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Chapter
Public Enterprise in the United Kingdom

5.1 Introduction

Since the primary aim of this second section of the book is to evaluate the
UK. privatization program as it has developed since 1979, we do not
intend to set forth a detailed analysis of the history and evolution of public
enterprise in Britain. For the most part we will confine ourselves to brief
remarks on this history only when it appears relevant to assessments of
privatization in the case studies contained in chapters 8 through 11.
Nevertheless, for purposes of comparison. some analysis of the general
scope and character of publicly owned enterprises in the pertod before 1979
is required, and the current chapter is therefore devoted to this task.

The most important issue to be considered concerns the nature and
performance of the control system for the nationalized industries that
emerged in the postwar period. Public ownership is most frequently
criticized on the ground that it typically fails to establish efficient incentive
structures for decision makers in public sector firms. In chapter 2 we
discussed some of the more abstract aspects of this agency problem: here we
will focus upon specific features of the problem that have been encountered
i the U.K. and upon policies designed to resolve the difficulties within an
overall framework of public ownership.

The Starting point for the analysis is an examination of the different

Organizational forms that have been adopted for publicly owned firms. For
¢xample, one type of public enterprise rests upon partial or complete state
Ownership of the shares of a standard joint-stock company. Although a
number of such companies have existed in Britain, by far the most
significant type of state ownership is based upon the concept of the public
‘Otporation. The characteristics of this institution will therefore be
®Xplained and discussed in section 5.2.
- The genera principle underlying the governance of state-owned industry
' Britain has been a desire to combine public accountability with
Managerial autonomy in day-to-day decision making. This has led to the
F’C"ﬁ‘bpmem of a quite elaborate control system for the nationalized
ndustries, the principal features of which are as follows:
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(i) statutory duties laid upon public corporations by Acts of Parhament:
(i1) the right of ministers to give directives of a general character to the
chairmen of public corporations:
(i) the ability of ministers to exert “unofficial” pressure on the public
corporations:
(iv) investigations conducted by House of Commons committees;
(v) investigations by other official bodies such as the Monopolies and
Mergers Commission (MMC);
(vi) guidelines set out in a series of White Papers on the nationalized
industries:
(vii) the ability of ministers t0 impose certain financial constraints on the
public enterprises.

We will examine these various dimensions of the control system in
sections 5.3 and 5.4. Section 5.3 is concerned chiefly with the relationships
between Government and the industries as they have have developed in
practice, and covers the first five components of the above list. Section 54
deals with the more general questions connected with the framing of
appropriate objectives for. and of financial constraints on. the public
corporations (components (vi) and (vii) of the list).

The implications of the framework of control that has evolved 1n
Britain are numerous. but in section 5.5 we use a simple economic
model to illustrate one or two of the more important points. In particular.
we stress the limitations of the prevailing forms of financial constraints
when these are used as instruments to promote greater internal
efficiency in monopolistic public enterprises. Not only may the financial
constraints lead to some loss of allocative efficiency. but also. because of
their vulnerability to strategic manipulation by the industries concerned.
they may have undesirable effects on investment programs and cost
efficiency.

The remaining sections of the chapter are intended to set the scene for
our analysis of the British privatization program. Section 5.6 outlines the
size and shape of the U.K. nationalized industries in 1979, the year in which
the first Thatcher Government camc 10 pOWET. while section 5.7 presents
data on the recent performance of the public corporations. Finally. in
section 5.8, we draw together our main conclusions about the
characteristics of the British approach to the control of publicindustry. and
briefly assess some of the alternative policies that might have been
implemented in the absence of privatization.
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5.2 Types of Public Ownership

:dto;lmleedn?;ioggz l.CV'eFlI:hthr;:e main forms of public ownership have been
ritain. The first involves organization of the industry as :
department of state under the direct control of a mini b U‘S“)’ in
this case the minister is responsible to Par]iann:eI:ltS[fer Of}:he o
running of the industry, as well as for more general (‘)r : e'd'ay-lo-day
industry’s broader strategy. The only significant exam i*:g?:;':'o" o [h'e
;z;:{(g:élcsd\z::fs:rec(ijm the case of the Post Office. lnpl969‘ h‘()::vsecv::)rf lthhltsz
Post s turned into a public corporation, and the feat f
department of state”™ m are ' e e
evaluation of recent UKCSS::IIO:]ZE p[:lf:cfjrc e e relevance in the
Sh;l;;;%ionngdi;yzle] ot;:ublf%‘ ownership involves a sole. or majority, state
s beem oo o e‘rwne n(frmal commercial company. The method
aoen popular c?n.tmfental hurppe. but less so in Britain. Nevertheless,
oy PetrOIcumr(;Ps)lgir:Siai:; British c>|(]amplcs. including the following:
nu BP), ‘hich a controlling interest was acquired by th
state before the First World War with the object of secu(iin fue); y
f Vi oil
r()}rggclxr;t;;":!r it:elgl\:zvy; the British Suga'r Corporation, creategd by the
overnmet nation.'l to pr(?mf)te domestic production of beet sugar for
e (o35 e TMZCCM.]W’ Ca'blc and Wireless, acquired in two
(ele,commumca[i 9 ) .w‘uh a view to extending statc ownership in
sronaf pamicat ons d(’?tl\’ll.lCS: Shorl Brothers and Harland (aircraft and
coman WapS " etnlt)s).. acquired dun'ng'the Second World War because the
e Seeoil Cl[;f o;‘>e.rated efficiently and the Government was not
Rover Growmy b l}fo' ipse: Rolls-prce and British Leyland (now the
. COnsequep:lc,eso f.td en mto public ownership in the 1970s to mitigate
o edue ho mllpendmg bankruptcy.
Natios En::; t .e“Labour Government of 1974-1979 established the
1981 1 prOVi(ripn‘:sc'Board (r'enamcc’j thc British Technology Group in
holding oo, ane rmanc':e for‘ industrial investment and to act as a state
e S (;))f [: (])lrsgaresextherlrar‘)s.ferred to it by the Government (e.g.
own o T(:1 s- '0).'06 and Brmsh Leyland) or acquired on its
st in.. c'Nallonal Enterpr1§c Board subsequently built up
o et l’sever:l.l tCI:lS of commcrmgl companies, mostly small, but
ool ang lngte‘:r%er xr’ms such as Ferranti (electronics), Herbert (machine
Whets ' ndtlor?al Computers.
publicly COrnr:t:i”sudred in terms of assets,.employment. or output, however,
raction of f:: c?mmerCIal companies have accounted for only a small
of the state sector of U.K. industry, and by far the most important
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type of state-owned enterprise has been the public corporation. The aim of
this institutional innovation was to combine freedom for management
from Government supervision of day-to-day operations with public
control of the broader policies of the enterprises. In the words of Robson
(1960):
“The public corporation is based on the theory that a full measure of accountability
can be imposed on a public authority without requiring it to be subject to ministerial
control in respect of its managerial decisions and multitudinous routine activities.
or liable to comprehensive parliamentary scrutiny of its day-to-day working. The
theory assumes that policy. in major matters at least, can be distinguished from
management or administration: and that a successful combination of political
control and managerial freedom can be achieved by reserving certain powers of
decision in matters of major importance to Ministers answerable to Parliament and
leaving everything else to the discretion of the public corporation acting within its
legal competence. The Government are further cndowed with residual powers of
direction and appointment which mark their unquestionable authority.”
Although there are case-to-casc variations, the main distinguishing
features of the typical public corporation are as follows.

(i) Itis a corporale body. established by statute, with its own legal existence.
(i) It is free to manage its own affairs without detailed control by
Parliament.
(ii1) The relevant minister of the Crown has powers to give directions (a) of
a general character as to the exercise and performance of the functions of
the corporation and (b) in regard to specified matters of special importance
(e.g. major capital expenditure programs).
(iv) The relevant minister appoints the whole or majority of the board of
management, and such appointments are generally for a fixed number of
years.
(v) It is financially independent in the sense that it has powers to maintain
its own reserves and. within limits laid down by Parliament. to borrow
(unlike some other public bodies, trading surpluses do not automatically
revert to the Exchequer).
(vi) Most external finance is obtained from the Exchequer, via the National
Loans Fund. at fixed rates of interest, and the relatively small levels of
borrowings from the private sector are backed by Treasury guarantees.

Public corporations therefore constitute a category of institution that lies
somewhere between direct government trading undertakings and prival¢
commercial enterprises. To a first approximation, they can be viewed a5
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trading bodies for which the Government is both the sole shareholder and
the sole banker.

‘ln' addition to these three types of public enterprise, which each fall
within the central-government sector of the economy, a wide range of
goods and services are produced and/or supplied by local government
authorities. Although of great importance for the economy, since our
analysx.s of privatization policies will largely be restricted to ’enterpri%es
operating at the national level, they will not be considered in any detaill in
what follows.

5.3 Accountability and Control

In lh§ postwar period, a principal objective of the legislation that
eslabhshed public corporations was to create an “arm’s length™
relthonship between government and management. Objectives for the
various industries were sct out in statute, but these were expressed only in
the most general of terms. For example, the Central Electricity Generating
Boarq (CEGB) was required to develop and maintain an efficient
coordinated, and economical system of supply of electricity in bulk for ali
[;arFs of England and Wales. Given this type of vagueness in statutory
;l(l)lllj(sj c3351derablg‘weight was placfed on the assumption that managers
LabourpM?:? [pubh; interest objectwes: In 1933, Herbert Morrison, the
. 1s e':r w o‘haq the greatest influence on the direction of the

Y postwar nationalization program, expressed this position as follows:

Ofr:;lr;l;bll:c :((:fr‘;t)o‘rat(;c:: must be no mere capi.lalis;t business, the be-all and end-all
b it wa;yp o :ns ‘fnh’ nvwdcr?ds. even though it will, quite properly. be expected to
She;reh(yldefg‘ meug .a.»e a d:fferent'atmosphere at its board table from that of a
custodims S etmg.‘niﬂ board and its of.‘ﬁcers must regard themselves as the high

ns of the public interest. In selecting the Board, these considerations must

be in the minds of the Minister.”
deg;gro]tf;iaesir]ier, howev.er‘ t‘he indirect ministerial influence on enterprise
boards of i nf, embf)dlcd in the power to make appointments to the
cenoral charae‘ct ors:rwas supp]emented by powers to give directives of a
miking minis: er: he chain of acpountabxhty was then completed by
e toped t}::’rs dhnsw?rail?le to Parha.ment for suc.:h directives. In this way
control 1o br:'t(tj e n'ums.ter, an.d. ultnmalg]y Parliament. would be able to
leaving " a st‘rfitcglc decision maklng of the corporations, while
In %emevtsm full control of operational matters.
Practice, as might have been expected, this framework of control for

the nationalized i i
Onalized industries has not functioned in the way that its creators
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had intended. Ministers were left free to adopt their own definition of the
public interest, which came to resemble the interests of the political party in
power, and there have been frequent political interventions to influence
operational decision making. Parliamentary control has been weakened by
the fact that, although ministers are answerable to Parliament for actions
they have taken in relation to the public corporations {(e.g. general
directives). they are not so answerable for any informal pressures that they
apply to the corporations’ managements. In fact, very few formal directives
have been given to the corporations; the mere threat of their use, coupled
with the threats deriving from ministerial powers of appointment, have
been sufficient to enable politicians to exert considerable “unofficial”
control over all aspects of the corporations’ decision making.

Following the extensive nationalization program of the 1945-1951
Labour Governments, it was not long before the breakdown of the arm’s
length principle became widely recognized. Partly in response to this new
perception, a House of Commons Select Committee on Nationalized
Industries (now the Departmental Industry and Trade Committee) was
established in 1952 with the purpose of investigating the performance of the
various public enterprises. Over time, the scope of the Committee’s
investigations has broadened, and it has examined a wide range of i1ssues
connected with the control of public enterpriscs.

The House of Commons Select Committee has few formal powers but
has. nevertheless. been influential in stimulating debate and discussion
about the reform of the structures of governance for nationalized
industries. In 1968, for example, it reported that. whereas Parliament's
original intention was that ministers should provide general guidance 10
managements concerning enterprise objectives and should abstain from
detailed interventions in operational matters. in practice the opposite had
occurred: general guidance was rarely offered, but specific interventions
were common (House of Commons. 1968). Developing this line of
criticism, the Committee later recommended that the framework
of accountability and control should be completely re-examined. &
recommendation that led to a major report on the nationalized industries
by the National Economic Development Office (NEDO) in 1976.

The NEDO Report concluded that the arm’s length principle should be
underpinned by the creation of an additional management tier, labelled the
Policy Council, interposed between a corporation’s board and the
sponsoring government department. It was recommended that the Policy
Council should include the relevant ministers and the corporaliO“
chairman, together with representatives of other interests in the industry
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(e.g. lrad.e unions, consumers, suppliers, and members of the financial
cgmmunny). The Policy Council would be responsible for the develo me:t
oiA ]opg-term objectives and strategies. leaving the main board free ti deal
w1'lh 1mpl§mentation of those strategies and with operational matters eIdn
lh?s.\x'ay. it was believed that a barrier to operational intervention; by
mxmslgrs could be created. However. in recognition of the ultimg t’
authon.ty of the Government with respect to the control of u;ll'e
enlerpnscs. it was also recommended that. alongside powers to pmak]C
:p:cti)fl-nlmems to the Policy Council, ministers should have the riéht to issuz
i,;:]por]t::se\‘”e” as general, directives to the Council on matters of national
(L\:\l/)lgllisrl) a(c}c(:)evpelrmg much of NEDO‘s'analysis of the control problem. the
The oo rmfmn}l‘ of the day' I'CJCC.lCd Ihe. Policy Council proposal.
recommendationo( zj e n'duonahmd industries were hostile to the
eramponcs - and it was generally felt that the creation of a further
ol ica gvelm the control system would, on balance, impede effective
Gegiysel:):mr:s[klr')gdby l?ngthening the lipe.of f:ommum'calion between the
e er:? Tr;d;aggrs. The distinction between strategic and
we”.foun,d[; fona ecx'swns 1s pot always clear cut, and there was a
(Corporaﬁ:n bt"e'ard lhal..‘m prac?tlcc. all three tiers of the hierarchy
o e oard, policy councx.l..and department of state) would come

in both types of decision.
Thus, despite the weaknesses of the established framework of

accountability ¢ o

. ability and control for the nationalized industries, the system
} ained unreformed. To the extent that there h
the past decade.

Increasing ministe

ave been changes to it over
these have generally been in the direction of either
Procedunss by e;l:}lnp(l)wm: (see geftion 5.4) or :strengthening existing
cuthorize the Seorot pe;.st' e provisions of the Competition Act 1980
Merger, Coore ary o ‘ tate for lndl{str)t to order the Monopolies and
llaliona]izéd indjzxt()'n ‘toTconduct mvesnganons‘ into the efficiency of the
e by the mim‘gte; ne;\s. ' h.c terms of refercpce for such investigations are
implomons any;of t,hw 0 alsf) has the authont.y to decide whether or not to
The fat (o fzr]esu]tmg recommendatpns for action.

aCCoumabimy a;] (;\e‘dr y 3]0 years after. deficiencies in the framework of
been mae o res()]\;ontro weren ﬁrst widely recognized, little progress had
the Managenen, bmgsl‘Jbslz.an‘nve 1ssues conc§rning the respective roles of
1975 s oar s r.mmst(‘:rs,.and Parhamem became, in the late
the public corp(;rlli.rce of dissatisfaction Wl.th Government policy towards
Privatizagie c'i ions. The effegt of the failure was to buttress the case for

- given that flaws in the the arrangements had proved so
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difficult to correct, it could more easily be argued that progress in solving
the underlying problems required a radical shift in the relationships
between Government and the enterprises concerned, and that transfer of
ownership to the private sector was the most direct method of achieving the
desired adjustment.

5.4 Objectives and Financial Constraints

In part, the objectives of public corporations are set out in their statutes. As
we have already noted. however, statutory duties are frequently couched
only in-the most general of terms, and the stipulated requirements—to run
an efficient service, to break even taking one year with another, to avoid
undue preference in the provision of supplies, and the like—offer very little
in the way of explicit guidance to managements as to how they should
conduct their businesses. Nor is it very satisfactory to exhort corporation
managements to act, in Morrison’s words. as “high custodians of the public
interest.” The imprecision here is an open invitation to managers and
politicians to pursue their own objectives under the guise of acting in the
national interest: wolfish self-interest is all too easily cloaked in the public
interest sheepskin.

The policy response to this problem was a series of attempts to give the
managements of public corporations objectives that were more specific
than those contained in the relevant statutes. This was done in three
successive White Papers: Financial and Economic Obligations of the
Nationalised Industries (HM Treasury, 1961); Nationalised Industries: A
Review of Economic and Financial Objectives (HM Treasury, 1967); and The
Nationalised Industries (HM Treasury, 1978). We will comment on each of
them in turn. but for more comprehensive evaluations see National
Economic Development Office (1976) and Heald (1980).

The principal innovation of the 1961 White Paper was the introduction
of financial targets for the public corporations. These were to bc
determined in the light of each industry’s “‘circumstances and needs.” and
have typically been expressed in terms of a specified rate of return on
capital assets employed. The target rates of return have therefore varied
from industry to industry, depending upon factors such as demand and
cost conditions and the extent to which the enterprises have been required
to operate unprofitable “social” services (e.g. loss-making rural railway
lines). .

Rate-of-return targets were established in an attempt to correct what was
perceived to be the poor financial performance of the nationalized
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industries during the 1950s. While the targets did constrain managerial
actions, it rapidly became clear that a large measure of discretion remained:
the 1961 White Paper was silent on the question of how managements
should assess the relative merits of alternative means of meeting the
financial constraint. Corporations with market power, for example, could
meel targets by raising prices, as well as by reducing costs, and there was no
policy injunction against cross-subsidization, which was prevalent. Nor
was any guidance given to managements on the important issue of
investment expenditures. Subject to the financial constraint, corporations
were implicitly expected to maximize something, but what that something
was was not spelled out, and, until this prior question was settled, the
problem of providing incentives for the attainment of social objectives
could not even be tackled.

The 1967 White Paper was much clearer about what the underlying

objectives of the public corporations should be. Its main points were as
follows.

(i) Prices should be set so as to reflect long-run marginal costs, but with
some adjustment towards short-run marginal costs when it was apparent
that the existing level of capacity was substantially suboptimal.

(11) .As a consequence, where possible, cross-subsidization should be
avoided.

(ii1) Investment should only take place when the anticipated rate of return
lexceefied a prescribed test discount rate, intended to reflect yields on
0w~r1§k private sector projects and initially set at a real rate of 8 percent
(later increased to 10 percent).

(iv) Noncommercial activities should be accounted for separately, with

Government deciding whether or not to support such activities on
cost-benefit criteria.

(\’) 'lr?dustries would continue to be required to meet a financial target,
?ndlvndually set for each in the light of market conditions and of the
Industry’s pricing and investment objectives.

The§e guidelines follow fairly naturally from the notion that the
O;’JCFIIVC of the industries should be the maximization of economic
:fgz:::zy' ;I'hus.‘ the pricing rules were designfzd to maximize allocative
applicati)(l) orf g}:ven derpand and cos}/cgpacnty ?onditions. while the
eficion a?] o t. e test .dlscoum rate criterion was intended to ensure an
et Oﬁhocatlon of m\./es.tmem funds bereen the public and private
A means of e economy.. Sxmllarl.y‘ the financial ta'rget can be interpreted as

Incorporating a variety of other efficiency considerations into
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the decision-making process. including the promotion of cost efficiency
and the inclusion of allowances for second-best factors (targets could differ
from those implied by first-best pricing and investment rules to reflect. say.
the nonzero resource costs of Government finance or externalities arising
from deviations from first-best conditions in competing sectors).

The 1967 White Paper therefore rested upon an intellectually coherent
approach, derived from welfare economics. to the problem of specifying
objectives for public enterprises. It did. however, leave two quite
fundamental issues untouched. First, there was no attempt to develop an
adequate structure of incentives to encourage managers to act in the desired
ways. That is. both aspects of the monitoring problem—measuring
performance and allocating rewards and punishments—were largely
ignored. As a result. to a first approximation many public corporations
simply ignored the pricing and investment guidelines. In some cases (e.g.
telecommunications) it was claimed that marginal cost pricing was toc
ambiguous and:or difficult a policy to apply in practice; in others (e.g.
electricity) corporations made use of their considerable discretion in
respect of cost definitions and cost allocations to devise tanff structures
that could be defended on marginal cost grounds, but which in reality were
designed to meet objectives other than allocative efficiency. Similarly. the
test discount rate was ineffective either because industries claimed that, in
integrated networks. it was impossible to assign a rate of return to
individual projects, or because subjective estimates of future cash flows
could easily be adjusted to obtain the result that best contributed to
managerial objectives (there are very few examples of major projects
having been abandoned as a result of failing the discount rate test).

The second unresolved issue concerned the control problem discussed in
section 5.3: ministers could. at any stage, use their considerable formal and
informal powers to override managerial decisions in respect of pricing and
investment and. in the event. they frequently did just that. Thus, at different
times. there were ministerial interventions to hold down prices as part of &
prices and incomes policy, to force up prices when public sector borrowing
became the significant macroeconomic policy objective, to speed up
investment programs and slow down plant closures when unemployment
was perceived as a major problem, and so on. As a result, even if the
managements of the public corporations had seriously wanted to pursut
the economic efficiency objectives implicit in the White Paper, their efforts
would substantively have been undermined by politicians’ behavior.

In summary, then, the 1967 White Paper was largely unsuccessf

because. from the perspective of the nationalized industry managements. i
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embodied an approach that can be described as recommendation without
regulation in which, because of divergences between efficiency goals a ud
short-run political objectives. the recommendation itself lacked credit;i]i?'
Thus"lhe overall system of accountability and control left the wa clear fy.
lhe.QIsplacemcnl of economic efficiency objectives by manag);rial a:dr
political goals, and. unsurprisingly, managers and politicians took full
advantage of the discretion that was allowed them. )
di:;l;ilws .White Papgr went some'way towards reducing managerial
on y strengthening the financial controls exerted by Government
on the public corporations. Pride of place was accorded to the ﬁnan:" ]
largcl. and marginal cost pricing was relegated to a more subordinate lId
With respect to investment, the test discount rate for indiv ojets

Wwas replaced by a required rate of return for inv
whole.

idual projects
ac estment programs as a
o l\:llngh ‘was se't at a‘ level of S percent real (the reductioi from the
e s iscount rate of 10 percent was a response to the falling vields on
P u< ;LCIOF m'vestrrfcn'l in the mid-1970s). In addition, each industry was
\‘ q lre : to publish a series of performance indicators that could be used by
nr::dnssuor::llgn(i;ff:rtments to assess its iplgrnal efficiency. Examples of such
;mhoug}; n az a \drlf.jt)( of producuvn)." and unit cost indices. Finally,
amenork oo ltnnlo;:itpn ‘of the Whne Paper itscif. the post-1978
oo, knownp‘ro' hj.s r~elled heavily upon external financing limits.
External fi “‘.5 C“S. fm"&

change,’nlhe”:;??”;g;m;lts .(‘EFLs) place constrainls upon the annual
ad o ndebtedness of public cc')rpioratlons to the Government,

ercfore be regarded as cstablishing maximum levels for the

differenc
: trer?ce between revenues and the sum of
¢Xpenditures.

Increasing the

oy “ ’ current and capital
€y were originally intended to be instruments for

short-term ﬁnani?:lmr;nz:a.blmy of managements With respect to. their
much more central rol nagement. but have subseguenlly come to play a
because they can b O‘Cdm policy towards the public corporations, largely
Nationalized indue lusc l(; contol the consequences of the activities of the
Tquirement (PSBI: ne;' or the aggregate public sector borrowing
recent short. ang )dW ich fiscal measure has‘been a key target variable in
the PSBR o belTrled1umd-lerm.macr(?econom.xc policy. Thus, for example,
f'Orcing the enter rizeufe : by l'lghlemng public .corporalions’ EFLs, thus
®Xpenditures. Sinr;e 1;7;) nerease revenues and/or cut current and capital
led to Situations wh h preoccupation with PSBR targets has sometimes
on the national; ere t ‘C .EFLs.' have. become the only binding constraint

nahized industries, displacing both the financial target (usually
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set for a three- to five-year period) and the required rate of return on new
investment.

In part, the 1978 White Paper was motivated by a desire to set goals for
public corporations in a way that would facilitate ex post metering of their
performance. Evaluation of the corporations’ use of the test discount rate
criterion, for example, had proved extremely difficult, and it was hoped
that. since it could be undertaken with less detailed information.
assessment of investment performance as a whole would be easier. This
explains the introduction of the required rate of return. Similarly, the
adoption of performance targets was scen as a way of keeping a closer eye
on internal efficiency. and of supplementing the relatively clumsy
instrument of financial targets in providing pressures for productivity
improvements and reductions in unit costs.

A second important factor explaining the change of empbhasis in policy
towards the nationalized industries was the increasing emphasis accorded
to financial flows in Government macroeconomic objectives. The
emergence of large fiscal deficits in the U.K. economy during the 1970s
effectively led to the attachment of a greater priority to reducing the
“costs” of Exchequer finance to the public corporations. Thus, whereas in
the 1967 White Paper. it was implied that financial targets should be set so
as to be consistent with *“first-best” pricing and investment policies, the
later approach can be characterized as giving a much higher weight to
second-best considerations associated with the provision of Government
finance. Indeed, rather than being derived from pricing and investment
policies, there has been a tendency for financial targets and EFLs to be
accorded the status of independent goals which might, for example, justify
substantial deviations from marginal cost pricing.

Roughly speaking, since 1978, public corporations have been exhorted
to maximize economic efficiency subject to a generally tighter set of
constraints on financial and productivity/cost performance. We will
analyze and assess some implications of this shift in more detail in sections
5.5 and 5.7. At this point, however. we simply note that, whereas the 1978
White Paper led to a strengthening of Government control over the
behavior of the nationalized industries and therefore went some way to
attenuating managerial discretion. the shift of emphasis served to highlight
the other unresolved aspect of the control problem which had arisen from
the use of ministerial powers to promote sectional political objectives. If
anything, the introduction of tighter financial constraints in general, and of
short-run (annual) external financing limits in particular, served only
further to undermine the arm’s length principle.
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5.5* Financial Constraints: Theoretical Analysis

Some of the potential effects of ministerial use of financial targets t
mﬂuen‘ce the behavior of nationalized industries can be ex IofedS bO
ex.tendmg the simple public enterprise model developed in sectiopr)l 24 Fo)rl
this purpose we will modify the model in two ways. First, the non;:a. 1tal
costs qfthe firm will be assumed to be equal to C(g.k,x) w};ere kisth lp dl
of capital input, x is the level of cost-reducing expend‘itl;m C,>0 Ce ev(e)
apd C, < 0.Second. it will be assumed that the firm is reqx;irgd to z‘icl’fieje :;
given rate of return on capital assets (the financial target), denoted ack)
where 6, < 0. The negative relationship between 6 and k captures th ’
depen'dence of the financial target on the capacity position of the firm 'e
quc.stlxor'l. Thus, if the firm has excess capacity relative to the long-r n
equilibrium, it is assumed that the value of the financial target w%l] ltl)n
reduceq }o allow some movement in the direction of short-run mar ina‘:
cosl.pr.xcmg (a principle that is explicitly set out in the 1967 White Pag er)
By similar reasoning. deficient capacity is taken to lead to a higher ﬁna:ci' I
lufgel. If the first-best long-run equilibrium level of capital input is k* ‘iit
m1gh} also be assumed that 6(k*) = r. where r is the test discount rate’or
required rate of return (the cost of capital), although the main points w
.warz? to make are not dependent upon this condition. :
Given these amendments to the model. managers will seek to maximize

@) - Cg.k.x) - bx —rk
subject to
PMq)qg - C(g.k,x)~ x - O(k)k > 0.

If 2 : ipli
(.ie.notes the value of the multiplier on the constraint, the first-order
conditions for a maximum are as follows:

=G
P 1+ 4 (5.1)
N B
I+24 1424 (5.2)
and
‘C/\. =;+M,
1+ A I+ A -3)

where p(k) (<0) is the elasticit i !
. y of the financial target with
capital emplogen, get with respect to

When the financial constraint is not binding (A = 0), first-best conditions
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are satisfied in respect of pricing and investment policies: price equals
marginal cost, and capital is employed up to the point where its marginal
return is equal to its marginal cost. As in section 2.4, however. for given
output and given capital input. the level of cost-reducing expenditure is
suboptimally low (efficiency requires that -C, = 1 < b). This is a
consequence of managerial preferences for reduced effort coupled with
imperfect monitoring.

Tightening (increasing) the financial target causes A to rise, leading to
price being set at a level in excess of marginal cost. As intended by the White
Papers, however, it also leads to some increased pressure in the direction of
cost reduction. The right-hand side of equation (5.2) is a weighted average
of b and 1, with the relative weight on b falling as A increases. Since, by
assumption, b > 1. this implies that, for given ¢ and k, costs fall as the
financial constraint is tightened. It should also be noted, however. that a
stricter financial target will tend to reduce the equilibrium output level and
hence diminish the marginal payoff from increased effort (-C,) if, as is
likely to be the case, —C,, > 0. Hence, the net effect on unit costs of
increasing A will generally be ambiguous.

Equation (5.3) implies that capital will be employed up to the point
where its marginal yield is a weighted average of the cost of capital and
O(k)[1 + u(k)]. Thus if, at equilibrium, the financial target 6(k) is equal to
or ““close” to the cost of capital, the firm will be overcapitalized, for, given ¢
and x, the marginal return on investment is less than the cost of capital. The
intuition here is that managers will invest more heavily than is warranted by
the investment criterion (the test discount rate or required rate of return)
because, by so doing, the resulting excess capacity will induce a reduction in
the value of the financial target; as in some of the models of regulation
examined in section 4.2, managements can use investment as a strategic
instrument to influence the behavior of government.

The model therefore serves to illustrate some of the weaknesses inherent in
the 1967 White Paper. As a matter of observation, it can be noted that.
typically, the financial targets for nationalized industries were sensitive to the
capacity position (¢ < 0) and were set at levels below the test discount rate
(6 < r). In these circumstances, it is not surprising that there was concern
in policy-making circles about the conduct of investment programs.

In terms of the above framework, policy developments since 1978 can be
interpreted as seeking, amongst other things, to achieve two important
adjustments. The first was to raise the /eve/ of the financial target (i.e. 10
raise 6), thereby increasing the pressures for cost reduction (see equation
(5.2)) and reducing the bias towards overinvestment (see equation (5.3)
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For firms with market power, however. such an increase could be expected

to lead to increased prices and lower output (see equation (5.1)), which, as
well as reducing allocative efficiency. would have indirect (advc;se) efféct:
on cost.-retliuction expenditures. On the other hand. for public corporations
ope.ratmg Incompetitive environments the option of increasing prices is not
available to management and hence the financial target is likely t;) be a
more powerful instrument for the promotion of internal efficiency

' Second, by increasing the status of financial targets and making them
mdeperfdem instruments of policy. the 1978 White Paper can be interpreted
as seel.(mg to weaken the perceived link between the value of the target and
capafrle levels in the industries (i.e. to reduce the absolute value of the
clast.lcny H). Assuming that this is feasible (but see the discussion of
.credxbility problems below), it has the advantage of attenuating the
fncen[ives for managements to use investment programs as strategic
m.struments. Hence, any bias towards overinvestment can be mitigated
without forcing the financial targets to levels where the allocative losses
from higher prices may become severe. In other words, the trade-off
between efficiency in investment and short-run allocative efficiency is
improved.

The “c.ost” of breaking the link between financial targets and the public
corporations’ capacity position is that, when excess or deficient capacity
resglts from exogenous unanticipated changes in the marketplace
avoidable short-run allocative inefficiencies will emerge. Suppose, fo;
example. that demand growth for an industry’s output turns out to be less
buqyant than could reasonably have been expected at earlier dates. so that
capital employed is higher than its long-run equilibrium level. A financial
larget that was set on the basis of the earlier demand projections would then
lead to allocative inefficiency, in the sense that the deviation of prices from
§h.0rt-run marginal costs would be greater than was desirable ex post. Since
?I 1s deterministic, our model does not capture this particular trade-off. but
itshould be clear enough how the analysis can be extended to incorporate
the effect.

Another problem with attempts to reduce the sensitivity of financial
targets to the level of capital employed is that, given ministerial objectives,
::ch:::; l:czk;redibilily. 'ljhug for example, applying arguments set forth

' -<.3, once capacity imbalances have occurred short-run political
g(:lf:crzzliy be bett.er af:hieved. by making the necessary adjustments to the

. constraint; in particular, when capacity is suboptimally high.
there will be a strong temptation to allow public corporations to charge
lower prices.
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The credibility problem may, in part, provide one justification for the
increasing role that has been assigned to external financing limits in recent
years. Although it is likely that the enhancement of the role of EFLs has
had much more to do with controlling the impact of nationalized
industries’ activities on the PSBR, they do provide Government with an
additional means of influencing the efficiency of the industries’ investment
programs. Moreover, they allow the Government to exert this influence at
the time that capital expenditures are being incurred. Thus, unlike in the
case of financial targets, public corporations are not easily able to
manipulate later EFLs by earlier overinvestment.

However, the effective use of EFLs may imply that financial targets
become redundant (i.c. the EFLs are set at levels such that financial targets
are no longer binding constraints), in which case the number of financial
instruments available to the Government will have been reduced to one.
Even allowing for the introduction of a performance target. which can be
represented in the model by a constraint on the firm’s unit cost level, the
Government will be attempting to control three decision variables (g, x.
and k) with two instruments. This may not matter very much in cases where

the public corporation operates in a competitive product market—since
competition serves to supplement the Government controls—but in cases
of monopoly the trade-off between allocative and internal efficiency is less
favorable.

In the model that has been developed it is assumed that the managers of
public corporations maximize a linear combination of consumers’ plus
producers’ surpluses and cost-reducing expenditures (used as a proxy for
effort), but it can be argued that this does not accurately reflect the
managerial goals that are pursued in practice. Unfortunately, there is no
generally accepted specification of managerial objectives in public
corporations. Building upon arguments in the literature on managerial
theories of the firm, which stress the importance of goals such as size,
status, and prestige, Rees (1984b) has suggested that the level of output is
likely to be an important argument in managerial utility functions. Possible
implications of this line of reasoning can briefly be examined by assuming

that managers maximize some function of output and effort subject to a

given financial target.

Suppose, in particular, that the managerial objective function is simply

g - (b~ 1)x, where b > 1. Then the first-order conditions become

-, (5.4)
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C, = ? 41,
and G
=Gy = 0(l)1 + p(k)). (5.6)

As . . .
muﬁgf?re,: t;;ghtemng of the financial constraint leads to increases in the
ipher A. From equation (5.5), this i
-9), this leads to improved j ives
cost-reducing expenditures at g; l emptoven,
at given levels of output and capi
red capital
In this case, however, the trade-off with D s ot
more favorable. As can be seen from (5.
fen?it‘?s an incentive for managers to underprice: when A is low
u, . . . ; ’
tic;h!l rlum}:)nf(_:e 1s below marginal cost. Up to a certain point therefore
cning the financial constraint may i | ’
ght ay mmprove both cost and ati
ot . ’ , and allocative
aga(;;ent():y. W:h Tespect to investment/capital. for given g and x, there may
¢ either overinvestment or underi :
< erinvestment, dependi
sean . ! . depending upon
her (1 + u) is less than or greater than the cost of capital, and if

81 + p) = r we have the fi ”
employed. ¢ first-best condition for the level of capital

To summarize

allocative efficiency is potentially
4). the pursuit of output objectives

eficeney apée;fr:hti;”?hor ptfbhc policy is to promote economic
et somel P .is | € post-1978 enhancement of the role of
i gou] T i ikely to makg a more substantial contribution to
i et weelfr’nanazfrs 9f public corporations have output, rather
operating o (tirte objectives and when the public corporations are
owever o ple ! I:Ije'product .markcts. Putting matters in this way,
o pomi;al ob‘ecr:' yto “r/ay attention to questio~ns surrounding the nature
compo iat.xves.l. hfle recept developments in the framework of
i 1.ona 1zed industries may have gone some way to reducing
gerial discretion, the problem of political discretion remains.

3.6 The UK. Nationalized Industries in 1979

g:fa)i?rul:g?[: a: defxslve breakpoint in Fhe history of public enterprise in
bringing grea[era yedrblhcfre was a clegr, iferratic, trend in the direction of
97, e, e ntxm ers of enterprises under public ownership: since
N direcuoza l1onhprc>gra\m has produced a sharp movement in the
cton of eco:. n the ?ostwar years, the expansion of the nationalized
hat hong o bcolmy wals most rapid underh the Labour administratjons
farger el »lve.cn 945 and 1951, during which period most of the
Conservative Gpordtlons were first created. However, both Labour and

overnments were responsible for further significant
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nationalizations in the subsequent quarter century, including the steel
industry, British Leyland, Rolls-Royce, the shipbuilding industry, and
British Aerospace.

A broad indication of the relative importance of the nationalized
industries in the U.K. economy in 1979 can be obtained from the figures
shown in table 5.1. These relate only to the activities of public corporations,
and therefore tend to understate the significance of public sector
production as a whole; they do not, for example, include the publicly
owned water industry in Scotland (see chapter 11), the multitudinous other
activities carried out by local government authorities throughout the
country, or the National Health Service. Particularly in respect of net
capital stock. the figures are also subject to the usual caveats about
measurement errors. Apart from indicating the size of the public
corporation sector, they do, however, underline the point that, on average.
public enterprises have been more capital intensive than other sectors of the
economy; capital assets and investment have accounted for larger fractions
of the national totals than has output, whereas the employment share has
been lower than the output share. Hence, the average productivity of labor
in public corporations has been higher than the national average. while the

average productivity of capital has been lower.

Table 5.2 shows a list of the major public corporations in 1979, while
table 5.3 gives financial performance and employment statistics for some of
the more important enterprises to provide an indication of their relative
sizes. The industrial sectors in which public ownership has predominated
are fuel and power, transport, communications, water and sewerage, and
iron and steel. With the exception of the last of these sectors, this pattern of
concentration motivates our organization of the analysis of privatization
contained in chapters 8 through 11. Whereas large parts of fuel and power.
transport, communications, and the water industry exhibit “network”
characteristics and/or lack of effective competition, the iron and steel
industry has neither of these features. The possible privatization of British

Table 5.1 The public corporations in 1979

Percentage of U K. tota!

Gross domestic product £18.043 billion 10.5
Numbers employed 2.065 million 8.1
Net capital stock £104.100 billion 17.2

Gross domestic
capital formation £5.621 billion 15.2

Source: National Income and Expenditure (1984 edn).
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Table5.2 Public corporations in existence as at 31 December 1979

Bank of England
British Aerospace
British Airports Authority
British Airways Board
Bn:tish Broadcasting Authority
British Gas Corporation )
British National Qil Corporation
British Railways Board
British Shipbuilders
Brjtish Steel Corporation
Bnlish Transport Docks Board
British Waterways Board
Cgble and Wireless Lid
Civil Aviation Authority
Commonwealth Development
Corporation
Covent Garden Market Authority
Develgpmem Board for Rural Wales
}E{Ipc}:{lcily Council
1ghlands and Isle
Shlan ands Development
Housing Corporation
Independent Broadcasting Authority
Lanq Authority for Wales
Natyonal Bus Corporation
Nal!onal Coal Board
Nal!onal Dock Labour Board
Natyonal Enterprise Board
National Film Finance Corporation

National Freight Corporation
National Ports Council
National Research Development
Corporation
National Water Council
New Town Development
Corporations and
Commission
Northern Ireland Development
Agency
Northern Ireland Housing
Executive
Northern Ireland Transport
Holding Company
Northern Ireland Electricity Service
North of Scotland Hydro-Electric
Board
Passenger Transport Executives and
London Transport Executive
Post Office
Propcrly Services Agency
Regional and National (Welsh)
Authorities
Royal Mint
Royal Ordnance Factories
Scottish Transport Group
South of Scotland Electricity Board
Trust Ports ’
Welsh Development Agency

Source: National Income and Expenditure (1980 edn).

a4 Cls X P
Classed as a public corporation in the national accounts.

St . . .
) eel]] will the?refore be discussed alongside the sale of other. generally
>maller, public enterprises that operate in competitive markets.

5.7 The Performance Record

Insections 5.3 to 5.6, we have draw
Ihe.framework of accountability a
Nationalized industries in the post

nattention to some of the weaknesses in
nd control that was established for the
war period. However, no control system

';i):rr;::stésar;(i what is ultirpately of importan.ce is the performance of the
corparm ¢ hr:‘:/erncd: .Wlth respec.t to their past records, the public
and mg t:) Z(:r:jamlh){ begn supject ¥o a great deal of hostile criticism
deVe]opmem og : e . l.lS dlSSi‘i[foaCtlon .has a.cted as a spur to the
exan pnv‘atllzatxon policies. In this section, therefore, we will

he some of the salient features of the recent performance of the public
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Table 5.3 The major public enterprises: financial and employment statistics, 1978--1979

Net profit before
Turnover interest and tax Employment
(£ million) (£ million) (thousands)

Electricity Council 5,445 862 160
Post Office 4,619 1,281 411

National Enterprise Board 4,158 119 279
British Steel 3,288 =77 190
National Coal Board 2.989 96 300
British Gas 2972 618 102
British Rail 1.979 58 243
British Airways 1,640 115 58
British Aerospace 894 68 72
British Shipbuilders 731 -102 87
South of Scotland 463 88 14

Electricity Board
National Bus 437 28 64
British National Oil Corporation 432 12 i
National Freight 394 16 40
North of Scotland 173 54 4
Hydro-Electric Board
British Airports Authority 162 35 7

Source: The Times 1000 (1979).
All figures are rounded to the nearest integer.

corporations. As well as throwing light on the question of whether or not
the criticisms directed at nationalized industries have been well founded.
this material also helps to establish a benchmark against which the
performance of newly privatized firms can be judged.

In attempting to assess performance, we immediately face a difficult
question: what criteria should be used in the evaluations? The original
legislation intended that public corporations should act in the public
interest, but such an objective is extremely nebulous. Indeed, as argued
earlier, the vagueness of this goal, and hence of the operational decision
criteria that might flow from it, has been one of the central problems of the
control framework. Even if pursuit of the public interest is equated with the
maximization of economic efficiency (an equation implicit in the 1967
White Paper), the difficulty is far from having been resolved. Statistics
measuring consumers’ surplus, for example, are not things that can readily
be found in official publications.

In these circumstances, the best that can be done is to examin¢
dimensions of performance that are of relevance to a more general
evaluation, whilst recognizing that no single measure is likely to be of
decisive importance. Thus, for example, although profitability may be the
key measure of success for a firm operating in a competitive market that is
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f.ree‘;)-f externalities, it cannot be so regarded in cases where the firm has
s;lgm I.Cdn( market power: if high profits result from monopolistic abuses
they signal economic inefficiencies, not efficiencies. ’

5.7.1 Financial Performance

Compared with private industry, there is little doubt that the profitabilit
of U.K. nationalized industries has been relatively low. Table 5.4. fi .
gxample, shows the records of the two sectors between 197-0 and 198.5 ’a:(;
1t can be seen that, on average, the ratio of gross trading profit (b:afore
all‘owance for stock appreciation and depreciation) to net capital stock fo
privately owned companies has been about three times higher than th:
near.est equivalent measure for public corporations (the ratio of TOSS
trading surplus to net capital stock). The performance gap woul%i be
rgduced if depreciation was netted out—capital consumption rates :
shght.ly higher in the private sector, where assets are less durable—asn(;l ?;
;:1; hxg:ly proﬁfaple (in pretax terms) oil extraction business was excluded
m the calculations. However, when trading surpluses are adjusted to
take account of the substantial subsidies provided to some public

T - . .
able 5.4  Profitability of public corporations and of industrial and commercial companies

(percentages)
Public corporations Industrial and

Year N ustrial an
A B¢ commercial companies?

:385 5.1 2.6 21.3

1984 6.3 34 206

1923 6.8 48 19.4

1982 6.6 438 16.7

1% 5.6 4.0 16.0

1978 4.7 34 16.1

1978 5.0 3.6 18.3

1977 5.7 44 17.1

1976 6.2 4.9 17.8

1975 6.2 4.8 15.6

1978 49 3.1 14.6

1973 49 24 17.2

1975 6.2 4.3 18.7

wo %

1970 6.4 5.6 :23

Source:

Naliqnal Income and Expenditure (various editions).

S trad!ng profit as a percentage of net capital stock at replacement cost.

$$ lrad.mg surplus as a percentage of net capital stock at replacement cost.

ss trading surplus, net of subsidies. as a percentage of net capital stock at replacement

4. Gros:
b. Gro,
¢. Gro:
cost,
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corporations, which are treated in the accounts as an additional source of
revenue, the comparison becomes less flattering to the public sector.

In table 5.4, the public corporation figures for 1984 and 1985 should be
interpreted with some caution. The year-long coal miners’ strike of
1984-1985 had a substantial depressing effect on financial performance
during this period, particularly in the coal, electricity, and steel industries.
In addition, the privatization of British Telecom (BT) in 1984 led to a
significant discontinuity in the figures. Taking these factors into account,
the effects of the tighter financial constraints imposed on the nationalized
industries since the late 1970s are visible in the upward trend in profitability
from 1979-1980 to 1983.

The impact of this tighter financial regime on the public corporations
becomes more apparent in the figures for the financial deficit of the sector
that are shown in table 5.5. From the mid-1970s onwards, the implications
of the nationalized industries’ performance for the PSBR have been a
highly significant factor in the formulation of macroeconomic policy.
Thus, since nationalized industry borrowings contribute towards an
increased PSBR, attempts to control the latter have frequently involved
measures to reduce the financial deficit of public corporations, most
usually by a tightening of Government-imposed constraints designed to
raise prices, lower investment, and improve internal efficiency.

As can be seen from table 5.5, judged in their own terms, these measures

TableS.5 The financial deficit of the public corporations as a percentage of the corporations’
contribution to gross domestic product

Year A B’
1985 04 1
1984 2.5 s
1983 0.7 13
1982 3.5 i
1982 5 141
1080 12.2 202
1979 12.2 209
1978 6.3 13
1977 9.6 167
1976 17.6 Fe
1975 26.7 37.5
1974 19.5 o
1973 12.5 27
1972 132 2t
1971 22.0 B
1970 18.5 24

Source: National Income and Expenditure (various editions).
a. Financial deficit as a percentage of contribution to GDP.
b. Financial deficit plus subsidies as a percentage of contribution to GDP.
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Table5.6 Public corporations’ investment e

x M P B 3 1 M
10 8705 domestic g pendituresasa percentage of their contribution

1985 244
Logs 2. 1977 329
o84 21 1976 361
1983 282 1975 37.1
e 264 1974 358
o8t 278 1973 326
1979 313 lon e
1978 30.0 133(1) 1
374

Source: National Income and Expenditure (various editions).

have. met with some success. Despite the effects of the miners’ strike, the
public corporations showed a financial surplus for the first time in 1,985
althoggh, as can be seen from column B, the outcome was largely the resul£
of an increase in subsidies, much of which was specifically induced by the
stnkg Compared with the period up to 1976, over the last decade financial
deficits, whether measured gross or net of subsidies, have been
su.bstantially reduced relative to the output of the nationaliz;:d industries
Given that the movements in profitability have been less sharp, the data;
suggest that a significant part of the change has been due to redizctions in

mve.stment programs, an inference that is supported by an examination of
the investment record (see table 5.6).

5.7.2  Alocative efficiency

Interpretation of the financial indicators presented in tables 5.4 and 5.5is a
far from easy exercise. One view of the matter is that the figures simply
reflect the pursuit of allocatively efficient pricing and investment policies
Thus, if the nationalized industries set prices to reflect marginal SOCiE;i
costs, then, given the importance of factors such as scale economies {e.g.in
lelﬁcommunications, gas, electricity, and water) and externalities (e.g. in
rax.l transport), this perspective suggests that profitability comparisons with
Prlvgte industry are misleading and irrelevant.

W}th respect to the financial performance of a number of parts of the
P}lbhc sector, we believe that this argument has some merit. Nevertheless
YleWed as a general statement about the performance of the pub]i<;
;:?;?;Z:;ns asa \thle. there are at least two reasons for skepticism about
dferms g c:ptlmlslxg c'(mc]usnon. The first concerns the magnitude of the
e o ref weer;1 private and public .sector proﬁtabil.ity. Public sector
countenng urn N ave l?eeq substat‘ztxally belolw their private sector
chouw hp S, S0 t atj t.o Justlf)j the dlscrepan.cy, 1t would be necessary to

that efficient pricing and investment policies had very large financial
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implications. In 1985, for example, a one percentage point increase in the
public corporations’ rate of return would have led to an increase in gross
trading surplus of around £1.4 billion. Taking account of the facts that (a)
the utility industries can use multipart tariffs to improve the trade-off
between efficient pricing and external financial constraints and (b)
Government finance has real resource costs, it is difficult to believe that the
lower rates of return in the public sector have resulted solely from the
adoption of allocative efficiency objectives.

More important, detailed analysis of the pricing behavior of individual
nationalized industries indicates that the policies that have been
implemented in practice are often far removed from those that would be
suggested by efficiency objectives. Thus, a whole series of empirical studies
has uncovered evidence of significant suboptimalities in the price levels
and/or price structures of public corporations. We will consider some of
these suboptimalities at various points in chapters 8 through 11, and simply
note here that the conclusions of recent studies include the following.

(i) The Post Office has limited information on consumer valuation of
quality changes, and no information on marginal costs (Monopolies and
Mergers Commission, 1984a).

(i) Prior to privatization, BT significantly overpriced its trunk call and
international services. and underpriced its local services (Deutsches Institut
fur Wirtschaftsforschung, 1984).

(iii) Domestic coal prices have been substantially above marginal
opportunity costs, as measured by world coal prices (Monopolies and
Mergers Commission, 1983b).

(iv) Gas prices have been below long-run marginal costs and, since British
Gas has adopted a uniform taniff structure, do not reflect the relative costs
of supplying gas at different times of the year and to different parts of the
country (Hammond et al., 1985).

(v) The peak/off-peak differentials charged by National Bus have not
always been efficiently related to relative costs, and there has been
significant cross-subsidization between routes (Monopolies and Mergers
Commission, 1982a).

Similar conclusions have also emerged from studies of investmen!
programs. Cases of overinvestment during the 1970s include British Steel
(Pryke, 1981), the National Coal Board (Molyneux and Thompson, 1987).
and the Central Electricity Generating Board (Monopolies and Mergers
Commission, 1981a).

Hence, on balance, the view that the pursuit of public interest objectives
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can acco.unt for the relatively poor financial performance of the public
corpqratlgns does not appear to be well supported by the evidence I: their
cxamhmauon of the issue, Molyneux and Thompson (1987) conclucie rath
thgt inefficient pricing structures have arisen from policies of offerine .
umform.prices and/or service quality in markets where costs diffeg
su.bstanually, and that, in some cases, these inefficiencies derive from .
failure of public corporations to respond to changing technologies ;
patten?s of demand. Moreover, Molyneux and Thompson argui thaotr
where improvements in pricing policy have been observed over the past fe“;
)fears. Fhey Fend to be associated with the introduction of greater
;(l)]rsrlxs);tmon into the marketplace (e.g. in telecommunications and in
As g corollary, therefore, it is likely that the low rates of return and large
‘ﬁnancuﬂ deficits which have been a characteristic of the nationalizfd
Indust.nes‘in the postwar period can, in large part, be attributed to some
corpbmatlon of overinvestment and internal inefficiency, phenomena
which have resulted from deficiencies in the overall framewo;k of control

3.7.3  Productivity Performance

Most a.ttempts to assess the internal efficiency of the U.K. nationalized
lndustrna?s have been based upon the analysis of one or more of a variety of
produc.nvity indices. Three principal approaches have been adopted ba);ed
respecnve]y'on international comparisons with similar industries ov;arseas
Z)t;p?g:ip;n]s\zns witl? other U.K. industrie.s, and on efficiency audits,
oty o y onqpohes afld Mergers Commission studies that attempt to
Pportunities for improved performance that have been missed b
the relevant management). ’
1h;:1 ag:ente}:all, 1tis ft‘he international corpparfsons that have produced results
findi, Oret;.ast avorable to.the nationalized industries. Examples of the
e Pogst e 1s‘ type of work mchfde the conclusions of Pryke (1981) that
belon, o :;e § output per man in t‘e]e({ommunications was significantly
ot i e 7%verseas tt.:lfacommumcatlons F:ompanies, of Aylen (1980)
Onl):()ne_th' ; s, the British Steel Corpqrahon‘s labor productivity was
Europe ofl;: . tzlone-half ?f that achieved in comparable plants in Western
Airway; e lm ay ::nd Forsyth (1984) tha't the productivity of British
Henney (1987(;w:3hr t z;n that of many pther mternatipnal airlines, and of
clectrions . at abor producuvnty on new vintages of plant in
The myg neration was sngmﬁcar}ﬂy low;r than in most other countries.
hat ajor problem with these international comparisons, however, is
1L1s not clear to what extent the observed productivity variations can
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be attributed to the effects of different types of ownership. Over the
relevant periods, most studies of international productivity differentials
have shown the U.K. lagging behind its principal competitors irrespective
of whether the industry concerned was privately or publicly owned. The
question of interest is whether or not the U.K.’s relative performance is
worse when the British industry is nationalized. and most investigators
have simply failed to address this more fundamental issue. One exception is
the Findlay and Forsyth paper. which argues that the performance of
British Airways was bettered by (the privately owned) British Caledonian,
as well as by international competitors. For the most part. however, the
available evidence is extremely limited and uninformative.

With respect to comparisons with privately owned domestic industrics.
because of variations in markets and technologies it is clearly difficult to
make efficiency judgments on the basis of observed productivity levels.
Attention has therefore been focused on the more limited objective of
assessing changes in productivity over time, and table 5.7, derived from
figures presented by Pryke (1981) and by Molyneux and Thompson (1987).
typifies the sorts of results that have been obtained. As can be seen from the
statistics, there are considerable variations among the productivity records
of the industries quoted. From 1968 to 1978, four of the nine corporations
exhibited declines in labor productivity and;or total factor productivity
(the rate of growth of output minus a weighted average of input growth
rates). while others showed productivity improvements well in excess of
those of the U.K. manufacturing sector as a whole.

The most striking feature of table 5.7 is the improvement in labor
productivity growth from 1978 onwards for those public corporations that

Table 5.7 Productivity trends in selected nationalized industries. 1968-1985

Output per head Total factor productivity

{percent per annum) (percent per annum)

1968 1978 1978 1985 1968 1978 1978 - 1985
British Rail 0.8 39 n.a. 28
British Steel -0.2 12.6 -2.5 2.9
Post Office 1.3 2.3 n.a. 1.9
British Telecom 8.2 5.8 5.2 0.5
British Coal -0.7 44 -1.4 0.0
Electricity 53 39 0.7 1.4
British Gas 85 38 n.a. 1.2
National Bus -0.5 2.1 ‘1.4 0.1
British Airways 6.4 6.6 5.5 4.8
U.K. manufacturing 2.7 3.0 1.7 n.a.

Source: Molyneux and Thompson (1987).
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did relat.ively badly in the earlier period, with British Steel being th
outslapdmg example. In these cases, there is evidence that the light :
financial disciplines imposed on public corporations over the past dfc ;’
have had a material effect on internal efficiency. It is‘worth notit:] )
however, thgt the productivity performances of industries such fs
tglecommumcations, gas, and electricity either deteriorated or showed littl
sign ofchange. While many factors could have contributed to this outcom )
ong obvious common feature of these sectors is the monopoly power el:
their pu?)lic corporations. Thus, where the corporations can eaSily me(;t
more stringent financial targets by raising prices to customers, the eviden

18 at least consistent with the view that tighter financial contrc;ls areca weaclf

; . .
nstrumgnt fo.r promoting improvements in internal efficiency (cf. the
models in section $.5). |

Table 5.8 Summary of the efficiency findings of the Monopolies and Mergers Commission

Van ) . Use of
Case anagement Financial Use of performance
structure control manpower indicators

British Rail 2 4 2 3
Severn Trent 1 2 2 :
Water Authority ’
Central Electricity -

Generating Board ) 3 4
Anglian Water - 2 4

A}thorily + North ’

West Water Authority

National Coal Board 2 2 : 2
Yorkshire 2 3 3

Electricity Board ' 3
Various bus 2 3 2

Companies ) 3

Civil Aviation

2 2

Authority i 2 2
London Transport 3 2 1

Executive i 3

South Wales 2 3 3

Elec!ricily Board - 3
Average score 2.0 2.7 24 28

Source: Collins and Wharton (1984).

: €vere criticisms.

2 Critical comments.

3 Suggestions for improvement.
Generally satisfactory,

* Inconclysive or not covered.
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Turning to the “efficiency audit™ method of evaluating the internal
efficiency of nationalized industries, since the passing of the 1980
Competition Act the Monopolies and Mergers Commission has been asked
to conduct a sizeable number of investigations into the performance of
public corporations. These have covered a wide range of questions,
including costs, productivity, service quality, pricing. and investment
policies. Findings from some of these investigations have been quoted in
section 5.7.2 above, and table 5.8 sets out a more systematic judgmental
summary, due to Collins and Wharton (1984), of the conclusions of a
number of the Commission's reports that appeared between 1980 and 1984.

Although the reports of the Monopolies and Mergers Commission have
consistently identified weaknesses in the conduct and performance of
public corporations, particularly with respect to management structures
and the use of manpower, there are no immediate benchmarks against
which the significance of these findings can be assessed. In the course of its
wider activities the Commission has frequently uncovered performance
deficiencies in the private sector, but investigations are made on a
case-by-case basis and are not designed for purposes of interindustry
comparison. Thus, the findings of the Commission can make only a limited
contribution to a more general evaluation of the relative performance of
publicly owned industry. Nevertheless, the very fact that the investigations
have taken place can be interpreted as a positive sign that, since 1980, the
Government has placed a greater emphasis on the desirability of closer

monitoring of the public corporations.

5.8 Assessment and Conclusions

The development of the framework of accountability and control for the
nationalized industries in postwar Britain can be viewed as an attempt to
implement the public interest model of statc-owned enterprise that we
outlined in section 2.3.1. In this exercise, the key roles were allocated to the
managements of the corporations and to the relevant departmental
ministers: managers and ministers alike were to be the custodians of the
public interest. However, too little attention was devoted to the obvious
question: quis custodiet ipsos custodes?

In general terms, the answer to this question that was implicit in the
evolution of public policy was that ministers, assisted by their permanent
civil servants, would monitor managements, Parliament would monitor
ministers and civil servants, and, ultimately, voters would monitof
Parliament. That there were likely to be substantial imperfections in this
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chain of principal-agent relationships could hardly be doubted b h
§trong§sl supporters of public ownership. For many of the latter yheven iy
?ncludmg Morrison, these defects were considered to be of scc;)nzwe:ier,
|mp9rtance. largely as a result of an underlying belief that mana e;(‘)r e(;
;mmste]rs could be relied upon to promote the public interest. Thatgis sifatr}]]e
mg:;reurs owc;r éown the mpmlormg hierarchy had objectives that differed

rom those of the ultimate principals (the general public). it would
matter very much that the actions of such a ‘ oy
constrained by the political system.

. The history of the nationalized industries has shown that this optimist;
view ofrrfalnagerial and ministerial behavior was seriously ﬂawe;i :ndn::'ntc
in the ‘B'l'lllsh context at least. a system of control that relies hea’vil on
agents internalization of public interest objectives is unlikely to )r/olzjrl)lon
good pgrformance. In the event, as we have described above. the r:'sults C?
the ~polhncy failure have included widespread goal disp]ace;nem iack c(:f
clz.m.ty In corporate objectives, overlapping responsibilities, and éxces i
mlm.stenal intervention in operational decisions. These, in‘ ;urn have ::j
detrimental effects on the pricing, investment, and internal 'efﬁ i
performance of the nationalized industries. e
m;}::i;r;zlr?(l):]n?estnon‘ hOWCVCl.". is whether or not significant improve-

: mance could feasibly have been obtained whilst preserving
pubhc owner.shlp of the industries concerned. As we have argued thi
:s;;zrrﬁ?;n:al co;trols that were dczvc.eloped in the late 1970s and 19865 do
ot O | :r\]/g' afi sgmg beneficial effects on certain aspects of
the suge g am are mdlcalwc? of the fact that ownership is far from being
docade. e m;in(; of behavior. However. while the reforms of the last
dealings e me‘n ’e to st\rengthen the hanq of Governments in their
" minigt;r‘laﬁcr?'enls. they have done little to alter the relationships
O nist s', arliament, and the general public. Fundamental issues

o countdbxl.xly and control have therefore remained unresolved.
comlrl(r)lz\:;r:e:;ew of The mz.mcr is tha.l sut?stantial improvements in the
N eslai;“‘gh ’wcfre (and still are) feasible, including reforms designed (a)
st s irrdngem‘er')ts capable of sustaining an arm's length
incemivég fr;r e [weje’nlmmlsters and mapagements and (b) to improve the
poliy Co;,[d hx'n erna efﬁcrency’. In particular. four developments in public

ave contributed to enhanced performance:

(]) [h . 0 ..
o Oe 1ptroduwon of greater competitive pressures on those public
POrations that have enjoyed protected market positions;

(1)

gents were only loosely

lh . - . . .
¢creation of specialized regulatory agencies entrusted by Government
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with duties in respect of price controls and the promotion of competition
similar to, but stronger than, those afforded to the regulatory bodies that
were later established as part of the privatization program (see chapters 8
and 9),

(iii) the creation of a specialized agency (Audit Office) for the sole purpose
of conducting efficiency audits on the nationalized industries and
responsible directly to Parliament rather than to the Government;

(iv) the more widespread use of performance-related incentive schemes for
the managements of public corporations.

The type of monitoring hierarchy that would have resulted from these
changes is shown schematically in figure S.1.

With respect to the potential impact of such reforms, the beneficial
effects of increased competition have been analyzed in chapter 3, and it is
sufficient here to refer back to those earlier discussions. The introduction of
regulatory bodies that are independent of existing government departments
permits greater specialization at the regulatory stage of the monitoring
hierarchy (stewardship of public corporations is but one of the many
responsibilities of departmental ministers), facilitates Parliamentary
control, and, assuming fixed-term appointments, tends to impede

Voters
Parliament
Ministers
/
e
/
/
Reguiatory
brief
//
/ Investment,
incentive schemes
Regulators Auditors
Prices, Internal
competition efficiency
' /
Managements

Figure 5.1 A possible public sector monitoring hierarchy
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lpnotlc;:i\;zr:t;c;n in operational decisions by governments seeking short-term
1lical advantages (government attention would be focused \'
laying down the broad principles of policy within whi elatons o
be required to work). Similarly, potential beneﬁtr; ;‘r, o regl‘fla'mr's o
fncreased Parliamentary control are also associated V‘V).":’hsfl)l"c‘dhza.“o“ e
independent Audit Office. Auditing functions are et ecreaf‘o" o
the Monopolies and Mergers Commission but, as Ccu”em]y o6y mos 1
oo vionopol Merg ssio . urwen (1986) notes. the
Wh:]r?;sssllr(ilrl;crio;? llsh::ng;ev(lrt;);n(:;tlt(sblribillityktofinvesligate other than
' : . , 1ts lack of unrestricted access to
perspns, papers, and premises, and (c) its inabilit advise : 5
perso ‘ : y to advise all-part
gre;ll:rrn;:;;ruyr:se:z:tvsgr:)rtr)el:;is.f'f[“hys thel:e exists scope for introdEcinZ
. ! ' al etficiency by strengthening the
independent Investigators. Finally, the more explici g' il
performance-related incentive Structures helps to attxe‘l)nljc';tte :::naOf 'formal
(bylrf)o;:cr:g ;h;nr:vszagfsp(:;:]bje;)li\(/gs)) rpinisteria] goal displacenglzlr.:.] o
& als ()-(v) 1s novel. In telecommunications
energy, and transport, a number of measures to increase competiti .
g:;:t:;e; ::Sazl;:ll.lc corporation.s were .implemented by the Goveir)s::)::
- s fl(;)l?. ang we will describe some of these developments in
oo e]ec.tric“ " ovx;. .roposals to create a specialized regulatory body
seution 33 [yn lr;rgz 1f1dust.ry were considered in the mid-1950s (sec
et .w}.‘iCh r 2, a Private Member’s Bill was introduced in
houkt accesspt opl?sed that the Comptr.oller and Auditor General
carrying O,l e’accoun.ls of the nationalized industries and, in
House of Commr(r::snn:rl]sr:)g ?}?:elsé7s9mll‘l)lg3bé ecreati e Lo the
. . . . - onservative Governm
f}:e[’::lsr:::)r;t;;il t\;vsll:hS;[)erlf ormance-related incentive schemes, most notab]; :]n[
 change s pn ee whe're t.he salgry of the chairman was linked directly
oy ngesin orporaugn s tradl.ng. Fieﬁcit.
espons {occ:;ee. };?:f}'er, ellh.er the initial proposals were rejected—with
cample o oal.u’)n\ of independent regulators and auditors, for
s o incre'p icies we’re. not pursued Wlth great vigor: some of the
cxtremely “m,'teddse co;npetmon have had little practical effect. and only
chemee The o) use és been .madf: of performance-related incentive
Ofprivalizauon : es us wnh a major dlfﬁcul-ly when evaluating the impact
oo benChm:r l&:c‘onomxc.pert”ormance..For comparative purposes, the
pehayiar chm ts to use in t.he cvaluat{ons.are those based on actual
anstey of oo a‘;:‘ sector during the pcngd immediately preceding the
ssodtyrag rs‘ 1p. However, since privatization, coupled with its
©d measures (e.g. regulatory reforms). was only one of the possible
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policy responses to the perceived performance deficiencies of the public
corporations, the more appropriate way to proceed is to compare the
Government’s policies with other feasible options. As well as alternative
methods of privatization, the latter include options consistent with the
retention of either complete or partial public ownership. Therefore,
although it necessarily complicates the analysis, this is the approach that we
will adopt in the chapters that follow.



