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BEESLEY AND LITTLECHILD ON PRIVATISATION
SUMMARY BY A.A.WALTERS

The criterion for privatisation should be the aggregate net benefits

to all UK consumers (not the stock market value of the issue).
e ——

The prospectus should specify:

The structure of competition, above all
N m—
conditions of entry.
—

Regulatory system.

Obligations for the provision of non-

commercial services.

The net benefits of privatisation consist of:

The allocation of capital by the market

rather than by a political process.

Much greater motivation of management.
The diversification and use of assets
profitably unconstrained by statutory

limitations.

For competition the main action needed is:

To remove artificial restrictions on entry.

To split up the large nationalised industries

so that they are in smaller (competitive) units.

Regulation by rate of return controls should be abolished since it

leads to higher not lower prices and requires a large (and captive)
bureaucracy. But predatory price competition should be prohibited

and enforced.

/6. In priorities




In priorities, large growing and unreformed industries offer most

potential benefits.

GROUP A Potentially competitive industries with
good demand prospects such as electricity
generation, Telecom (excluding local), and

coal offer the most benefits from privatisation.

GROUP B Technical monopolies with poor demand prospects
such as rail and perhaps the Post Office, offer
good benefits since there is a strong case for

reallocating their resources more profitably.

GROUP C Natural monopolies such as the distribution of

electricity, gas, local telephones and airports -
need additional competition and would not provide

substantial benefits from privatisation.

GROUP D Competitive industries with poor demand prospects
such as steel, shipbuilding, British Leyland -
have already been slimmed down and made more
efficient so the benefits of privatisation would

necessarily be small.

14 April 1983




DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET
LONDON SWI1E 6RB
LB 6401

ot R SWITCH RD 01-212 7676
MINISTER OF STATE SWITCHBOARD 0

FOR INDUSTRY AND )

INFORMATION TECHNOLOGY

KENNETH BAKER MP

Professor Alan Walters
10 Downing Street
LONDON

SW1

b b

I don't know whether Stephen Littlechild has sent you a copy of
an article which he has done for the Lloyds Bank review for July
1983. If not, I enclose a copy. It is excellent. It is our
major programme for the next Parliament. It analyses the
criteria for the privatisation of nationalised industries and
suggests a list of priorities. I particularly liked his approach
in putting customers' interests first. The PM is almost
certainly too busy to read all of this, but could you submit a
summary to her. We have learnt a great deal from the BT
liberalisation and privatisation programme over the last 4 years.
It is real pioneering work and we have developed whole new
techniques (the Littlechild pricing formula), a statutory system
of regulation beyond political interference (OFTEL) and methods
of introducing competition into the supply of equipment (BABT).
What we have done can provide a programme that can be applied to
other nationalised industries.

|2_ april 1983

But Littlechild rightly says that much work has to be done - the
detail is very important since it determines the outcome. TIs
this work being done now? How many other colleagues have really
addressed themselves to it? Shouldn't we have a team working out
the details and the timetable. It is also essential that this is
sold politically. It is a most attractive programme. The
customer comes first; services are protected; market forces are
introduced; the exclusive privilege of certain trade unions
ended. Not a moment should be lost.

You have every right to be proud of your pupil!

KENNETH BAKER
M87/M87AAO
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The University of Birmingham

DEPARTMENT OF INDUSTRIAL ECONOMICS AND BUSINESS STUDIES
Faculty of Commerce and Social Science, The University of Birmingham,
North Ring Road, P.O. Box 363,

Birmingham,

B15:2TT

Telephone 021-472 1301 Ext. 3449

S. C. Littlechild, B.Com. Ph.D.
Professor of Commerce
Head of Department

LS &

MR W Y

Mr. K. Baker.
Department of Industry.
1 Victoria Street,
London SW1.
30th March., 1983.

Dsar Mr. Bazaker.

The enclosed draft paper discusses the principles of privatisation. It
supports the privatisation of British Telecom. However, it argues that greater
economic benelits could be secured by privatising electricity generation. coal.
rail and posts than other industries which are more frequently mentioned in this
connection. such as steel. BL. British Airways and shipbuilding.

The paper has been accepted for publication (subject to revision) in the
Lioyds Bank Review in July 1983. We are sending draft copies 1o a small group
of ministers on a confidential basis. in the hope that it may be of relevance to
policy discussions. We should be pleased to discuss these ideas further if that
were thought helipful. Any commenis would aiso be appreciated.

Yours sincerely.

S. C. Littiechiid




PRIVATISATION: PRORLEMS, PRINCIPLES AND PPIORITIES

M.E. Beesley and S.C. Littlechils

FPifth drafe 24.3.83

Introcuction

1. n the event

term of office, it

pPrinciples should bhe

the criorities for privatisation

The present

can be jidentified.

3. The term 'privatisaztion' i Y i no

precise meaninc. The underlyving i el ! i

by increasinc the ‘ { Tni can teake many forms, such as

freeing of entrv to ya encouraging competition in it

joint ventures with private companies, introducing priva

nationalised industry's liabilities, and so

increased by restructuring the nationalised industry itself, to create

several successor companies which mzy be :ubliély or privately owned. 1In




this paper, however, we are mainly concerned with orivatisation :a the

sense of forming a Companies khct companvy and the subsequen: sale of at

lezst 50% of the equity to private shareholders.

is
benefits accruing freom privatisation Aepend
policy with respect to competition, industry

The natiena

to demandé ccnditions

any privatisation scheme will
te the possibilities opened up by economic chance. For

necessary to decide wnether there shoulé be one or

uccesscr ccmdanies.

‘eiven to eslterns m

In some cases, the ben ts of privatisation could bhe outweighed by

the disadvantages (e.g. where costs favour a single supplier and monopoly

power cannot be curbed sufficientlv). benefits micht be

exdected from various measures other than privatisztion (e.c. removing
monopolies in order to facilitate competition). For political
reasons, however, the introduction of competition can often

secured only as a consecuence of privatisation. The various measures

increase market forces are thus sometimes zlternatives, and sometimes

complements. 1In order to secure maximum benefits, considerable thoucht

needs to be given to designinc t of measures, including privatisation

as one essential element, for eac! i £ 1Stry.




nvironment

croosingc pri
sine priox:s




structure the problem as a cost-benefit analvsis.

examine the costs and benefits of each alternative

as they impact upon variocus diffe:en; interest
potential customers,
taxpayers, etc. Trade-offs

etween the various parties, and decisions made

to short-circuit this
the present
SR Sl

to a2l K et nexr is will be measured
7’6——\‘

O:

currently available goods ané services
rice i i eed to

lity and varietyv of

there w i f resources, benefitting
other ways. Depending upon the partic i it may be
consider the effects on the distribution of bgnefits (e.é. by
area or by classes of persons), and on emplovees, suppliers,
taxpayers anéd so on. rivatisation schemes will need to be
with all these aspects in mind (as indeed were the original
nationzlisation statutes). Nonetheless, the criterion of
benefit to consumers seems 2 simple and appropriate starti point, because
unless this promises to be éonsiderable, the political costs of change will
scarcely be worth incurring. (But public opinion on matters such as
privatisztion.is probably changing continually, and indeed seems to be have
done so markedly in the present Government's term. 1In the event, political

'costs' may be significantly less than they now appear.)




éo not assume that privatisztion should & ed for its own

Respectable arguments can be made to support such a view,
example, invoking the concept that po

property, or tervention, on the

grounds that the threat to

liberty. ooked at

IlvatlSc; on

c2iue of the successor

company or
clearly be i Wag 37 nting & monopoly or announ-

tc Go so weould be counter-

This is not to say, however, thzt
The proceeds may be thoucht of
present owners of the company's assets (viz. +r
assets to the future owners (vis. the sharsholéders).
shoulé be given to the precise methoé of 22 ion, so as to minimise
likelihood of severe over - 1 ipti We see no merit in

making a gift to fortunate 'stags’ i 3 osses on unfortunate under-

Nevertheless, the difficulties of estimating future stockmarket

thouch these are, (as experience with Amersham, Britoil




‘ Associated British Ports indicates), should not significantly influence the

decision 2s to whether privatisation itself is worthwhile.

13. The important decisions about flotation concern the design of
the privatisation scheme. Consider some of the things that have to be
decided in order to write prospectuses for one or more successor companies
to be floated:
of successor companies must be specified, together with
each, ir intended aims and
scope of business.
Tre structure of the industry in which ﬁhe company (or companies)
cderztes has to be described, wi i eference to competi-

tors and conditions of entry,

customers.

- v - -
i Anvesement,

to be specified, e.g. with respect

of services. Any sources of

lso be relevant, e.g. direct
1bsidies from government or local authorities.
The timing of ) i i ion scheme has to be decided - naot
merely the fi i ‘ or dates in & case of progressive
'hich new competition is zllowed and/er

regulation is instituted.

Wnere the government retains a shareholéing, assurances have to be
given as to the conditions under which the associated voting power

will be used, and some indication of intentions as to future levels

of shareholding.




21l of these and other relevant considerations, will condition the future

prospects of each company, znd thus the feasible offer prices. The market
will assess ) in ecisions on the structure of the scheme trans-
lating this into a market price. Once z cecision on them has been made, a2
judgement can be formed so as to minimise the wincfzll Ggains and losses.

Avoiding windfalls is a guestion of rezding the market in advance.

Particulerly in the case of the biggest - i is a2 strong case

futures

etion.




Benefits and Costs of Privatisation

for privatisation involves benefits for two sets of

-

potential consumers of the industry in guestion; and

consumers, who will gain benefits from any saving in rescurces which

Our short-cut criterion thus involwves
aid, as will be the

Subsidies represent real
—_—

consumers
€ to procduce goods

and variety which consumers prefe

nationalised industry

imparts is that the discipline of the market is substituted for

capital acquisition and zllocation. Resources tend o be used

consumers dictate, rather than according the wishes of
] 1

government, which must necessarily reflect short-term political pressures,

ng the pukblic sectors' overall demands for

* To support this there is growing empirical evidence, mainly from the USa,
that privately-owned companies make more efficient use of labour, capital
and other resources, and are also more innovative.




16. But gains are not all one-way. Privatisation is intended to change

= s
motivations of management towards profit-nzking per se. Three cgroups of
— e T
persons may be adversely affected by manac
2 privately-owned compan
To the extent
consumers from priv i £ less than

Second, i i i i » maXe a company

The resources

a2s sociel oblig

wourld

would

172 Some have argued that the question of ownership is largely

irrelevant, v t of the benefit £ z privatisation package could

be obtzined without the change in own

15 why ownership does matter: consumers

But also, for litical reasons, pri i ] necessary accompan-

iment to the ﬁther measures envisagec. Tzke competition. It is guestion-
int

able whether the recent extension of liberalisation of entry into

telecommunications, announced in February 1983, would have been politic

feasible if the transfer of British Telecom to private ownership had not by

then been envisaged ané in process of rezlisation. It is also arguable




ive ways of

privatisation derive in part

R e e R

to diversify and to use assets in more profitable

, uncenstrezined by the statutes of nation

lisation. It may be that

statutes could be relaxeé without cransferring ownership. However,

tndoubtedly be opposed by rival £ and

ceoncern the losses of certain

minimised bv wise choices




3> .Comoetition

The most important mechanism
sumers, and for protecting thern
competition. The essence of competition
Different views can be
is wortnwnile.
and supplyinc the range of goods and

of the netionalised

oprozch

benchmark.

mey come ifirom

(or more ofizen

words,

20. Severzl of the present need attention,

whatever the ownership form fi I it need is to remove
.4,,'L e

ch were granted to most of
—— TR
proprietory rights to new advances in technolocy shouvld no longer be

to nationalised incustries.

radio spectrum, airspace and landincg rights, mineral richts on lané and sea

etc.) without differential consideration beinc given- to nationalised

industry incumbents.




The starting structure for the successor private company or
panies is extremely important. G314 ent part
industry could compeie aczinst B - 3 eparz
In other cases, resources or assets
made available.
erent ccmpanies by

generate com

eacn division
wourlé enccu ternative sources of supply {includi -supply) ang,

by the same token, have to compete for cusiom itself Reform within a

ikelv to be z2s effective.

eglifice

izvolve +he

reason =0 believe

since these structures 1 ! cetermined

pressures or administrative convenience, rather than bv market

Because one cannot know in advance pre
prove most efficient, two further rules of thumb for creating
successor companies seem to be suggested. First, the successor structure
must be effectively competitive. 1In those cases where potential buyers
have enouch experience of like situati to assess outcomes with some
confidence, this knowledge should be to determi the initizal

structure of -an industry. Thus, in éisposing of British Rail hotels and

North Sea 0il licences, potential bidders were able to nominate anéd bid for




uncles of assets most suited their own purposes.

undoubtedly more efficient than having the government or British R

to collect this
The industries to which

zlresady coopetitive.

experience are less certain
future growth of the
flotation.
diversify,

their own evolving policy

=




the introcucti of such co:petitibn zs is
incumbent wi icnificant éecree of
Government will no longer
nationalised
Ncnetheless, £ influencing or reculating

competition is itseli one such

influence the charges made by

e rate of return. The US has had

the zssocizted

incumbents trict new entry. The resu

reculation in the US has generally been higher rather than lower prices.

<

US regulation in fact embodies a similar philosophy to naticnalisation, and

Privatisation in the UK has been parzlleled by

Thus, on the whole, rate of retu

not be thought of as relevant accompaniment to

27. There is considerable pressure in some quarters for efficiency

auéits or value for money audits, on the grounds that monopoly industries

may have inadeguate incentive to increase efficiency. 1In the absence of

sanctions for non-compliance, such audits are likely to be ineffective.




. if they are used as the basis for setting and varying tarif

restrictions, and controlling investment clans, then the system essentially

mounts to urn regulation, itself defective, for the
The pressure of competiticn and the incentive
to waste resources is likely to be a more effective induc

-9 £ -_ =
creaticn oz government nannye.

is

of telecommuniceticns services should not

iXely consequences

cash- flows. However, an exhaustive cosiing exercise is not called for.
The critical point about such a2 device is that it is short-term only. It
holds ¢l f i iti i i temporary safeguard, not
2 permznent metho i i y tl 'one-off' nature of the
restriction which preserves the fi ! i because
he firm keeps any gazins beyond <} T 1£3 Repeated 'cost-plus'
audits would destroy this i nti nc moreover, would encourage 'nannyish'’

attitudes towards the industry.




A preferable alternative to detziled regulation of costs, profits or

2

prices would seem to be greater reliance on competition policy. 1In this

paper we cannot analyse r m i ccmpetition poiicy, and

But some directions f In

cted shoulé be able to sue
!

wants tc leave
ownersnip structures to emerge
One does not wish to disallow mergers, for example,
which do not substantially affect | ! power. But one does
long as objectionable

want to curb the abuse of dominant power.

conduct is outlawed, companies must be free to oréder their own affairs.




e to privatise

British Telecons. The Telecommunications 3 in committee,

conduct, and not seek to

heve proven so trouble-




Nationalised industries provide a2 wide varie

a4

tO r&ise certair

privatisation is
aignly valued uses, the
Xevertheless, it may be

tc ensure the continued

aims of

mowever, the extent cof

source of funds.

subsidisation ané competition are ore mutuelly incompatible.

Economists have long recommended &t plicit public subsidies should be

providec.




‘_‘,5. “nat :£f the covernment is unwillin

aénitted that explicit subsidies hawve not

on telecom
the scope of

to all

-~




We have argued that a nationalised industry chould be privatis

tO consumers from doing so are positive.

Which

industries should

the largest industries (electricity,

account for the total turnover in the

\
list, -there

ains each one

since together they account for less than 6% of total

C

turn—-

the netionzlised sector

Of course, other things are not equal, ané the industries of

ificantly different scope for generating benefits, as we argue

in a

moment. Nonetheless, the criterion of size must be constantlv borne in
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5% in coal, 12% in steel, or

2 2% saving in manpcwer at

cuivalent to 2 1% saving manpower
thumb is that incustries will offer less scope

they have alreacdyv been subject to severe remedial action,

1

vzalue of consumer

is necesserily uncertzin. However,

mOsST observers would expect the : cv and telecommunications

to be significantly better than

resources going into thecse
\

poor prospects, where

ible redeploy more effectively the resources currently tied u

ané at the same time facili I flow of resources intc the industries

with better prospects.

Fourth, benefits to consumers are likely to be greater where future
conditions favour the emergence of multiple ownership rather than a
is, where conmpetition rather than monopoly is

likely to predominate. teel and British Airways are probably in the first
Y P b. T 3




group, rail and airports in the second. Cost conditions may in fact vary

in cifferent parts of certain industries: electricity generation is more

S e - S

These iceas may be clarified by conceiving of each nationalised
located in a simple two-by-two matrix, where demand Trospects
or 3ad, and supcly DTospects are conducive to Single
demané and supply
are great enouch for

princi

prospective tec i i i1l zffect production conditions.

This ma+trix i i T ity i 13 as to

gand, in some cases( to
employees zlso). There are also possibili of dividing the present
f0low the iag z 3 example, as noted above,
is

activities. These could

We now consider each quadrant in turn.




Demand Concitions




43 Industries in this qu ) protlems of monopoly

Quaérant D

Dower, since multiple owners However, the largest

covernment

o]
to get
these industries "into the black", by further subsidies,

"respectable"” flotation price can be achieved.

1

45. Bus operations are, of I i 13 in least suited
to the sczle of coperations

prospects from privatisation as such are not particularly great

édistance traffic, an impori t element of XBC. his is because
tion in that market 2 3 Further gain could follow

complementary policie i distance

market, e.g. to favourable i 3 or In urban areas, quite




ferent conditions prevail; i regulated. However,

the incumbents are not strictly nati v but other forms of
putl enterprises. Here,

éereculetion, not least i

providing great

collzterazl needs such as

In

y, however, none of the fou::inévstries is orgaqised as

rant C at present. The CEGB ané British Telecom are each

‘ion,,thoudh Mercury is now beginning to o
Beczuse of good demané prospects they woull be put in gquadran

organisation whose prospects
ish airways is

ownership industry, i i rospects without privatisation are
unclear (guadrant D). 1In these four cases, privatisation involves recogni-
sing that theAindustries, or large parts of thep, belong to guadrant C, and

+hzt benefits for both consumers ané emplovers can be secured without

invoking severe problems of monopoly power.




.48. Careful attention would need to be given to the structure of these

incdustries after privatisation. 1In the case of the CEGB, the grid should

r2m2in in public ownership for the prese

the generatin

so ‘as to achieve economies integration.

cecrated with generating

=

such as tc make competition workable.

1EITrovec.

more efficient
- would expand.
the monopoly power of labcur.

labour ratio (£21,000 capital emploved pe

i

be increaseé. Some pits which are presen

viable, as 2 resuvlt of more ef cause long-term trends

in demand zre favourable to when synthetic fuels become

vieble), and because Britain has many favourably-pla

once again beccme an expanding one. It is even

possible that emplovment coulé increase in the British coal industry as a

whole.

In practice, privatisation seems necessary to secure these

benefits. Closure of the least efficient pits woulé imply needs to cope




R merit of privztisation is t
= ﬁ\‘“ o
z from those of discharging society's debts

hat it divorces the

with social adjustment

t the exolo

sl e
to

concurrently announcecd measures

Irom new entry.

However,

the NCB.°

Quacérant A
this guadrant are characteris
é

elephones are characterise

€ supply prospects do not favour
and

systems for electricity, gzas
With the possible exception of telephones, they do not

by hig? costs.
face much immediate technologicazl challenge, and will be sustzinable as
Consumers are therefore at risk. Analogous remarks

local monopolies.

apply to airports.




Cannot the market process be used even if successor entities are

sustainable monopolies? . Some have argueé for franchises to

in
“h

the lowest price to ccasumers,

'V warns us.

This does not mean that nothing car be done to generate benefits for

in these incdusiries. Res:tricticns on new entrv can be removegd,

roduction, not

opportunities for hiring ané rewarding managemen However, many of

nits in

these benefits could be obtained even if the separate successor u

the indvstries were still nationalised, municipal, or other public bodies.




2 commen carrier

“he near

restrictions on entry.

are characteriseé by declining

severe because ithe reason for the decline

substitutes preferred by consumers. There are, however,

problems associzted with the withdrawal of services. National-

isation was seen as 2 means of preventing decline: it led to




.

injections of new capita inancing so that resnurce

ithin the industr

careful thoucnt

ition among the nationalised

as rail cperations are concerned, it would

the myriad

nal advantage.

the most politiceally sensitive
nationalis i i . i ‘ ] therefore presents

Successor companies could be flozted which, in return for the command over

assets, would have to bind themselves ! 1 programme of rail output.

This of course would be achieved in a much more economical way than now -




eby freeing up much track, = Kols 51 :zlling yards and the like.
passenger—-orientecd. The output

.. 5 | 3 : : iy 78
“OR2 G, 2] : jo £#¥om other

ne inherent

50, In the Post Office czase,

beczuse of more direc

ice worXk.
successor national

franchi their

to an improvement




action zoth

with

The promotion of

d restructuring the industiries, is the mos:

consumer i curbing monopoly power.

is to : ! rat £ : requiaticn,

uneconomic services ané the sources of

63. The benefits of privatisation wil

wWe have founcé it helpful t

services, or other

eans of maximising

Stricter competitio

eificiency

groups.

monopolies™, notably




ates (one half to two
o one third).
seldom thought of as
rivetisation. i however, privatisation

not merely be (with telecoms) would

cenerate significantly greater benefits

of any other group of natio
London Business School
University of Birmingham
March 1983




