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short-run incentives to reduce unit costs. [t should be noted, however, that,
despite weaknesses in the framework of control for the nationalized
industries, it is by no means clear that the operational efficiency of the
ESI—the dimension of performance most likely to be improved by
regulation of the RPI — X type—can be classed as poor. In its 1981
investigation of the CEGB, for example, the MMC (Monopolies and
Mergers Commission, 1981a) concluded that “we are satisfied that the
Board has an effective operational planning system and that the out-turns
are adequately monitored,” while Pryke (1987) points out that “the
thermal efficiency of its [the CEGB’s] fossil-fuel stations compares
favourably with that of other countries, and the availability of its big
generating units, which used to be so poor, is now relatively high by
international standards.” (See Henney (1987) for a dissenting note,
however.)

The dimension of internal efficiency in which the performance of the ESI
has more clearly been deficient is investment costs. Thus both time and cost
overruns in the construction of new power stations in general, and of
nuclear plants in particular, have frequently been substantial, and the
MMC report noted that “the weaknesses and failings on power station
construction sites discussed in earlier reports still exist.” Because of the
long periods associated with the planning and construction of new
capacity, it is too early to assess whether or not the changes brought about
by tighter financial constraints have yet had, or are likely to have, a
material effect on investment costs. What can be said, however, is that, with
respect to new investment. moving to a system of price regulation of the
type now used in the telecommunications and gas industries might easily
create at least as many problems as it would solve (see sections 4.2 and

9.3.4).

9.3.3 Competition
Between 1947 and the early 1980s successive Governments showed little or
no interest in policies designed to increase competition in the ESI. In part.
this can be explained by the natural monopoly characteristics of electricity
transmission and distribution and by the difficulties of promoting
competition among independent generating companies that are connected
to a single supply network. Since public policy has more recently shifted to
a (nominally) pro-competitive stance in its approach to electricity
generation, it will be useful to say a few words about the latter difficulties
before going on to evaluate the impact of liberalization on the industry.
There is little doubt that the establishment of a regional or national
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economics.
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To date the role of competition in the British ESI has been extremely
limited. Until 1983 the CEGB was protected from competition by statutory
barriers to entry, but the most significant of these were removed by the
Energy Act which sought to introduce competitive pressures into the
industry whiist preserving the CEGB’s centralized control of the network
through its ownership of the national transmission grid. With respect to
purchases of power from private producers by the industry’s Area boards
the relevant clause of the Energy Act states that

“The principles on which tariffs are fixed and prices proposed by an Electricity
Board ... shall include the principle that a purchase by the Board ... should be on

terms which
a) will not increase the prices payable by customers of the Board for electricity

supplied to them by the Board. and
b) will reflect the costs that would have been incurred by the Board but for the

purchase.™
With respect to the use of publicly owned transmission and distribution
facilities by private suppliers, the relevant clause states that

“The principles on which tariffs are fixed and prices proposed by an Electricity
Board ... shall include the principle that charges should be no more than sufficient to
provide a return on the relevant assets comparable to any return that the Board
expects to receive on comparable assets.™

The first of these two clauses relates only to purchases of electricity by

Area Boards. Thus, in effect, the Act stipulates that the PPTs (setting out
the terms on which Area Boards are willing to purchase electricity from
private producers) should reflect the avoidable costs of the Area Boards.
and not the avoidable costs of the CEGB. Since the purchase costs of the
Area Boards are largely governed by the rates of the BST. we should
therefore expect to see prices offered to private producers that are closely in
line with BST rates.

The CEGB’s response to the Energy Act was to restructure the BST in a
way that compelled the Area Boards to offer less favorable terms to private
producers than to the CEGB. In 1984-1985, the first tariff year after the
introduction of the Act, a new system service charge was introduced into
the BST which incorporated cost elements that had previously been treated
as capacity related and hence had been considered to be components of
long-run marginal cost. The charge was allocated among Area Boards on
the basis of each Board’s maximum demand in the tariff year 1982-1983.
Since this procedure was retained in subsequent tariff years, it implied that
any changes in maximum demands in the years subsequent to 1982-1983
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haq no effect on the allocation of the system service charge. Hence, as far as

anindividual Area Board was concerned, the system service charg;: became

an unavoidable cost from 19841985 onward and, as such, was to be
excluded when constructing its PPT. The result is that, unl:ess an Area

Bqard completely disconnects itself from the CEGB, the per unit charge

paid to the CEGB is significantly in excess of that paid to a private producir
for supplies with similar load characteristics. ,

Under the most favorable of the PPTs that are available to a private
prgducer, an approximate estimate of the disparity between average PPT
prices and average BST prices is given by the percentage of the CEGB's
revenues from Area Boards which is accounted for by the system service
charge. The resulting estimates are shown in table 9.6. The ﬁglire for
1983-1984 shows the corresponding figure for the old service charge
component of the BST in the last tariff year not covered by the Energy Act
'fmd the table reveals the sharp upward movement in the relative;
importance of fixed (i.e. unavoidable) charges in 1984-1985. followed b
further upward shifts in the subsequent years. Thus, by 19861987 privatc):,
producers were being offered terms that. at best, were nearly 10 percent less
favorable than those demanded by the CEGB.

. In 1.987—1988 the CEGB took an additional substantial step in the same
direction by introducing a “*nonmarginal” energy charge. nominally aimed
at recox./ering that fraction of its coal costs that could be attributed 1o the
protection of the domestic coal industry. This substantially raised the fixed
cost component of Area Board payments to the CEGB and, although the
Government prevented Area Boards from reducing their PPT rates by a
corresponding amount, the prices available to the CEGB’s potential rivals
fell by approximately 5 percent and the gap between average BST and
average PPT rates increased further.

In defense of its tariff manipulations, the CEGB can claim that the
Eneligy Act was incorrectly formulated. in that economic efficiency
requ1.res that private producers be offered terms based on its oun short-run
marginal costs since, for example. to offer more when the industry already
has excess capacity would simply stimulate the construction of additional

Table 9.6 : g i . ,
Ares Board:he CEGB’s system service charge rcvenues as a percentage of all revenues from

Year 19831984 1984- 1985 '
R 1985 -1986 -
Percentage 1.0 7.8 8.7 ‘;9586 1987

Source: CEGB Annual Report and Accounts (1984. 1985. 1986, 1987).
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surplus plant. This reasoning has some merit, although the supply/demand
balance in the South of England indicates that incremental generating
capacity or transmission capacity (to transport electricity from the surplus
areas of the North and Midlands) will be required in the near future.
Nevertheless, the ease with which the CEGB has been able to achieve its
purpose (i.e. deterrence of new entrants) vividly illustrates the market
power of a lightly regulated dominant firm.

Substantial difficulties also confront a potential entrant who wishes to
make use of the publicly owned electricity grids to supply consumers
directly. As in the gas industry, the charges for the “transportation’ of
electricity and for connection to the grid are set by the corporations
themselves (rather than by regulators), the incumbent firms have sufficient
flexibility in pricing policy to respond to entry threats by selective price
discounting, and entrants are at a comparative disadvantage with respect
to the security of supply they can offer to any given customer.

Thus, faced with a situation in which the incumbent firm can effectively
determine the terms available from the major distributors of electricity
and/or can offer selective discounts without triggering regulatory
interventions, our conclusion is that, notwithstanding the intentions of the
Energy Act, private producers of electricity continue to face substantial
barriers to entry into the industry. Significant levels of new entry, based
upon either the generation of electricity as a main business or the
development of combined heat and power schemes, have not yet been

observed in Britain. Nor can they be expected in the future in the absence of
additional pro-competitive policy measures to ensure that new entrants can
gain access to the the markets for their outputs on fair terms. Thus far,
policies to liberalize the market have been limited in scope and have had

little practical effect.

9.3.4 Prospects for Privatization

In its post-election evaluations of policy options for the ESI, the
most important initial questions to be settled by the Government concern
the organizational structures to be adopted for the privately owned
companies. British Telecom (BT) and British Gas were sold as single units.
but there is little prospect that the same model will be followed for
electricity supply, if only because there is already some vertical separation
between generation and distribution in England and Wales (but not in
Scotland). Hence, in electricity, the pressures towards ‘structural
conservatism” point in the same direction as the economic arguments
concerning competition and regulation: away from a solution based
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;;i;?;lz?non of t!le Area Boards Sincg .cost conditions in electricity
tribution effectively rule out the possibility that incumbent firms ca
strmger?qy be constrained by the development of actual or otent"r;
competm.on, privatization will entail the replacement of existinp ubll"i
mf)nqpolles with regulated private monopolies. In these circumstaici thlC
principal potential benefits of privatization are twofold: S

Vit mi . .
(i) it might help to promote increased competition in electricity generation

by introducing profit incentives for the distribution companies to sho
around for low cost supplies; ’

butlon

‘ With respect to (i). as we pointed out earlier, institutional arrangements
in the publicly owned ESI have created close relationships between Area
Boards.and the CEGB in which the former have played a relativel
subsAerwen.t role. For example, Area Boards have not challenged thz
mampu.latlons of the BST that have been designed to deter new entry into
geperatlon. In contrast, there would have been fewer incentives for
privately ovsfned profit-seeking distribution companies to have been quite
so cooperaane with the CEGB on this matter, since the effect of entry
deterrence is likely to be higher wholesale clectricity prices in the longer
run. Thus privatization of the Area Boards can be expected to leadgto
reduced barriers to entry into electricity generation.

It should be noted, however, that the underlying problem—an excessive
degree of vertical integration, leading to reduced competition in
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generation—has little to do with ownership per se. Abolition of the
Electricity Council and its replacement with a regulatory body independent
of the public corporations (along the lines of the Herbert Committee
recommendations) would have been one alternative way forward.
Moreover, a dominant electricity generating company would, if unregu-
lated or only lightly regulated, continue to possess substantial market
power in its dealings with both distribution companies and actual or
potential competitors. Hence, although it may be a step in the right
direction, privatization of the Area Boards is neither a necessary nor a
sufficient condition for significantly enhanced competition in electricity
generation.

Similar remarks apply with regard to the introduction of incentives for
reductions in distribution costs. In section 2.4 it was shown that an
unregulated private monopoly will not necessarily be more cost efficient
than a public corporation, and in chapter 4 we noted how regulation itself
may introduce distortions in a private firm’s choice of inputs, leading to
costs that are higher than minimum feasible levels. The lesson to be drawn
from the carlier analysis is therefore that the conduct of regulatory policy
will have a crucial bearing upon the cost performance of the industry, a
message that is reinforced by evidence from the U.S. experience. How then
will privatized distribution companies be regulated?

The evolution of U.K. policy to date indicates the establishment of a
regulatory authority to monitor an initial pricing formula (for domestic
sales at least) of the RPI - X + Y form. Here X would be a number based
upon an estimate of the opportunities available to the companies for
reductions in real controllable costs and Y would be linked to some index of
the unit cost of bought-in supplies of wholesale electricity. The Y factor
introduces an immediate conflict between the desire to allow changes in
wholesale electricity prices to be passed on to final customers and the desire
to establish strong incentives for distribution companies to seek out and
promote cheaper supplies of wholesale electricity. Partial indexation of

retail to wholesale prices is one possible way of coping with the problem, or,
if privatization is accompanied by price controls on wholesale prices, Y
might be set equal to changes in the maximum allowable average price
(rather than the actual prices paid by Area Boards, which could be lower).
However, the introduction of yardstick regulation (see below) is potentially
the most effective way of improving this and other, more important,
trade-offs.

As we showed in section 4.4, the use of a single pricing constraint can be
reconciled with satisfactory incentives toward the adoption by firms of

The Energy Industries 297

efficient tariff structures provided that the weights used in the construction
of thF regulated price index are set appropriately. Although extensive and
detglled demand and cost information would be required to compute th
optimal weigbting pattern for the index, it should be possible to :rrive af
Z(;rtr:: approximation to this pattern on the basis of existing Area Board
. With respect to price regulation, in our view the most important single
lssqe to be settled concerns the nature of the process that will be usedgto
rcTVIe.w apd amend the pricing formulas set for the privatized electricit
distribution companies. If. as we anticipate, the telecommunications an()ll
gas precedents are followed, it will be the MMC that periodically conducts
tht? regulatory reviews. However, the MMC’s rather general public interest
gmdelmes. together with the absence of credible long-term guarantees to
Investors, are potential sources of uncertainty and may lead to a bias
towards underinvestment in privately owned utilities. Hence, we favor a
mors: explicit approach to the framing of longer-term po]’icy that, in
rf:lat.mn to adjustments of the price control formula, would att’ach
sngmﬁcgnt weight to the criterion of a “fair” rate of return on capital. In
electricity distribution the existence of a number of similar utilities imp.lies
that rate-of-return regulation can be combined with the provision of
reasonably strong incentives for cost reduction, and that it need not lead to
a substantial bias towards overcapitalization. This is possible because of
the absence of an “information monopoly” that would block the
application of regulatory yardsticks.

To illustrate, consider an explicit regulatory bargain in which the totality
of investors in privatized distribution companies is guaranteed a fair rate of
retun.q on capital, but in which the prospective allocation of returns among
the -dl.fferem firms is made dependent upon their relative performance. In
the initial indexation period each company is set a pricing constraint that
on best available information, will allow it to earn the fair rate of rclumj
Because of differences in internal efficiency and of unanticipated demand
anq cost movements, however, it is to be expected that at the end of the
penod some companies will have performed better than others. If, by the
time of the first regulatory review, a given company had achieved a higher
rate ?f return than the average for the industry as a whole (by. for example,
obtaining lower wholesale prices or reducing distribution costs), it would
be al{owed to set prices in the subsequent period at a level calculated to
Permit it to retain some, but not all, of its relative financial advantage. At
the same time the set of allowable prices for the 12 companies as a whole
would be fixed so as to yield no more than a fair rate of return on the total
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capital employed in electricity generation. Put simply, the relative prices of
the distribution companies would be determined by past relative
performance, while the average level of retail electricity prices across the
country would be determined by the criterion of a fair rate of return (see
section 11.3.5 for a fuller account of this procedure).
This system of regulation for retail electricity prices has the following
advantages.
(i) The incentives for strategic overinvestment are relatively slight since
each company is able to capture only a fraction of the profit gains that such
behavior would produce for the industry as a whole.
(i1) Since the benefits of better than average performance with respect to
cost reduction would persist over several review periods it is possible,
depending upon the (policy-determined) speed at which rates of return are
equalized, to induce quite strong incentives for improvements in internal
efficiency.
(ii1) By opting for relatively short indexation periods, it is possible to ensure
that average prices across the country closely track average costs whilst
preserving the aforementioned cost-reduction incentives.
(iv) Either retail electricity prices can be indexed to movements in average
wholesale prices across the country, rather than to the input prices of a
single distribution company, thus preserving shorter-term incentives to
acquire cheaper supplies, or, if the period between price reviews is
reasonably short, such indexation can be abandoned entirely without
significant loss.

The incentives provided by yardstick regulation can, of course, be eroded
by collusion amongst distribution companies with respect to cost-reduction
and investment programs. Similarly, the benefits would be lost if, prior to
privatization. the Area Boards were amalgamated into a single national
distribution company. Here we face a classic trade-off between the number
of firms in the industry and the realization of potential scale economies (see
section 3.2.1). Larger numbers tend to impede collusion and, in this case,
facilitate the development of competition in cost-reduction activities by
enabling regulators to devise more effective incentive structures (because
the supply of information is less monopolized). Although, in the course of
the privatization debate, it has been suggested that there might be scale
economy benefits from the creation either of a single distribution company
or of a smaller number of Area Boards than currently exists, little or no
evidence has been put forward in support of this position. In view of the
clear detriments of horizontal integration, therefore, and assuming that
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pnvatlzat.ion of electricity distribution is to proceed, we would favor th
preservation of current organizational structures. ’ )
Moreover, again assuming that a substantial transfer of ownership is to
take plz.u?e, we believe that there is a case to be made for the retentio
least initially) of some of the Area Boards in the public sector. The mn '(at
ben.eﬁts of the yardstick approach derive from innovations iﬁ re ulatajor
policy and are not an automatic consequence of the transfer of owgnf:rsl:)'ry
Coupled with the introduction of performance-related pay for mana elrp'
the approacb could equally well be applied to publicly owned corporatigon:.
Indeed. a mixture of publicly and privately owned distribution com ani .
Would Create a greater diversity of interests and incentive structurespin t:s
industry that might serve to hinder the development of collusivz
arrangements (cf. arguments surrounding the role of the British Nation: I
Oil Corporation developed in section 9.4.4 below). \ -
In addition to the scale economies point, a second argument that has

bf:en.put forward in favor of greater horizontal concentration in electricit
distribution is that larger companies are required to offset the marke)t/
power of the CEGB (the countervailing-power argument). Again we have
llt?le §ym.pathy with this view. Given the opportunities afforded by
privatization to reform the regulatory and competitive structures of the
ESI, thft better way of proceeding is to tackle the problem of monopoly
power in generation through measures to increase competition in the
upstream part of the industry and/or enhance the effectiveness of
regulatory policy, and it is to these issues that Wwe now turn.

Privatiz.ation of Electricity Generation At the moment, the CEGB is
responsible for both the generation and transmission of bulk electricity in
England and Wales. Thus, in addition to its generating assets, the CEGB
owns apd operates the national high voltage transmission system known as
the ngtlona] grid, and it is this latter aspect of its business that can safely b;:
classified as a natural monopoly activity. However, it is extremely unlikely
that, .considered as a separate operation, electricity generation also
consu.tltxtes 4 natural monopoly: in many countries the production of
electncnt.y 1 undertaken by a relatively large number of different
Companies, and international evidence does not indicate the existence of
any clear cost-efficiency benefits associated with single-firm production.
Hence restructuring of this side of the U.K. industry prior to, or in the
course of, privatization is an option that merits serious consideration, and
we wi.ll examine ownership transfer based on three alternative forms of
Orgamization: A, continuation of the CEGB in its present form (i.e. sale of
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the CEGB's power stations in a single block); B, the creation of regional
generating companies; C, the creation of two or more nonregional
generating companies from the CEGB’s existing assets.

For each alternative, there is also the question of what to do with the
national grid. Since the respective merits of the options are contingent upon
decisions about the future of the transmission system, we will offer some
preliminary remarks on this issue in the evaluation of each alternative.

Option A A single sale of the CEGB’s full portfolio of assets (generating
sets plus transmission links) would not require restructuring of the
upstream parts of the industry, and is the option that would permit the
most rapid transfer of assets to the private sector. Unsurprisingly, the
management of the public corporation has expressed a strong preference
for this approach, suggesting that the arguments against restructuring that
were successfully deployed in the case of gas privatization are also directly
relevant to electricity. The economic case is largely based upon claims that
internal efficiency would be damaged if smaller-scale generating companies
were established. Thus, for example, it might be argued that there are
economies of scale in day-to-day operations arising from the the
centralized despatch of power stations according to their respective
marginal operating costs and in longer-term investment planning arising
from the coordination of plant construction programs.

However, while arguments for the existence of significant economies of
coordination are generally sound, the attainment of such benefits does not
necessarily require the creation or retention of a single company
responsible for all electricity generation and transmission activities. As
experience in the U.S. and elsewhere shows, coordination can be achieved
by cooperation amongst a number of separate companies (¢.g. centralized
despatch of generating stations via power-pooling arrangements).
Although, as argued earlier, such cooperation might tend to impede the
development of effective competition, the trade-off with competition could
be improved by entrusting coordination functions to a separate
transmission company, since it is in the organization of energy flows
through the grid network that many of the benefits of scale reside.

In defense of the proposition that single-firm production is, nevertheless.
the superior option, France is often quoted as an example of a country
where substantial scale economies have been reaped as a consequence of
this form of industrial organization. Electricité de France has focused
heavily upon nuclear plant, basing capacity expansion around pressurized
water reactors (PWRs). By relying upon a single type of reactor, the
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Eubhc!y owned industry has been able to obtain low unit costs f;
learm.ng”. effects in plant design, construction, and operation (econ mics
of replication), and from the construction and operation of sevcraloll'mes
reactors on a single site (economies of colocation). Moreover, it ¢ drse
argued that such benefits would have been substantially redu’cedc"it31 he
structure of the French industry had been less concentrated becaus:e :"oe

example, many of the “learning™ advantages are internal to the f' r

conperned and cannot easily be transferred to other organizations o

favl';)c:r z; r?un;b.er of reasonsj however, thesg scale economy argur.nents in

vor of single firm production are not entirely convincing. First, it is on

thlpg to demonstrate the existence of potential benefits of large‘ size b f

quite anF)thcr to show that a highly concentrated industrial structure 1'lll

necessarily provide sufficient incentives for their realization. Thus ‘:"”

f;::r;ple, the CEGB“S own performance record counts againét the ;;oizr

o S:C»:jf;rnc;)'r;s;r;‘xctton costs follow fairly automatically from larger scale

Secopd, even accepting the existence of economies of replication and
colocation, there is little evidence to suggest that the minimum effici
scale for an electricity generation company is of the order of 50 GVc\;em

more (the net capability of the CEGB was 52.4 GW in early 1987) T}(:r
smaller Belgjan industry has pursued a strategy similar to that o.f the
French,.w‘ith not dissimilar results, and American studies have tended tz
place minimum efficient scale (whether at the firm or system level) at a
much lower lev.el of capacity than 50 GW (see Joskow and Schmalensee
1983). The continued existence of successful smaller companies in counlrie;
with more fragmented wholesale electricity markets also provides
corroborative evidence for this view.

. F!nally, economies from learning or experience are much more
sngmf'?c?nt for nuclear technologies than for other methods of generatin
electricity: older well-established fossil fuel technologies do not exhibigt
ll?ese effects to anything like the same extent. It is therefore impossible to
divorce evaluation of the likely effects of privatization from views about the
Prospecls for nuclear generation in Britain. Currently, the CEGB hopes to
obtain permission to build a series of PWRs, but its investment appraisals
are based upon the 5 percent required rate-of-return criterion laid down in
;:18 ‘2‘978 White nger. One effect pf priYatization would be to increase

gni 1c§mtly the discount rate applied to investment projects, perhaps to
S(?methmg of the order of 10 percent real or more. At these higher rates of
discount the economic case for nuclear power is far from clear (see Yarrow
1988), and should future plant construction be based upon fossil ﬁ#

(S
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technologies the learning-effects argument would lose most of its force.
Much depends, therefore, upon whether a large-scale nuclear program in
Britain is considered desirable. The Government is firmly committed to an
expansion of nuclear capacity and, if this position is taken as given, it
strengthens the case against a comprehensive break-up of the CEGB.
Nevertheless, a pro-nuclear policy stance does not in itself establish a
decisive case for the retention of a single generating company. Rather, it
points only towards the development of organizations that would be larger
than those appropriate to fossil fuel technologies, and there is always the
option of creating a company or public corporation responsible exclusively
for nuclear generation in England and Wales (which accounted for around
20 percent of total supply in the mid-1980s), leaving smaller competitors to
operate with the alternative technologies. Moreover, since a single privately
owned generating company would have considerable market power, it
would be necessary to regulate the monopolist’s wholesale electricity
prices, leading to potential suboptimalities in investment expenditures of
the type analyzed in section 4.2.3. The investment problem is likely to be
serious for electricity generation in general, and for nuclear generation in
particular, because of the high capital intensity of the industry, the long
gestation lags in the construction of plant, and the durability of physical
assets. Thus, for example, to the extent that a regulated private monopolist
would face uncertainty about the future course of regulatory policy, would
be concerned that ex post welfare-maximizing regulators might not allow
full recovery of sunk capital costs, and would be tempted to hold back
investment programs so as to be in a better position to bargain with
regulators (e.g. so as to argue that the necessary investment could not be
financed without higher prices), there could be a tendency towards
underinvestment coupled with a bias against more capital-intensive nuclear
plant.

This concern about possible suboptimalities in investment programs—
which is a concern associated with all systems of price regulation—is
reinforced in this case by analysis of the incentives for a private monopolist
to engage in strategic behavior aimed at influencing regulatory decisions.
With only one firm in the market, when making its decisions the regulatory
body must necessarily rely upon cost information from the monopolist.
which information can be manipulated by the latter to its own advantage.
The result is that the agency relationship between regulators and the
monopolist involves a relatively unfavorable trade-off between cost
efficiency and allocative efficiency, and this is one of the major deficiencics
of the single-firm solution to the structurai problem.
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An associated weakness of the option under consideration is that it : ]
enhances the ability of the incumbent fir tive
behavpr aimed at influencing the decisions of rivals. In particular, it tend
to fac?ll.ltate strategic moves to block or impede the entry of CO;]1 etn S
electricity generation companies. In our own view. it is upon this uits:['mg
of.enFry conditions that the relative merits of option A ultimatel qresll(l)n
principle, regulatory policies could be introduced to limit this aspc}:lct of 'thn
market power of a dominant incumbent firm and, if successful they w kj
strengthen competitive pressures with respect to the construétionyof -
capacity, which is precisely the area in which greater competition woukrilebW
most t?eneﬁcial. Moreover, entry threats would weaken incentives towarde
unde.rmvestment in the industry and, over time, new entrants wouki
provxdfe valuable information to regulators. Thus, if potential competition
cap be increased, many of the disadvantages of the option under discussi
will be reduced in significance. men
We have already argued that the 1983 Energy Act had little impact on
eglry conditions because of the CEGB's ability to manipulate tariffs to the
dlsaQVantage of its potential rivals. In the United States however, the
Public Utilities Regulatory Policies Act (PURPA) has led in ;nany Statlzs to
substantial new entry into the industry. Indeed, if anything, the rate of new
entry hgs tended to be excessive. The differences in results between the two
countries are chiefly attributable to the fact that the terms and conditions of
supply contracts are much more closely regulated in America. We
COnc]uQe. therefore, that, if the CEGB's power stations are sold in a s.ingle
block, rF will still be possible to increase competitive pressures in electricity
gener.altlon provided that strong regulatory measures are enforced to ensure
that rival producers have access to markets on reasonable terms. However
as .v«'/e will argue below, this difficult regulatory task would itself be:
facilitated if there was some initial restructuring of the CEGB.

m to engage in anticompetitive

Option .B The creation of a group of regional generating companies from
the le)slsting assets of the CEGB would be a less straightforward
administrative exercise than the creation of a single generating company.
However, in comparison with option A, the advantages of this type of
restructuring include the following:

(i) the immediate introduction of interutility competition in the market for
bulk electricity;

(i1) fin‘increased likelihood that bulk electricity prices would reflect regional
Variations in costs of supply:
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(i11) a reduction in the market power of incumbent generating companies
relative to potential competitors;

(iv) a reduction in the power of companies vis-a-vis the regulatory agency;
(v) an increase in the information available to regulators, facilitating the
development of more effective regulatory incentive structures based on
comparative yardsticks:

(vi) greater capital market pressures for internal efficiency arising from
the increased information available to shareholders and the greater
vulnerability of smaller companies to takeover threats in the event that
their performance is poor.

These advantages would pertain whether or not existing transmission
links were transferred to the new companies. Since it would lead to a
decision-making structure rather similar to that adopted by the CEGB in
the past, the integration of generation and transmission would facilitate the
continued realization of coordination benefits, many of which occur at the
regional level. Thus, the 1981 MMC report (Monopolies and Mergers
Commission, 198 1a) noted that the CEGB operated seven area grid control
centers, and that
*...1in the short term, costs are first optimised separately by each Area, including

running spare, based on Area demand estimates. Costs are placed in a national
context by means of inter-Area transfers.”

On the other hand, compared with structures based upon the separation of
generation and transmission. control over the high voltage grid would give
privatized companics an enhanced ability to deter new entry. Although this
ability could be limited by strict regulation of terms of access to the
networks, the regulatory task would be rendered more difficult by the
existence of vertical integration.

Whatever the decision concerning ownership of the high voltage
network, as a conscquence of transmission costs each generating company
would possess market power in its own area of the country and. in the short
to medium term at least, complete deregulation of bulk electricity prices
would be undesirable if only because of existing bottlenecks in the
transmission netwosk. Nevertheless, given the short distances between the
major centers of population in England and Wales, in the longer term this
local market power would be attenuated by the threat of cross-entry, based
cither on the construction of new transmission lines or of new power
stations in the locality to be served (on the assumption that any regional
company would be allowed to construct incremental generating capacity in
a market area served largely by one of its rivals).
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In p.ractice, however, competition among regionally concentrated
generat.mg companies might be restricted less by the magnitude of
transmission costs than by the development of tacit collusion among the
ﬁr‘ms..lndeed, regionalization is almost an open invitation to the newly
privatized companies to practice geographic market sharing, and
regulators would need to be particularly vigilant in attempting to p;event
this particular abuse of market power. In this task they would be supported
by the competitive threats afforded by new entrants to the market and by
profit-seeking distribution companies with incentives to promote the
development of competing sources of supply, although it would likely take
several years before these constraints on incumbent generating firms were
fully effective.

One ijection that has been made to regional restructuring of electricity
genergtlon is that there is currently a considerable mismatch of generation
capacity and consumption among different regions of England and Wales
(Henney, 1987). For example, the maximum demands of the London and
South Western Area Boards in 1985-1986 were 3906 MW and 2324 Mw
respectively, while the capacities of plants within their areas were 976 MW
and 431 MW respectively. Even if regional integration of generation
transmission, and distribution (the “power-board™ approach) were beiné

contemplated, however, the force of the objection is unclear: economic
efficiency does not require that each region be self-sufficient. Thus, for
exarpple, it may be cheaper to meet growing demand in southern England
by increasing the capacity of transmission links to areas of surplus
generating capacity such as the Midlands or Northern France than to build
more power stations in the South.

lp fact, the existence of major interregional flows of bulk electricity is the
basis of one of the arguments for regionalization, at least when the latter is
compared with existing arrangements. At the moment the demand-related
charges of the BST are uniform across the country and, given transmission
ftosts, there is reason to believe that significant regional price discrimination
s taking place (e.g. price—cost differentials may be lower in the south of the
country than in the Midlands and North). The creation of independent
ggnerating companies would, however, provide incentives for the rapid
elimination of these arbitrary disparities.

Option C  While regionalization of electricity generation would initially
leave the new companies with substantial local market power, it can be
argued that a swifter transition to a more competitive market for bulk
electricity would be possible if the CEGB were to be broken up into a series
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of companies which each possessed a geographically dispersed portfolio of
power stations. Either the whole or a part of the generating assets of the
CEGB could be disposed of in this way. For example, the CEGB owns eight
relatively old nuclear reactors based on the Magnox design which are soon
due for decommissioning, and which therefore might be considered
inappropriate candidates for transfer to the private sector. Alternatively,
all nuclear power stations could be retained in the public sector and a
mixed-ownership system could be developed.

If option C were to be pursued, there would clearly be no case for
transferring the national transmission grid to one of the newly privatized
generating companies. Nor, unlike in the regionalization option, would
there be any sensible way of dividing the grid among several firms. Either a
separate transmission company/corporation would need to be created or,
in the event of partial privatization. transmission functions could be
entrusted to a publicly owned generating corporation (as in Sweden).

In deciding the initial number and sizes of the independent com-
panies, policy makers are again confronted by the familiar trade-off
between competition and scale and internal coordination benefits. Cost
conditions in electricity generation are such that the creation of a large
number of very small companies would almost certainly be undesirable,
since it would lead to significant losses in operational cfficiency and
longer-term difficulties with respect to investment planning. However,
precise determination of the optimal number and size of the generating
companies is a matter on which it is hard to be confident. Henney (1987)

suggests that 4-5 GW is about the right capacity level for each
company—which is in line with earlier research in the United States
(Christensen and Greene, 1976, Huettner and Landon, 1978)—but it
should be noted that this view is based upon the assumed exclusion of
nuclear plants from the privatization program.

Despite this uncertainty, in the longer run the costs of making wrong
decisions about the initial post-privatization industrial structure may not
be too severe. If effective competition is established, market structure can
be expected to change over time: mergers can be allowed if it becomes clear
that firms are inefficiently small, and entry can take place if an insufficient
number of companies is created at the time of privatization. Industrial
structures are not set in stone, and it is precisely because it provides more
information about relative performance and greater flexibility of response
to that new information that competition should be encouraged.

One of the major benefits claimed for option C is that, by facilitating the
rapid introduction of strong competitive pressures into the industry. it
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W(.)Uld open up prospects for the deregulation of wholesale electrici
prices. Regulatory policy could e
distribution and transmission acti
problem is significant. There is 4 cert
line of argument, however, and it is
of the limitations of the proposal.

' First. of the three privatization options under discussion, it Id
n?volve the most severe administrative problems and \it co.uld e

difficult to arrange the transfer of the bulk of the CE,GB’S assets on g P’O‘l’e
date. On.the other hand. if privatization proceeded in staées lhe~ﬁr private
compames to be established would find themselves competing with .
dominant and potentially hostile public corporation which might still ha .
control of the transmission grid. Close and strict regulation of t}‘]’:

ric marke urin ‘lle “d“\lu()lldl ]ldSC W uld lhe] C]()
0O re

then concentrate its attention on
vities, where the natural monopoly
ain amount of question begging in this
appropriate to draw attention to some

st private

Second. and of rather greater significance, is the problem of ensurin
that the coor.dination among generators of electricity—which is necessalrg
for the .attamment of secure supplies of electricity at Jleast cost——i)s/
accomphshed by methods that do not facilitate anticompetitive coliusiv
behavior. As noted earlier, one of the features of electric power systems s
that demand and supply must instantaneously be balanced throu\ghoul thlS
networ.k if system security failures are to be avoided. Thusif, at a given timZ
and a fglven location, demand runs ahead of supply, the consequence will be
cessat.lon of supply over some given section of the network. Put mor
technically, failure of markets to clear imposes substantial extérnal cost:
hence thf: preoccupation of engineers with system security., B

In principle. coordination problems can be solved by means of
contract's between independent generation, transmission, and distribution
Compame§. However, given the existence of external effects and
technologles dependent upon large inputs of durable and specific capital
€Quipment, there are few grounds for confidence that decentralized
Copt.ractual processes will lead to particularly efficient outcomes (see
Williamson, 1975). Moreover. the problem is exacerbated by the fact that
parts of the industry (distribution and transmission) will necessarily be
regulated, so that downstream regulatory distortions could easily induce

upstream inefficiencies in electricity generation. Finally. to the extent that
COntractual problems are overcome. the result may be associated with
rela‘nvely weak competition amongst the supplying firms. It is worth
noting, for example, that the existence of several firms engaging in similar
€Conomic activities is neither a necessary nor sufficient condition for
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effective competition, and that an unregulated cartel would not be a
particularly attractive outcome.

We conclude, therefore, that while there is a strong case for reducing
horizontal concentration in electricity generation it would be wise to
proceed with some caution in this direction. Exclusive reliance on
structural remedies would carry many risks and, in particular, immediate
deregulation of bulk electricity prices would be unlikely to induce a swift
transition to a competitive and efficient industry.

Vertical integration of generation, transmission, and distribution Thus far,
whilst addressing some of the issues connected with the integration of
generation and transmission activities, we have only examined policy
options that are based upon maintenance of the current separation between
generation/transmission and distribution. It remains to be considered
whether or not there are merits in proposals that envisage further vertical
integration in the industry.

The case for the integration of the upstream and downstream parts of the
ESI rests upon the existence of interdependences between the activities of
the distribution and generation companies. For the most part, these pertain
to longer-run investment decisions. Decisions concerning the construction
and location of new power stations are necessarily affected by the likely
evolution of the transmission and distribution systems, and vice versa.
Thus, in meeting incremental demand, explicit cooperation between
upstream and downstream companies may yield long-run cost savings.
Such coordination may, of course, be perfectly feasible via the market
transactions of independent companies and, on the whole, the major
interdependences that occur are between investments in generation and
transmission capacity, rather than investments in generation and
distribution (i.e. lower voltage) capacity. Nevertheless, the existence of
vertically integrated electric utilities in the U.S. and elsewhere (including
Scotland) suggests that the possible benefits of such arrangements cannot
entirely be discounted.

With respect to vertical integration, there are two options for
restructuring the ESI that deserve brief consideration: D, the creation of a
single fully integrated electric utility company; E, the creation of regional
fully integrated utility companies.

Of these, the former would be much the easier to implement. Informal
vertical integration already exists in the ESI, in that coordination of
activities takes place through the Electricity Council. Amalgamation of the
CEGB and the Area Boards would be a relatively straightforward
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operation, and, since the Electricity Council produces consolidated
aCCQunts for the industry, the resulting company could be presented to the
:::(;:31. market as an organization that already has a performance track

In all other respects. however, we believe that option D is dominated b
each of the other alternatives we have put forward, including E Fo}r/
example, 1r? §omparison with option A, it would preclude the develop'ment
of competition in the purchasing of wholesale electricity, raise entry
b.arrliers.. and prevent the use of regulatory yardsticks in electricit
dlst.nbunon. In compensation for these clear and obvious detriments ful}ll
horlzoptal and vertical integration of the industry would offer s,ome
potenFlal. if' speculative, benefits by way of possible economies of
coordination, but most of the Jatter could be realized if a privatized CEGB
Werg a.llowed to own and operate the transmission system.

S.nmllarly. the bulk of the gains from internalized coordination could be
achleved~ through the establishment of regional vertically integrated
comp.ames. With respect to option E. the six advantages of regionalization
(relative to A) which were listed earlier would also continue to hold ‘Each
of the 4beneﬁts, however, is attenuated by the vertical integrati'on of
generatx.on, transmission, and distribution. Thus, for example, relative to
.thc regional solution based on vertical separation, the ébsence of
independent distribution companies would lead to less competition in the
wholesale electricity market. increase the market power of the private
companies, and reduce information flows to the regulatory body.

Whether or not the coordination benefits of vertical integration at the
rgglonal level are sufficiently large to offset these losses is a question that is
difficult to resolve on the basis of available evidence. The past performance
of the (fully integrated) South of Scotland Electricity Board compares
reasonably favorably with that of the CEGB. but the relevance of this
observation is limited by the fact that it pertains to a different framework of
regulation and competition than the one envisaged for the industry in the
Post-privatization period. Because of implications for competition and
regulation, however, we would suggest that any initial presumption should
be in favor of the organizational separation of electricity distribution.

Transmission If the Area Boards are privatized separately, a decision to
sell CEGB's full complement of generating capacity as a single block would
Weaken the case for separating its transmission assets. Vertical separation
of transmission activities might tend to increase short-run operational costs
and hinder the development of an efficient pattern of investment in new
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plants and transmission lines. Set against these losses could be benefits
from increased competitive pressures (it would be easier to arrange fair
terms of access to transmission links for rival electricity generating
companies) but these latter advantages would be restricted by the
continued existence of a dominant incumbent CEGB with considerable
market power and, in any case, smaller new entrants could bypass the
national transmission system by supplying directly to distribution
companies. In this case, therefore, there is respectable argument for leaving
both generation and transmission with the CEGB and simply introducing
stricter regulation of the terms on which the transmission facilities of the
dominant company are made available to others.

A similar point can be argued with respect to the regionalization option:
the simplest approach would be to divide up existing transmission facilities
among the new companies on an area basis. Each company would then be
responsible for the despatch of power stations in its own locality and for
negotiating interutility transfers of power. However, in this case the
arguments for the vertical integration of generation and transmission carry
less force. Thus, particularly in the light of the existing disparities between
capacity and demand in different regions of the country it might be more
efficient to establish a national system of coordinating supplies based upon
the creation of a private company or public corporation that would own
and control the national grid.

Establishment of a separate national transmission and control company
becomes a more interesting option in the event that the Government
decides to split the CEGB into several independent generating companies
that are not regionally concentrated. The transmission company (or public
corporation) would own the national grid, organize central despatch of
generating units, coordinate maintenance schedules for power stations.
arrange for financial payments to utilities based upon cost savings arising
from central despatch, and provide for the maintenance and development
of the transmission system. It is clear that the resulting entity would have
considerable market power, and that its ownership structure and methods
of operation would be of crucial importance for the overall performance of
the industry.

In the United States the activities outlined are most frequently organized
by means of power pools (i.e. formal and informal arrangements among
independent utilities to coordinate some or all of their investment and
operating activities). Adopting a similar model in the U.K. would involve
some or all of the private generating and distribution companies taking
ownership stakes in the transmission company. The participation of
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enerati ies ¢ ¢ istri
g ating companies and, perhaps also, distribution companies in this
§xerc1se does, however, rajse fundamental

mtegrated network) and the desire to promote more individualistic decisi
making (so as to promote interutility competition). As a result ?Stl}?'n
problem, ther§ ls a danger that close control of the coordination ac:)ivitie:
of the trap:smlssnon company by the generating and distribution utiliti
.would facilitate collusive anticompetitive behavior by incumbent fir 'j:s
illustrate, established generating companies could seek to excludr:S' "
entrants to the industry by setting unfavorable terms for the i
offered by the transmission company to newcomers s
Although di.st.ribution companies would not have similar incentives to

reduce con.1pf.:tmon in the supply of bulk electricity, ownership and control
o.f‘ transmnssnon activities by these firms would also present certaj
difficulties. In particular, it would promote collusion on the buyin sidea";
the wholesale market and tend to increase monopsony power G%ven t}?
substantial sunk costs in electricity generation, such buying pow.er can ha .
supstantial damaging effects on economic efficiency. For example tl:/e
ab:hty of distribution companies to drive down prices towards shF())rt’-ru:
margmgl Costs can cause underinvestment problems in electricit
generation that are closely akin to those described in section 4.2 3y
Aﬁfmugh long-term contracts provide one means of alleviating t-hlS
QIﬂxculty, the costs of contract specification and enforcement are such that
it 1s difficult to imagine all supplies being provided on this basis: spot
marl.<ets would be retained to allow flexibility of response to unfo;eeeen
contingencies. Hence inefficiencies associated with monopsony p(;wer
could V.V(?” remain. (In this context it can be noted that the performance of
the British gas industry—where producers supply a single buyer and
long-term contracts are the norm——is not entircly encouraging.)

In tl.le light of these various points, we believe that, if a separate
transmls.sion firm is to be established, there is astrong case for independent
ownership (possibly public) and control of the resulting entity. The
independence of the firm from the generating and distribution companies
Woulc‘i gssist in the development of a more competitive market in bulk
electrncﬁy, and public ownership might be the best way of dealing with the
considerable market power that the firm would possess.

' However, irrespective of whether an independent transmission company
IS a regulated private monopoly or a public monopoly, there remains
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considerable doubt as to whether suitably strong incentives for efficient
operation can be established and, given the importance of the role that such
an entity would be expected to play, this is a point of some significance for
the future development of the industry. In principle, vertical separation has
much to recommend it, but in practice the technology of the ESI points to
the conclusion that there are no easy ways of improving the fundamental
economic trade-offs. Again we would warn against excessive reliance on
structural remedies alone. Whatever structural option is chosen, it is likely
to be the conduct of regulatory policy that will have the most significant
effect on industrial performance.

Privatization in Scotland The ESI in Scotland is about a tenth the size of
the industry in England and Wales and is characterized by full vertical
integration of generation, transmission, and distribution, with the two
Scottish Electricity Boards operating a power-pooling arrangement. The
South of Scotland Electricity Board (SSEB) is much the larger of the two
Scottish public corporations, and has a plant mix more heavily weighted
towards nuclear stations than that of the CEGB: in 1986-1987 the SSEB
obtained nearly 50 percent of its requirements from nuclear stations, anda
further 1.4 GW of nuclear capacity, equivalent to about 30 percent of the
current maximum demand, is under construction. As its name suggests, the
North of Scotland Hydro-Electric Board (NSHB) concentrates on
generating power from hydroelectric capacity in the Highlands.

With a maximum demand in 1986-1987 amounting to less than 5 GW,
the Scottish market is too small to permit the creation of several competing
generating companies without simultaneously incurring significant cost
penalties. One option for privatization would be to split distribution and
generation and attempt to encourage competition in the wholesale market
between the privately owned Scottish generating company (or companies
in the event that the NSHB 1s sold separately) and the newly created
generating company or companies in England. The SSEB is already
connected to the grid in England and Wales and there is some trading of
supplies with the public corporations further south. The capacity of the
transmission link is extremely limited, however, and in the foreseeable
future there appears to be little prospect of strong competition being
developed in this way. Similarly, given that there is soon likely to be very
substantial excess capacity in Scotland and that the plant mix is heavily
weighted towards nuclear sets with relatively low marginal operating costs.
the prospects for significant new entry of smaller producers (via combined
heat and power schemes, for example) are also poor.
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.WIth respect to the Scottish market, therefore, it should be recog
nlzeq that the opportunities for increasing competition in in the shortotZD )
Tned:urp term will be limited, and hence that the case for a ,
immediate restructuring of the industry is weaker than in Engl; nc)il
an'd Wales. If privatization proceeds on the basis of existing or gadfl
au.ona] structures, however, this lack of competition points to the necg;dnflz-
stringent regulation of the industry. Thus, for example, the private ﬁrm(or
shou1d4b§ required to provide separate accounts %or its generatio:)
transmlsspn, and distribution activity, so that the regulatory authorit car;
morg easily compare its performance in each operation with cht of
(nonintegrated) companies in England and Wales, and. in addition t
control of average prices, regulators should be active i;’) att i .
monitor price structures. Fpiine fo

Proyided that the “‘regulation with a light hand™ precedent, which w.

established during the course of privatization of the gas indlistry is n?)f
followeq and that electricity generation and distribution continixe lc; l;e the
resp.ons1bilities of different firms in England and Wales retention of ¢
vertically integrated structure in Scotland also has some ;;ositive aspectsd
The eff.e(‘:ts of changes in the structure of ownership, regulation anci
competition that are currently envisaged for the industry in Englan;i and
Wales are difficult to predict, partly as a result of the fact that much of the
experience and knowledge gained from observation of past performance
will b? of only limited value in the new environment. In these circumstances
there is 'a sound case for allowing some structural diversity: performance
under different conditions can be assessed empirically, and lessons for the
subsequent development of public policy can be learned. In particular, if
separate distribution companies are to be retained in England and Wa];:s
the pgrformance of the Scottish company might cast some light on thc;
quest'lon of the relative merits of vertical integration.

This last point is one aspect of a more general set of arguments that is as
relevant to the future of the industry in England and Wales as it is in
Scotland. The changes likely to be brought about by privatization are
Subs‘tantial and will lead to a period of rapid learning. The encouragement
of QIversity in the industry will not only increase the rate of acquisition of
policy-relevant information, but will also tend to facilitate structural
changes that may later be deemed desirable in the light of the new
know.ledge. Thatis, in periods of rapid learning flexibility of response is at a
Premium, indicating that it would be unwise for the Government to commit

itself wholeheartedly to an industrial structure that is likely to be resistant
to change.
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9.3.5 Assessment
Throughout our discussion of the ESI we have emphasized the

fundamental policy trade-off between the benefits of coordination among
electric utility companies and the benefits of greater competition in the
industry. Each of the five options we have considered seeks to resolve this
trade-off in a different way, based upon a particular mix of horizontal and
vertical integration in the industry.

On balance, we believe that horizontal integration has been carried too
far in Britain and that there is a strong case for promoting the development
of more competition in the market for wholesale electricity. The size of the
CEGB's operations appears to be well in excess of empirical estimates of
the minimum efficient scale for a generating company and, aithough
international comparisons of performance must always be handled with
care, the past record of the U.K. public corporation, relative to less
concentrated industries overseas, affords little support for the claimed
benefits of horizontal integration. These points also apply a fortiori to the
possibility of creating a privatc monopoly responsible for generation,
transmission, and distribution, the solution least conducive to the
development of competition in the industry and the one that would lead to

the most severe regulatory problems.
Unfortunately, the links between industrial concentration and the degree
of competition in the marketplace are by no means straightforward, and
the technology of the ESI creates pressures towards collusive behavior. For
this reason, we are skeptical of proposals to increase competition and
improve efficiency that place nearly all the emphasis on structural reforms.
Rather we see the conduct of regulatory policy as being the most important
single influence on the future performance of the industry. In particular we
would stress the contributions that regulatory policy can make (a) to
increasing rivalry among electricity distribution companies via the use of
yardstick competition and (b) to creating a “‘level playing field”” on which
new entrants can compete fairly against incumbent generating companies.

In the absence of measures to achieve these two goals, structural remedies

are likely to have disappointing effects, whereas if the two goals can be

attained competition in bulk electricity markets will be substantially
increased regardless of the initial structural conditions. On balance, we
favor some divestiture of CEGB assets prior to privatization simply
because, by improving information flows to regulators, it would facilitate
the development of more effective regulatory policies, not because it is
likely per se to have substantial effects on competition in wholesale

electricity markets.
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‘ ub ship, ularly 1f the Government decid
sepd.ra~te electricity generation and transmission. wound b
:yr]:nt 1r.1 k.eeping coordination activities (asso(;?atle:i t»}\lz?t[he:’l: l(’);t)::;fi:r:) l(l)lffitlll)e

nsm:ssnf)n system) in the public domain so as not to facilitate collusi :
f'imongst incumbent privately owned utilities, includin be Co'lusmn
o ‘ \ g collaboration to
mife(;; r::l; ]?:t;}; d[npr:j:t); cz\t:/r;ler::; ‘electrizity supply is characterized by a
all-or-nothing issue is to create an art;?t’rain' St o
g:)licy decisi;)ns. Indeed, one of the weakr)llc‘;::s uor;"ntehC: S;a;zl cg:i::::igg
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Government has opted for policies that allow the rapi?i traniér’EETSh‘p’ .
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‘ cqmpetltxon and regulatory policy.

. Our o»\in perspective i1s somewhat different. For the most part, we see th
1ntroc.iu.cuon of privately owned companies into industrie; s e:t' X
glecmgty supply as one instrument (among several) for j . "35
mdustn‘a.l performance indirectly through the promotion or;‘PrO"mg
:;c;:ppetntxon and better regulation. In the particular case of the EgSrlea:\:
“mlizls \".hal lhl'S p(?mts to Partial step-by-step privatization, invol;ing
. d‘sset. disposals (to increase actual competition and regulator
information immediately) and strong regulation by an independent body
(to prev.e.nt monopolistic abuses and increase the effectiveness of polenl")]/
compeml?n). Both sets of measures would be consistent with ti]d
;(;ntlfxua.tlon of a significant level of public ownership in each part of th:
tra:m(:].s.sé?org:;ncganon, particularly m.xclea.r, and distribution, as well as in

S - | ‘y creating greater diversity, a mixed-ownership system

would 2.1180 facilitate the acquisition of policy-relevant information and
n?ake 1t easier to adjust industrial structure as knowledge and
Circumstances change. Moreover, that such an approach is feasible is
shqfvn by the structure of the industry in Sweden.

'l'm?llly. it is relevant to note that qQuestions arising from the proposed
prlYatl?ation of the ESI should not be considered in isolation from other
major issues of energy policy. Thus, we have drawn attention to problems
Coynected with the future of nuclear power in Britain. Roughly speaking
Privately owned generating companies are likely to be less favorabl):
dl§posed towards nuclear power than the CEGB has been in recent ye.-ars
(dlscqunt rates used in investment appraisals will tend to rise), and the
Magnitude of this change in incentives is likely to be greater the smaller is
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the private company. In turn, decisions concerning the choice of generating
technologies will have major implications for the future of the British coal
industry (to be discussed in section 9.5). If coal import policy is liberalized,
privately owned electricity generation companies would exert strong
pressure on British Coal to reduce its prices toward international price
levels. In similar circumstances, however, a publicly owned generating
board is likely to pursue exactly the same policy (the CEGB has already
demonstrated its desire to move in this direction). Other things being equal,
therefore. the net effect of privatization on the demand for domestically
produced coal could well turn out to be positive. Perhaps. then, it is the
National Union of Mineworkers and antinuclear environmentalists—
rather than a strongly pronuclear government—who should be the
strongest advocates of a change of ownership of the ESI!

9.4 The Oil Industry

In terms of both the number of share flotations and the net proceeds
realized from the sales. between 1979 and 1987 disposals of oil assets
accounted for a larger fraction of the privatization program than any other
single industry. The sale of British Petroleum shares in 1979 was the first of
the major flotations of this period, and the 1987 disposal of the residual
31.5 percent Government stake in that company (together with the
associated rights issue) was at the time the largest ever equity offering on
any of the world’s stock markets. Substantial proceeds were also obtained
from the privatizations of Britoil and Enterprise Oil (see section 7.1).

In this section we will first set out some background information on the
development of the U.K. offshore oil industry (in section 9.4.1), before
going on to examine public policy toward the industry in general (in section
9.4.2). including the growth of public ownership during the 1970s, and the
later privatization policies in particular (in section 9.4.3). Finally, section
9.4.4 comprises our assessment of the contribution of oil privatization to
the attainment of the Government’s objectives and an account of the key
role played by oil asset sales in the evolution of the privatization program.

9.4.1 Historical Background

Public ownership of parts of the oil industry dates from before the outbreak
of the First World War, when the U.K. Government took a controlling
interest in British Petroleum (BP) with the purpose of promoting greater
security of supply of oil. principally for the Navy. Domestic production of
oil has, however, only occurred on a significant scale since the mid-1970s.
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9.4.2 Public Policy and Public Ownership
Public policy towards the offshore oil industry in the 1970s appears to have
had two principal objectives: first to secure financial returns for the
Exchequer, and second to exert some control over the production
companies with respect to matters such as the rate at which new fields were
brought on stream, the subsequent output (and, hence, depletion) rates,
and the destination of the final output (security of supply having become an
important policy consideration in the wake of disruptions in the
international market in 1973). In pursuit of the first objective, the
Government relied largely on fiscal policy in the form of a system of
taxation uniquely applicable to the offshore industry and designed, among
other things, to recover rents accruing from the rights granted to companies

to exploit the oil and gas fields.
In brief, the offshore tax regime has comprised three main elements:

(i) a royalty levied at a rate of 12.5 percent of the value of deliveries of oil;
(ii) petroleum revenue tax (PRT), initially set at 45 percent in 1975 and
increased in stages to 75 percent in 1983, which is charged on the revenues
less expenses (including royalties) arising from offshore production:

(i) corporation tax, charged in the standard way but with royalties and
PRT counting as allowable deductions.

The oil taxation regime also contains a large number of special
provisions that need not detain us here. The main point to note is simply
that the Government has generally sought to obtain rents from the industry
only after the oil and gas have been landed. That is, unlike in the United
States, auctioning of natural resource rights has not been a preferred
method of raising revenue. This approach has been popular with the
offshore producers because it both delays rental payments and transfers
some of the exploration risk to Government.

With respect to Government control over exploration, production, and
sales, the years since the first licensing round in 1964 can usefully be divided
into three periods. From 1964 to 1974 rapid expansion of exploration
activity was encouraged, and a total of 863 blocks were allocated in four
rounds of licensing. Between 1974 and 1979, a period of Labour
Government, the exploration process was restrained, and only 86 blocks
were allocated in two rounds (1977 and 1978). The mid-1970s also saw the

introduction of two major pieces of legislation: the Oil Taxation Act 1975,
which established PRT, and the Submarine Pipelines Act 1975, which,
among other things, introduced depletion controls to enable the
Government to cut back production from developed fields if it so wished
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16 percent and 20 percent stakes respectively in the Thistle and Ninian
fields from the financially distressed Burmah Oil Company. By June 19761t
had acquired stakes in the Hutton, Dunlin, Murchison, and Brae fields,
and was later given a 51 percent stake in the 86 blocks allocated in the fifth
and sixth licensing rounds. Finally, in 1978, BNOC's privileges were
further extended when it was given first right of refusal to buy stakes in
blocks awarded to private companies in earlier licensing rounds whenever
such stakes came on to the market.

By 1979, then. the activities of BNOC comprised two quite distinct types
of operation. BNOC had quickly become a substantial exploration/
development/production enterprise in its own right. In addition, however,
it was also a major oil-trading enterprise, buying oil from other producers
under the terms set out in the various participation agreements that had
been concluded, and selling the product on into competitive markets.

9.4.3 Privatization in the Oil Industry
In opposition, the Conservative Party had declared its intention to dispose
of assets acquired by BNOC during the 1970s. The return of a Conservative
Government in 1979, however, coincided with a period of both rapidly
rising oil prices and increasing anxieties about security of supply,
stimulated largely by unfolding political developments in Iran. It was
decided, therefore, that in the short term at least BNOC should remain in
business as both a production and trading operation. The immediate
changes in public policy were consequently rather modest. The Govern-
ment placed a fraction of its equity stake in BP on the market in October
1979, following the precedent set by the Labour Government in 1977, to
raise finance for its expenditure programs (net receipts totalled £276
million). In addition, an emergency program was introduced that included
taking royalties from the private sector in oil rather than in cash,
suspending restrictions on gas flaring (which served to limit production in
some fields), organizing a new more extensive licensing round to encourage
further exploration, and ordering companies to cut their exports from the
U K.

Although BNOC was retained, the Secretary of State for Energy
announced in 1979 that it was to be stripped of a number of its powers.
Henceforth, for example, it would have no right to sit on an operating
committee in the industry if it had no ownership interest in the relevant
field. it would lose its privileged position in the licensing rounds, and it
would lose its special access to the National 0il Account (see Redwood.
1984). Partially to compensate for the loss in Government revenues
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pipeline and storage system and the disposal of royaity in kind, and to
maintain emergency lifting arrangements which become effective in the
event of a threat to the U.K.'s oil supplies. Thus, although the disposal of
royalty in kind necessitates the continuation of some Government trading
activities, the intention was, and still is, that these will be conducted at a
relatively low level compared with the scale of operations of BNOC.

9.4.4 Assessment

Initial plans to dispose of North Sea assets, formulated during the period
between 1974 and 1979 when the Conservative Party was in opposition.
appear to have been strongly motivated by the view that the public
ownership of stakes in offshore exploration, development, and production
activities was inimical to the efficient development of the industry. Thus it
was argued that public corporations would be inefficient in their own
operations and would impede the activities of private producers in a
competitive market. In support of the case against public ownership, it can
also be argued that such ownership was not and is not a necessary condition
for the exercise of general control over the initial build-up and later decline
in offshore operations. Thus, rates of cxploration. development,
production, and depletion can be influenced by Government control over
licensing round allocations, the tax regime. and the regulatory framework
surrounding the industry. In particular. for example, in emergency any
government can take powers to force private companies to obtain and
move oil in ways that serve to protect national supplies.

Given that UKCS producers have little influence on international oil
prices, there are few grounds for concern that privatization of oil assets has
led, or will lead. to abuse of market power in the final product market. Nor
in examples such as those of BP and Enterprise Oil are there reasons to
oppose privatization on regulatory policy grounds: in neither case was
public ownership of the relevant assets a major factor in the development of
public policy towards the industry. In these cases, then, the decisive factor
should indeed be the likely effects of ownership on internal efficiency. and
the case for privatization is consequently a strong one (although we are
doubtful that the resulting gains will be particularly large: BP, for example.
was already a quoted company operating at arm’s length from the
Government).

The situation with respect to BNOC, however, was rather different in
that BNOC was specifically designed to be an instrument of regulatory
policy. In assessing the privatization of BNOC, it should first be noted that,
as in other examples of economic regulation, the relationships between the
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On this view, perhaps the most useful function of BNOC was to improv
the efficacy ofthe regulatory process by acting as the “‘eyes and‘ cars” thhz
Government in the offshore industry. Hence. even if the public corporation
was not efficiently managed and did, through its operations, make life m
dlfﬁcglt for private producers, these points do not. ‘bv lhemselvoerse
constllgte a decisive case against state ownership: any detriménts have to bé
set agamst the potential information gains. Moreover, given the large
magnitudes of the rents associated with UKCS oil reserves, the fact thit
many North Sea operators are foreign owned, and the importance of oil as
a primary fuel input, the economic value of additional information to the
UK. G9vemment is likely to be substantial. We conclude, therefore, that
the detrlments of public ownership would need to be demonstrably high
before it could safely be concluded that public ownership of some parts of
the offshore industry was unmerited.

Perhaps the best epitaph for BNOC has been supplied by Redwood
(1984), who has been one of its strongest critics. In his assessment
Redwood concludes that BNOC *“made no net positive contribution at ali
to the development of the North Sea,” but he also states that
g(.).vel:ner(st :::l:;x;d out ‘the task to whic.h it was appointed by the Labour

istinction and verve. It did get its hands on assets; it did, in the
end, attract staff from various quarters who were able to make their contribu‘tion to

Tgorth Sea.development. Its asset position was strong. It did in the end enable the
onservative administration to sell off shares at a very good price.”

.1n the light of this performance record and because of the high value of oil
industry information to Government, we would be more reluctant than
Redwood to conclude that BNOC made no net positive contribution to
Pl{blic policy. More to the point, we conclude that it is unlikely that
privatization of BNOC has made, or will make, significant positive



The British Privatization Program 324

contributions to the better conduct of regulatory policy towards the
industry.

This, however, is not the whole story. Although the impetus for plans to
wind up BNOC may have had their origins in particular views
about regulatory and industrial policies, following the election of the
Conservative Government in 1979 the emphasis rapidly shifted towards the
contribution that asset sales could make towards the financial objectives of
the Government. Thus, the disposal of shares in BP, the forward sales of
BNOC oil, the creation and sale of Enterprise Qil, and the sale of the BGC
stake in Wytch Farm can all be interpreted as decisions motivated chiefly
by the desire of the Government to reduce the public sector borrowing
requirement (PSBR), a motivation that is most clearly revealed in the case
of the forward sales of BNOC oil.

Nevertheless, from a wider perspective, it is possible that the oil
privatizations have had important indirect effects on the conduct of
microeconomic policy, and that their historical significance is far greater
than our narrowly focused evaluation would imply. Thus the oil asset sales
served as a link between the earlier policies of the 1974-1979 Labour
Government and the major privatizations of the utility industries that
commenced in 1984 with the sale of BT. The initial disposal of BP shares in

1979 followed the precedent set by the Labour Government in 1977, and, as
with the development of many other aspects of economic policy (including
the use of monetary targets and the introduction of cash limits for
nationalized industries), represented a continuation and extension of
pre-existing approaches rather than a radical break with what had gone
before. Likewise, the forward sale of BNOC oil was a relatively small
incremental change, but it led fairly easily towards the notion of
privatization which, in the case of Britoil, might be seen as the ultimate
forward sale.

Prior to privatization, and again motivated by the objective of reducing
the PSBR, the Government toyed with the idea of introducing a BNOC oil
revenue bond, the returns on which would be linked to the Corporation’s
performance. A similar option was considered for the then publicly owned
BT, the activities of which were also causing concern because of the level of
borrowing entailed by its substantial investment program. The facts that, in
the end, privatization of BNOC appeared preferable and that, even in
difficult market conditions arising from falling oil prices, a large share issu¢
was managed with reasonable success almost certainly gave some
encouragement 1o the Government to pursue a similar course in the

telecommunications industry. Thus, while privatization of BT was indeed a
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9.5 The Coal Industry

The coal industry is the only part of the energy sector which, by the end of
1987, had been left untouched by actual or proposed privatization policies
However, there is every reason to believe that the Government is attracte‘d.
by the prospect of at least partial privatization of the industry at some
fu.ture dz.ue. To complete our discussion of the energy sector, therefore, in
this section we consider some of the options that are available to ;he
Gover'nment with respect to the conduct of policy towards the industry. We
slar? (in section 9.5.1) with an outline of the rationale for the creation of the
National Coal Board (NCB) in 1946 and an analysis of some of the general
characteristics of the NCB's subsequent behavior. (In 1987 the NCB was
renamed the British Coal Corporation but, for convenience and to avoid
po§51ble confusion, we will use the older title throughout the discussions.)
This is followed (in section 9.5.2) by an outline of major policy
developments in the period since 1946. Finally. we consider the prospects

for implementing policies of liberalization and privatization in the industry
(section 9.5.3).

9.5.1 Coal Nationalization

The British coal industry was taken into public ownership in 1946. Before
nationalization the structure of the industry was atomistic: production was
undertaken by a large number of relatively small private companies.
However, since cost conditions are far removed from those that
cha.racterize a natural monopoly, for the most part the case put forward for
nationalization was not based upon perceived economies of scale resulting
from increased concentration. Rather, the principal motive for the
introduction of public ownership was to provide an institutional structure
Fonducive to the implementation of the Government's policies for an
industry that had suffered a substantial decline in its fortunes.

The production of coal in Britain peaked in 1913 at a figure of 292
million tonnes per annum. During the interwar years the industry was in
steady decline so that, by the mid-1940s , output had fallen to around 190
million tonnes per annum. The drop was almost entirely attributable to
losses in export markets, as domestic consumption of coal had remained
roughly constant over the period. Partly as a consequence of depressed
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market conditions, there was httle investment in the industry and the
capital stock became gradually more dilapidated. According to Robson
(1960): “‘Poor leadership, conservative management, backward technology
and inadequate investment characterized the British coal industry during
the twenty-five or thirty years prior to nationalization.™

The output fall which resulted from the loss of international markets
placed strong downward pressures on the the wages of mineworkers during
the interwar period, leading to embittered labor relations that culminated
in the major national strike of 1926, an event of great political and
economic significance in British twentieth century history. One of the
policy responses to these problems was the Coal Mines Act of 1930,
introduced by the Labour Government of the time to create a “distress
cartel” in the industry. Among other things. the Act fixed a maximum
permitted output for the country asa whole, and established procedures for
allocating quotas to individual collieries and for penalizing deviants. Firms
were allowed to trade in production rights but, since quotas were fixed on a
quarterly basis, there were strong incentives for less efficient mines to be
kept open so as to maintain their commercially valuable allocations.

One aim of the 1930 legislation was to hold up the price of coal and
thereby alleviate the pressure on mineworkers’ wage rates. However,
cartelization exacerbated the longer-term problems of the industry by
delaying the exit of uneconomic capacity and reducing the incentives for
new investment in the more efficient coal mines. By the mid-1940s.
therefore, the Government faced a choice among three major policy
options: (a) continued state intervention to support prices in a privately
owned industry, (b) deregulation to allow market forces to impose the
required structural adjustments, and (c) nationalization. The first option
would have delayed the “‘modernization™ of the industry, while the second
would have opened up major conflicts in the labor market. The Attlee
Government therefore had no hesitation in choosing nationalization, by
which means it hoped to be able to combine a program of new investment
with continued support of mineworkers’ wages. At that time, given the
difficulties faced by the industry, the move was not particularly
controversial: the Conservative opposition did not resist nationalization
with any vigor.

Transfer of the coal industry to the public sector was accomplished by
the Coal Industry Nationalisation Act of 1946. This established the NCB as
a monopoly supplier in Britain, and the relevant statute contains one of the
most famous phrases in the legislative history of the nationalized
industries: the NCB was given the duty of **. .. working and getting the coal
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in Great Britain, to the exclusion (save as in this Act prov
person.” A further provision of the Act required the N
f‘at such prices as may seem to it best calculated to
interest in all respects.” However, as in t
public corporations, the legislation placed restrictions on pricing policy i
the fgrm of a break-even constraint: the NCB was required to 0g I; tcy‘ o
that its revenues shall not be less than suffici utgoin.
properly chargeable to revenue account
of good and bad years.”

va?n the political background to coal nationalization
folllow.mg 1946 the NCB appears to have interpreted the p;ublic interest
guideline with respect to pricing policy as meaning that, as one of its aims. jt
should seek to promote as favorable a trade-off as possible between minc;;’
wage rates and employment in the industry. Thus it would not be wholl
lnac.cur.ate. to characterize the Board’s pricing/output objective as thz
maximization of output subject to the break-even constraint, and the
consequences of this policy are illustrated in figure 9.1. ‘

In the diagram, MC is the industry’s marginal cost curve at a given wage
rate. The marginal cost curve is drawn with an upward slope because oft}%e
existence of disparities in the costs of production among mines (which in
turn .a.re the result of, for example, site-to-site variations in geological
COH(.il'llonS). The curve DD’ shows the demand curve for the NCB’s output
Equilibrium price p and output g are determined by the condition that thc;
shaded area between the price line and the marginal cost curve to the left of
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Figure 9.1 Output determination in the coal industry
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point ¢’ is equal to the equivalent shaded area to the right of point ¢’ (the
break-even constraint). Thus, relative to the allocatively efficient
equilibrium, shown by (p*, ¢*) and characterized by the equality of price
and marginal cost, price is lower and output is higher.

Changes in wage rates will shift the marginal cost curve and hence
influence the cquilibrium levels of price, output, and employment.
However, at any given wage rate, employment is higher than in the case of
marginal cost pricing so that the National Union of Mineworkers (NUM)
is presented with a more favorable trade-off between wages and
employment in its bargaining with the NCB. In other words, the derived
demand curve for labor is shifted outwards, as illustrated in figure 9.2,
which shows wage/employment equilibria for union preferences that are
represented by indifference curves linking the two variables.

In economic terms, what has happened in the industry is that the rents
available from production at low cost sites have been used to subsidize high
cost capacity. It is not necessarily the case, however, that the rents have
been fully dissipated by the maintenance of this high cost capacity. As
figure 9.2 shows, it is likely that part of the rents have been captured by
workers in the form of higher wages. An underlying cause of this outcome
has been the failure of Governments to impose any charges or
compensatory taxes on the NCB in return for its rights to extract coal: the
1946 Act simply allocated ownership rights in all deposits to the Board.

Returning to the diagrams, it should immediately be apparent that the
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Figure 9.2 Wage and employment determination
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NUM .stands to benefit from any outward shift in the demand curv
loosenmg of the break-even constraint. To the extent that NCB man sors
prefer higher to lower output and obtain benefits from the uietv:tagl?;S
asspcnated with the satisfaction of workers’ interests, they too w?ll starl';dlte
gain from such changes. What the diagrams do not capture is the abilit (;
the NCB and NUM to influence public policy in ways that ease the pres -
of the demand and financial constraints confronting the industr pb e
will return to this point in the discussion below. » e

9.5.2 Policy Developments since 1946
Fo]lowing nationalization, coal output in Britain increased to a postwar
peak in the mid-1950s. Thereafter output declined rapidly until the earl
1970s and more slowly in the period up to the year-long miners’ strike iz
l984—198§ (see table 9.7). The first part of the fall is largely attributable to
the Qrop in home consumption of coal caused by the availability first of
reilatlvely low priced oil and later of natural gas (which not only competed
with coal in markets for final consumers but also eliminated the deP:ived
demand for coal arising from the production of town gas). The oil price
shock of 1973 helped restore coal’s competitive position but, although the
NCB was subsequently able significantly to slow the rate of decrease in its
share of the domestic energy market, falling energy demand meant that
output continued to decline, albeit at a slower pace than before.

The response of successive Governments to these trends in energy
markgts was to continue and extend the protection afforded to the domestic
coal industry. As already explained, the NCB was protected against

Table 9.7 Output from NCB mines

Year i
Output {million tonnes)

1950 2056

1955 %?fg

1960 '
1965-1966 :ggg
1970-197] 135.5
1975-1976 114.5
1980-198 1 1103
1981--1982 108.9
1982-1983 104.9
1983--1984 90.1
1984-1985 27.6
1985-1986 88.4
1986-1987 99.0

Source: British Coal C orporation, Annual Report and Accounts (1987).
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competition from other domestic coal producers by the monopoly position
established for it by the 1946 Act. A small private sector did survive, but
has. in effect. been regulated by the public corporation. At the time of
nationalization there were about 1,400 collieries in Britain, and the NCB
granted licenses to nearly 500 of the smallest (i.e. those having no more than
30 workers underground) to continue in private production. Similarly,
while the production of opencast (strip-mined) coal has remained in the
private sector, the NCB’s property rights in coal reserves give the public
corporation overall control of the operations. On larger sites the private
producers act as contractors for the NCB; on smaller sites they are licensed
by the NCB to produce and sell the coal. As in the case of deep-mined coal.
however, the private licensees must pay royalties to the NCB, the levels of
which are wholly at the discretion of the latter. In 1986-1987, opencast
mines had an output of 13.3 million tonnes and licensed mines contributed
a further 2.0 million tonnes.

Since it rapidly became clear that this monopoly position would fail to
protect the NCB against further substantial declines in output and
employment, the period since 1946 has witnessed a series of supplementary
policy measures designed to afford additional support to the domestic
industry. Steps to increase the demand for domestically produced coal have

included the following.

(1) Government pressure on the publicly owned electricity industry—which
is by far the largest customer of the NCB—to purchase more coal from the
NCB. (NCB sales to the CEGB and SSEB totalled 79.5 million tonnes in
1986-1987.) This has been done in two ways. First, at various times
ministers have used their powers to influence the CEGB's investment
program towards greater reliance upon. and earlier construction of.
coal-fired generating stations. Second. the CEGB has been discouraged
from purchasing a greater fraction of its coal inputs from lower-cost
overseas suppliers. Thus, for example, in response to 2 threatened
coalminers’ strike in 1981, the Government **persuaded” the CEGB to limit
its imports of coal to around 3 to 4 million tonnes per annum. against a
backgound of an import level of about 7.5 million tonnes in 1980 and of
CEGB plans to build one or more terminals to increase its import capacity
to something of the order of 15 million tonnes per annum (Robinson and
Marshall, 1988). Thereafter, under the terms of the revised joint
understanding (between the CEGB and the NCB) which was to run fora
period from 1983 to 1987, the CEGB undertook to purchase at least 95
percent of its estimated coal requirements from the NCB (Boyfield, 1985).
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l l. d S t

i ants
(1) Government grants to firms that convert to coal from oil and gas

Support for the domestic coal industry has also bee
form. (?f a variety of supply-side policie's. These hav
provision of finance for major investment proérams
have. been based on highly optimistic demand :
provn§|on of various types of subsidy, includin lp
contained in relatively undemanding financial targgen
the sgpply-side approach is the Plan for Coal drawr;
the. oil price hike of 1973, the coalfniners' s;rike of
arrival of a new Labour Government.

()u;l'phuct (I)’i(;): ‘/]:)r [( oal ’sel vgrious targets for investment, capacity, and
it ove enee er;-yed‘r period from 1975 to 1985. It was estimated that
o E:qmvalen[lf.gyl 9€mdnd would reagh 400 million tonnes per annum of
Coal eduival lz(l)nmilfi.l.nar:g;:at. thhxs(tiotal. the NCB’s deep mines would
our es. Accordingly, S 5
collieries, e.:sti.mated to run at an average 0? 4 n:i(l)]izi&::n(;l:: L:fezagicoi]tde;
f‘d:};: :::,]:rt;:,‘;c%ime,m program to develop new capacity was set in p]a}(I:e.
te o 4 oo é;r::isrr:‘]ected that labor productivity would grow at a
be;l;‘he og.l‘come was that, by 1983, the. last full year before the statistics
me ls.lo.rted by the 1984-1985 strike, domestic energy demand was
:)hn;);().33()"n?|ll|on topnes of c'oal equivalent per annum (17.5 percent below
decp ::\;l). ofwl?lch. despite the effect‘ o.fCEGB purchasing policy, NCB
foremany Zlcl:}(])nlnbuted flbout 100 million tonnes (16.7 percent below
those(;a]ied ; qugh real mvestme.nt‘ expenditures were well in excess of
o . orinthe Pl'an.—£6.5 billion in 1983 prices, against a projection
approximately £4.4 billion-—the targets for capacity expansion were not
Z:)et. Clo:sure of older capacity averaged only about 1.7 million tonnes per
' num. and, partly as a consequence of this, labor productivity growth
averaged around 2 percent per annum (see Boyfield. 1985). ’
Ovir:inrve;etnt yegrs, mostly as a consequence of the combination of
inefﬁcientme;;F 1r.1 r?cw capac:t?' and lhe relatively slow rate of closure of
forge i C.O leries, the NCB’s continued viability has depended upon
! jections of Government finance. In 1983-1984, for example,
:;e;stl?g losses wer.e‘covered by subsidies, known as deficit grants,
caso n mg to £§75 million. There were also separate social grants. totalling
million, intended to help in meeting costs incurred in closing

n forthcoming in the
e included the ready
even when the latter
rojections, and the
he implicit subsidies
- The best example of
up in 1974 following
1973-1974, and the
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Table9.8 NCB financial results. 1985-1986 and 1986-1987 (£ million)

1985-1986 1986--1987
5,340 4,515
Turnover 4 1
Other income 4.719) (4.147)
Operating costs (net) -
625
Operating profit @37) (386)
Interest charges (691) (798)
Social costs o (66) (62)
Terminal depreciation ) (:2;
Tax ) ) 2
Extraordinary items ) 0)
Minority interests
Profit (loss) after tax, interest, and 571) (889)
restructuring costs
Grants 513 594
Social grants 8 7
Readaptation grants 50 288
Deficit grants = s

1 { Accounts (1987). )
- British Coal Corporation, Annual Report and 4 s in
SAouL'r;::'.’Br::i[l'lsi’:n(] OSrike I:'ccovery provision has been deducted from operating co

1985- 1986. All figures are on a historical cost basis.

uneconomic capacity, encouraging dlhe movgmer:}t]eorf)e r:snin:;sbt;r:ergt:r::f
colliery or coalfield to another, an improving o
i illing to accept voluntary redundancies. The total level o gxp
:Jllr)\;:isy\t’:]:snti;reforezl .334 billion. More rcc.em figures are s:o;v‘ri)lm :::l(es
9.8. Thus, in 1985-1986 and 1986—1987.sc.)cnal granls. plus .T: gh o
amounted to £563 million and £882 million respectively, a ; our,g;Vious
former figure is slightly distorted b){ the carry'-forward from tt ep
financial year of £342 million provismg fqr strike recoYery ;:)os ts.me eof
The 1984--1985 miners’ strike was pn@lp&lly a conﬂlct. a : outhe o
closure of older less efficient collieries, with the NUM resmmgh ﬁpmmcial
the NCB’s new chairman, lan Ma;.G;]e‘gor, to ;;r::;l(;vimtn:s S
it reducing the “tail” of highly unpro .
p:zlrt-ll(:r:gb:nd very bgitler struggle, the NUM lost the battle, andhclosslt:iriz
i;ave since procecded at a more rapid rate. In the short. run tAe S
imposed severe financial costs on the Exchequer. The NCB s‘de::;l; I:in .
£2.225 billion in 1984-1985, and there was a]§g a sharp de;grtgr s
financial positions of the nationalized electricity and steel in }111 N aliowed
deficit forced the enactment of the Coal Industry Act 1985 whic
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the Government to fund NCB losses up toatotal of £2 billion and provided
additional fimance to compensate redundant miner

s and to defray the costs
of colliery closures.

In the longer term, the accelerated rate of closure of higher-cost capacity
can be expected to lead to some improvement in the finances of the NCB as
unit costs are reduced. However, the NCB still has ambitious programs for
the development of new larger collieries on greenfield sites with substantial
relatively accessible reserves. If the NCB s to remain in public ownership,

therefore, there will continue to be substantial calls on the Exchequer for
funds to finance these developments.

9.5.3 Prospects for Liberalization and Privatization

Since coal is an internationally traded commodity and since the industry is
not, in any case, a natural monopoly, there is considerable scope for
increasing competition in the U.K. market. This could be achieved in the
context either of public ownership or of full or partial private ownership.
We will therefore first assess the measures that might be taken to promote
greater competition, together with the likely consequences of those
measures, before going on to consider the ownership question.

The simplest, and probably the most powerful, pro-competitive policy
change that could be implemented would be to lift the implicit limitations
on imports, thereby substantially reducing barriers to entry into the U.K.
market. In practical terms, the most important effect of such a move would
be that the CEGB would be free to obtain its coal from the cheapest source,
which in turn would remove one of the sources of distorted electricity prices
(see section 9.3.2). More generally, U K. coal prices would be driven down
towards levels prevailing on international markets. Although the average
production cost of NCB deep-mined coal is substantially above that of
major exporting countries such as the United States, Australia, and South
Africa, a free-trading policy would not lead to the swift demise of the
domestic industry, for two reasons. First, transport costs, particularly to
inland sites, give the NCB an offsetting cost advantage in delivering coal to
domestic power stations, many of which were built in or around the
coalfields precisely so as to minimize these costs. Second, there are wide
intercolliery variations in unit production costs, so that many mines could
continue to operate profitably at the lower prices. Moreover, the great
majority of the larger coal-fired power stations are located close to the
lower-cost coalfields, particularly in the Midlands and parts of Yorkshire,
S0 that the two factors tend to reinforce one another. For these reasons,
Robinson and Marshall (1988) estimate that the level of imports would be
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unlikely to exceed 20 million tonnes per annum for at least a decade
(imports amounted to 12.1 million tonnes and 9.9 million tonnes in
1985-1986 and 19861987 respectively).

In the absence of increased subsidies, however, the fall in selling prices
induced by liberalization would increase the speed at which higher-cost
uncompetitive mines were closed, leading to a more rapid contraction in
output and employment. Given lower labor productivity in these mines, the
consequences would be substantially greater for employment than for
output. At this stage the Government would, as now, be faced with choices
concerning the level of subsidies and grants. Unfortunately, the social costs
of a rapid contraction in employment are likely to be high (which is a major
rcason why successive Governments have chosen to support the industry).
Employment in the industry is concentrated in villages and small towns
away from the main urban centers and in regions of the country where
unemployment has tended to be higher than the national average. In many
cases, therefore, redundant mineworkers face poor prospects of finding
alternative jobs. Put another way, the resource cost of labor (i.e. other
outputs foregone) is lower than the wage rate.

On balance, we favor liberalization because it would make the trade-off
between the social costs and benefits of support more explicit than is
currently the case (and thereby facilitate more informed decision making)
and would avoid unnecessary allocative inefficiencies in the fuel choices of
the industry's customers. This position is, however, conditional upon
liberalization being accompanied by policies designed to correct distortions
between private and social costs. Resource costs of labor that are below
existing wage rates provide a justification for employment subsidies in the
short to medium term, while the distributional effects of contraction call for
the continuation of redundancy payment schemes in those cases where
efficiency considerations do, nevertheless, point to colliery closures. Above
all, public policy in this area should be based upon calculations of the
avoidable social costs of production, rather than on the often arbitrary
financial costs appearing in the NCB’s internal accounts.

Turning to domestic competition in the industry, there appears to be
little case for the preservation of a system in which the NCB can effectively
control the activities of its potential rivals. In particular the limitations on
the sizes of private licensed producers of both deep-mined and opencast
coal should be abolished. The MMC (1983b) recommended that the limit
on the size of reserves that can be worked by private opencast operators be
raised to 100,000 tonnes (from the 50,000 tonne figure established in 1981
which in turn represented an increase on the previous 35,000 tonne limit),

The Energy Industries 335

but, since environmental effects can be taken

case-by-case basis, it is difficult to see the case for any
Unfortunately.

into account on a
such measures : i o
competition if the NCB retains itsdrfo:::)lgflycc::t h‘]“’e o ‘effem o
llcen§es and the setting of royalty levels since iilcan u;(: tf(:::eri;:fr:j:zntg .
restrict competition. This point goes to the heart of the liberalization :]s o
At present the NCB is accorded a regulatory role that is incon;istcnt 5}‘:;-
the development of fair competition between it and rival producers T;w
whether or not the NCB is eventually to be privatized, we would ad'vo ut&
that it be stripped of thesec powers by removing its property righ ver
unworked coal reserves. e over
One solut.ion to the problem would be to vest the property rights in th

Crow‘n. as 1s done in the case of oil and gas reserves. .
function would then be restored to the state. which would a
work the coal and, in the process, set t

The regulatory
o llocate rights to
axes, royalties i igati
and environmental constraints. In this frayrrlev:;;liozrl;ng;g:;gtfliz
compete on equal terms with any other firm wishing to exploit coal
reserves, whether by deep-mining or strip-mining methods. Royalties and
taxes wogld accrue directly to the state. which would derive additional
revenues if, as would be preferable, the rights were allocated by aucti
rather than by discretionary methods. aeten
By free'mg existing producers from direct control by the NCB, these
changes. in the licensing system would immediately increase do’mestic
competition. Opencast mining currently accounts for about 13—]4 million
tonnes f)f output and, adding in the small amount of privately produced
deep-mined coal, the competing private sector would account for around

1 3.percent of domestic consumption of the commodity. In the longer term
private producers could compete with the NCB for the development ofthf;
substantial unworked reserves that are known to exist in the U.K. and. as
the NCB closes its higher cost capacity, could be expected to achiev‘e a
gYQthg market share. Such competition dlso leaves open the possibility of
Jont Yentures between the NCB and private companies, particularly in the
CXplmFation of major reserves, where a combination of the NCB’s technical
Cxpertvlse and private sector managerial expertise and finance might
Sometimes be an attractive proposition.

. The remaining question to consider is whether privatization of the NCB
e.llht.:r in its existing form or on a part-by-part basis, would generate’
S_'gmﬁcant benefits over and above those likely to emerge from
liberalization. Given the existing financial state of the industry and the
undoubted hostility of the NUM, there is little prospect that capital
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markets would view a single flotation of the NCB as an interesting
proposition. The figures in table 9.8 illustrate some of the difficulties, but
they do not reveal the full extent of the problems. Thus, in 1986-1987,
before allowing for social costs of £798 million, the NCB'’s mining activities
had an operating profit of £311 million, of which no less than £244 million
was contributed by opencast operations (equivalent to a rate of return on
average capital employed in opencast operations of 118.9 percent).
Moreover, on a CCA basis operating profit in that year was only £62
million, largely because of the much larger depreciation provisions implied
by the CCA method. Finally, none of these figures take account of the
implicit subsidy associated with CEGB purchases of coal at prices well in
excess of international market levels, which has recently been estimated by
the CEGB to amount to about £750 million per annum. The NCB’s
deep-mining activities are therefore still highly unprofitable at competitive
price levels.

While it might technically be feasible to find investors who would place a
positive price on NCB shares on the basis of Government promises to
continue industrial support for a designated period. there would be
consequential moral hazard problems and the danger that the creation of a
heavily subsidized private industry would create an unappealing precedent.
For these reasons, full privatization is an option that the Government
appears to have ruled out within the near future.

In the longer term, if a slimmed-down coal industry can be restored to
profitability, a flotation of the public corporation might become a more
attractive option. It can be argued that in these circumstances there would
be something to be gained—in terms of internal efficiency, improved
investment appraisal, and the like—from the introduction of the profit
motive. Given that we have earlier argued that, as a general principle, a
presumption in favor of private ownership is justified where effective
competition exists and where other forms of market failure arc
insubstantial. and given that a restructured coal industry may eventually
satisfy these conditions, we have some sympathy with this view (but see the
caveat in the final two paragraphs of this section). It is, however, ironic that
it would be necessary for the major problems to be resolved and for the
major internal efficiency gains to be attained in the context of public
ownership before the benefits of private ownership could be realized.

Although the financial position of the NCB as a whole inhibits early
flotation as a single entity, the existence of collieries, and even whole
coalfields, that are profitable at existing prices, and at least potentially
profitable at the prices that would prevail in a more competitive market,
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against the adoption of the most effective policies for regulatory
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reform and the promotion of competition. We therefore conclude that it is
appropriate to give priority to the latter policies. In particular, implicit
restrictions on imports should be lifted and the regulatory functions of the
NCB with respect to the issuing of licenses and the setting of royalties
should be transferred to the state. Only after these issues (together with
associated questions concerning appropriate levels of subsidies and grants)
have been settled should the issue of privatization be considered.

9.6 Concluding Comments

Evaluation of past and prospective privatizations in the U.K. energy
industries raises a wide and disparate set of economic issues. For example.
in gas and electricity policy makers are faced with classic natural monopoly
problems, in coal the issues center on the problems surrounding an industry
in decline, and in oil Governments have been concerned to maximize
their revenues from the offshore industry while promoting the rapid
development of domestic production to improve the balance of payments
position and guarantee secure supplies. Each case, however, illustrates the
importance of one or more of the general economic arguments that run
throughout our analyses. Thus, as elsewhere, the energy industries
demonstrate the crucial roles played by public policies with respect to the
encouragement (or discouragement) of competition and the development
of appropriate regulatory frameworks, underlying both of which are
fundamental questions concerning the links between information.
incentives, and economic performance.

Our first general conclusion is that too little has been done to promotc
increased competition in the gas, electricity. and coal industries. Since 1979
there have been some moves towards liberalization, but these have
generally been ineffective. In gas and electricity the intentions of the Oiland
Gas (Enterprise) Act and the Energy Act have been thwarted, largely
because the legislative provisions left dominant incumbent firms with
considerable discretion over terms of access to the distribution networks
and did virtually nothing to restrict predatory behavior in the event that.
access problems notwithstanding, entry does actually take place. The
outcome must therefore be classed as a policy failure. Privatization of
British Gas did nothing to remedy this defect and, if anything, has made the
position worse by strengthening the incentives of the incumbent firm t0
deter new entry. Further, opportunities to increase competition in gas by
restructuring the industry at the time of privatization were not taken.

In the coal industry case, there is a long record of protectionist measures
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designed ' ¢ Stic i
Over ime thes hav o cotogene oo resures
: esource costs on the U.K
economy by delaying the reduction in production capacity ‘
grounds, the case for policy interventions to smooth the .l
lower production base is a good one, but the adjustment process, extendi
ove'r most of the twentieth century. has been unduly protracted Moren vlng
the instruments adopted (e.g. the allocation of monopoly rights.to the ;é;
and the restriction of imports) have been inappropriate: it would have b
bf:ttcr to allow more competition and to deal with tl;e C s by
dm.:ct financial subventions. In section 9.5.3 we set out v
which competition in domestic markets can be increased. If implemented
these would lead to an increase in private production in the ingustr ;u£
they do not' require that the NCB be privatized. Indeed. to the exten)ll’that
preoccup.zltlon with early privatization would lead to the assignment of a
E;gl.le;pnorit.y to.measurcs aimed at increasing the (private) profitability of
pueb]]?c ;’J(s)t]:z/yn might actually stand in the way of desirable developmentsin

Turning to regulatory issues, our judgment is that the framework of
coptrql esFablished for British Gas represents, to date, the nadir ofthe U.K
Privatization program. Not only did the Government fail to learn ;hé
lessons from the BT case but also regulatory policy appears to have taken a
step backward. In pursuing the objective of “'regulation with a light hand, "
the Government has created a private monopolist with even more mark;t
power than BT and a regulatory body. Ofgas. with rather less power than
Oftel. Thus, for example. the ability of Ofgas to promote competition will
be exu.‘emely limited and its accounting information will be poor.

A similarly cavalier attitude towards the problem of acquiring better
policy-relevant information is also evident in the Government's approach
10' the oil industry. Although several of the asset sales (e.g. BP, Enterprise
Oil. and Wytch Farm) give no substantive grounds for concern about the
fmure conduct of regulatory policy. this conclusion does not hold in the
lmportant case of BNOC/Britoil where little weight seems to have been
given to the information-gathering role that can be played by a publicly
owned offshore operating and trading company.

For the future, the prospects may be a little brighter. There has been no
great rush to privatize the electricity and coal industries and, in the former
?ase. the signs are that a thorough appraisal of the policy alternatives,
including possible restructuring of the industry, will be conducted before
f'l.nal decisions are made. Such appraisals are particularly to be welcomed
Since, as we have explained, striking an appropriate balance between
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competition and regulation is perhaps more difficult in electricity supply
than in any of the other industries we have considered.

Unfortunately, however, there remains a variety of pressures against
adoption of radical measures to increase competition in, and to strengthen
the regulation of, industries such as electricity supply. These include
political preferences for speedy privatization to meet Parliamentary
timetables and both increase and bring forward the realization of
sales proceeds. managerial preferences for the preservation of large
organizations with monopoly power, and investor preferences for the
flotation of companies with predictable profit streams and observable
(past) track records. In the past, when they have come into conflict with
policy proposals aimed at establishing greater competition and/or tighter
regulation—as they did in the telecommunications and gas cases—these
pressures have generally prevailed, and the November 1987 Government
announcement of increases in real electricity prices over the next two years
is indicative that they are still at work. There is therefore a chance that the
prospect of a brighter future may turn out to be a mirage. Indeed, by
creating a new interest group (shareholders) that is well disposed to
monopoly power and regulation with a light hand, and by strengthening
the preferences of Government for these same outcomes (because they
facilitate the administrative process accompanying privatization and
permit the early realization of capitalized monopoly rents), there is a danger
that privatization could lead to a less competitive and more poorly
regulated industry than the one that might be expected to develop if the
current policy approach—based on the rapid and complete transfer of state
assets to the private sector—were to be abandoned. Although they have
proved elusive in the past, increased competition and improved regulation
might, in fact, more readily be achieved in the context of continuing public
ownership of a part, but not the whole, of the ESI (and, indeed, of the other
energy industries).



