14 The Regulated
Industries
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The year 1990 marked a watershed in the tramsition from a government
nationalised industry sector to one of regulated utility industries operating in the
private sector. Those industries which remain nationalised are the exception
rather than the rule. The privatisation of ten waler and sewerage companies in
December 1989 and twelve regional electricity companies in December 1990 not
only altered the balance between the private and public sectors, but ushered in a
new set of regulatory offices to join those regulating British Gas, British Telecom
and the airport company BAA. This chapter therefore looks in detail at electricity
andwaterin 1990, reviews more brigfly some developments in telecommunications
and gas, and ends with a critique of some of the key policy issues affecting
regulation and competition.

Nationalised industries

The scale of the change for the nationalised industries has been
enormous. The 1990 Public Expenditure White Paper (Cm 1021)!
listed 22 nationalised industries in 1984/85 with external financing
limits (EFLs)* of £3.9Bn and capital expenditure plans of £4.6Bn for
that year. This was reduced to eight by 1992/93 with an EFL of
£1.5Bn, representing a sizeable reduction in the call on public
expenditure. On the other hand by January 1990, 29 state industries
had been sold, covering some 800,000 employees, and aggregate cash
proceeds to the government had been £27.7Bn. By the end of 1990,
this had been increased by the second tranche of proceeds (£1.5Bn)
due in July 1990 from the sale of water authorities, and the receipt of
the first tranche (£2.2Bn) of the sale in December 1990 of former area
electricity boards.
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The Chancellor of the Exchequer's 1990 Autumn Statement® predicts
that privatisation proceeds will be maintained at £5.5Bn a year until
1993/94. This will include the subsequent instalment payments from
water and electricity privatisation, due in 1991, and from electricity in
1992. The electricity generating companies and the Scottish electricity
industry are also due to be sold in 1991. The government has main-
tained its intention to sell the remaining 49% stake in British Telecom
(BT), to privatise British Coal and to prepare British Rail for the
private sector if possible after the next election.

The major contributors to the EFL for the remaining nationalised
industries are British Coal, British Rail and London Regional Trans-
port. Their EFLs had to be significantly increased in the 1990 White
Paper over that of 1989 by some £1.75Bn for the years 1989/90 to
1991/92, and the 1990 Autumn Statement has increased them again,
both to finance higher investment in public transport and to recognise
the costs to British Coal of new supply contracts with the electricity
generating companies. The accidents in recent years affecting British
Rail and London Transport have added to the political pressure to
increase funding. Their EFLs in the Autumn Statement are shown in
Table 14.1.

Regulated utilities
The regulated utility industries which had been privatised by the end
of 1990 were:

Industry Economic Regulator

Office of:
British Gas Gas supply (OFGAS)
British Telecom Telecommunications (OFTEL)
Water Companies Water Supply (OFWAT)
Electricity Companies Electricity Regulation =~ (OFFER)
BAA Civil Aviation Authority (CAA)

The major privatisation in 1990 was electricity, described more fully
below.
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The electricity share issue

In preparation for privatisation the electricity supply industry (ESI)
was extensively restructured on 31 March 1990. The Central Electric-
ity Generating Board was broken up into four successor companies:

National Power . o

PowerGen 2 ) Generation
Nuclear Electric =)

National Grid Company - Transmission

Nuclear Electric will remain in the public sector supported by specific
obligations on the regional electricity companies (RECs) to take its
electricity until the end of 1998. The additional cost will be financed
by a fossil fuel levy imposed on the industry, partly to ensure a diversity
of energy sources.

The twelve RECs (formerly area electricity boards) distribute and
supply electricity to domestic, commercial and industrial consumers.
They also retail electrical appliances, provide electrical contracting
services and, in some cases, generate electricity. The RECs wholly own
the National Grid Company (NGC) through National Grid Holding

plc with each REC owning between 5.4% and 12.5% of the shares.

Distribution is the core business of the RECs, and as a separate
business RECs sell electricity as suppliers. In setting tariffs and con-
tracts they aim to pass the costs involved in the purchase and sale of
electricity on to their customers and to make a small operating profit.
Because of competition not every user to whom an REC distributes will
also be a supply customer.

The flotation on the stock market of the RECs took place in Decem-
ber 1990, while National Power and PowerGen are expected (at the
time of writing) to be sold in February 1991. The vertically integrated
Scottish ESI (where generation and supply are kept together within
each of the two non-nuclear companies) is expected to be sold later in
1991.

The government's offer price per £1 share was 240p. This is
payable in instalments of:
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100p 5 December 1990

70p 22 October 1991
70p 15 September 1992
240p

The sale was massively oversubscribed (over ten times) and at 8 Janu-
ary 1991 the shares were trading effectively at premiums of between
17% and 27% on the full offer price. The short-term gains made by
people who sold immediately after flotation were considerably higher
and gave rise, as earlier privatisation share offers had done, to political
controversy.

Table 14.2 sets out the REC's market capitalisations and yields
based on the offer price. It then shows the market prices and effective
premiums. The total proceeds of sale were £5,181.5M, based on
expected investment yields of between 8% and 9%. The current
trading premium represents around £1Bn which, it could be argued,
the government has forgone in setting the offer price as low as 240p.

Competition

One key objective of privatisation was to introduce competition. The
structure of the ESI has been developed to facilitate this in the genera-
tion and supply of electricity. Transmission - the bulk transfer of
electricity at high voltages through the national grid - and distribution
- the transfer from the national grid across local distribution systems to
consumers - remain natural monopoly services, given that it would be
uneconomic to duplicate such capital intensive networks.

The transmission and distribution networks are the link in the new
market in trading electricity between generators and suppliers. Com-
petition has been secured by providing open access both to the NGC's
transmission system and to the distribution systems of the RECs on the
basis of non-discriminatory terms and price-regulated charges. Gen-
erators - including, it is hoped, new private generators - compete to
supply electricity into the grid (and therefore are not price regulated)
and suppliers of electricity compete to supply electricity to the con-
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sumer using the grid to achieve that. The RECs can become involved
in the generation of electricity and generators can also seek to supply
consumers direct. RECs can supply customers outside the boundaries
of their predecessor electricity boards, thereby breaking down re-
gional supply monopolies in the longer run. Competitors to the RECs
in their own areas are known as 'second tier' suppliers.

Regulation

The economic regulation of the industry has been vested in Professor
Stephen Littlechild, as Director General of Electricity Supply (DGES),
and he is also responsible for the supervision and enforcement of the
licences which every supplier is obliged to have. His primary duties
are to:

@ Secure that all reasonable demands for electricity are satisfied (this
is a broad duty relating to the capacity and operation of the total
industry; the legal obligation to ensure security of supply, which
was previously placed on the CEGB, now rests with the RECs);

@ Ensure that all license holders are able to finance their licensed
businesses;

@ Promote competition in the generation and supply of electricity.

The second condition dramatically reduces the risk for investors in the
industry. Other duties include the protection of the consumer, the
promotion of economy and efficiency by licence holders and promo-
tion of efficient use of electricity.

Electricity prices .
The key features of the new electricity market and regulatory system
reflect:

® the need for an orderly development of competition; and
@ the physical characteristics of electricity supply.

The former requires transitional monopoly protection and therefore
other companies will not be allowed to compete at lower prices. Con-
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