so

as to include a duty on the Secretary of State and the DGGS to act in the
way best calculated **to enable persons to compete effectively in the supply
of gas through pipes at rates which, in relation to any premises, exceed
25000 therms a year.” As with guideline (b), section 3, of the
Telecommunications Act 1984 this gives additional scope for pro-
competitive decisions by a regulator so inclined to act, although, unlike in
telecommunications, the duty is only imposed with respect to one section of
the market.

Section 5 makes supplying gas without an authorization a criminal
offence (although clause 6 then exempts supplies of over 2 million therms
per annum from this prohibition).

Section 7 empowers the Secretary of State to authorize a “public gas
supplier” to supply gas through pipes to any premises within a designated
area. The clause also provides for the inclusion in authorizations of certain
conditions (for example. the payment of fees, and provision of information
to the DGGS or the Gas Consumers’ Council). Most significantly, except
in special circumstances, it prevents authorizations for areas situated
within 25 yards of the mains of another public gas supplier. Thus, given the
initial authorization of British Gas, section 7 blocks the emergence of a
competing public gas supplier in most of the relevant market.

Section 8 empowers the Secretary of State or the DGGS to authorize any
person or persons to supply gas to specified premises when either the
premises are not within 25 yards of a public gas supplier’s distribution main
or the supply involved is expected to exceed 25,000 therms per annum.
Hence, section 8 has the effect of allowing the development of competition
in supplies to large commercial and industrial customers.

Section 9 imposes general duties on a public gas supplier, including 2
duty to “*avoid any undue preference in the supply of gas to persons entitled
to a supply ... . It remains to be seen how exactly this clause will be
interpreted but, in general, it appears designed to prevent excessive price
discrimination.

Section 10 imposes a duty on a public gas supplier, when the customer s0
requests, to give and continue to give a supply of gas of up to 25,000 therms
per annum to any premises that are either within 25 yards of a distribution
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main or ar§ already connected to such a main. However
requesting in excess of 25,000 therms per annum are n’o
supply,” this has the effect of limiting the applicability of s
therefore no statutory duty on a public gas supplier
prefere.nce in its dealings with large industrial and comme
Sectnqn 14 requires a public gas supplier to charge in
(f']x:;:”la;lffs any fcfonsumcr using no more than 25,000 therms per annum

abelled a “tanff customer™ i at ¢ i i
“shall not show undue prct’e:re)r;ca::r’l‘dinsfl'll)‘()il;]:tteasri[f‘fhsdt * PUblc s supplir
‘ Section 1.9 empowers the DGGS, on application of another person, to
glve' a F)Ub.IIC gas supplier directions securing to the applicant the right. to

use a plpelmf: owned by the public gas supplier, subject to such payments

may be specified. It therefore transfers some of the powers grantyed t 5}? :
Secretgry of State by the Oil and Gas (Enterprise) Act 1982 to the DGOGISe
imizcst;gno.'z: empo;v.ers the DGGS tohmodify the authorization condition:s
Tpos a pu 'hc gas supplier In cases where the latter raises no
Jections to the changes. If the public gas supplier does object, section 24

empowers the DGGS to refer the matter to the M ies ¢
Commission (MMC). ¢ Monopolies and Mergers
Sectio

since customers
t “entitled to a
ection 9; there is
to avoid undue
rcial customers.

accordance with

s t.n 25 reqmrcs the MMC to report on the matters referred to them.
section 26 obliges the Director to modify authorization conditions to
remed)f any adverse effects identified by the Commission.

Se’ctllon 27 enables orders (by the Secretary of State) under certain
prov’!swns of the Fair Trading Act 1973 or the Competition Act 1980 t
modify authorization conditions. ’
Secsf(:;zi)notﬁ’stprovides that, on a l'ranst"er date to be appointed by the
e tyhos ate, all the property, ngh.ts‘ and liabilities of the BGC are to

¢ of a successor company (i.e. British Gas).

It can be seen then that, as in the case of telecommunications, regulatory
i:wers are divided between the Secretary of State, the DGGS, and the
au?:(()fr.izl:t(i):vev]e.r. alth‘ough the procpdures fo.r granting and amending
the e ns/ l;lzenses and for enforcing corpphance are broadly similar in
woaker s thes.'t ¢ powers to secure .effecnve compgtition are generally
and the DGZ gsd; m‘d'ustry. Nexﬁentry lf’!to the dqmestlc market is blocked,
suppliveto as a duty to f:nable compel.mon only with respect to

here by qos ef arger customers in the commercial .and industrial markets.
suppler wmre ore little prospect .that an alterna.tlve national public gas
b emergt? to compete with l.Brm.sh Qas in the way that Mercury

Managed to do in the telecommunications industry.

The Gas Act also contains no provisions that will help to increase
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competition in the market for gas purchases, although in March 1986 the
Secretary of State announced that: “The Government is prepared to
consider applications for waivers of the landing requirement on a case by
case basis. In doing this, it will take into account considerations relating to
the security of the U.K.’s gas supplies, without any presumption that
exports should not take place in present circumstances.” In view of the facts
that (a) existing UKCS production is committed to British Gas under
long-term contracts, (b) foreseeable new field developments are relatively
few in number and most frequently small in magnitude, (c) gas utilities in
Northern Europe have already secured the supplies they require for the
next decade, and (d) direct exports would involve the construction of costly
pipeline links, it is unlikely that U.K. producers will be able to take
advantage of the new opportunities on any significant scale. That is.
liberalization has come too late to have any substantial short- to
medium-term effects, and the monopsony power of British Gas will not be
materially affected for many years to come. Moreover, while the
longer-term implications of liberalization are to be welcomed, it is not clear
that the export opportunities will be maintained indefinitely: the ministerial
statement is qualified by the ““in present circumstances™ condition.

British Gas’s Authorisation Given the market power allowed to British
Gas by the 1986 Act it might have been expected that the accompanying
Authorisation, granted under clause 7 of the Act, would have been a
lengthy and detailed document that attempted to establish a strict
regulatory regime for the privatc company. In the event, however, the
Authorisation is extremely brief, reflecting the Government’s preference
for regulation ““with a light hand.” [ts main features are summarized below
under the headings of accounting procedures, price control, common
carriage, and other provisions.

Accounting procedures The first substantive condition of the Authoris-
ation requires British Gas to prepare separate accounts for its gas supply
business. This is defined to include procurement, treatment, storage.
transmission, and distribution of gas for sale and safe delivery through
pipes to customers in Great Britain, and the conveyance of gas for
third-party suppliers. The gas supply business therefore accounts for the
great bulk of the activities of the company, and excludes only such
operations as appliance trading, installation and contracting activities.
exploration and production, and the provision of consultancy services.

As a consequence of this provision, the DGGS will have extremely poor
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Price control The most detaile
the formula that 1s to determ
customers. In each relevant

tolieat or below a “‘maxim
follows:

.d condition of the Authorisation sets out
Ine the level of prices charged to tariff
year the average price per therm is constrained
um average price” per therm which is defined as

M. =01+ RPI~X)/1001P, | + v,- K.

where M j axi i
¢ 18 the maximum average price per therm in year ¢, RPI], is the

percentage change in the retail price i
price index between Octob art—1:
October of year 7, x = 2 percent, rolyeart=land

Py =11 + (RPI,, ~-X) P

t-2s

T;;Zritltgl;a; ll;s tl};]e vla]ue for 1986-1987, yvill be equal to the average price in
therm in year 1, a Z?era'ge cost of gas in that year. ¥, is the gas cost per
In effect th;a fn ,:s a correction factqr per therm to be made in year /.
principal C;)m A ormula divides the maxxmum. price per therm into two
company of olft '?Cpts. The gas component Y is the average cost to the
including the ga almmg £as. mostly made up of payments to suppliers and
price is deemei ts ct::;y. For gas prO(.iuced from the company’s own fields the
for taxation uro the market price as determmgd by the Inland Revenue
changes i WI;“C hp(’)ses.l AT}}C nongas component P is an amount per therm,
index less tug are ,1mned. to the percentgge change in the retail price
Margin, Britishp(;rcemdge points (X). Thus, in order to increase its profit
Y more than 2 as must reduce its nongas unit costs (labor, capital, etc.)
percent per annum, a figure that presumably reflects the
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Goverment's initial perception of the magnitude of the combined effects of
scale economies and improvements in internal efficiency that might
reasonably be expected over the next few years.

Since the formula links maximum prices in a given financial year to the
retail price index and gas costs in that same year, in setting prices British
Gas must nccessarily rely on forecasts of the latter two variables. The
correction factor K therefore allows for any undercharging or overcharging
in one year to be corrected subsequently via a formula that incorporates an
interest charge on the amount of the correction and an adjustment to take
account of any change in the number of therms supplied from one year to
the next. The purpose of the correction factor is simply to prevent British
Gas from benefiting from forecasting errors and to provide incentives
against intentional manipulation of forecasts aimed at improving financial
performance (without such a factor the company would gain from
consistently overestimating changes in its gas costs and in the retail price
index).

Since gas tariffs are generally composed of two parts—a fixed element
(the standing charge) and a price per therm—the pricing formula allows for
some rebalancing of the structure of charges by British Gas. However, the
Authorisation also constrains any cumulative percentage increase in the
standing-charge component to be no greater than the cumulative
percentage change in the retail price index from its base level in December
1985. This restriction is one of several amendments to the original draft
authorization, which required only that British Gas use its best endeavors
to secure the aforementioned outcome. It is designed to ensure that small
consumers, for whom the standing-charge clement comprises a substantial
fraction of their overall purchases, are protected against substantial
increases in prices resulting from changes in tariff structures.

It should be noted. however, that connection charges for new tariff
customers are not regulated: British Gas is required by the Authorisation
only to publish the principles upon which such connection charges will be
established. In addition, as already explained, the pricing formula applies
only to tariff customers of the company. With respect to contract
customers. Condition S of the Authorisation states that:

“The Supplier shall. at the time when this Authorisation comes into force, publishi
(a) a schedule of the maximum prices payable for gas supplied at that time t0
contract customers and shall publish a revised schedule at the time of any
changes to those maximum prices; and
(b) a general statement of the Supplier’s policy as regards its willingness to entef
into negotiations for prices for gas supplied to contract customers.”
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Thus, apart from this minima provision of info i
- rmation, contract pri
relzf)i:;;lyw::kreignulated, even though competition from otherp tiszlssari:
omvely wea several parts of the noninterruptible industrial a d
markets. ’
gr:':’:;l; tr}e“sep:;c;thtt(iomodlﬁcatl.ons of' thg formula, British Gas has been
with etfeot oMt datrequest'd1§appllcatlon of the price control condition
ool capom Wme not earlier than 1 April 1992, If it does 80, the price
eforenen i MMCcea(sie to apply unless the DGGS chooses to make a
condition ane MM an dthe MMC concludes that abandonment of the
DGGS himsel has the rght to oty e aap e, LT The
s . ‘modify the Aut orisation at any tim
agreesnt]f ::: :f:r: to v'ary the pricing formula, provided that Britizh Gae;
e o o l%es and the Sccretary of State does not object. In the
anee MMCSi;:ment, the DGGS may .refer the matter to the MMC
oy obliged o) Zc(l:t:ently proposes modifications to the condition, the
DGGSand Moo 01:j those proposals. In effect, then, if both the
s orcing formre? tgretf: 'that achange would be desirable, it js possible
Takon ps o tho e.a.ltered at an.y future date.
hardly be dea j,as :tz:(;?ngl C(;r}l]s(rfilntlg i.mposed on British Gas can
' cribe - The implicit target of a 2 percent
annum reduction in nongas costs should not ; me
ann. prove to be onerous. So
h (:frn:;rel(: lgfe\:;:uzver dthe.ﬁve-year period was predicted in the prospectmu:
ety entae an , nggn the ex:stegce of scale economies, this should
ot o (sm real }mlt costs even in the event that internal efficiency
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bete e cn'ng 1ts real net trading costs per therm by 12 percent
e incial years 1982-1983 and 1986-1987 and managed to meet
o lfetvwnthm the first three years of the four-year period.
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decisiom o pcontr?llable—long-lerm contracts imply that purchasing
verage e hm:mednate future will have Yery little impact on the overall
Movements o 'a . custom.ers c‘an be glven accurate signals about
e, N gas input prices without seriously weakening the regulated
entives to reduce costs. However, the signals provided to
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customers are based upon the average purchase price of gas, rather than
marginal opportunity costs, and only by accident will the two
approximately coincide.

Common carriage The two conditions (numbers 9 and 10) of the British
Gas Authorisation that set out regulations concerning the use of the
company’s pipeline network by third parties are both extremely short, and
together they add up to only about 300 words. British Gas is required, after
consulting the DGGS, to prepare a statement setting out general
information for the guidance of those persons who might wish to negotiate
with it for the conveyance of gas, giving examples of the prices which it
would expect to be paid for such conveyance in typical circumstances, and a
general description of the principal matters which it would expect to be the
subject of those negotiations. Thus the DGGS has no powers to set the
appropriate rates independently, although section 19 of the Gas Act 1986
gives persons interested in having their gas conveyed in this way the right to
make representations to the DGGS, in which event the Act enables him,
among other things, to ““specify the sums or the method of determining the
sums” he considers should be paid in consideration for the transport
services. In principle, therefore, a pro-competitive DGGS will have some
scope for encouraging new entry into nontariff markets, although, for
reasons already explained, British Gas will continue to enjoy considerable
powers to impede the emergence of third-party suppliers.

The Authorisation also requires that British Gas prepare a statement
concerning its policies with respect to the supply of gas (**back-up gas™)toa
third-party supplier in the event that the third-party supplier’s gas is
temporarily unavailable. The intention here is to remove the barrier to new
entry arising from the capacity of the incumbent dominant firm to offer
customers greater security of supply than a small more specialized
newcomer. Again, while the Authorisation requires only that British Gas
publish guidance information about its policies, including a description of
the method by which it proposes to calculate the charge for supplying
back-up gas, the Gas Act empowers the DGGS, upon receiving
representations from a third-party supplier, to give directions with respect
to the terms and conditions of the relevant transaction.

Only time will tell whether or not these powers of the DGGS will be
sufficient to encourage use of British Gas’s pipeline network by competing
suppliers on any significant scale. However, there are few grounds for

optimism on this score. Quite apart from the incumbent firm’s ability 10
manipulate information flows upon which terms-of-access determinations
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and major opportunities to improve incentives in the industry have been
missed.

Policy failures are evident in at least four major areas. First, there was no
attempt to restructure the British Gas Corporation prior to privatization.
Second, the pricing formula for tariff’ customers preserved the existing
pricing philosophy of the BGC, which was closer to an average cost than a
marginal cost tariff structure. Third, little effort was made to promote
effective liberalization by encouraging actual and potential competition to
the dominant supplier. Fourth, Ofgas has been granted only very limited
regulatory powers, and there are considerable uncertainties surrounding
longer-term developments in regulatory policy.

In each case, with the possible exception of the lack of clarity with respect
to the long-term regulatory approach, the major beneficiary has been the
senior management of the BGC, now the senior management of British
Gas. It was management that had most to lose from restructuring. from
reassessment of pricing policy, and from the diminution in market power

associated with more effective competition and stronger regulation.
Although it can be argued that consumers of gas also benefited in the short
run from the decision to retain average cost pricing, the overall
consequences of this outcome are less clear: in the longer term consumers
are likely to suffer from the allocative inefficiencies associated with
suboptimal pricing and market power, as well as from the absence of
incentives for greater internal efficiency that would have been produced by
more competition. Taking account of the impact of privatization on
taxpayers and groups such as UKCS producers of gas, our general
conclusion is therefore that an excessively high side payment has been made
to the incumbent management to ensure managerial cooperation in the
process of transferring ownership.

Restructuring The options for restructuring the BGC prior 10
privatization have been evaluated by Hammond et al. (1985). The two
principal alternatives considered were the following:

(a) regionalization. involving the creation of 12 separate regional gas
companies and an enterprise (possibly a public corporation) that would
own and operate the national transmission system;

(b) separation of all pipeline operations, including local distribution
networks, from the gas supply business, involving the creation of one or
more pipeline companies that would transport gas for firms (e.g. offshore
producers) competing for final customers.
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in one of a number of different ways, including the creation of a
state-owned wholesale agency to hold existing contracts, auctioning off the
contracts to the regional companies, and cancellation of the contracts
followed by renegotiation between distribution companies and offshore
producers.

Whichever course was followed, the likely consequence would have been
a sharp increase in the prices paid by the regional companies via Early
Southern Basin contracts. As a result, average gas purchase prices, and
hence final selling prices, would quickly have been moved toward marginal
opportunity costs, with beneficial effects for allocative efficiency.
Moreover, the hike in prices would have facilitated new entry since
established gas distribution companies would not then have access to
inputs at prices that are substantially below the costs of developing new gas
fields, a situation that currently has the effect of impeding potential
competition.

The additional rents accruing from the revision of the Early Southern
Basin contracts would also have provided a useful supplement to
Exchequer revenues. The rents would have accrued directly to the state in
the event that either the wholesale agency option or the auction option had
been adopted. Cancellation, followed by renegotiation, of contracts would
initially have left the additional returns in the hands of offshore producers,
but they could readily have been clawed back via modifications to the oil
and gas taxation regime.

Given the feasibility of the regionalization option and its several
attractive characteristics, why then did the Government prefer to create a
privately owned national monopolist-cum-monopsonist? Three major
considerations appear to have been involved. First, legislation to
restructure the industry, including provisions for the revision of existing
contracts, would inevitably have slowed down the privatization process.
Thus, although revenues from the exercise would almost certainly have
been greater, they would have accrued at a later date and, given the
attachment of the Government to public sector borrowing targets, the
delay might have made it more difficult to attain short-term fiscal
objectives. Moreover, delay might have raised doubts about the feasibility
of accomplishing privatization within the lifetime of the incumbent
Government (which, in the event of a Labour Party victory in the
subsequent election, could have led to an indefinite postponement).

Second, the senior management of the British Gas Corporation was
hostile to any restructuring of the industry. This attitude can partly be
explained in terms of managerial preferences for a quieter life and for
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demanding in the light of the BGC’s performance in the period immediately
prior to privatization.

These decisions concerning the two major components of the formula
can partly be justified as an attempt to achieve a gradual movement of final
selling prices towards allocatively efficient levels. As the Early Southern
Basin contracts expire average purchase costs of gas will rise and, other
things being equal, these average cOsts will move towards the cost of
supplies from new fields. Further, by setting X at a relatively low level,
allowable prices will rise (fall) more (less) quickly than if a more stringent
target had been imposed. Thus. over the course of the next few years it
might be hoped that selling prices will reach a more efficient level.

Itis likely that the interests of consumer groups were a major factorin the
decision not to couple privatization of the gas industry with an immediate
upward adjustment of the price level. It should also be noted, however, that
the decision was also very much in line with managerial preferences. Lower
initial prices will contribute to further short-term increases in market share
(a goal that was actively pursued by the BGC management), and the
relatively generous cost-reduction target should allow the managers of

British Gas to achieve a steady improvement in profit performance, thus
enabling them to present themselves in a favorable light to shareholders.

While the distortions resulting from an inappropriate choice of the
average price level may only be temporary, the pricing formula embodies
more permanent deficiencies with respect to the incentives provided for the
construction the tariff structure. To see this, suppose that British Gas serves
a number of different submarkets with differing marginal costs of supply-

For example, the submarkets may be defined in terms of geographic (areas

of the country) or temporal (time of day or year) characteristics. For

simplicity we will assume that marginal costs are independent of output.
demand is a function of the average price charged in each submarket (thus
ignoring both interdependent demands and the complexities associated
with multipart tariffs). and demand elasticities are constant and identical in

all submarkets.
The pricing formula then confronts British Gas with a constraint 0

form

f the

ﬁ; q; = ?Pi(ql')‘h»
where p is the maximum allowable average price for all supplies. A
profit-seeking firm will therefore aim to maximize

)::' (pi—c)qi + A(p E, Qi‘zipi‘li)«
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as we have shown, the incentives provided by the pricing formula are
perverse, and the DGGS has been afforded relatively few means of
addressing the issue. One possibility is that the DGGS could take a strong
line with respect to the enforcement of the “avoidance of undue preference’
provision of section 9 of the 1986 Gas Act, but this might be politically
unpopular and it could prove difficult to persuade the courts as to the
merits of the appropriate interpretation of the legislation. While it is also
possible that the issue will eventually be referred to the MMC, our interim
judgment is that the initial framework of U.K. regulation is seriously

deficient on this important point.

Competition Since the British Gas Authorisation effectively blocks entry into
the domestic market, in the foreseeable future the only prospect for the
development of increased competition in gas supplies lies in markets for larger
industrial and commercial users. The Oil and Gas (Enterprise) Act 1982
formally removed certain statutory barriers to entry into this market but, be-
cause of the continued existence of other substantial obstacles to the emer-
gence of potential competition, has had little practical effect on competitive
behavior. Nor has the situation been materially affected by later Government
measures that have accompanied the privatization of the industry.

The first difficulty arises from the access of British Gas to low price
inputs from the Early Southern Basin fields. These supplies depress the
average purchase costs of British Gas, and mean that the incumbent firm
can undercut a rival that draws on supplies from a newly developed field
and yet still make an accounting profit from the relevant transaction. Thus.
although such price discounting might be judged to be predatory if gas
inputs were priced at marginal opportunity costs, it is highly unlikely that
the behavior would, in practice, satisfy any of the conventional tests for
predation (e.g. price less than the average variable cost of supply).

The potential competitor’s position is also weakened by two further
factors. First, because British Gas is not required to account separately for
the various parts of its business, it will in any case be extremely difficult to
apply even conventional cost-based tests for predation. Second, UK.
competition law is lenient in its treatment of predatory behavior. If a
reference is made to the MMC the best that a complainant can hope for is
that, after a lengthy inquiry, the Secretary of State will, on a positive
recommendation of the Commission, act so as to prevent such behavior
from occurring in the future. That is, U.K. legislation is remedial rather
than penal, and does little to deter predatory actions by a dominant
incumbent firm.
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gas industry has numerous weaknesses, the resulting structures are,
fortunately, not permanently fixed. Regulatory policy can be expected to
evolve over time and, as the Director General of Telecommunications
(DGT) has shown, an active regulator can use the discretion afforded by
the initial regime to remedy some of the legislative deficiencies.
Nevertheless, any proclivities of the DGGS to foster competition and
strengthen regulatory controls will be checked by the initial conditions:
there is no equivalent to Mercury in the industry, entry based on the
introduction of new technologies and products is much less likely than n
telecommunications. and the formal powers of the DGGS are not great.

In the course of time, many of the features of the regulatory framework,
including the pricing formula, will no doubt be reviewed by the MMC. In
arriving at its judgments, the MMC is required to apply very widely drawn
“public interest” criteria, and there is therefore substantial uncertainty
attached to the recommendations that it might make. With respect to
pricing, it is extremely likely that cost data, supplied by British Gas itself.
will be one of the factors influencing future decisions, and the record of
monopolies and mergers cases examined by the MMC suggests that therate
of return on capital will play a significant role. However, the precise weight
that will be attached to the rate of return (as compared with other
performance indicators) remains unclear.

To the extent that British Gas’s average costs do have a positive influence
on allowable prices in subsequent indexation periods, there will be some
attenuation of incentives for cost reduction. As a review of the pricing
formula becomes imminent the company might tend to hold back on
cost-saving projects for fear that the consequence of cost reductions will be
less favorable prices in the subsequent period. At this point, relatively long
gaps between reviews can have negative consequences (see section 4.2.2):
the gains from manipulating cost levels upwards in the period immediately
preceding the review are greater the longer the duration for which the
subsequent prices are expected to hold.

Expectations that the rate of return will be taken into account when
fixing regulated prices also lead to incentives for cross-subsidization by
British Gas. The company might be tempted to depress its overall rate of
return by charging lower prices in the unregulated industrial and
commercial markets in the hope of thereby being allowed higher prices in
the regulated tariff market. By failing to require separate accounts for
the regulated and unregulated parts of British Gas’s business, the
Authorisation serves to encourage this type of strategic behavior (because
the behavior is more difficult to detect). Further, the strategy is made more
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What these various arguments suggest is that, in its present form, the
U.K. regulatory regime might well lead to significant suboptimalities in
investment programs. Our own judgment is that, in the longer term, the
problem is more likely to be underinvestment than overinvestment. In
addition to the factors already mentioned, this view is based on three

further considerations.

(i) The presence of substantial uncertainty as to the evolution of the future
conduct of regulatory policy is itself a factor tending to raise the private
cost of capital to a regulated firm above the corresponding social cost.
(ii) Although it is now probably fairly low. the nonzero probability of
renationalization of the industry on terms unfavorable to shareholders (e.g.
in the event of a return to political power by the Labour Party) serves to
depress the anticipated return on new investment. Similarly, and perhaps of
much greater importance, a future non-Conservative government might
attach a lower weight to profitability criteria in regulatory decisions.
(iif) The monopoly position enjoyed by British Gas, coupled with high
barriers to entry into the industry, imply that any tendency to
underinvestment is unlikely to be checked by competitive threats from
actual and potential competitors.

We conclude that the most fundamental weaknesses of U.K. regulatory
policy are associated with an excessively short-term view of the underlying
economic issues. The Government has been content to focus upon the
initial post-privatization period, leaving many fundamental 1issues
unresolved. The resulting absence of any clear durable bargain between
Government and the regulated firm is to be regretted, as also is the failure
to promote greater competition (the benefits of which would also have been
of a longer-term nature). What has happened is that one of the major
deficiencies of the U.K. control system for nationalized industries—
preoccupation with short-term political issues (see chapter 5)—has been
duplicated in the policy framework set for the regulated privately owned
gas industry.

Recent developments Given the short time that has elapsed since the
privatization of British Gas, there is as yet little evidence concerning the
actual impact of the new regime established in 1986. The first report of the
DGGS was issued in February 1987 (Ofgas, 1987), but, as was only to be
expected, it was largely devoted to a general review of issues and prioritics
In the summer of 1987, however, a number of events occurred that. 1
different ways, touch upon problems that we have discussed in this section-
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an apprszi(i’;j;\lfer;;of note was thc.e proposed acquisition by British Gas of
and gag compan y t percent §take in B'ow Valley Industries, a Canadian oil
Percent by the Z. (;)gether with an option to increase its holding to up to 51
August 1987 didn Of March 1990. The proposal, announced in early
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rac Fielg \;vhjch }:)w Valle)" Q(?es have a 14 percent stake in the UKCS
million bar,r \ . as total 1rhm.1al proven and probable reserves of 118
eis of oil and 275 billion cubic feet of gas. The chief executive of
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British Gas declared at the time that the acquisition was the first of what
might be many such transactions and indicated that oil and natural gas
exploration and development would be an area of major importance for the
company in the future.

The issue raised here is the extent to which British Gas will be allowed to
expand by acquisition into upstream activities in the UK CS, reversing the
process that occurred when the company’s oil interests were transferred to
Enterprise Oil prior to the flotation of the latter in 1983. Vertical expansion
would strengthen British Gas's already formidable hand in its dealings with
other UKCS producers, and any significant move in this direction would
warrant investigation by the MMC. In addition to its effects on
competition, there are also concerns about the implications of vertical
integration for the incentives provided by the price control formula.
Because gas purchase costs can be passed through into retail prices, British
Gas might have weaker incentives than an independent producer to be cost
efficient in its exploration and development activities. Moreover, since
transactions between the production and distribution/sales parts of the
company would not be at arm’s length. there would be scope for
manipulating transfer prices in negotiations with the Inland Revenue.

Finally. the summer of 1987 saw a major dispute between the Board of
Directors of British Gas and some of the company's larger industrial
customers. The latter were disgruntled both by what they saw as excessively
high industrial gas prices—particularly in relation to the input prices
obtained by their overseas competitors—and by the wide disparities in
prices charged to different firms. Following complaints to the Office of Fair
Trading and the European Commission in Brussels about British Gas’s
pricing policies in the contract market, a group of industrial customers
nominated Sir lan MacGregor, former chairman of both British Steel and
British Coal, for a seat on the Board of Directors. The move was strongly
opposed by Sir Denis Rooke, the Chairman of British Gas, who argued
that it would be wrong for a director to be appointed to look after one
section of customers. In the event, British Gas’s shareholders supported the
Chairman and Sir lan was not elected to the Board.

Whatever the merits of the industrial customers’ case with respect to the
average level of gas prices, the incident serves to highlight the existence of
significant pockets of market power in the contract market. The customers
concerned felt that they could not easily switch either to other fuels such as
electricity, coal, and oil, or to other suppliers of gas. Indeed, if these
alternatives had been perceived to be available it would be difficult to
explain why the complainants would have risked offending a major
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9.3 The Electricity Supply Industry

The 1?87 Conservative Election Manifesto contained a commitment to
srlve‘xtnze‘ the elec{tricity supply industry (ESI) but did not provide any
;tallgd information as to how and when this was to be done. Given the size
gret::zrl:i)ustz and t;xe comp.lexity of the issues involved, it is likely that the
pep: ofthz:;rz;ge 0 ~the‘ pol'xcy process will be of longer duration than in
vy e ear ier zn\;]anzatnons and that the transfer of ownership will not
iretable 01f1n the end of. lbe dgcade. Because of the anticipated
bros , there ore, our agalysxs in this case will largely focus upon the
ad structural issues raised by the prospective privatization of the
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industry, rather than upon the fine detail of the policies that might be
implemented. . . . i
gur discussion comprises five sections. The history d;ld lstrgctu:’. :)ef :t}:e
o . whe
i Stry i itain— t discussion of Northern Ireland,
industry in Britain—we omi . ‘ hern It e
picture is somewhat different—is briefly described in secuo.n 9.1;. l3 Iziyust;l ili
. ) . w
: licies are examined in section 9.3.2,
regulatory structures and po . ! )\
seition 9.3.3 is devoted to an analysis of problems surroundmgg ;;)o;lmest ;o
e i 1 to the
ition i industry. We then turn, in section 9.3.4,
romote competition in the in ' . e
Sentral topic of the discussion: an analysis of the various structural op.tlona
that are available to the Government. Finally, se.cuon 9.3.5 contains
summary assessment of the prospects for privatization.

i Structure of the Industry in Britain . o
il3k: lh?;at: :r:c?::lry prior to nationalization ele.cl.ricity supply km Bsnzlarig
was divided amongst a large number of municipal unde‘rlal m'g and
commercial companies, each of which was centere@ on a particu jr ;:ivate
the country and, if privately owned, was extensively r.e‘gl'xi)ate. . e
ownership was, however, much more commeon on .the dlleI. ution e
the industry, public utilities having been domxr'la.n.t in electricity gene or
from a relatively early date, and regulatory actnvxitlf:s were more c;mra -
than in gas. Thus, for example, the Electricity (Suppl‘y) ; ct e
established the Electricity Commission to promqte. regulate. cm suS;:1 "
the supply of electricity on a national scale, while the E]ectn:ncn(tiy ( rz;t)eya
Act 1926 set up the Central Electricity BQard to.conslruct and ope

1o ¥ of interconnected generating stations. ‘
na:(l)tr;\j)ljglsltie::erwar legislation introdgced a substantial measure of p:)l:ll;(c
ownership and control over the generation anQ §upply of electricity “.l'n thé
it had little impact on the distribution of electricity to final cgstomc?s. 1 o
mid-1940s there still existed about 560 separate sup.plxers.. ‘ of wonly
approximately one third were privately owned. Full ngtlonalllzc;.tlc;nd i
occurred in the wake of the Electricity Act 1947, which festab ishe ot
Central Electricity Authority (CEA) as a Pgbhc corporation rcspon; o
for the generation and supply of bulk elecm(.:ny and crefxted fourteeg e
Boards, each constituted as a separate public corporation responsi

istribution of electricity in its own region. -
th;ﬁg\:}:ﬁ; (t)he 1947 Act the organization of the i’nduslry became hlt(g)sleyr
centralized: the CEA, for example, was entrusted with general contrf .
the Area Boards with respect to policy and 'fmance. It was n‘o mdt;
however, before moves were afoot to amend this structure. The Ellaec e
Reorganisation (Scotland) Act 1954 reduced the number of Area Boa
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twelve by setting up two independent Scottish Boards, each vertically
integrated in the generation and distribution of electricity. A little later the
Herbert Committee (1956), established to inquire into the working of the
industry, criticized the organization of the industry on the grounds that (a)
it was overcentralized and (b) it would be better to separate the executive
and supervisory functions of the CEA. Partly as a result of the Herbert
Committee's recommendations, the Government introduced legislation
(the Electricity Act 1957) to restructure the industry, and it is this Act that
has determined the principal organizational features of the industry for the
subsequent 30 years.

In brief, the 1957 legislation implemented the Herbert Committee's
recommendation that the functions of generating and supplying bulk
electricity should be separated from the functions of coordinating and
controlling the supply system as a whole. As a consequence the Central

Electricity Generating Board (CEGB) was established to handle the former

tasks. The Area Boards were also accorded greater autonomy, particularly

with respect to financial matters. However, although the Herbert
Committee had envisaged the continuation of the CEA as a regulatory
watchdog body, none of whose members would be drawn from the
Electricity Boards, the Government balked at this recommendation. The
principal reason for this reluctance to adopt the Committee's position
appears to have been an unwillingness to relinquish direct ministerial
control over the industry: the CEA would have had substantial powers of
supervision and decision, and ministerial influence would have been
relatively indirect, operating via powers of appointment and the capacity to
make parliamentary orders.

Hence, in place of the CEA, the Government opted for the establishment
of the Electricity Council, which is a forum where the general policy of the
ESI is discussed and which consists of a chairman, two deputy chairmen,
the chairman and two other members of the CEGB, the chairmen of the
twelve Area Boards, and up to three other members directly appointed by
the Secretary of State. The Electricity Council is therefore a federal body,
entrusted with consultative and deliberative functions rather than with
powers of direction, control, or supervision.

The Electricity Act 1957 was concerned with reorganization of the
industry in England and Wales only; Northern Ireland and Scotland
continue to have their own independent boards. As already noted, in the
Scottish case the two organizations—the South of Scotland Electricity
Board and the North of Scotland Hydro-Electric Board—each have
responsibility for both generation and distribution activities, although they
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jointly operate a power-pooling scheme for the use of generating capacity.
Consumers’ interests in England and Wales are represented by 13
distinct organizations. The Electricity Consumers’ Council, set up in 1977,
operates at the national level while 12 Area Electricity Consultative
Councils, one for each Area Board and established by the 1957 Act, are
concerned with regional issues.
It can be seen therefore that, in England and Wales, the organization of
the industry provides for vertical separation between the generation and
transmission of bulk electricity (undertaken by the CEGB) and distribution
and retailing activities (undertaken by the Area Boards, which are also
responsible for contracting and appliance marketing operations). The
CEGB is required by statute to meet directly the electricity requirements of
British Rail and, with the authority of the Secretary of State for Energy, it
provides direct supplies to a further small and restricted group of industrial
customers. It also purchases bulk supplies of electricity from the South of
Scotland Board and Electricité de France. These various transactions,
however, account for only a small fraction of the CEGB’s revenues and
costs (although the possibility of increasing the capacity of cross-channel
transmission links, to take advantage of ecxcess generating capacity in
France, offers prospects for significant future growth) and, for the most
part, its activities can be viewed as the generation and supply of electricity
to meet the requirements of thec Area Boards. In turn, the Area Boards.
while purchasing some electricity from private producers and being
allowed in certain circumstances to generate their own power, obtain
almost all of their supplies from the CEGB. In principle. therefore. the
relationship between the CEGB and the Area Boards, considered as a
group, is one of bilateral monopoly. In practice. however, the role and
composition of the Electricity Council facilitates coordination between the
two sides of the industry, with the CEGB in the dominant position, and in
many respects the resulting behavior is little different from that to be
expected from a single fully integrated public corporation.

The terms on which electricity is sold by the CEGB to the Area Boards
are set out annually in the former’s Bulk Supply Tariff (BST). Direct sales
to customers by the CEGB have also generally been on terms linked to the
BST charges. Although, viewed from the perspective of the ESI as a whole.
the BST tariff rates are internal transfer prices, they are nevertheless the key
pricing instruments of the industry. By and large the Area Boards structure
their own retail tariffs around the BST rates, albeit with a good deal
of simplification and averaging, since these rates are the principal
determinants of the Area Boards’ own cost structures.
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To date, there has been little use of
regional transmission/distribution
Much of the privately generated
other production processes—for e

. the publicly owned national and
grids by private producers of electricity.
electricity emerges as a by-product of

xample, a firm might make us
. . : \ ¢ of steam
from its manufacturing plant to drive a generator—and is consumed on

site. lgnti.l recently entry into the market was restricted by statute: th
Electric Li ghting Act 1909 prohibited persons other than Electricity Bo.ard:
frgm commencing to supply or distribute electricity as a main business
while Fhe Electricity (Supply) Act 1919 restricted the establishment d’
extension of generating stations. -
As part of its legislative program to promote liberalization in ener
markets, however, the 1979—] 983 Conservative Government sou ght, in tiz
Energy Act 1983, to reduce the barriers to entry facing private pro;iucers
of electricity. Among other things, the Energy Act repealed the
aforementioned provisions of the 1909 and 1919 Acts and required the
Area Boards to purchase electricity from persons other than the CEGB at
rates to be set out in published tariffs, known as Private Purchase Tariffs
(PPTs). In other words, the Act created a “‘put option™ for private
producers at the designated rates. In addition, the legislation required the
CEGB and the Area Boards to make their transmission and distribution
net~works available to others on terms which were to be set out in published
tariffs, and which were to be calculated so as to yield only a normal rate of
return on the capital involved.
' We will analyze the Energy Act in more detail in section 9.3.2 below, but
1t can be noted immediately that, as yet, the legislation appears to have‘had
very little effect on the structure of the ES]. Private producers have not
come forward in any numbers either to make use of the electricity grids to
transport supplies directly to customers or to sell electricity to the Area
Boards under the terms set out in the PPTs. Nor is there any sign that entry
tbreats have substantially intensified. As a consequence, the generation and
distribution of electricity in Britain has continued to be dominated by a
group of public corporations that faces very little competition from either
established or potential rivals.

9.3.2 Regulation of the Electricity Supply Industry
The ESI r_:urremly operates within the policy framework laid down by the
1978 White Paper on nationalized industries (see section 5.4). Thus, for

€xample, the Government has set out the following targets for the industry
as a whole:

(i) a financial target, defined in terms of operating profit as a percentage
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return on average capital employed, calculated according to current cost
accounting conventions, and equal to 2.75 percent for the three years from

1985-1986;

(ii) an annual external financing limit, which in 1986-1987 called for a
repayment of loans totalling £1.416 billion;

(iii) a required pretax real rate of return of 5 percent on new investment as a

whole;

(iv) performance objectives, of which the most important has taken the
form of a target reduction in real controllable unit costs of 6.1 percent over
the period from 1983-1984 to 1987-1988.

Subject to these various constraints, and in line with the provisions of the
1967 and 1978 White Papers, the ESI's public corporations have attempted
to construct tariff structures that broadly reflect long-run marginal costs.
Thus, the 1987-1988 BST contained two fixed charges, two capacity
charges (reflecting marginal capital costs), and no less than 36 unit rates
(reflecting marginal operating costs) that differentiate between time of day,
day of the week, and season of the year. While there have been a number of
criticisms of the detailed implementation of marginal cost pricing policies
(see Slater and Yarrow, 1983), it is fair to say that the ESI has made a more
serious attempt than most of the other nationalized industries to meet this
aspect of public policy objectives. However, one major policy failure is
worth explicit mention: successive Governments have used their influence

over the terms of the CEGB’s purchase contracts with British Coal to shield

the domestic coal industry from international competition. The contracts

between the two public corporations have forced the CEGB to purchase its

principal input, accounting for around 40 percent of its total costs, at rates
that are typically well in excess of international market levels and have
limited the extent to which it can make use of imported coal. The extent of
the subsidy can be gauged from table 9.5, which shows estimates of the
premiums over the Rotterdam spot market price that were paid by the
CEGB between 1979 and 1983. The consequences of this policy are that
accounting costs in the ESI have been inflated above opportunity cost
levels and, since it is the former that influence the level and structure of
electricity prices, incorrect cost signals have therefore been passed forward
to electricity consumers.

Perhaps the most interesting aspect of the financial regime imposed on
the ESI in recent years is the similarity of many of its features to those
embodied in the regulatory framework adopted for the privatized gas
industry. As argued in section 5.4, the 1978 White Paper shifted the
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Table 9.5 Estimates of the percentage premium paid for coal by the CEGB

Year :
. 1979 ]
Premium (percent) 14.3 3284:) ;‘:’18' ;2832 1983

354
Source: Molyneux and Thompson (1987).

emPhasm of policy objectives from pricing and investment guideli
derived from first-best welfare principles to increased profitabilit gand me}?
flow. Thus,.between financial years 1980—198} and 1986-1987 chﬁna:a’s 1
t?rget was increased from 1.7 to 2.75 percent and the external fina ?la
l.xmlt was reduced from +£187 million to —£1,416 million. The res:l(t:;ng
Impact on the industry has been akin to the type of change that could harz/g
been expected in the event of privatization: management has b X
con.frgnted with greater pressures to improve financial performance .
Slmllar!y, the performance target covering reductions in real contr(;ll bl
unit co:sts 1s analogous to the X factor in the gas pricing formula. For the ;Sle
themaprcostcomponent thatis classed as noncontrollable js it.sex endit ’
oncoal inputs. Hence, if the ES] were set 4 pricing formula of the Rr;’l - Xure
Y form, where Y was linked to the average purchase price of coal t;
outco‘me .would not be dissimilar to that implied by an appro i te
com bmatl.on of the financial and cost-reduction targets. Unless accr::n zné :i:
by regulation of the rate structure, however, such a pricing formula a prc:leh
W(?uld represent a step backward with respect to the incentives for t: oo ]
price d.lfferentiation (for the reasons outlined in section 9.2.4) npere
Against the view that the current regulatory structure for‘the publicl
owned ESlis similar to that adopted for the privately owned gas industr i)tl
might be argued that, under public ownership, the financial pressuresy(;n
magagemem are less severe than those that would be demanded by the
capital market. For example, both the financial target (2.75 percent) and
the req}nred rate of return on investment (5 percent) appear low in
comparison with comparable private sector rates of return. The situation
15, however, less clear cut than it might appear at first sight. In the first
place, asa result of excess capacity in the industry as a whole and of an
fnefﬁcnem plant mix (partly the consequence of unanticipated movements
in fos§il fuel prices in the 1970s), the book value of assets at replacement
Costs 1s almost certainly much greater than the underlying economic worth
of the assets. Second, despite the rate-of-return criterion, investment
progrgms are in practice largely constrained by the need to agree external
ﬁngn'cmg limits with the Government, and, given the pursuit of tight fiscal
policies, it is likely that the “implicit” required rate of return for the public
Sector has been in excess of § percent over the last few years. In any event,
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because of the existence of excess capacity the number of new investment
projects initiated by the industry has been relatively limited during this
period, and capital expenditures have been little affected by the choice of
target value. With growing demand, however, investment decisions are
again becoming more important, and we will discuss the implications of
privatization for the industry’s cost of capital in section 9.3.4.

In reality, with the exception of the period covering the 1984-1985 coal
miners’ strike, the cash flows generated by the ESI over the past five years
have been substantial. For purposes of comparison it can be noted that in
1979-1980 it was estimated that a CCA rate of return of around 1.25
percent was equivalent to an HCA return on average net assets of 9.8
percent (Monopolies and Mergers Commission, 1981a. para. 3.8), and that
in 1985-1986 operating profits plus depreciation amounted to £2.749
billion, equal to about 25 percent of turnover, while the Government
benefited to the tune of over £1.9 billion in the form of interest payments on
debt, corporation tax, and the external financing limit. To produce these
cash flows the Government, via its control of the financial constraints, has
forced prices above short-run marginal costs.

If, therefore, the industry is to be privatized, there does not appear to be a
strong case for an initial hike in prices on allocative efficiency grounds,
despite the apparently low level of the current financial target.
Nevertheless, in November 1987 the Government announced that it would
again be increasing the financial target for the ES1 in England and Wales to
3.75 percent in 1988-1989 and 4.75 percent in 1989-1990, the net effect of
which is likely to be an increase in real electricity prices of around 8 percent
over the two years. The reason given for the increase was that prices would
have to be raised to attract adequate finance for the major power station
construction program that is anticipated in the 1990s. However, if this
argument is taken at face value, it implies a remarkably pessimistic view of
the cost reductions that are likely to be be attained by a privatized industry,
particularly since it is known that coal input costs are of the order of £750
million above the level that could be achieved if the domestic coal market
was liberalized (see section 9.5). Moreover, it is by no means clear why
consumers should be asked to pay in 1988 for an investment program that
will not be in place for several more years—unless, that is, the policy
decision also reflects an appreciation of the potential underinvestment
problems that are associated with privatization (see section 4.2.3). The
most cynical view of the policy announcement is, of course, that it simply
reflects an attempt to increase the sales proceeds that will be realized when
the public corporations come to be transferred to the private sector.
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(}j{owever, whate\{er t}'1e motives for the decision, it is safe to conclude th
oes not show privatization in a particularly favorable light.

Had the recommendations of the He i
rbert Committee i
ofthe CEA been adopted in the 1950s, the similari oo the e TOle

atit

departments and from the regulated firms, in very much the way that Of;
and Oftel operate currently. Ironically, therefore, the regulator flas
;a:opted for gas and telecommunications in the mid-1980s is similayr :2(:);2
m:jt_ lv;/'csl(s)s.rejected for the ESI by a Conservative Government in the
As t.he trend in cash flows to the Exchequer shows, the tighteni f

financial constraints on the ESI since 1979 has certain‘ly had the d “g (zj
f:ffec.t of improving financial performance. On the other handemt:
fmpllcglxons for allocative and cost efficiency are less clear. Excess ca acity
in the industry, overpriced coal inputs, and gas pricing p(.>licy all o?:fl:y
the copclusion that the level of electricity prices has been suboptimjl hi 1(1)
wher? Judged against allocative efficiency criteria. With respect to in{er;g'l
efficiency, although (real) unit controllable costs have recent] b )
reduced‘b.y 4.6 percent between 1983-1984 and 1986-1987, the regordeer;
productivity performance has not been impressive. Between ’1 978 and 19;)5
tf)tal factor productivity increased by an average of 1.4 percent per ann
little d'ifferem from the rate achieved between 1960 and 1978 \[:'hich ill;n;;’
w§s slightly below the manufacturing average over this carlier perioed
Given the strong productivity gains in UK. manufacturing during thé
19895. recent .improvements in the ESI therefore appear to have lagged
behind those in other major industrial sectors of the €conomy. Thus the
substantial improvement in financial performance does not appf;ar to have
been‘ matched by corresponding gains in internal efficiency, an outcome
consnsten.t with the argument developed in sections 5.5 and 5.7 that public
corpor.atnons with market power have been allowed to meet tighter
ﬁnagcxa! targets by raising prices rather than by reducing costs.

Itis with respect to this last point that significant differences between the
reglflatory frameworks for the publicly owned ESI and the privately owned
gas industry do emerge. Unlike the electricity corporations, British Gas is
Un'able Lo raise its prices to tariff customers above the levels specified in the
Price control formula (i.e. the price level, rather than the rate of return or
the EFL, is the policy instrument), and, coupled with pressures emanating
from the capital market to increase profits, this may produce greater



