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Introduction

The seminar on privatization was designed to deepen the knowledge of senior
Yemeni decision-makers and other key officials of privatization strategies and
techniques which could be deployed in Yemen. To date Yemen has undertaken only
very limited privatization, mainly involving the restitution of previously
nationalised property to the previous owners and a few non-competitive negotiated
sales.

The programme to date has not been characterised by a high degree of transparency
nor technical excellence. There is a Privatization Technical Office (PTO) within the
Ministry of Planning and Development, which is staffed by some six persons, and
supported by a UNIDO-financed Chief Technical Adviser, Tissa Jayasinghe, who has
a distinguished record as the civil servant in charge of Sri Lanka’s privatization
programme.

However, this office does not have the authority to control the privatization
programme, only to advise on the plans and activities of Ministries. In the future
the PTO will have a heightened role under a new Privatization Law which soon be
presented to the Parliament. The PTO will report to a Higher Level Committee,
under the Chairmanship of the Prime Minister , and move to a location physically
separate from the Ministry of Planning. The PTO will then set down guidelines for
the conduct of privatizations and will have the power to enforce these.

It is envisaged that the Yemeni privatization programme will move on to tackle
much larger enterprises, some of which could be sold by public offer, as well as
utilities, which will require the development of strategies to increase competition as
well as the introduction of regulatory frameworks. Work to develop capital markets
and facilitate foreign investment will also be needed, accompanied by a much

higher degree of professionalism in the PTO.

The seminar on privatization strategies and techniques was the first comprehensive
privatization training/public awareness event to be held in Yemen. The Adam
Smith Institute International Division was contracted by UNIDO through a
competitive bidding process to carry out this project.

Attendance

The seminar was held in the Sheraton Hotel from August 25 to 27, 1997. About 35
Yemenis attended the seminar, carefully selected by Tissa Jayasinghe, the UNIDO-
financed Chief Technical Adviser to the Privatization Technical Office of Yemen.
The bulk of participants were senior officials from various Ministries, but there
were also representatives of the private sector, from professional firms and
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chambers of commerce. (For the full attendance list see appendix A).

The participants stayed throughout the seminar, which was held intensively from
8.30 a.m. to 1.30 p.m. on each of the three days. All seemed interested in the
seminar content and appeared to be listening attentively.

Seminar contents and delivery

The seminar covered a wide field of subjects which had been chosen for the
relevance to the privatization programme in Yemen. (See appendix B for seminar
programme).

The Adam Smith Institute presenters (see appendix C) were:

Peter Young, International Director, Adam Smith Institute
John Francies, Senior Adviser, Adam Smith Institute
Clifford Dean, Senior Adviser, Adam Smith Institute

Written summaries of each presentation in Arabic and English were prepared and
distributed in advance, as were copies of each slide presentation and several
background briefing papers.

The seminar was run in such a way as to maximise audience participation.
Questions were taken during the presentations, and at the end, when about one
third of the session time was left open for discussion. The audience participation
was good, with a considerable number of people asking intelligent questions
throughout the seminar.

Publicity

The seminar achieved wider publicity in Yemen through the media. It featured
twice on Yemeni television, and on one evening was item three on the main
nightly television news. The seminar also received newspaper coverage, and
featured on the radio. ASI speakers and the UNIDO project officer, Vera Gregor,
gave radio interviews.

Summary of participant views

The final discussion session provided an opportunity for the participants to discuss
how the seminar’s lessons might be applied to Yemen. Some of the comments made
were as follows:
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From the Ministry of Finance: The objective of privatization from the point of view
of the Ministry of Finance is not to raise revenue from the sales but rather to reduce
subsidies which are a major drain on Government finances.

Ministry of Planning: It is important to clarify the role of the state - to create
macroeconomic stability, to provide a framework of laws & regulations, rather than
to produce goods & services.

Ministry of Industry: The new role of Government has already been clarified in the
5 year plan. Government will be downsized and there will be a bigger role for the
private sector. The government will spend less on production and more on human
services such as health & education. This means there will have to be a major

privatization effort.

Ministry of Industry: The main objective of privatization in Yemen should be to
improve enterprise efficiency and competitiveness, and thus overall economic
growth.

Participant: The objectives should be to involve the private sector more in
production, to create more jobs and to attract new investment and technology.

Ministry of Finance: Dealing with excess labour is the main obstacle to privatization
in Yemen.

Participant: The tender method of privatization is the most suitable for Yemen.
Most of the enterprises are small and run-down and require investment and new
management.

Ministry of Industry: The tender method would be suitable in the majority of cases.
This would most likely increase the productivity of enterprises and their
management. A few enterprises are suitable for sale by public offer.

Participant: There is no one method that should be used in all cases. We should
adopt a case by case approach based on the needs of each enterprise. The tender
method is suitable for the majority, but there are some enterprises that could be sold
by public offer, such as cement, drug, cigarette, banking and insurance companies.

Privatization Technical Office: To date privatization has been carried out through

coordination between Ministries. After the new law is passed the PTO will lead the
process, reporting to the Higher Committee and working with units in each of the

Ministries.

Ministry of Planning: We must increase public awareness of the need for
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privatization.

Minister of Planning: The Government is committed to privatization and has a
sufficient majority in parliament to see the programme through. There are,
however, a number of constraints which are faced by Yemen. A major constraint is
the uncertainty of the legal framework. After unification 107 laws had to be changed
quickly, and many of the changes involved compromises that were less than wholly
ideal.

There is also a need to upgrade the domestic private sector. They have lived too
easily off non-competitive government contracts. We need to bring in foreign
investors, and Yemenis who are based overseas.

When Government wishes to retain a stake in a privatized company, such as a
utility, it should be no more than 20% of the equity. It would be preferable if the
private sector would take 100%.

Conclusion

The seminar was successful in imparting the key aspects of a well-organised
privatization programme to the participants. As the summary of the final
discussion session shows, there was general agreement among participants on the
best strategy for privatization in Yemen, this being use of tenders as the primary
method of privatization, with the objective of bringing in the best qualified investor
to reinvigorate the enterprises concerned. There would be a secondary use of public
offers for enterprises that were sufficiently large and profitable to be sold to large
numbers of domestic investors.

Public offers would also be conducted for minority stakes in utility companies, with
the majority stakes being sold to foreign strategic investors who would bring the
investment and management expertise needed for rehabilitation and expansion.
Public offers would be accompanied by large marketing campaigns, which, in
addition to general public awareness efforts, would increase public understanding
and support for the privatization programme.

Large numbers of the participants warmly congratulated the organisers on the high
quality of the seminar and its usefulness. The general view was summarised by Dr.
Salim Tamimi, Special Adviser to the Minister of Planning, who stated that: “The
seminar was really excellent. It greatly facilitated the development of our thinking
and was most useful to us in building the details of our programme.”
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Appendix A: List of attendees

Ministry of Fish Wealth

1) Mr Abdul-Bari Fakri
2) Eng. Ahmed Mohammed Al Bossy

General Tourism Authority
3) Mr Abdo Mahdi Salah
4) Mr Saeed Abdulla Ahmed

UNDP

5) Mr. Habib Sheriff

Ministry of Industry

6) Dr Yaha Al Mutawakel

7) Mr Omar Al Kumaim

8) Mr Fahmi Wahas

9) Mr Badar Mubarak

10) Mr Awad Saeed Bin Ghose

Ministry of Finance
11) Dr Mohammed Saleh Kur’a

12) Mr Aziz Othman
13) Mr Abdullah Kdbe

Ministry of Trade and Supply
14) Mr Abdul Karim Al Saeedi

15) Ms Nadia Abdul Karim Saleh

Central Bank
16) Dr Abdul Latif Kahali

Professionals from Leading Acct. Firms
17) Ms Hala’a Mohammed Mejjani

18) Mr P Sreeram

19) Mr Jalal Saeed

Ministry of Planning and Development
20) Dr Salim Al Tamimi

Ministry of Transport
21) Mr Abdul Karim Usairan




22) Mr Mohammed Al Sharafi

Ministry of Agriculture

23) Mr Abdul Malik Ahmed Al Arshi
24) Mr Issam Saleh Lukman

25) Dr Ahmed Rajab

Chambers of Commerce

26) Mr Abdulla Hamood Al Rubaidi
27) Mr Abdul Raham Shugre

28) Mr Mohammed Mutahar

Privatization Technical Office

29) Mr Najeeb Kudar

30) Mr Mohammed Gahwshi

31) Ms Suha Basharain

32) Mr Waheeb Al Twai

33) Mr Mohammed Abdul Wahab

Ministry of Telecom
35) Abdulla Nasser Salem Babraik

National Bank
36) Mr Jawad Abdullah Al Alas

Arab Centre for Strategic Studies
37) Dr Huda Ali Abdul Latif

Other participants

H.E Abdul Kader Bajamal
Minister of Planning & Development

Dr Jaffer Hamed
Dep. Minister of Planning & Development

Mr Onder Yucer
UNDP Resident Representative

Ms Vera Gregor
Resident Representative UNIDO

Mr Mutahar



UNDP Task Manager

Dr Osman S Ahmed
Resident Representative - World Bank

Mr Tissa Jayasinghe
Senior Privatization Advisor - UNIDO



Appendix B: The seminar programme
DAY 1 - Monday August 25

8.30 a.m. Address of Welcome by Dr Salim Tamimi, Special Adviser to the
Minister of Planning and Development.

8.40 a.m. Opening address by Resident Representative, United Nations
Development Programme. Introduction to the Seminar by Ms. Vera
Gregor, United Nations Industrial Development Organization, Vienna

9.00-10.30 The rationale for privatization

* The failure of State owned enterprises: subsidies vs cost effectiveness, investment
needs and Government resources’ constraints, limits on technological and
management skills development, political interference and corruption,

* The macroeconomic and microeconomic benefits of privatization: the effects on
economic efficiency and growth, consumer empowerment, national
competitiveness and infrastructure, wealth and capital distribution, State
revenues and expenditure, foreign investment, development of capital markets

* The social impact of privatization: long term job creation vs.short sighted
employment policies

* The political impact of privatization: redefinition of government functions,
economic democratisation and political development

* Privatization as a’component of an overall modernisation programme

* Brief history & recorded impact of privatization in the developed, developing &
post-communist world

10 .30 - 11.00 Tea break

11.00 - 12.30 Forging a realistic and successful privatization strategy - preparing
enterprises for privatization & carrying the process forward

* Identifying legal, political and economic impediments to privatization

* Developing a coordinated programme

* Selecting the enterprise and establishing a properly sequenced strategy

* Financial and legal investigation of the enterprises

* Quality of enterprise financial and legal records

* Asset title, warranties, indemnities, golden shares & other legal issues

* Avoiding mistakes made elsewhere: case studies from other developing countries
* Developing standard procedures within a Privatization Unit

* Importance of transparency
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12.30-1.30 Implementing alternate privatization techniques and the rationale for
such techniques

* Trade sales (tenders) of assets/shares

* Employee share ownership - buyouts and minority ownership
* Public offers

* Joint ventures with/without equity participation

* Non divestiture options

DAY 2 - Tuesday August 26
8.45-10.00 Valuation issues

* Basic principles of valuation

¢ Alternative methods of valuation

¢ Valuation of shares v. assets

* When to apply different methods of valuation
¢ Is valuation needed at all in some cases?

10.00 - 10.30 Redundancy problems and strategies

* Redundancy payments
* Retraining
¢ Special economic incentives for problem areas

d4

10 .30-11.00 Tea break

11.00-12.30 Using capital markets in privatization: implementing public offers in
countries with underdeveloped capital markets

* Importance of the development of capital markets

* The benefits of wider share ownership, political and economic

* Public offers in poorer developing countries - various case studies

* Discussion - Options for capital market development in Yemen: coordinating
privatization and capital market development

12.30-13.30 Discussion - The Foreign Participation question: National ownership
vs. access to foreign capital, technology and management skills

* ‘Strategic’ industries and foreign capital: quelling old fears

* The benefits of the open economy: expatriation vs. creation of wealth
* How to attract foreign direct investment

* Balancing the interests of the investor and the host country
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* Protection of competition and investor’ dominant position
* Building up political consensus

DAY 3 - Wednesday August 27

8.45-10.30 Organising the privatization of utilities - encouraging efficiency and
competition in the economy

* Balancing conflicting objectives

* Pre-privatization restructuring to permit competition

* Establishing a regulatory framework: regulation of monopoly services, both price
& service standards

* Establishing price controls at the time of privatization

* Lessons from the UK and world experience

* Developing a competition policy - competition and enterprise restructuring policy:
the experience of former command economies

* Implications for restructuring of the utility sector in Yemen

10 .30-11.00 Tea break

11.00 - 12.00 Innovative methods of privatization: models for developing
economies

* New models of privatization I - the Czech, Polish and Russian voucher
privatization schemes

* New models of privatization II - the Bolivian capitalization programme:
combining privatization with pension fund development

* Other ways of using investment funds to mobilise capital

12.00 - 13.30 Problems arising in implementation of Yemeni privatization
programme and discussion of possible solutions

* Final presentations and discussion
¢ Action points - what to do next

13.30 Closing address by His Excellency Abdul Kader BA Jamal, Minister of
Planning and Development
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Appendix C: Summary biographical details of presenters
Peter Young International Director, Adam Smith Institute

Peter Young is international director of the Adam Smith Institute and in this
position has accumulated substantial experience of managing complex economic
reform and privatization projects throughout the world. He has advised over 30
countries worldwide on privatization and is currently directly involved in several
major projects to support the privatization efforts of different countries, including
Nepal, Guyana and Vietnam.

John Francies Senior Financial Adviser, Adam Smith Institute

John Francies is a financial and accounting specialist. He has extensive experience in
valuing and preparing information memoranda for state owned enterprises being
privatized. Recently, he has served as resident privatization advisor to the
Privatisation Unit of the Ministry of Finance in Guyana, assisting with establishing
procedures and implementing the 1995 and 1996 privatisation programmes. Earlier
he performed a similar role in Ghana, helping to start one of Africa’s most
successful privatization programmes. He is currently taking part in an Adam Smith
Institute team advising the Government of Nepal on privatization.

Clifford Dean Senior Management Consultant, Adam Smith
) Institute

Clifford Dean is a senior management consultant specialising in privatization and
the development of financial services in developing countries and emerging
markets. Since 1990, he has been extensively involved in the privatisation
programmes of Eastern Europe and the former Soviet Union, as well as other
countries. He is an acknowledged expert on the design and implementation of mass
privatisation programmes and broad based share ownership schemes. Mr. Dean has
recently assisted the Government of Bolivia to develop its innovative Capitalisation
Programme, helped the Government of Uzbekistan in the design and
implementation of its Privatization Investment Fund programme, has reviewed
the Azeri government plans for voucher distribution, and has prepared a policy
document on privatization for the Government of Mauritius, with particular
emphasis on recommendations for improving financial sector institutions and
assessing market capacity for absorbing share issues. Mr. Dean has also participated
in various World Bank Technical Assistance missions to Georgia, Estonia,
Kyrgyzstan and Albania, advising the governments on auctions, trading issues, and
on the design and implementation of voucher and investment fund schemes.
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THE RATIONALE FOR PRIVATIZATION AND A REVIEW OF ITS GLOBAL
RESULTS

Privatization has been a growing trend throughout the world since Britain and
Chile started implementing the policy at the end of the 1970s. Almost all
countries in the world have adopted the policy, to varying extents, and for a
variety of reasons, which usually include some mixture of the following:

* Failure of state enterprises to deliver promised results, because of lack of
incentives, lack of capital, political interference, inefficiency

* Need to reduce government expenditure, by terminating unnecessary subsidies
to state enterprises and allowing the private sector to take on the burden of
necessary new investments;

* Desire to increase national economic efficiency & growth, through the better,
more competitive services, and/or lower prices delivered by privatized
enterprises

* Need to raise revenue from sale proceeds for the state treasury to retire loans
etc.

¢ Need to encourage the indigenous population to invest in their own country
and thus strengthen capital markets which will fuel sustainable economic
growth and broaden the base of ownership of the economy

* Need to attract international management skills, technology and investment,

Privatization results in Government having to reorient its role, away from a
producer of goods and services, towards a promoter of economic development
and regulator of those private sector services which retain some form of
monopoly power.

Has privatization been a success? The Adam Smith Institute recently carried out
a review for the Development Assistance Committee of the impact to date of
privatization in developing and postcommunist countries. The main lesson that
can be drawn from this study is that privatization in the vast majority of cases is
a very successful and beneficial reform for developing and postcommunist
countries. The results of privatization in these countries have been in general
very good, in terms of enterprise performance, fiscal impact, impact on
consumers and employees, and wider economic impact on critical factors such as
increased private investment.

However the study did draw some conclusions about how the quality of
privatizations could be improved. For example, establishing a proper balance
between objectives is critical to long-term success. The objective of raising
revenue often conflicts with the efficiency, competition and consumer choice
increasing objectives. Pressurised by fiscal concerns, too many Governments
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succumb to the temptation of preserving some of an enterprise’s monopoly
power when transferring it to the private sector in order to extract a higher sale
price.

Similarly, too many governments fail to distinguish properly between short and
long-term objectives. The short-term objective may be to get a loss-making
company off the Government’s books and ensure that it starts to function more
effectively. But this is sometimes done in such a way as to minimise long-term
pressures for efficiency improvement.



FORGING A REALISTIC AND SUCCESSFUL PRIVATISATION STRATEGY

The components of a successful privatization strategy include, significant
Government commitment, technical capability in the Privatisation Office and
investors ready and able to invest. The commitment by Government to privatize
must be explicit and ideally should have the frequent and verbal support of very
senior Government Ministers backed up by a clear Privatisation Law providing
the necessary executive powers.

The public acceptance of the programme will be affected by the institutional
arrangements made to implement the programme which should be simple,
transparent, fast and easy for investors to understand. These goals are aided by a
centralised system. The implementation of the procedures requires a mix of
expertise including, financial analysts, lawyers, administrators and marketing
advisors. For larger enterprises there will be a need for industry experts and
regulation advisors. Experience has shown that developing expertise in a central
Privatisation Unit is more effective in developing countries than a regional
process. A public education programme will be necessary.

The speed with which the programme can be implemented will depend
primarily on Government commitment and also on the need for restructuring,
the interest of investors in the enterprise, the likely opposition to the
privatization and its effectiveness, the capability of the staff implementing the
privatization and other factors. The approach being adopted in the Yemen of
tackling the small and medium sized enterprises first is undoubtedly the best.

The standard procedures adopted for privatizations will require decisions at
different levels of Government; Parliament should debate the programme,
approve the objectives and broad features of the programme; Cabinet may
approve the commencement of work on individual privatizations, the modality
of the privatization and later the recommended investor. A Privatisation Board,
with wide representation from those who are involved in and affected by the
privatization (for example, the Parent Ministry, the Ministry of Finance, the
Employers” Federation, Ministry of Justice, the Stock Exchange), will usually
oversee implementation and either make decisions or make recommendations
to Cabinet.

The various steps in the process, such as legal and financial due diligence,
examination of the privatization options, review of the need to restructure, asset
and share valuations, meetings with the press, unions, etc. will be carried out by
Privatisation Office staff or by private sector consultants supervised by that Office.

Investor interest will grow as there is evidence of Government commitment to
a competitive private sector and pressure to speed up the process will come from
the Ministry of Finance once privatization proceeds start to form a significant
source of Government revenue.



IMPLEMENTING ALTERNATIVE PRIVATIZATION TECHNIQUES

A major lesson from the early experiences with privatisation strategies adopted
by different countries is that ownership matters. There is a large, not a small
difference between selling 49% and not 51% of a state owned enterprise. A recent
major study of privatisation contracts carried out by the World Bank concluded
that performance contracts were less successful than management contracts
which were in turn less successful than outright sales. The greater the private
sector involvement, the better.

Several factors affect the selected techniques, including the size of the enterprise,
its profitability, the state of the sector and competitors, the level of development
of the capital markets and characteristics of likely investors. In addition there is a
close connection between the techniques and the objectives of the privatisation
programme.

Countries giving a high priority to the development of local entrepreneurs will
opt to break larger units into smaller ones, while countries maximising sale
proceeds will sell large units to the highest bidders. Encouraging share ownership
by the general public is achieved by selling shares through public offers but new
investment and strongly motivated owner-managers are best achieved through
trade sales. These objectives can be combined in the privatization of one
enterprise by selling strategic holdings to investors with the necessary financial
and management expertise while selling a minority stake to the public by public
offer. Alternatively, a company can be sold 100% to one bidder with a
requirement that it offers a minority stake to the public within a set no. of years.

The common objective of encouraging employee share ownership and
management buy-outs can be achieved in a number of ways and it is sometimes a
requirement that investors must sell a certain percentage of their shares to
employees within a certain time. Management buy-outs in less developed
countries are hampered by the lack of capital of the managers and occasionally
the lack of expertise of some state appointed managers makes this an undesirable
option.

The problem of retention of shares by Government has been mentioned. Perhaps
the best policy, if Government decides to retain shares, is to have a good reason
for doing so. These may include, the desire to sell the shares to the public in the
future when profitability has been improved, the opportunity to obtain a higher
price by selling a percentage later when their value has increased, and the large
size of an enterprise may make a staggered sale more absorbable by the market.
The desire simply to remain involved should be avoided. Specific issues can be
dealt with through such means as golden shares, contingent dividends etc. Many
countries have had poor experiences of joint ventures with the private sector
and many Governments have ceased investing in commercial activities.

Non-divestiture options, such as contracting out, management contracts and
restructuring have quite clearly defined applications in privatisation strategies.
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VALUATION ISSUES

While the valuation of state enterprises scheduled for privatisation is a very
important aspect of the process it is important not to seek unnecessarily accurate
values nor to have unrealistic notions of the value of enterprises. However,
selling state treasures cheaply is a criticism often levelled at Governments and it
is important that Government has a rough idea of the value before sale so that if
a good but low bid is received, a defence against the criticism can be prepared.

Wherever possible values should be determined through open tenders. Often
public offers are made at fixed prices based on the prior sale of a tranche of shares
through tenders. In theory the open tender is the market price, but care must be
taken to ensure all likely bidders are aware of the sale, sufficient time is given for
them to bid and they have adequate information. Better prices can be expected
after the programme has been running a few years and there is more interest
from investors.

. In calculating the value of assets or shares it is important to use as many different
valuation methods as possible, including depreciated current replacement cost,
capitalised earnings, asset value, discounted cash flows and any rules of thumb
used in particular industries. There will be no one correct result. It is also
common to use more than one valuer to value larger enterprises. In one
country, where there has been no share valuations carried out in the previous
twenty years, Government appointed asset valuers to ascertain the asset values,
carried out a rough earnings based value and took a figure half way between the
two as a guide of what bids might be reasonable. Bids below the roughly
estimated minimum price were quite often accepted, particularly if the investor
had expertise and was planning rehabilitation.

The valuation of loss making enterprises is always difficult and the value will
not so much depend on Government’s estimation of how profitable the private
sector will be able to make the business, with the injection of new money and
more motivated management, or the value placed on the assets by a valuer, but
on how much the private sector consider the risk is worth. This will vary from
investor to investor.

Almost more common than loss making state enterprises are those which have a
high asset value but low profits. Many were located in development zones and
have high costs, others are overstaffed, and others were never expected to make
profits. If the shares are being sold to a number of small investors it is often
difficult for Governments to accept that their only interest will be the earnings
and dividends and that, in stock markets in more developed countries, the fact
that the assets underlying shares have little influence on the share price.

Valuations are essential for a transparent process but should not be given
exaggerated importance, given the fact that a market value will emerge as a
result of the tender process.



1.

THE PROBLEM OF REDUNDANCY

The fear of unemployment can create a political barrier to privatization and will
do so if employment issues are not a central concern of Government. However,
overstaffing in PEs has often compensated for a weak private sector and
inadequate social safety nets and privatization-induced redundancy must be
placed in the wider economic perspective.

High unemployment and a low labour absorptive capacity reflect poor industrial
policies which exist independent of the privatization programme. Privatization
is part of a wider corrective economic reform package which often has involved
substantial Civil Service reductions. In approaching policies to mitigate
privatization job losses, the impact of those policies on existing unemployment
policies and Labour Laws should be considered.

Redundancies can arise through individual enterprise restructuring and through
regional or sectoral restructuring. The latter might involve the closure of
obsolete or uncompetitive mines or shipyards and where the change, irrespective
of the privatization programme, might involve mass redundancies, a more pro-
active approach by Government is essential. This intervention in the region or
sector might include:
* Government investment;
* investment grants to attract new industries;
* assistance to firms to relocate;
support of regional development corporations; and
* new training facilities
* free enterprise zone status.

At an enterprise level it is firstly important to educate the affected parties:
Unions, employees, Government Departments, the Media and general public on
the necessity for redundancies. The main argument will be the need to improve
efficiency which exists with or without a change of ownership. Resistance to the
change can be reduced by proposing: -

* redundancies are the only alternative to liquidation;
* surplus labour may be absorbed by new industries, attracted through the
pnvatlzatlon programme;
* employees retained will usually receive far better terms;
* attractive layoff packages reduce resistance (paid ex proceeds)
* using Employee Share Ownership Plans.

Measures to mitigate hardship for retrenched labour include:
* redundancy/severance payments;
* voluntary early retirement, short-time working;
* retraining/vocational training;
* entrepreneurship/SME promotion;
* early pension schemes;



FOREIGN INVESTMENT INTO PRIVATIZATION

Over the last few years, most countries have made it a priority policy objective to
attract more foreign investment into their economies. Opposition to foreign
investment has reduced as countries struggle with a lack of domestic savings and
capitals, low investment and capitalisation rates, weak infrastructure and poor
technology.

Private capital flows from the developed to the developing world today vastly
exceed those from official development aid. World Bank/IFC figures show that
in 1996 official development finance flows to the developing world accounted for
40.8 billion and private financial flows accounted for 243.8 billion. Foreign direct
investment (FDI) totalled 109.5 billion and portfolio investment totalled 45.7
billion. In fact in 1996 for the first time, the amount of private portfolio
investment alone exceeded the total of official development finance.

The problem is that the vast majority of these funds flow to the richer
developing countries, with very much smaller quantities going to the poorer
developing countries. Governments of poorer countries are increasingly aware of
the need and benefits of a more open economy but have had very different
experiences in attracting foreign direct investment. Some countries have been
able to secure ever growing FDI inflows while other countries, despite
considerable efforts, have been unable to free their economies from international
isolation and from the vicious cycle of lack of capital and economic stagnation.

The task ahead for attracting foreign inflows is now harder than ever as
competition for FDI amongst emerging markets has intensified and the attraction
of regions such as South East Asia, Western Europe and North America has
either increased or remained relatively strong.

Privatization has become an important means for countries to attract foreign
investment. In postcommunist countries privatization accounts for a large
proportion of total foreign investment, for example 86 percent in Hungary and 64
percent in Poland. In countries such as Peru, Venezuela, Argentina and Jamaica
it has accounted for between 30 and 40 percent of total foreign investment. Some
countries, such as Nigeria and Brazil, have attracted little foreign investment
into privatization, often because of restrictions placed on such investment. Other
countries have merely placed less emphasis on sales to foreigners.

Privatization has also had an important ‘signalling effect,’ demonstrating
governmental commitment to freer markets, and encouraging greater greenfield
investment and other forms of investment not directly related to privatization.
Such a signalling effect can also help to reverse capital flight.

A World Bank study by Frank Sader states that privatizations are a particularly
strong influence over decisions to invest and calculates that each dollar of
privatization revenue generates an extra 38¢ in new investment. The study also
states that financial and infrastructure privatizations have the most positive
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effect on other FDI.

In some countries sometimes fears arise about foreign investment, with some
seeing it as a threat. There are often particular concerns about foreigners owning
key parts of the economic infrastructure, such as telecommunications and
electricity industries. However it is noteworthy that some of the most
nationalistic countries in the world, such as Argentina for example, have
managed to overcome their concerns and privatized electricity and
telecommunications companies outright to foreigners. In the end people
preferred foreign-owned systems that worked, rather than state-owned ones
which didn’t.

The supposed ‘threat’ of foreign ownership is more in the mind than in reality.
After all, foreigners aren’t going to dig up water pipes and electricity wires and
take them back to their own country.

The benefits of foreign investment clearly outweigh any perceived
disadvantages, and include capital inflows, new technologies and modern
management skills. Portfolio investment is important as well as direct
investment, but this requires properly functioning capital markets.



ORGANISING THE PRIVATIZATION OF UTILITIES - ENCOURAGING
COMPETITION AND EFFICIENCY IN THE ECONOMY

Most Government-owned utilities - such as telecommunications, electricity, gas
and water enterprises - act as monopolies. Therefore when privatizing these
companies it is critical to take specific steps to create pressures for efficiency and
to protect the consumer from potential abuse by both increasing competition in
these sectors to the maximum extent and introducing a regulatory framework to
prevent the abuse of residual monopoly power.

Usually consumers have not been adequately protected while the entity was a
government department or public sector statutory body. For example, in Britain
the nationalised industries had a duty only to break-even, not to make profits.
However, this did not prevent them from investing their 'surpluses’ in
unnecessary capital expenditure, expanding already bloated workforces or
undertaking other activities which led to unnecessarily higher prices for their
captive customers. In some countries, most notably (but not only) some
developing countries, state monopolies charge very high prices but deliver
exceptionally poor quality services. Consumers have nowhere else to go.

Reasons for the existing monopoly differ. In some cases it is perceived that the
service has a natural monopoly. For example it is relatively clear that the supply
of piped water to domestic premises is largely a natural monopoly. However, in
the case of electricity, long perceived by many to be a natural monopoly, it is now
very clear that certainly in generation there is no natural monopoly at all but
rather extensive potential for competition. In telecommunications, new
technology means that full competition can occur in all segments of the market.

The first question that must be addressed in.each utility sector chosen for future
privatization is the extent to which it is possible to introduce greater competition
- the most effective protection for the consumer if it can have full effect. Many of
the services that were deemed to have natural monopoly features will be found
not to be natural monopolies at all. On removal of the statutory, legal monopoly
competition may flourish.

However, in other cases, it will be very important to restructure the industry to
allow or encourage competition to occur. For example, although the market for
supply of new electricity generating capacity had been liberalised in Britain in the
mid-1980s, the supply of new power did not have a serious effect on the
monopoly position of the Central Electricity Generating Board. When the future
of the electricity industry was considered in the mid-1980s, it was clear that it was
necessary to restructure the industry by breaking it up if competition was to be
effective. Therefore the industry was broken up into competing generators and
separate regional distribution companies.

It is at the point of corporatisation that any restructuring should occur - with a
view to increasing competition, improving efficiency, or whatever - not at the
point of privatization.
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Insofar as there is continuing monopoly power on the part of the corporatised
entity it must be dealt with by regulation. Such regulation should be explicit and
transparent.

Government entities often hold regulatory & licensing powers, which it is
inappropriate for them to retain once corporatised or privatized. For example,
British Telecom had inherited from the Post Office (of which it was once part) the
duty to issue licences to many private and public entities which were connected
to or used its systems. In the new scheme that was introduced when it was fully
corporatised then privatized, British Telecom itself had to be granted a license. It
was clearly inappropriate for it to be responsible for granting licenses to others,
some of whom would be its competitors. Thus these powers were transferred to
the newly created Office of Telecommunications (Oftel).

Although regulatory functions can be retained or acquired by Government
Ministries directly, it is by far the best solution to create independent regulatory
organisations. This removes the conflict of interest that still exists between the
Government as owner of some of the operators in the market and regulator of all
the operators, and also insulates the regulatory body from political interference.
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USING CAPITAL MARKETS IN PRIVATIZATION: IMPLEMENTING PUBLIC
OFFERS IN COUNTRIES WITH UNDEVELOPED CAPITAL MARKETS

The main role of a securities market is to provide a mechanism for governments
and businesses to raise new funds, to permit savers a wider variety of choice for
investment and to allow transfer of ownership; all within a regularised
framework.

Raising Funds

An important option in a government’s privatization strategy is to be able to
offer the shares or a portion of the shares of the companies being privatized to
the general public, either directly or via institutional investors, which they can
do on the “primary” market. This move towards wider share ownership can
have a number of benefits:

* providing an access to domestic capital, to channel it to productive use;

* stimulating the development of local securities market facilities and
intermediaries;

* sending a strong signal of support and stability to potential foreign investors

Other more political benefits include:

* getting public involvement and support for the economic transformation
process;

* giving the people a stake in the country’s asset’s, providing some form of
equality of opportunity;

* curbing the influence of powerful groups

The privatized companies can also use the market to raise capital, for example,
for restructuring, and both governments and both companies can borrow money
by issuing bonds.

Investor Needs

However attractive a security, an investor may well not want to hold on to it for
ever or until maturity. It is therefore vital that a securities market provides the
mechanism for the transference of investments that is both efficient and legally
recognised. In order to stimulate investment and maximise the benefits of a
privatization programme a sound “secondary” market will require:

* secure and regulated market, with demonstrable proof that the regulations
will be strictly enforced;

* efficient and risk-free trading and settlement mechanisms;

* transparency of trading, to ensure all investors and treated equally and cartels
of investors cannot distort the market to their own advantage.

Future Developments
As a basis for further discussion a generic model of secondary market process will
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be presented showing the main participants, functions and information flows.

For countries in which capital markets are still at an early stage of development
it is important to build up confidence in the market at an early stage. Priorities
should be;

* establishing a basic legal and regulatory framework for transactions,
encouraging professional standards and protecting against management and
fraud;

* developing a fair, efficient and secure secondary market architecture with
institutions and operations covering; registration, trading, clearing and
settlement.

References will be made to experiences of privatization programmes in countries
with underdeveloped capital markets and the lessons that can be drawn. The
session will end with a discussion on the need and options for capital market
developments in the Yemen.
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INNOVATIVE METHODS OF PRIVATIZATION:
MODELS FOR DEVELOPING ECONOMIES

Many emerging nations with economies suffering from decline, whose
predominately state owned enterprises are inefficient, uncompetitive and a
financial drain on the Treasury, believe the best hope for the future lies in
transferring these enterprises to the private sector, which it is hoped is better
equipped to redress these deficiencies.

However, for the majority of the former communist countries of Central and
Eastern Europe conventional case-by-case methods of privatization such as public
offerings and trade sales, have proved inadequate and they have opted for
programmes of large scale or mass privatization (MPP). This is a process by
which a substantial proportion of an economy’s public assets are quickly
transferred to a large diverse group of private buyers. Mass privatization usually
includes the distribution of shares of state enterprises to the public either free or
for a minimal charge, generally through a voucher allocation scheme and with
the creation of private investment funds. The overall objectives of such
programmes are:

* Political: attempting to involve and commit the population at large to the
economic transformation process;

* Social; seeking some form of distributive equity through the distribution of
shares to the general public;

* Economic: quickly privatizing a large number of firms to deepen market
forces and competition within the economy

Although mass privatization schemes originated with large industrialised
nations such as Russia and the former Czechoslovakia, the approach and
techniques employed have been adopted or actively considered by a number of
smaller nations, not just in Eastern Europe but also Africa and South America.
In spite of size and other differences these countries share a number of common
problems which limit opportunities to use conventional methods of
privatization. These problems include:

few companies that are profitable

lack of capital markets

lack of interest or confidence by foreign investors

difficulties in reconciling market valuations with political expectations
opposition from powerful vested interests

* X X ¥ X

In this session we look at ways in which mass privatization methods, can and are
used to help overcome these deficiencies. Particular attention is paid to the wide
variety of ways in which vouchers and/or investment funds schemes have been
designed, in particular how they have been tailored to meet specific objectives of
a privatization programme. Examples include:

* targeting certain population groups;

* widening share ownership;
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* encouraging domestic investors;

providing strategic investors;
speeding up the privatization process.

*

*

No two situations or solutions are the same but with over 7 years experience of
using these techniques there are a number of country experiences we can draw,
on including the lessons learnt from both successes and failures.

The session will conclude with a discussion on the possible relevance and

appropriateness of these experiences and some of the techniques used to the
situation in the Yemen.
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THE RATIONALE FOR

PRIVATIZATION AND A REVIEW

OF ITS GLOBAL IMPACT

Peter Young

Adam Smith Institute

Developing country
privatization

Key objectives:

Increase in national economic efficiency &
growth, through better, more
competitive services, and/or lower prices

Reduction of government current
expenditure

Reduction of major government capital
expenditure

Economic democratisation/wider share
ownership/capital markets

Raising of sale proceeds, especially to
reduce government debt

Attraction of international management

skills, technology and
investment.
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Date

Jun 1977
Nov 1979
Dec 1979
Jun 1980
July 1980
Feb 1981
Oct 1981
Feb 1982
Feb 1982
May 1982
Nov 1982
Feb 1983
Mar 1983
Mar 1983
Mar 1983
Sep 1983
Dec 1983
Mar 1984
Apr 1984
May 1984
Jun 1984
July 1984
July 1984
Aug 1984
Nov 1984
May 1985
Jun 1985
Aug 1985
Nov 1985
Dec 1985

UK Privatisation

Company

British Petroleum Co Ltd
British Petroleum Co Ltd
ICL

Fairey

Ferranti

British Aerospace PLC
Cable & Wireless plc
Amersham International plc
National Freight Company
Redpath Dorman Long
Britoil plc

Associated British Ports
British Transport Hotels
International Aeradio
Victaulic

British Petroleum Co Plc
Cable & Wireless

Scott Lithgow

Associated British Ports
British Gas- Wytch Farm
Enterprise Qil ple

Jaguar plc

Sealink UK Ltd

Inmos

British Telecommunications
British Aerospace PLC
Yarrow Shipbuilders Ltd
Britoil plc

Vosper Thomeycroft Ltd
Cable & Wireless

1977-1985

Type of Sale % of Shares
Sold

Private 17
Private 5
Private 244
Private 100
Private 50
First issue 50
First issue 49
First issue 100
Private 100
Private 100
First issue 51
First issue 49
Private 100
Private 100
Private 100
7
Second issue 22
Private 100
Second issue 48.5
Private 50
First issue 100
First issue 99
Private 100
Private 76
First issue 50.7
Second issue 59
Private 100
Second issue 51
Private 100
Third issue 3

ADAM SMITH INSTITUTE

Date Company Type of Sale % of Shares
Sold

Jan 1986  Swan Hunter Shipbuilders Private 100
Mar 1986 Hall Russell Ltd Private 100
Mar 1986 Vickers Shipbuilding Private 100
Sep 1986 BA Helicopters Private 100
Dec 1986  British Gas plc First issue 97
1986-1988 National Bus Company Private 100
Jan 1987  Unipart Private 100
Jan 1987  Leyland Bus Private 100
Feb 1987  British Airways Plc First issue 100
Apr1987 Royal Ordnance Private 100
Apr1987 Leyland Trucks Private 60
May 1987 Rolls-Royce plc First issue 100
May 1987 DAB Private 100
Jun 1987  Istel Private 75
Sept 1987 BAAplc First issue 100
Sept 1987 National Seed Devt. Org. Private 100
Oct 1987  British Petroleum Company 36.8
Oct 1987 Doncaster Wagon Works  Private 100
Aug 1988 Rover Group Plc Private 100
Aug 1988 Horwich Foundry Private 100
Aug1988 Govan Shipyard Private 100
Oct 1988  Yorkshire Rider Private 100
Dec 1988  British Steel plc First issue 100
Dec 1988 Travellers’ fare Private 100
Dec 1988  Clark Kinkaid Ltd Private 100

UK Privatisation 1986-1988

ADAM SMITH INSTITUTE




Consumer benefits from privatization

* a fall of 30% in real terms in prices charged by
British Gas to domestic and small business
consumers since privatization;

* a fall of 30 percent in British Gas’s contract prices
to industrial customers since privatization;

* a fall of 50 per cent in real terms in British
Telecom’s main prices since privatization;

* British Gas has reduced by 50% the number of
disconnections since privatization;

* now 95 % of British Telecom's customer
installations are completed within the time agreed
by the customer;

* by 1993 95 % of payphones were working compared
to 77 % sixteen years previously and, since
privatization, British Telecom provide nearly 45 %
more of them;

* Since privatization of the electricity industry in 1990
domestic prices have fallen by 20 per cent in real
terms. Businesses prices have fallen by between 20
and 27 percent.

ADAM SMITH INSTITUTE

Improved corporate performance
since privatization

EXAMPLES

* British Airways , a heavy loss-maker in state
ownership but now the most profitable airline in
Europe and one of the most profitable in the world
has increased productivity by more than 40 % per
employee since privatization.

* The National Freight Consortium (INFC), loss-
making and with declining market share when in
state ownership, has been transformed by a
management/employee buyout in 1982 into a
successful international company now quoted on
the stock exchange. An increase in employee
share-owners from 38 % of the workforce in 1982 to
90 % in 1992 has been accompanied by a
compound annual increase in profits of 29 %.

* British Telecom has increased the number of its
telephone lines by more than 30 per cent, while
the overall rate of failed calls has fallen from 1 in
30, to 1in 200.

ADAM SMITH INSTITUTE
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Failed privatization in Zaire

* In Zaire between 1982 and 1986
some 30, mainly very small state firms
were privatized in Zaire, primarily in
response to pragmatic concerns but
also because of a desire to mollify aid
donors.

¢ A considerable number of the firms
were “bought” by high-ranking regime
officials, or their relatives or agents.

* The total appraised value of these
firms was 121 million zaires, but only
80 million of this sum had been paid
by the end of 1985, mostly by foreign
purchasers.

* Many of the the newly “privatized”
firms remained in financial trouble
and continued to receive financial
support from the Government.

ADAM SMITH INSTITUTE

Failed privatization in Mali

* Fourteen public enterprises were privatized and
several others liquidated under Mali’s 1988 Public
Enterprise Structural Adjustment Programme, but
few of them have subsequently improved their
performance.

* The only companies that began to make profits in
private ownership were a small-scale fruit-canning
company and a printing plant.

* All the other companies continued to lose money,
largely as a result of the same fundamental
problems related to management, markets, finances
and technical inadequacies that made them
unprofitable in the public sector.

* The new private owners had not invested money in
their plants and had only paid a small amount of the
initial purchase price. They had limited financing
capability and have had difficulties in obtaining
bank credit.

» The privatization process itself had been carried
out in a rushed manner, without adequate technical
assistance. Where technical assistance was used it
was not timely, with diagnostic and feasibility studies
not being prepared in time for the sale.

ADAM SMITH INSTITUTE




Argentinian Privatization
Programme: Review of Five
Cases

* The telephone company Empresa Nacional de
Telecomunicaciones de Argentina (ENTel); the
electricity utility, Servicios Electricos del Gran Buenos
Aires (SEGBA); the gas utility, Gas del Estado (GdE);
the water and sewerage company, Obras Sanitarias de
la Nacion (OSN); and the energy enterprise,
Yacimientos Petroliferos Fiscales (YPF).

* The combined losses of four of the enterprises in
their last year of state ownership (excepting YPF, which
made a profit) was over US$2.0 billion.

¢ Under private ownership in 1994 the profits of those
enterprises were more than US$2.0 billion, an overall
increase of US$%4.0 billion.

* Consumers benefited very considerably, in three
respects, quantity of service available, quality of
service and price of service.

ADAM SMITH INSTITUTE

Argentinian cases: Consumer benefits

Quantity of service:

* Privatized telephone companies
increased 63 percent more telephone
lines over the period 1990-94 and 143
percent more public telephones.

» Privatized electricity firms created
out of SGBA increased the total energy
distributed by 31 percent over 1991-94.

* The privatized gas companies
increased the amount of gas
distributed by 10 percent in the first six
months of operation and helped avoid
a gas shortage.

* From 1993 to 1994 Agua Argentinas

increased its water supply by 22
percent and in 1994 it added 600,000
new connections.

* YPF expanded crude oil production
by 25 percent between 1992 and 1994.

ADAM SMITH INSTITUTE
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Argentinian privatization: Quality of
service & price of service:

* From 1990 to 1994 the privatized telephone
companies improved international call completion
rates from 39 percent to 55 percent, and domestic
long distance call completion rates from 30 percent
to 95 percent. Repair waiting time declined from 11
days to 2.5 days.

*Within six months privatized Aguas Argentinas
reduced the number of outstanding repair jobs of
leaks and breakdowns from 1,600 to 700 for water and
from 3,000 to 1,900 for sewerage drains.

* The response time for complaints was reduced
from 80 to 48 hours for water and from 140 hours to
80 hours for sewerage.

» Electricity prices decreased between by 10 percent
between September 1992 and February 1995 for all
customer categories, except the low consumption
residential group.

* At the time of water privatization, prices of water
decreased by 27 percent as a result of the contract
with Aguas Argentinas.

* For gas consumers, there has been a small average
increase in prices.

ADAM SMITH INSTITUTE

Tensions between
privatization policy and

competition policy

* Governments raise more money by selling

monopolies

* Investment banks receive higher success fees by
selling monopolies

* Businessmen like monopolies

* It is more difficult and time-consuming to
restructure a monopoly prior to privatization

However,
* It is much more difficult to regulate a monopoly

* It is much more difficult to unscramble a monopoly
after privatization than before

* Consumers will suffer, as will future politicians

ADAM SMITH INSTITUTE
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PRIVATISATION STRATEGIES

COMMON INSTITUTIONAL ARRANGEMENTS
PRIVATISATION MINISTRY
MINISTRY OF FINANCE
PRIVATISATION BOARD
SECTOR MINISTRIES
PARENT COMPANIES

OTHERS
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UNIDO ¢rivATISATION SEMINAR, SANA‘A, YEMEN
PRIVATISATION STRATEGIES

THE MOST COMMON INSTITUTIONAL STRUCTURE

CABINET

PRIVATISATION BOARD

PRIVATISATION TECHNICAL UNIT

SUB COMMITTIEES
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UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN
PRIVATISATION STRATEGIES

THE PRIVATISATION BOARD
ROLE:PLAN - IMPLEMENT- MONITOR PRIVATISATION PROGRAMME:

BOARD MEMBERS:

MINISTRYIF FINANCE
PARENT MINISTRY

UNIONS/EMPLOYEES

EMPLOYERS FEDERATION
OPPOSITION MP
STOCK EXCHANGE
GOVERNMENTLAW YER

HEAD OF TECHNICAL UNIT
OTHERS (ECONOMISTS - ARMY)

BOARD MEETINGS

-HOW OFTEN - W HO CALLS - CHAIRM AN - RELATIONSHIP WITH CABINET
RELATIONSHIP W ITH TECHNICAL UNIT
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UNIDO PRIVATISATION SEMINAR, SANA‘A, YEMEN
PRIVATISATION STRATEGIES

THE PRIVATISATION TECHNICAL SUPPORT UNIT

. LAW YERS

. ACCOUNTANTS

. PUBLIC RELATIONS - MARKETING - AD VERTISING
. ADMINISTRATORS

. EMPLOYEE /PERSONNEL

. SECTOR /INDUSTRY EXPERTS
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PRIVATISATION STRATEGIES

OBJECTIVES
. PROGRAMME OBJECTIVES
INCREASING EFFICIENCY
RAISING REVENUE - REDUCE GOVERNMENTBURDEN
WIDER SHARE OW NERSHIP
IMPROVING EMPLOYMENT

OTHERS - IMPROVE PORTFOLIO OF STATE PENSION
FUND
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PRIVATISATION STRATEGIES

. ENTERPRISE SPECIFIC OBJECTIVES
REHABILITATE
MAXIMISE REVENUE
EMPLOYEE PARTICIPATION
MANAGEMENT

. IMPLICIT OBJECTIVES
TRANSPARENT
GETTING THE BEST PRICE
COMPLYING WITH THE LAW
SPEED

. EQUAL ACCESS TO ALL
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UNIDO PRIVATISATION SEMINAR, SANA‘A, YEMEN
PRIVATISATION STRATEGIES

UNDERLYING AIMS OF PROCEDURES
SIMPLE - CENTRALISED / REGIONAL
FLEXIBLE

SPEEDY

TRANSPARENT
COMPETITIVE BIDDING
EQUAL ACCES5 TO INFORMATION
CLEAR EVALUATION CRITERIA
DISCLOSURE OF PURCHASE PRICE
ADEQUATE MONITORING
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UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN
PRIVATISATION STRATEGIES

CO-ORDINATING THE PROGRAMME
A TYPICAL STATE OWNED SECTOR

“STRATEGIC” / LARGE ENTERPRISES
UTILITIES
BANKS
NON-BANK FINANCIAL INSTITUTIONS
INDIRECTLY OWNED ENTERPRISES
SUBVENTED (SPORTS COUNCIL)
JOINT VENTURES
QUOTED COMPANIES
WHOLLY OWNED ENTERPRISES
STATE FARMS

ADAM SMITH INSTITUTE




C L DOPRLL CCATION Gl JAR, Sovivi vy, YEMu
PRIVATISATION STRATECIES

A TYPICAL PRIVATISATION TIMETABLE

Month
NOTIFICATION TO EMPLOYEES 0
SELECTION OF CONSULTANTS 1
INFORMATION MEMORANDUM 2
DRAFT VALUATION 2
PREPARE PRIVATISATION OPTIONS PAPER 3
SUBMIT OPTIONS TO BOARD 3
APPROVAL - ADVERTISE 4
DEADLINE FOR SUBMISSION OF BIDS 6
SUBMIT EVALUATION TO BOARD 7
NOTIFY AWARD TO SUCCESSFUL BIDDER 9
CONTRACT AND PAYMENT . 10
ADAM SMITHINSTITUTE

UNIDO GV A TISATION SEMINAR, SANA'A, YEMEN
PRIVATISATION STRATEGIES

EXAMINING THE ENTERPRISE

. DESCRIPTION OF THE ENTERPRISE - INFORMATION MEMORANDUM
. REVIEW OF SECTOR AND ROLE FOR GOVERNMENT

. RESTRUCTURING OPTIONS

. SHARE OR ASSET VALUATIONS

. PRIVATISATION OPTIONS

. DRAFT PRIVATISATION TIMETABLE
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UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
PRIVATISATION STRATEGIES

TENDERS FOR SHARES OR ASSETS

. REGISTRATION
. FEE
. TENDER PACKAGE
- INVITATION TO BID

- DETAILS OF PROCEDURES TO BE FOLLOW ED
-DOCUMENTS TO BESUBMITTED BYBIDDERS
-HOW BID WILL BEEVALUATED

-FORM OF CONTRACT

. CONFIDENTIALITY UNDERTAKING
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PRIVATISATION STRATEGIES

IMPLEMENTING PRIVATISATION STRATEGIES
A Typical Enterprise Advertisement

ABCINSURANCE COMPANY

The Privatisation Unit, Ministry of Finance, on behalf of the Government, invites tenders from interested investors for the 60%
of the issued share capital of the ABCInsurance Company (ABQ held by Government.

OPERATIONS
ABCis active in allthe major sections of the insurance market, including, Motor, Fire, Marine, Life and General insurance. ABC
has offices in the capital and sixregional capitals.

W ORKFORCE
The com pany employs about 130 staff, many of whom have worked with the company since it started operations in 1987. The
senior management team is highly qualified and has many years experience, both within and outside the country.

ASSETS ANDPROHTS
The principle asset is the Head Office building and all assets have been independently valued by G. Gonzales & Co at US$23
million. ABChasmade profits in every year for thelast five years.

PROCEDURES FOR INVESTORS

Interested investors should register with the Privatisation Unit and can obtain the following information, on payment of Units
5,000 or US$ 75, if resident outdde the country:

- guidelines for submittingtenders;

- an information memorandum and valuation;

- other information, as availahle.
Tenders must be recedved by the Privatisaion Unit before 2,00 p.m. Wednesday 22 August, 199., and there will be a public
opening of the bids im medistely following the deadline. The Governmentis not bound to accept the highest or any bid.

Additional information can be obtained from: The Executive Director and Head, Privatisation Unit, 125 XYZ Street, etc.
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PRIVATISATION STRATEGIES

CONTENTS OF BUSINESS PLANS SUBMITTED W ITH BID

. BUSINESS

i . OW NERSHIP

. MANAGEMENT

. MARKET

. REHABILITATION PLANS

] FINANCING PLAN

. PROJECTED BALANCESHEET AND PROFIT AND LOSS ACCOUNTS
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UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
PRIVATISATION STRATEGIES

EVALUATION CRITERIA

1 PRICE AND STRUCTURE OF BID 40
PRICE
TERMS OF PAYMENT
STRUCTURE - EMPLOYEE SHARES ETC

2 REHABILITATION PLANS 10
OPERATIONAL POLICES
PROPOSED INVESTMENTS

3 CREDIBILITY OF INVESTOR 35
GENERAL CAPABILITY
FINANCIAL CAPABILITY
MANAGEMENT CAPABILITY

4  EMPLOYMENT ISSUES 10
PLANS
TRAINING

5 ECONOMICIMPACT 5
INCREASE IN TREASURY REVENUE
DECREASE IN SUBSIDIES )
100%
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PRIVATISATION STRATEGIES

USING 60% PRICE AND 40% BIDDER

Bid ex10 60% Bidder/Plan ex10 40% Total
A 120 10 6 8 3.2 9.2
B 100 8.3 49 4 1.6 6.5

ADAM SMITH INSTITUTE
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IMPLEM ENTING PRIVATISATION TECHNIQUES

SELECTING ENTERPRISES FOR PRIVATISATION

LARGE- UTILITIES

SMALL

PROFITABLE

LOSS MAKERS

OBJECTIVES
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UNIDO PKIVAIISATION SEMINAR, SANA'A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

TYPE STATUS |SIZE RESTRUCTURE | OUTUOME DECISION METHOD 1OST SALE
RESTRUCTURING
STRATEGIC | VIABLE { ALL POSINIVE | PRIVATISE | SELLTO PUBLIC VOLUNTARY
NON- ALL DEFINSIVE 1GOODPROHAT | PRIVATISE [ SELLTOPUBLIC | VOLUNTARY
VIABLE
2MERE PRIVATISE | TENDER ESSENTIAL
SURVIVAL (CONDITIONAL)
3SHORT TERM | PRIVATISE | TENDER NOACTION
SURVIVAL ASSETS
4 FAILED LIQUIDATE | AUCTION
TURNAROUND
NON- VIABLE {SMALL/ | POSITIVE PRIVATISE { TENDER /MBO | VOLUNTARY
STRATEGIC MEDIUM
LARGE POSITIVE PRIVATISE { SELLTOPUBLIC | VOLUNTARY
NON - ALL NO ACTION PRIVATISE | LIQUIDATE
VIABLE
ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

OBJECTIVES OF PRIVATISATION

CHANGE ROLE OF GOVERNMENT IN ECONOMY

IMPROVED ECONOMIC EFFICIENCY

REDUCE GOVERNMENTSUBSIDIES

RAISE FUNDSFOR GOVERNMENT

DEVELOP THE CAPITAL M ARKETS

ATTRACT FOREIGN INVESTMENT

OTHERS  -IMPROVE PORTFOLIO OF STATE PENSION FUND

-MEET CONDITIONS OF W ORLD BANK

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

METHODS OF PRIVATISATIONS

. SALE OF ASSETS/BUSINESS - AUCTION

. SALE OF ASSETS/BUSINESS - TENDER

. SALE OF SHARES - PUBLIC OFFER AT FIXED PRICE
- TENDER
- NEGOTIATION

. MASS PRIVATISATIONS

. MANAGEMENT/ EMPLOYEE BUY-OUT

. EMPLOYEE SHARE OWNERSHIP SCHEMES

. LEASING

. MANAGEMENT CONTRACTS

. PERFORMANCE CONTRACTS

. REGULATORY CONTRACTS

ADAM SMITH INSTITUTE
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IMPLEMENTING PRIVATISATION TECHNIQUES

. AUCTIONS

IDENTITY OF ASSETS
TITLE (CHARGES)
PAYMENT OF CREDIT
FAILURE TO PAY
RESERVE PRICES

o AUCTION RULES
ADVERTISING
LOCATION OF AUCTION
TAXES ON PROCEEDS
PROCEDURES AT AUCTIONS

ADAM SMITH INSTITUTE

uviDO PlavarlISATION >5eMINAK, >ANA'A YEM EN
IMPLEMENTING PRIVATISATION TECHNIQUES

MANAGEMENTBUY-OUTS

. W ITH EMPLOYEES /ESOP /ETC.

. UNCOMMON IN DEVELOPING COUNTRIES
MANAGEMENT APPOINTED POLITICALLY
POORLY PAID MANAGEMENT
HIGH INTEREST RATES

. FINANCED THROUGH LOAN SECURED ON ASSETS
HIGH GEARING

. ISSUE OF EQUAL ACCESS TO INFORMATION

. MANAGEMENTTO BID COMPETITIVELY

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

EMPLOYEE SHARE OW NERSHIP SCHEMES

i OBJECTIVES
ALLOW S W ORKERS TO SHARE PROFITS
MOTIVATES (DISCOURAGES WILFUL DAM AGE)
IMPROVES MANAGEMENT / EMPLOYEE COMM UNICATIONS
BROADENS SHARE OW NERSHIP BASE

. TYPES OF SCHEME
PERFORM ANCE RELATED PAY
PROFIT SHARING SCHEME
ESOP

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

EMPLOYEE SHARE OWNERSHIP PLANS

A SIMPLE ESOP - “ 1% OF THE DIVIDEND WILL BESHARED EQUALLY BETWEEN ALL
EMPLOYEES OF THE COMPANY AT 31 DECEMBER. THE TRUSTEES OF THE SCHEME WILL
BE AN EMPLOYEE AND THE COMPANY ACCOUNTANT.”

MAJOR ISSUES

1 WHATPERCENTAGE OF THE SHARES FOR EMPLOYEES

2 WHICH EMPLOYEES QUALIFY

3 HOW SHOULDSHARES BE HELD, INDIVIDUALLY, ON TRUST OR JOINTLY

4  HOW SHOULD BENEFITS BE SHARED

5  WHAT PRICE SHOULD BE PAID

6 WHATSHOULD BE THE REPAYMENT TERMS

7  HOWSHOULD THE ESOP BE ADMINISTERED

ADAM SMITH INSTITUTE
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IMPLEM ENTING PRIVATISATION TECHNIQUES

MANAGEMENT CONTRACTS

¢ INFORMATION AVAILABLE

¢ REW ARDS AND PENALTIES

+ COMMITMENTBYGOVERNMENTAND INVESTOR

* NOTSO COMMON BECAUSE HIGH COSTTO GOVERNMENT

* SUCCESSFULW HEN
CONTRACT COMPETED FOR
REW ARDS LINKED TO PERFORMANCE AND NO FIXED FEE
TECHNOLOGYNOT CHANGING FAST (HOTELS, SUGAR)
CONTRACTOR HAS INTERNATIONAL REPUTATION TO DEFEND

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

TENDERS FOR SHARES OR ASSETS

REGISTRATION

FEE

TENDER PACKAGE
-INVITATION TO BID
- DETAILS OF PROCEDURES TO BEFOLLOW ED
-DOCUMENTS TO BE SUBMITTED BYBIDDERS
-HOW BID WILL BEEVALUATED
- FORM OF CONTRACT

CONFIDENTIALITY UNDERTAKING

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

IMPLEMENTING PRIVATISATION STRATEGIES
A Typical Enterprise Advertisement

ABCINSURANCE COMPANY
The Privatisation Unit, Ministry of Finance, on behalf of the Government, invites tenders from interested investors for the 60%
of theissued share capital of the ABCInsurance Company (ABQ held by Government.

OPERATIONS

ABCis active in all the major sections of the insurance market, including, Motor, Fire, Marine, Life and General insurance. ABC
has offices in the capital and sixregional capitals.

W ORKFORCE
The company employs about 130 staff, many of whom have worked with the com pany since it started operations in 1987. The
senior managementteam is highly qualified and hasmanyyears experience, both within andoutside the country.

ASSETS ANDPROHTS
The principle asset is the Head Office building and all assets have been independently valued by G. Gonzales & Co at US$2.3
million. ABChasmade profits in every year for the Jast five years.
. 1
PROCEDURES FOR INVESTORS
Interestedinvestors should register with the Privatisation Unit and can obtain the following information, on payment of Units
5,000 or US$ 75, if resident outside the country:
-~ - guidelines for submitting tenders;

~an information memorandum and valuation;

- other information, as available.
Tenders must be received by the Privatisation Unit before 2.00 p.m. W ednesday 22 August, 199., and there will be a public
opening of the hidsim mediately following the deadline. The Governmentis not bound to accept the highest or any bid.

Additional information can be obtained from: The Exeastive Director and Head, Privatisation Unit, 125 XYZ Street, etc

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

CONTENTS OF BUSINESS PLANS SUBMITTED W ITH BID

- BUSINESS

OW NERSHIP

MANAGEMENT

MARKET

REHABILITATION PLANS

FINANCING PLAN

PROJECTED BALANCESHEET AND PROFIT AND LOSS ACCOUNTS

ADAM SMITH INSTITUTE




UNIUO PRIVAISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

EVALUATION CRITERIA

1 PRI ANDSTRUCTURE OF BID 40
PRICE
TLERMS OF PAYMLUENT
STRUCTURE - EMPLOYEE SHARES ETC

2 REHABILITATION PLANS 10
OPERATIONALPOLIAES
PROPOSED INVESTMENTS

3 CREDIBILITY OF INVESTOR 35
GENERAL CAPABILITY
FINANCGAL CAPABIUTY
MANAGEMENT CAPABILITY

4 EMPLOYMENT ISSUES 10
PLANS
TRAINING

5 ECONOMIC IMPACT 5
INCREASE IN TREASURY REVENUE
DECREASE IN SUBSIDIES
100%

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEM EN
IMPLEM ENTING PRIVATISATION TECHNIQUES

USING 60% ’RICE AND 40%BIDDER

Bid ex10 60% Bidder/Plan ex10 40% Total
120 10 6 8 32 92
100 8.3 49 4 16 65

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

PUBLIC OFFERS

e WHYSELL TO THE PUBLIC
SHARE W EALTH AND SPREAD RISK W IDER
DEVELOP STOCK MARKET
FOR RAISINGLONG TERM CASH FOR COMPANIES
DOMESTICALLY MORE ACCEPTABLE

¢« W HICH COMPANIES CAN BE SOLD TO THE PUBLIC
STOCK EXCHANGE RULES
LENGTH OF EXISTENCE
REASONABLE SIZE / GOING CONCERN
PROFITABLE (CERTIFIED BY AUDITORS)
GOOD MANAGEMENT

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

PUBLIC OFFERS

PROBLEMS SELLING STATE ENTITIES TO THE PUBLIC
LACK OF PROFITS
POOR MANAGEMENT (CONSTRAINED)
NEED FOR A STRATEGIC SHAREHOLDER - EXPERTISE
STATE OF ACCOUNTING
PRICING PROBLEMS

HIGH COST

ADAM SMITH INSTITUTE
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IMPLEMENTING PRIVATISATION TECHNIQUES

PLAN FOR APUBLIC OFFER - KEY STEPS

TIME (SALE BEFORE 30JUNE - ACCOUNTS MADEUPTO 31 DEC)

JAN SET UPCOMMITTEE - COMPANY AND UNIT
JAN VALUE ASSETS THEN SHARES

FEB FINALISE ACCOUNTS FOR YEAREND

FEB AGREERESTRUCTURING

MAR FINALISE AUDIT (AUDITOR GENERAL AND FIRM)
APRIL  PREPARE PROSPECTUS

APR COMM ENCE ADVERTISING

APR PREPARE AND APPROVE PROFITFORECAST

MAY PRINT PROSPECTUS

MAY PRINT SHARE CERTIFIC ATES

MAY GOVERNM ENT APPROVAL OF PRICE OF SHARES
JUNE  PUBLIC OFFER

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA’'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

PUBLIC OFFER SHARE VALUATIONS

. A COMMON PROBLEM:
FIXED ASSETS PER SHARE $34.5
NET ASSETS PER SHARE $40.1
o PRICE OF SHARES TO PUBLIC
DIVIDEND YIELD 3.8%
EARNINGS YIELD 9.2%
ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEMENTING PRIVATISATION TECHNIQUES

PUBLIC OFFERS - CONTENTS OF APROSPECTUS

APPLICATION FORM
CONDITIONS OF THE OFFER

1 DIRECTORS AND ADVISORS

2 SUMM ARY OF THE OFFER FOR SALE

3 THE OFFER

4 HISTORY AND BUSINESS

5 DIRECTORS, SENIOR M ANAGEM ENT AND EMPLOYEES
6 TRADING RECORD AND DIVIDEND POLICY

7 BALANCE SHEET AT 31 DECEM BER 199..

8 FIXED ASSETS

9 PROFITFORECAST AND RESTRUCTURING

10 STATUTORY AND GENERALINFORMATION

11 PROCEDURES FOR APPLICATION AND ALLOTMENT

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
IMPLEM ENTING PRIVATISATION TECHNIQUES

THESHARES

MEDIA RELATIONS
PRESS RELEASES
PRESS BRIEFINGS
PUBLICSEMINARS
TV COVERAGE /INTERVIEWS

EMPLOYEE COMMUNICATIONS
Meet unions- letters - videos- benefits

ADVERTISING
Research
where are buyers and who are they
Prospectus
Posters - shops- banks
Direct mail
Seminars
Presidential launch of offer

INFORMATION MATERIALS
1x60secTV ad
1x30sec TV ad every week - create image of scardty
1 x full page newspaper ad at launch
2 x 0.5 page ads every3 weeks
1 x 60 sec Radio ad
1x 10minutedocumentary for local TV stations
Brochures for handout in stores and banks
12 large banners at each store

logo " SHAREIN THE PRIDE".

ADAM SMITH INSTITUTE

$10 PER SHARE
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VALUATION ISSUES

FIXED ASSET VALUATIONS

LIQUIDATION VALUE / GOING CONCERN VALUE

VALUATION ISSUES

UNIDO PRIVALISATION SEMINAK, SANAA YtuM LN

D million DEPRECIATION - NET BOOK VALUE
Market Price Result of Auction
Reducing Balance  Straight Line
Buildings 200 150
Plant
an » > Cost 100,000 100,000
Stocks 10 1
Year1 (25,000) (10,000)
Debtors 100 1
335 166 Book Value 75,000 90,000
Creditors (100) (150)
............ Year 2 (18,750) (10,000)
Liquidation Value 235 16 ———— — ————
Costs of Liquidation (16) Book Value 56,250 80,000
Proceeds
ADAM SMITHINSTIUTE ADAM SMITHINSTTIUTE
UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN
VALUATION ISSUES VALUATION ISSUES
SUMMARY OF FIXED ASSET VALUATIONS
BUSINESS ASSETS
D milion Value in Use Liquidation Value
. LAND BUILDINGS
-FACTORY AND OFFICE 850 700
- RESIDENCES 12 12
. BUILDINGS - VAC ANT WAREHOUSE 0 15
PLANT
- NON- MOVEABLE IN USE 760 0
. PLANT - MOVEABLEIN USE 300 100
- MOVEABLE- NOTIN USE 0 280
- SCRAP 0 8
. FURNITURE Loz 1115
. VEHICLES LIST OF PLANT VALUED
Qty | Details | Replacement Cost | Year Acquired | Remaining Life | Value InUse | Liquidation Value
. INTANGIBLE ASSETS 1 Tractor | D1,000,000 1992 5 years 500,000 400,000
cte.
Total

INVESTMENTS IN OTHER COMPANIES

ADAMSMITHINSTITUTE

ADAM SMITH INSTITUTE
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UNIDO PRIVATISATION SEMIN AR,l':iANA’A, YEMEN
VALUATION ISSUES

LIMITING CONDITIONS OF VALUATION

. CARRIED OUTFOR ONE PURPOSE ONLY

N NO CHANGES IN'MARKET CONDITIONS

. VALUES EFFECTIVE AT D ATE OF VALUATION

. ALLFACTS CORRECTTO BEST OF KNOW LEDGE

. NO INVESTIGATIONS CARRIED OUT INTO TITLE TO ASSETS
. NO ENVIRONMENTAL LIABILITIES INVESTIGATED

. ALLASSETSINCLUDED TO BEST OF KNOW LEDGE

ADAM SMITHINSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
VALUATION ISSUES

CONCEPT OF VALUE-TO WHO ?

A 37 % director + remuneration
B 33 % director + remuneration

C 30 % shareholder only - wants to sell

SALETO AOR B

SALEPRO-RATATOAORB

SALE TO A NEW SHAREHOLDER - FOR INCOME

SALE TO NEW SHAREHOLDER - FOR BUSINESS INVESTMENT
SALE OF 100% OF THE SHARES

PRICE DEPENDS ON PURCHASER - TO WHOM FOR WHAT PURPOSE

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
VALUATION ISSUES

STANDARD ACCOUNTING PRACTICES

. TO ENABLE THE RESULTS OF ENTERPRISES TO BE COMPARED
A TO ENABLE SHARES TO BE VALUED ON A CONSISTENT BASIS

. ACCOUNTS SHOULD STATE BASIS OF ACCOUNTING

. MAIN AREAS OF DIFFERENCE

FIXED ASSET DEPRECIATION - WHAT RATES - OVER WHAT PERIOD
EXPENDITURE WITH BENEFITS IN FUTURE YEARS - MINE EXPLORATION

INVESTMENTS IN OTHER COMPANIES
INTANGIBLE ASSETS
PROVISION FOR SLOW MOVING AND OBSOLETE STOCKS
PROVISION FOR DOUBTFUL DEBTORS
LIABILITIES DUE IN FOREIGN CURRENCIES

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
VALUATION ISSUES

VALUATION METHODS FOR UNQUOTED ENTERFPRISES

. CAPITALISATION OF MAINTAINABLE EARNINGS
. NET ASSETS

. CAPITALISATION OF DIVIDENDS

. QUOTED COMPANY ANALOGY

IS ANALOGY MEANINGFUL
DIFFERENT INVESTOR ASPIRATIONS
MARKET SENTIMENT

CONTROL PREMIUM

DISCOUNT FOR MARKETABILITY

. PRECEDENT TRANSACTIONS
TO FIND ANY
AGE
INFORMATION
RELEVANCE

. DISCOUNTED CASH FLOW

ADAM SMITH INSTITUTE
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VALUATION ISSULS

NETASSET VALUE
SHARE VALUL IS VALUE OF SHARES AS GOING CONCERN

NETASSET VALUL ASSUM ES MARKET VALUL OF SHARES AS GOING CONCLERN

UNIDO PRIVAIISATION SEMINAR, SANA'A YEMEN
VALUATION ISSULS

CAPITALISATION OF MAINTAINABLE PROFITS

. VALUE OF BUSINESS X EXPECTED RATE OF RETURN = 'ROFIIS
BUT TO REALISE VALUE INVOLVES COSTS
D$ M. BALANCESHEET VALUL REALISABLEVALUE COMMENT
FIXED ASSETS : = i ,. . DEPOSIT IN BANK EARNS 10% RETURN = INCOME OF D10 PER YEAR
LANDAND BUILDINGS REVALUATION
PLANT LESS 20%
OFFICE FURNTTURE 555 50%
CURRENT ASSETS . CALCULATE MAINTAINABLE PROFITS - WHICH YEAR/S
DEBTORS LESS 20%
am LESS 40% IDENTIFY EXCEPTIONAL ITEMS
SH
N — GROWTH - TRENDS IN PROFITS
CREDTORS ADD15%
TAXATION WEIGHTING
LOANS RATE OF RETURN
NETASSETS
IS5 REDUNDANCIES
REVGED NET ASSETS
ADAM SMITH INSTITUTE ADAM SMITH INSTITUTE
UNIDO PRIVATISATION SEMINAR, SANA’A, YEMEN UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN
VALUATION ISSUES VALUATION ISSUES
MAINTAINABLE EARNINGS
SALES 1,200
EXCEPTIONAL- LARGE BAD DEBT - FIRE DAM AGE - ONCE OFF SALE OF SCRAP
COST OF SALES (800)
GROSS PROFIT 400 -PENALTY FOR TAXEVASION -
EXPENSES (200) TRENDS
D M.

PROFIT ON SALE OF ASSET @ 1991 350

1992 850 inflation
PROFIT BEFORE TAX 800 1993 3500 devaluation
TAX @ 40% (320) 1994 (4,000) trade liberalised

Projections

PROHT AFTER TAX 480 1995 2,000

1996 3,000
DIVIDENDS (200) 1997 4.000
TO RESERVES 280

ADAM SMITH INSTITUTE ADAM SMITH INSTITUTE
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VALUATION ISSUES

MAINTAINABLE PROFITS - WEIGHTING

DM.
WEIGHTING
NET PROFIT AFTER TAX 1994 2,09 1 2,090
1995 3,960 2 7,920
1996 1,290 3 3,870
PROJECTED 1997 1,500 3 4,500

AVERAGE 18,380/9 = 2,042 SAY D 2,000 M. pa.

ADAM SMITHINSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A YEM N
VALUATION ISSUES

EXPECTED RATE OF RETURN

. INTERESTONGOVERNM ENT SECURITIES - RISK FRIE)
. INTEREST ON BANK DEPOSITS - SMALLRISK
. ADDRISKTPREMIUM - DEPENDS ON
- ENTERIRISE
- SECTOR
- ECONOMY
- COUNTRY
. GHANA TREASURY BILLS 20% + 5% RISK - EXPECTED RATE OF RETURN 25%
. VIETNAM BANKDEPOSITS 8% + 3% RISK - EXPECTED RATEOF RETURN 11%

ADAM SMITHINSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA’A YEMEN
VALUATION ISSUES

MAINTAINABLE PROFIT FROM PREVIOUS EXAMPLE D2,000 M. P.A.

% MULTIPLE VALUATION
(P/E)

REQUIRED RETURN BYINVESTOR  30% 333 6,666
25% 40 8,000
20% 50 10,000

15%  6.66 13,333
% 10 20,000

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN

VALUATION ISSUES

DISCOUNTED CASH FLOW
. PROJECTED FIGURES
. RESIDUAL VALUE
. CASH NOT PROFIT

- working capital

- fixed capital

- taxation

-long term contracts

. DISCOUNT FACTOR

ADAMSMITHINSTITUTE




G0 PRIVAISATION S EMINAR, SANA'A, YEM EN
VALUATION ISSUES

DCFEXAMPLE - A POLISH CARPET FACTORY
Adjusted Projected Cash Flows

US$
1993 16.9
1994 26.2
1995 32.2
1996 41.3
1997 497
1998 56.1
1999 62.5
2000 69.1
2001 75.4
2002 82.3
Residual | 1,121.0
Total 1,632.8

Discount Rate 9%

Discount Value US$ 730 m.

ADAM SMITITINSTITUTE

UNIDQ PRIVAFISATION SEMINAR, SANA'A, YEMEN
VALUATION ISSUES

DISCOUNTED CASH FLOW METHODS

based on theory that the value of an asset is the present value of future cash flows.
(divs/profits /proceeds of sale)

used in the appraisal of capital investments

IF YOU HAD THE PRESENT VALUE YOU COULD TRANSFORM IT INTO THE
CASH FLOWS BYINVESTING AT THEDISCOUNT RATE.

ADAM SMITHINSTITUTE
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THE PROBLEM OF REDUNDANCY

BASIC APPROACH IN THE PRIVATISATION PROGRAMME
STRONG POLITICAL COMMITMENT TO CONSIDER EMPLOYMENT ISSUES

NOTIFY WORKER REPRESENTATIVES
NUMBERS LIKELY TO BE AFFECTED
PERIOD OVER WHICH JOBS MAY BE LOST
GIVE REASONS FOR JOB LOSSES
AMPLE NOTICE TO FIND A NEW JOB

INVOLVE WORKER REPRESENTATIVES AT ALL STAGES OF PROCESS

MAKE JOB CREATION AN EXPLICIT AIM OF REDUNDANCY PACKAGES

AIM IS TO REDUCE UNCERTAINTY OF
LOSING JOB
NOT RECEIVING GOLDEN HANDSHAKE
NOT GETTING ON WITH NEW EMPLOYERS/ OWNERS

ADAM SMITH INSTITUTE

UNIDO PRIVATIS ATION SEMINAR, SANA'A YEM EN

THE PROBLEM OF REDUNDANCY

LABOUR PROTECTION AND EMPLOYM ENT PACKAGE

ENHANCED EARLY VOLUNTARYRETIREM ENT
ENCOURAGE
CREDIT FORNON-USED YEARS OF SERVICE
INCENTIVE PACKAGE

INVOLUNTARYREDUNDANCY PROVISIONS:
FIRST COMPONENT IS TO PAYSTATUTORY DUES
SECOND TO SUPPLYINCOMESUPPORT BEFORE NEW JOB FOUND, SAYFOR 2
YEARS
THIRD TO PROVIDESERVICES FOR RE-INTEGRATION - “TRAIN” TO CHANGE
NEGATIVE ATTITUDES AND RESULTS OF YEARS OF POOR M ANAGEM ENT
PROVIDE WORKER COUNSELLING SERVICES

NEWENTERPRISE SUPPORT:
PREPARE WORKERS RETAINED FOR CHANGES IN WORKING ENVIRONMENT
INCENTIVE BASED PAY PACKAGES
ACCESS NEWTECHNOLOGIES
ON-THE-JOBTRAINING

PUBLIC ENTERPRISE PRODUCTIVITYSERVICIES
TRYTO IMPROVE THE ATTITUDES INTHE REM AINING STATE ENTERPRISES

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN

THE PROBLEM OF REDUNDANCY

TYPES OF UNEMPLOYMENT

ECONOMIC CYCLES

INDUSTRIAL SECTOR RESTRUCTURING - M ASS
REDUNDANCIES

SEASONAL

ENTERPRISERESTRUCTURING

ADAM SMITH INSTITUTE

UNIDO PRIVATISATION SEMINAR, SANA'A, YEMEN

THE PROBLEM OF REDUNDANCY

THENEED FOR REDUNDANCIES

IMPROVE EFFICIENCY

REDUCE OPPOSITION BY:
STATE ALTERNATIVEIS LIQUID ATION
NOTEIMPROVED TERMS COMMON FOR THOSE RETAINED
ENSURE LAY-OFF PACKAGES ARE ATTRACTIVE
ENCOURAGE EMPLOYEE SHAREOW NERSHIP

PRIVATISATION ATTRACTS NEW INVESTMENT AND NEW
INVESTORS

ADAM SMITH INSTITUTE
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THEPROBLEM OF REDUNDANCY

. ACTIVE GOVERNMENT INTERVENTION

NEW GOVERNMENT INVESTMENT

INVESTMENT GRANTS TO ATTRACT NEW INDUSTRIES

ASSISTANCE FOR FIRMS TO RELOCATE

REGIONAL DEVELOPMENT CORPORATIONS

NEW TRAINING FACILITIES

ADAM SMITH INSTITUTE

UNIDO IRIVATISATION SEMINAR, SANA'A YEMEN

THE PROBLEM OF REDUNDANCY

. RETRAINING

FOR - UNSKILLED -SEMI1/SKILLED - VOCATIONAL W ORKERS

COSTS OF TRAINING /SUBSISTENCE ALLOW ANCES
PAID BY COMPANY OR GOVERNMENT
SALARYTOP-UP

TIMEOFF - “W AITING LOOP”
GUARANTEED JOB AFTER TRAINING
ASSISTANCETO FIND W ORK
CONCEPT OF THE “LABOUR POOL"

ADAM SMITH INSTITUTE

UNIDO PRIVATIS ATION SEMINAR, SANA'A, YEM EN

THE PROBLEM OF REDUNDANCY
RECONVERSION IN FRANCE

ASSISTANCE TO:
INFORMATION ON JOBS AVAILABLE

ASSISTANCE TO BECOME SELF EMPLOYED
A PLACEMENT SERVICE
SETTLING-IN ALLOWANCE
CO-ORDINATE INSTITUTIONAL ACTIVITIES
- LOCAL LABOUR OFFICE
- OTHER LOCAL COMPANIES
- REGIONAL DEVELOPMENT CENTRES
- LOCAL AUTHORITIES
- TRAINING AGENCIES
PSYCHOLOGICAL ADJUSTMENT TO NEW WORK

FINANCIAL ASSISTANCE

ADAM SMITH INSTITUTE




USING CAPITAL MARKETS
IN PRIVATISATION

IMPLEMENTING PUBLIC OFFERS WITH
UNDERDEVELOPED CAPITAL MARKETS



Role of a Securities Market

e provide a mechanism for governments and
enterprises to raise new funds

* provide savers with a wider choice of
investment

e allow the transfer of ownership

All within a regularised framework
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Wider Share Ownership - 1

Political/Social Benefits:

* public involvement and support

» stake in country’s assets

e equality of opportunity?

* benefit from success of programme
curb powerful interest groups |



Wider Share Ownership - 2

Economic Benefits:

e access to domestic capital, channel to
productive use

« stimulate capital market development

— institutions
— financial intermediaries
— efficiency

» facilitate raising further capital

* strong signals of support and stability to
foreign investors



Investors Needs

secure and regulated market

efficient trading and settlement mechanisms
full information disclosure

transparent trading



Generic Model of Secondary Market Processes

Order Order
- o Details Details
. Order - ———
INVESTOR Details> INVESTOR
23 >
Bid/Offer Bid/Offer o
Details Details

Trade Details Trade Details

* Broker

* Private Investor

* Institution * Bank

-
Public Record of

* Investment Fund Executed Trades * Share Shop

Trade Details

Trade Details Trade Delails

Matched Trades

Holding Holding Cash
Advices DEPOSITORY %Details Details BANKING
- FACILITIES 2 FACILITIES

Settigd Trades Registration
Register ;(t\dvice?r tes)

3 (eg certificates
Updates | o e GISTRATION |1\ o

FACILITIES

Holdings
Updates




Lessons from Transitional
Economies

Goals:

» establish the basic legal and regulatory
framework for transactions

* protect against fraud and mismanagement

e encourage development of professional
standards and levels of efficiency

Methods:

* institution building by government and
private sector

 allow flexible response to changing
circumstances



Development Priorities

 comprehensive regulatory structure
— policy framework
— institutional support
- laws
— regulations and enforcement

e market architecture
— trading
— clearance
— settlement
— registration



FOREIGN INVESTMENT
INTO
PRIVATIZATION

Adam Smith Institute

The private sector
- its where the money is:

* Most countries have made it a priority policy
objective to attract more foreign investment into their
economies

* In 1996 official development finance flows to the
developing world accounted for 40.8 billion

* Private financial flows accounted for 243.8 billion.
¢ Foreign direct investment (FDI) totalled 109.5 billion
» Portfolio investment totalled 45.7 billion.

¢ Privatization is an important means for countries to
attract foreign investment

* In countries such as Peru, Venezuela, Argentina and
Jamaica privatization has accounted for between 30
and 40 percent of total foreign investment.

* Privatization has an important signalling effect for
foreign investors

* The World Bank says that privatizations are a
particularly strong influence over decisions to invest
and calculates that each dollar of privatization
revenue generates an extra 38¢ in new investment.

* financial and infrastructure privatizations have the
most positive effect on other FDI.
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Dealing with fear of foreign investment

* Fear of foreigner investment does not have a very
rational base

¢ Nationalistic countries have been able to overcome it

* Benefits of foreign investment outweigh any
perceived disadvantages

*» Benefits include capital inflows, new technologies
and modern management skills

* Portfolio investment is important as well as direct
investment, but this requires properly functioning
capital markets.

* Protection of competition, proper regulation of
utilities, commercial and securities laws will protect
against abuse of power by foreign investors or
domestic companies

ADAM SMITH INSTITUTE

How to attract foreign investors

Competition for for foreign investment is strong

¢ What attracts foreign investors?
¢ Stability & clarity in laws & regulations

* Functioning government institutions/absence of
corruption & regulatory intrusion

* Macroeconomic stability

* Low tax rates

» Skilled labour, low priced labour, ndt over-regulated
» Customers for their products & services

* Ability to exit

ADAM SMITH INSTITUTE




ORGANISING THE
PRIVATIZATION OF
UTILITIES
ENCOURAGING COMPETITION

AND EFFICIENCY IN THE
ECONOMY

Peter Young

Adam Smith Institute

WHATIS A
MONOPOLY?

Natural Partiat No
Monopoly  Monopoly  Monopoly

Water supply .

Telecommunications .
Electricity generation .
Electricity distribution .

Ports .
Railways .

Postal services .
gas distribution .

gas supply .
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The range of methods that can be
used to increase competition:

* industry restructuring and restrictions on
vertical integration and horizontal concentration
of the market

* measures to increase the speed and extent of
market entry

* competition for markets, for example by
franchising supply in geographic areas

* comparative competition, between similar
companies with regional monopolies

* competition at the edges of geographic
franchised markets

* application of general competition law

* measures to prevent sector incumbents from
abusing their market dominance

ADAM SMITH INSTITUTE

The 3 main components of utility
regulation:

1 Technical regulation.

¢ technical standards and other procedures to allow
‘networks’ to operate effectively

* quality & safety regulation

¢ environmental regulation

2 Economic regulation

* control and mitigation of monopoly power arising
from network control or unusually high barriers to
market entry - e.g. through price control,
compulsory interconnection, additional consumer
rights etc.

* Prequalification to ensure market entrants have
sufficient competence and financial resources so
as to limit risk of failure (usually applied through
licensing)

3 Security regulation
* Control rights for government or other privileges

in the event of military threats, civil unrest, natural
disaster, etc.

ADAM SMITH INSTITUTE




A utility regulatory body
should have clear duties

* These should be established in law

* They will guide it in its its decision-
making and help it make decisions
faster

*Primary duties should normally
include:

* To protect the interests of consumers

* To ensure that regulated companies
are able to finance their activities

* To promote the development of
competition in the sector

ADAM SMITH INSTITUTE

American versus British utility regulation

» US system is old British system of the last century

* US system based on tribunal type Public Utilities
Commission, which holds rate hearings at which
utilities seek to justify rate increases

» US system based on utilities earning a fair ‘rate of
return’ on investment

* UK system based on price control on RPI - X formula
for a set 4 to 5 year period (RPI = retail price index or
rate of inflation. X is an efficiency factor)

» UK system called incentive regulation because
utilities have incentive to cut costs by more than the
efficiency factor, because shareholders can keep the
extra profits

» At the end of the price control period, the regulator
tightens the price cap, based on the actual efficiency
improvements made

» The UK regulator seeks to increase competition in
order to reduce the need for regulation

» The UK regulator is an individual, not a commission
or committee

ADAM SMITH INSTITUTE
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Options in the institutional
structure for utility regulation

* A separate regulatory body for each

utility sector, e.g. Office of Telecommunications
Regulation, Office of Electricity Regulation, Office
of Gas Regulation, Office of Rail Regulation, etc.

* Regulatory bodies which cover several

related sectors e.g. Office of Energy
Regulation, (including electricity, gas and oil);
Office of Transport Regulation, (including Railways,
Airports, Ports); Office of Communications
Regulation, (including telecoms & posts); etc.

* One central, multi-sector utility
regulation body, not combined with a
Competition Agency

* One central, multi-sector utility
regulation body, combined with a
CompetitionAgency

ADAM SMITH INSTITUTE

Arguments for a central,
multi-sector utility regulation
body

e There are not sufficient resources, in
finance and human resource terms, to
staff several sector-specific regulatory
bodies

¢ The multi-sector body will have
greater independence from both the
regulated utilities and the sector
Ministries

¢ A multi-sector body, after it is
established, will be able to take on
responsibilities for new sectors faster
than if individual bodies are set up for
each sector

ADAM SMITH INSTITUTE




To combine or not combine with a
Competition Agency?

Advantages:

¢ Costs will be lower if shared

» Skilled people will be easier to acquire

¢ Much of the analytical work is very similar

* Pro-competition instincts of a Competition Agency
are exactly what is required in utility regulation

Disadvantage:

* Competition Agency cannot then be used as an
appeal body for the decisions of the utility regulatory
body

Alternative appeal system:

¢ Establish a separate, part-time appeals panel,
supported by consultants when necessary

ADAM SMITH INSTITUTE

Should the regulator be an individual or
a committee?

* Independence of political control is vital

* The regulator must have the confidence of
consumers and investors

¢ Can an individual be found who can retain that
confidence

* If a commission spreads the risk of individual failure
can sufficient qualified people be found for a
commission?

* Regulation is a complex task & a full-time job. A part-
time commission will require full-time professionals
to staff the utility regulatory body

* In a multi-sector regulatory body, full-time directors

can head each sector division, but could take
decisions on a collegiate basis

ADAM SMITH INSTITUTE

SIX PRINCIPLES BEHIND
PRIVATIZATION OF
ELECTRICITY IN BRITAIN

¢ Decisions about the supply of electricity
should be driven by the needs of the
customer

¢ Competition is the best guarantee of the
customers’ interests

§ Regulation should be designed to promote
competition, oversee prices and protect the
customers’ interests in areas where natural
monopoly will remain

# Security and safety of supply must be
maintained

# Customers should be given new rights, not
just safeguards

¢ All who work in the industry should be
offered a direct stake in their future, new
career opportunities and the freedom to
manage their affairs without interference
from government.

ADAM SMITH INSTITUTE

ELECTRICITY SUPPLY INDUSTRY
RESTRUCTURING AND
PRIVATIZATION

TIMETABLE

June 1987 Studies of structural options
begin

February 1988  Publication of White Paper
with Government intentions

November 1988 Bill introduced to Parliament

July 1989 Bill receives Royal Assent
March 1990 Vesting of new companies
March 1990 Customers taking over IMW

have choice of supplier

Nov/Dec 1990 Sale of Regional distribution
companies

Feb/Mar 1991 Sale of National Power &
Powergen

March 1994 Customers taking over 100KW
have choice of supplier

March 1998 All customers have choice of

supplier

ADAM SMITH INSTITUTE




MONOPOLY AND COMPETITION
IN THE NEW BRITISH
ELECTRICITY INDUSTRY

MONOPOLY

¢ High voltage transmission
(the grid; 275 kv and 400 kv)

¢ Low voltage distribution
{(132kv and below)

COMPETITION

Generation

®

Supply (purchase and sale of electricity)

ADAM SMITH INSTITUTE

THE DIRECTOR GENERAL OF
ELECTRICITY SUPPLY

% Appointed by Government for fixed term

¢ In charge of own department, separate and
independent of the Department of Trade &
Industry

& Applies RPI-X price control for fixed periods
to monopoly services

# Monitors compliance with licence conditions
# Can propose licence changes
(If licensees disagree, dispute referred to

Monopolies Commission)

% Can refer a matter to Monopolies
Commission under competition law

ADAM SMITH INSTITUTE

TELECOMMUNICATIONS
SECTOR REGULATION

The Director General of Telecommunications
regulates the sector, using the following main
techniques:

% Price control on existing monopoly

#® Licensing of service providers

& Business separation of existing
monopoly

¢ Business restrictions on existing
monopoly

¥ Interconnection agreements

® Service quality controls
The Director-General has his own ’‘non-
departmental’ organisation: the Office of

Telecommunications, (Oftel), with about 140
staff.

ADAM SMITH INSTITUTE

Usual problems with
pre-reform utility regulation

* Restrictive laws prevent competition

® Ministries have limited resources and
technical skills vis-a-vis the utilities

* Employment ‘revolving door’ between
Ministries and utilities
* Consequently, utilities largely regulate

themselves

¢ Consumers therefore often regarded
as a distraction in the smooth
operating of engineering driven
systems

ADAM SMITH INSTITUTE
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Why Mass Privatisation

Few companies profitable

Trade sales complex and time consuming
Valuation differences

Lack of confidence by foreign investors
Low level of domestic savings

No capital markets

Opposition from vested interests

Little commercial expertise in the
Government



Problems of Delay

 Competitive position getting worse
 Continual fiscal drain on Treasury
* Asset stripping and over invoicing



What is Mass Privatisation?

Different from case-by-case approach
Processes a large number of companies quickly
Can utilize vouchers or other non-cash instruments

Distributes state equity to citizens

Can be combined with other privatisation methods

Supply side

Enterprises to be
privatised

Demand side

Buyers:
- vouchers
- investment funds




INVESTMENT FUNDS

Key Role in Market Economies

Benefits to Investor

e spread risk

e professional expertise
e simplify investment

Benefits to Government
» kick start privatisation

e support privatisation strategy
e stimulate capital markets



HOW A FUND WORKS

FUND
REGULATOR >l MANAGER
FUND DIRECTORS /
INVESTMENT PORTFOLIO\
AUDITOR —
DEPOSITORY

SHAREHOLDERS




FUND DIRECTORS

e Look after interests of shareholders

-« Control contractural relationships
-~ fund manager

— auditor

— depository

— sales and distribution

 Ensure compliance with the law



FUND MANAGERS

e Meet investment obje‘ctives
 Good return for investors
 Contracted if separate from fund



DEPOSITORY

Investor protection

Keeps investors assets separate
Handles dividends

Settles transactions

Keeps accounts



REGULATOR

 Enforcement of law

* Licence funds

 Powers to inspect and take action
* Receive regular reports from funds

SHAREHOLDERS ARE THE OWNERS OF THE

FUND AND THE SYSTEM IS DESIGNED TO
PROTECT THEM



CZECH REPUBLIC

Choice of shares in companies or funds
434 funds emerged spontaneously

72% of vouchers in funds

10 funds with 50% of vouchers
Nationals only on board

Groups with majority holdings

Impact on corporate governance?
Retrospective legislation



RUSSIA

Choice of shares in funds, companies or sell
Many companies controlled by employees
654 spontaneous funds-many local
Russians and foreigners on boards

Funds licensed but poorly regulated
Many scandals

40 million vouchers invested in funds
Less impact on corporate governance
Major impact on promoting privatisation
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POLAND

Choice: shares in funds or sell
Government sponsored funds
Highly structured and regulated
15 funds

512 enterprises

Polish supervisory boards
Professional fund managers
Governance and restructuring role
Polical uncertainty and delay



DIAGRAMMATIC REPRESENTATION OF

INDIGENISATION FUND

GOVERNMENT
SHAREHOLDINGS 2 LEGISLATION
IN PRIVATE 1 REGULATION
COMPANIES
y S,
FUND & SERVICES
c d e
V2
TRUSTEE/ 5 FUND ¢ 3 MANAGEMENT
CUSTODIANS # COMPANY
Holds shares .
Holds assets 4 Managg{s fund
and cash
k Transactions
AUDIT 6 ‘T f STOCK
MARKET
a b
INVESTORS
INVESTORS 7
INDIGENOUS i INSTITUTIONS
INDIVIDUALS / \
DOMESTIC FOREIGN
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Lessons Learnt

* high level political support
* authority to implement
* involvement of the workforce

» parallel reform of financial sector
e public information campaign
 pragmatic approach
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1.0 INTRODUCTION

Privatization is sweeping the world. The number of countries which are not privatizing can
literally be listed on the fingers of one hand - Burma, Libya, Cuba, North Korea, and very
few others.

Of course since 1989 the global trend towards free markets & private property has greatly
increased in speed because of the abandonment of communism in the eastern bloc and the
adoption by those countries of huge privatization programmes which are moving forward at
considerable speed.

Intellectually and practically the free market has won. No sensible economic commentator
today advocates socialism and the nationalisation of productive businesses. Instead, the
discussion revolves around how to make markets more efficient and how to ensure that
more people can benefit from their wealth-creating potential.

Despite this triumph of the free market, however, much privatization remains to be carried
out and many difficult issues remain to be tackled in those countries which are pursuing
privatization programmes. There is a great of deal of international experience of
privatization that can be drawn upon by such countries. This paper seeks to highlight some
of that experience.

The paper is organised in several different sections. First, privatization is seen in the
context of a full public sector reform programme. Different types of reform - such as
agencification, commercialisation, deregulation, citizen's charter initiatives - are discussed.

Second, we look at some examples from the UK and the overall results of privatization in
the UK.

.

Thirdly, we look at the progress of privatization in the rest of the world.

Fourthly, the policy and objectives of privatization programumes in developing countries are
examined.



2.0 PRIVATIZATION IN THE CONTEXT OF PUBLIC SECTOR REFORM

Privatization is a vital element of any public sector reform programme. However, a reform
programme should have the aim of encompassing the entire government sector, and not just
those entities which can be privatized. It is therefore necessary to examine and improve the
entire range of Government services.

Defining the role of Government

Before decisions can be taken on the appropriate activities of various Government agencies,
the role of Government itself must be clearly defined and understood.

We in the Adam Smith Institute believe that Government has five main roles:

* to provide internal and external security for the population;

* to provide a framework of laws and regulations to enable justice for citizens and to
facilitate commerce;

* to ensure the provision of the economic infrastructure, such as roads and electric
power, to facilitate the economic development of the country;

* to ensure the provision of an adequate social infrastructure, such as schools and
hospitals;

* to provide the right conditions, through macroeconomic, trade and other policies, for

the private sector to prosper and employment to grow.

It is worthwhile noting that to ensure the provision of a service, Government does not need
to produce the service itself, but only to ensure that it is provided, (by the private sector, if
that is more efficient, less costly and provides greater consumer choice).

Applying clear principles

Once the role of Government has been understood, action can be taken to examine whether
individual functions of Government are fulfilling that role effectively and efficiently.

Certain principles should guide this examination. These should include the following:

* that Government services are provided for the benefit of the citizen, their consumer.
Thus they should be examined from the point of view of the consumer. This will
mean asking the consumers of the services for their views on the services.

* that the cost of government services imposes a burden on the productive private
sector and the individual taxpayer. Therefore each service should be examined to see
if it is necessary and if it is being provided at lowest cost.

* that Government regulations not only incur an administrative cost for the national

budget but also place a burden on those whom they attempt to regulate, therefore
they should be submitted to a cost-benefit check.

The review role



Therefore each area of Government should be examined with the above principles in mind,
and should be classified in groups for further action. The classifications should reflect the
options that are available, which include:

* Convert to agency form. (Suitable for Government departments or organisations with
their own revenue & expenditure. Giving them their own budget and accounts and a
degree of commercial freedom makes them easier to monitor & control, and prepares
them for full privatization, if possible & desirable).

* Contract out. The whole or part of the service could be contracted out to the lowest
cost private sector provider. (Suitable for functions commonly provided by the
private sector, such as cleaning of buildings, catering, vehicle maintenance,
architectural services, data processing, etc.)

* Retain as Government department, but improve efficiency. Some functions are
necessary and should be retained as full Government departments. But these should
be given cash limits and performance targets and required to meet certain standards
of efficiency. Employment reductions may be necessary.

* Close down. Suitable for functions with no particularly useful purpose.

* Deregulation. (Suitable for functions which have a monopoly but are providing a
poor service).

* Commercialisation. Conversion to joint stock legal form (but still with 100%
government ownership). Often used as an intermediate stage to prepare an
organisation for privatization.

* Full privatization. (Suitable for commercial organisations with their own balance
sheets, revenues & expenditure).

Some options can be combined. For example, the staff of a department that is providing a
service which will be contracted out can be encouraged to form their own company and bid
for the contract to provide the service, or they can be given the contract for an initial two
year period.

Overall policies towards Government services

Certain overall policies should be formulated and imposed on all government departments
and services. The most notable of these is some form of citizen's charter, which lays down
performance guidelines and seeks to ensure that users of remaining government services are
treated like valued customers in an efficient, competitive marketplace.

The Citizens Charter was introduced by the British Government on the recommendation of
the Adam Smith Institute. It is composed of many individual charters for separate
Government departments and services, each of which give the consumer of those services
certain rights and regulate the performance of the services. For example, the Citizens
Charter for a certain service might:

* Require employees to meet certain service standards, such as answering the phone
within 5 rings, wearing name tags so they can be identified, etc.;

* Provide cash compensation to consumers if a government service for which they pay is
consistently late, (e.g. trains);
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* Enable consumers to call in private contractors to perform a service (e.g. repair of state
housing), if the government service doesn't do it within a set time;

* Allow consumers to shop around between services rather than be provided with one
monopoly service (e.g. provide vouchers to students with which they can buy education
at universities and colleges, rather than providing them with a place at one university).
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3.0 THE BRITISH EXPERIENCE

3.1 Introduction

Britain has more experience of implementing privatization policies than any other country.
The economic reforms which have been carried out in Britain since 1979 have been amongst
the most far reaching in the world - although the subsequent systemic changes in Eastern
Europe have been more comprehensive - and Britain's success has inspired many nations
throughout the world to adopt similar policies.

Privatization has played a key part in this reform process. As of 1997, over 50 major UK
companies had been privatized as well as a large number of smaller ones. Receipts so far
amount to some £67 billion. Almost 70 per cent of the 1979 state sector and over 1 million
jobs have been transferred to the private sector. Capital ownership is becoming much more
widely spread. The percentage of share owners has risen from 5% of the adult population in
1979 to over 25% in 1997.

Moreover, in excess of 1.2 million public sector housing units have been sold to their tenants,
raising a further £12 billion and increasing the percentage of homeowners in Britain from
52% of the population in 1979 to 67% in 1990.

In addition, many public services have been contracted out to the private sector, with many
municipal services such as garbage collection and street cleaning, as well as even ancillary
services in the armed forces, now being performed by private companies. Furthermore, we
are now turning to the private sector to build and finance an expanding part of our
infrastructure, such as bridges, tunnels, roads, airports and rail links. In these circumstances
the experience of privatization in Britain can provide valuable lessons for other countries.

The following tables give summary information about the companies that were privatized in
Britain over the last 20 years.

Table1l: UK Privatisation 1977-1985
Date Company Type of Sale % of Shares
Sold
Jun 1977 British Petroleum Co Ltd Private . 17
Nov 1979  British Petroleum Co Ltd Private 5
Dec 1979 ICL Private 244
Jun 1980  Fairey Private 100
July 1980  Ferranti Private 50
Feb 1981 British Aerospace PLC First issue 50
Oct 1981 Cable & Wireless plc First issue 49
Feb 1982 Amersham International plc  First issue 100
Feb 1982 National Freight Company Private 100
May 1982  Redpath Dorman Long Private 100
Nov 1982  Britoil plc First issue 51
Feb 1983 Associated British Ports First issue 49
Mar 1983  British Transport Hotels Private 100
Mar 1983  International Aeradio Private 100



vy

Mar 1983
Sep 1983
Dec 1983
Mar 1984
Apr 1984
May 1984
Jun 1984
July 1984
July 1984
Aug 1984
Nov 1984
May 1985
Jun 1985
Aug 1985
Nov 1985
Dec 1985

Table 2:
Date

Jan 1986
Mar 1986
Mar 1986
Sep 1986
Dec 1986
1986-1988
Jan 1987
Jan 1987
Feb 1987
Apr 1987
Apr 1987
May 1987
May 1987
Jun 1987
Sept 1987
Sept 1987

Oct 1987
Oct 1987
Aug 1988
Aug 1988
Aug 1988
Oct 1988
Dec 1988
Dec 1988
Dec 1988

Victaulic

British Petroleum Co Plc
Cable & Wireless

Scott Lithgow
Associated British Ports
British Gas- Wytch Farm
Enterprise Oil plc

Jaguar plc

Sealink UK Ltd

Inmos

British Telecommunications
British Aerospace PLC
Yarrow Shipbuilders Ltd
Britoil ple

Vosper Thorneycroft Ltd
Cable & Wireless

UK Privatisation 1986-1988

Company

Swan Hunter Shipbuilders Ltd

Hall Russell Ltd

Vickers Shipbuilding
BA Helicopters

British Gas plc

National Bus Company
Unipart

Leyland Bus

British Airways Plc
Royal Ordnance

Leyland Trucks
Rolls-Royce plc

DAB

Istel

BAA plc

National Seed Development
Organisation

British Petroleum Company
Doncaster Wagon Works
Rover Group Plc
Horwich Foundry
Govan Shipyard
Yorkshire Rider

British Steel plc
Travellers’ fare

Clark Kinkaid Ltd

Private

Second issue
Private
Second issue
Private

First issue
First issue
Private
Private

First issue
Second issue
Private
Second issue
Private
Third issue

Type of Sale

Private
Private
Private
Private
First issue
Private
Private
Private
First issue
Private
Private
First issue
Private
Private
First issue
Private

Private
Private
Private
Private
Private
First issue
Private
Private

100

100
48.5
50
100
99
100
76
50.7
59
100
51
100

% of Shares
Sold
100
100
100
100
97
100
100
100
100
100
60
100
100
75
100
100

36.8
100
100
100
100
100
100
100
100



Table 3:

Date

Jan 1989

Mar 1989
Apr 1989
May 1989
Jun 1989

Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1989
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Nov 1990
Mar 1991
Mar 1991
Mar 1991

Table 4:

Company

Ballylumford Power Station

Kilroot
Belfast West

UK Privatisation 1989 - 1991

Company

Appledore Shipbuilders Ltd
General Practice Finance Corp
British Rail Engineering Ltd

Busways

Short Brothers PLC
Anglian Water

Northumbrian Water PLC

North West Water
Severn Trent PLC

Southern Water PLC
South West Water PLC
Thames Water PLC

Welsh Water PLC
Wessex Water PLC

Yorkshire Water PLC
Eastern Electricity PLC

East Midlands Electricity PLC
London Electricity PLC

Manweb PLC

Midlands Electricity PLC
Northern Electric PLC

NORWEB PLC
SEEBOARD PLC

Southern Electric PLC

South Wales Electricity PLC
South Western Electricity PLC Public Offer
Yorkshire Electricity Group PLC Public Offer

National Power

Powergen

National Grid

UK Privatisation 1992 -

Type of Sale

Private

Private

Private
-9-

Type of Sale

Private

Private

Private

Private

Private

Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer
Public Offer

Public Offer
Public Offer
Private

% of Shares

Sold

100
100
100

% of Shares
Sold

100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100



Coolkeeragh Private 100

Tees & Hartlepool Port Private 100
Clyde Port Private 100
Medway Port Private 100
Tilbury Port Private 100
Forth Private 100
British Technology Group Private 100
Railtrack Public 100
British Energy Public 100

The following section provides information about four key privatization British areas.

Sale of commercial companies
Contracting out of services
Privatization of utilities

Private finance of new infrastructure.
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3.2 SALE OF COMMERCIAL COMPANIES

Privatization in Britain started with the sale of profitable commercial companies, and later
proceeded to the privatization of utilities and of new infrastructure. Here, we take two
relevant examples of straightforward sales: banking, which required no restructuring; and
the bus industry, which required extensive restructuring and deregulation.

(a) Sale of banks

In Britain we started with the sale of profitable companies operating in competitive markets.
Privatization of banks is not very much more difficult than privatization of any other sort of
commercial company, providing that of course some sort of banking regulation is in place.

There is now quite an extensive track record of bank privatization around the world. Britain
has only limited experience in this area, because most banks in Britain were not owned by
the state. One case was the sale of the Trustee Savings Bank (TSB) Group in 1986. The TSB
Group included a major personal banking business, with a network of some 1,600 branches
throughout the UK, a developing commercial banking business, an insurance business, a
credit card business and other subsidiaries. The banking part of the group accounted for the
majority of its business. In May 1986, before privatization, the banking division had 18,599
full-time employees and 4,073 part-time. Deposits totalled £9,868 million.

In September 1986 the TSB Group was sold by public offer of its shares. Special discounts
on the purchase price of the shares were available for employees and customers of the bank
had priority over other purchasers. (I myself had an account at the bank at that time so I
bought $1,000 of shares, which I still hold). The public offer was oversubscribed and shares
were sold to over 1 million people. (Half the share price was payable immediately and half
in a year's time). Since privatization, the TSB bank has expanded its operations and
improved its image. The group bought a leading investment bank, Hill Samuel, and now has
total assets in excess of £25 billion.

Britain's only other experience of Bank privatization was the sale of Girobank. This bank'’s
origins were as a cash transmission service but it had grown into a financial institution with
a wide range of services. It had over 2 million personal accounts, serviced mainly by Post or
telephone and through Post Offices, and handled over £35 billion per annum of cash
deposits from the retail sector.

Primarily because it was thought there was a need to increase competition in the banking
sector, Girobank was sold by auction. The winning bidder was Alliance and Leicester, a
building society - (that is a company mainly concerned with lending money for people to buy
houses).

There has been a significant amount of bank privatization in other countries. For example,
in the Netherlands the state-owned postal savings bank called Postbank was merged with
the private Nederlandsche Middenstansbank (NMB) to form NMB Postbank.

The 49% state share in the new bank was then sold to members of the public by a successful
public offering of shares. As one newspaper commented, the share sale completed the
transformation of Postbank - the world's largest postal savings bank - "from a sleepy
adjunct to the Dutch post office to an international banking force." :

One of the most interesting bank privatization cases is that of the National Commercial
Bank in Jamaica, a very poor country with a population of only 2 million. There was a stock
exchange there, but it was a tiny one which only opened for 4 hours a week. After a large
publicity campaign shares in the bank were put on sale to members of the public.
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Amazingly, the offer was 2.7 times oversubscribed and 30,000 people bought shares. On
the stock exchange there was an opening premium of $1.50 over the offer price and for the
first time hundreds of people rushed into the stock exchange to watch the trading. This
experience in Jamaica shows that banks can be privatized in the most difficult of conditions.

Many countries are involved in privatizing their financial sectors. The Adam Smith Institute
itself was been involved in the successful privatization of a state insurance company and a
bank in the Gambia, a tiny country in West Africa. The bank was sold to a regional private
sector bank and shares in the insurance company were sold to around 150 people, which is
a large number in a country of only 600,000 people, of whom no more that 30,000 are in the
real economy.

(b) Bus services

Bus services in the United Kingdom were very largely state-owned and monopolised until
the mid-eighties. The National Bus Company, a state-owned company, provided inter-city
bus services as well as services in most cities and regions. In addition, most municipalities
ran their own bus companies. Competition was illegal, with predictable results in terms of
the quality and cost of the services, many of which were heavily subsidised by central and
local governments.

In 1980 the first step towards the creation of a market in bus services was taken, when long
distance inter-city bus services were deregulated. An explosion of new services resulted,
almost all at a higher quality and lower price than the state services. However, the
deregulation of local bus services was politically more difficult, as many argued that private
operators would not provide services on socially necessary but otherwise unprofitable
routes.

The privatization solution that was designed was in many ways one of the most interesting
and ingenious of all the UK privatizations, in that it allowed maximum competition but
satisfied most of the objections to privatization from various interest groups.

Firstly, the National Bus Company was split up into its component parts - National
Express (the inter-city service) and 60 regional bus companies. National Express was sold
off first, then the 60 regional units. The management and employees of the 60 regional
companies were encouraged to form groups and raise financing to bid for their own
company and were given a ten percent advantage over other bidders in the auction.
(Namely, if their bid was no more than 10 percent below the highest bid, they would win.)
In the event, the majority of the regional companies were sold to employee groups.

At the same time and with the exception of London, bus services throughout Britain were
deregulated. Anyone could run a bus service provided they complied with the safety
regulations. In the case of those routes which were thought to be unprofitable, but socially
necessary, the route was put out to tender to whoever would operate it with the least
subsidy. In fact, many routes which the previous state companies had claimed to be
unprofitable were in found to be entirely profitable, and the amount of subsidy required on
the remaining routes was very much smaller than had been necessary under the previous
state-owned system.

Although in rural areas the level of services remained about the same, the result of
deregulation in many cities throughout Britain was a very sharp increase in competition and
thus in the extent and level quantity of service. Instead of trying to avoid passengers, bus
drivers went out of their way to maximise the number of passengers they picked up.
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3.3 CONTRACTING OUT OF LOCAL SERVICES

Privatization of local government services was a relatively new concept in Britain at the
start of the Thatcher administration. Councils had contracted with private companies for
the provision of various services for many years, but such practice was not viewed as a
positive policy which should be extended to other areas. Nor did it usually involve major
services such as refuse collection or street cleaning.

However, the movement to contract out services to the private sector grew strongly from
1980 onwards. Encouraged by a stream of publications from the Adam Smith Institute
explaining and advocating this particular form of privatization, a few enterprising local
governments contracted out some services, such as garbage collection and street cleaning.
The results were so positive, both in terms of cost and quality of service, that the
government started a major drive to encourage all municipalities and counties to take similar
action. Encouragement, however, was not enough. Most municipalities, frightened of the
hostile reaction of self-interested pressure groups such as public sector unions, took no
action to introduce competition.

Mandatory Competitive Bidding

On February 14, 1985, the Government issued a "green paper"”, or notice of intent to legislate,
entitled: "Competition in the Provision of Local Authority Services." The paper outlined
proposals to require local authorities and some other public bodies to seek private sector
bids, in competition with in-house staff, for a number of services. In addition it contained

proposals:

“a. to require local authorities to establish and report publicly on the cost of in-house
provision of other services and on the cost of provision of such services from the
private sector;'

b. to prevent the imposition by authorities of contract conditions which are not
related to the contractor's performance of the work in question;

c. to enable the Secretary of State to take action against authorities which
unreasonably set aside or frustrate the objective or results of fair competition."

The Green Paper suggested that certain areas of activity were the most suitable for
compulsory tendering;:

Refuse collection

Street cleaning

Cleaning of public buildings

Vehicle maintenance

Ground maintenance

Catering services, (including school meals)

Due to a variety of political factors, such as an intervening general election, more than two
years passed before legislation mandatory competitive bidding was introduced to
parliament. On 26 June, 1987, the Green Paper proposals were finally included in a Local
Government Bill. The six services listed above were to be subject to competitive bidding.

The Bill made provision for new powers for the Secretary of State for the Environment to
add further local government services to the list for compulsory tendering. The newly-
appointed Local Government Minister, Michael Howard MP, suggested a range of services
which local authorities might consider for putting out to bid -- before the use of this power
was considered by parliament. These included such "professional services" as architectural
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advice and computing or printing.

Certain terms and conditions in local authority contracts were deemed uncommercial and
outlawed by the Bill. It stated that contractual obligations regarding private contractors'
employment policies, political affiliations and involvement in other sections of government
would be outside the remit of local authorities. The only legitimate contractual requirements
were to be those relating to the provision of services and existing government legislation.
There were therefore several safeguards against "anti-competitive" councils with a view to
ensuring that in-house provision, that performed by the public agency, was not favoured:

* the work must be advertised in at least one local néwspaper and one trade journal,
offering details of the specifications and requesting applications to tender,

* at least three companies must be invited to tender, or all who applied if fewer than
three,

* the in-house organisation must prepare a proper written bid to do the work,

* in reaching a decision on awards, authorities must not "act in a manner having the
effect or intended or likely effect of restricting, distorting or preventing competition."

The Secretary of State was also to be empowered to specify minimum and maximum lengths
of contracts for each service. Contractors were to be legally obliged to carry out the
specified work contained in the contract. Contracts were to be made available to the public.
The Bill also required in-house contractors to keep annual accounts to be submitted to the
Secretary of State for the purpose of specifying financial rates of return which must be met.
In-house groups would have to publicly quote prices before an award could be made to the

in-house group.

The Bill made provision for intervention by the Secretary of State against local authorities
where evidence of anti- competitive practices and financial failure could be found. New
powers to demand reports from local authorities on tendering practices and to temporarily
prohibit in-house provision were included as sanctions against anti-competitive practices.
On 24 March, 1988, the Local Government Bill became an Act of Parliament and received
the Royal Assent.

Effects of the legislation

Since the passage of the bill, which was fiercely opposed by the Labour Party and the
unions, the use of competitive bidding to select contractors has become much more generally
accepted. The new policy enabled the local authorities to become much more effective in
achieving economies because of the stronger position in which legislation had put them.
They needed no longer to be afraid of the self-interested pressure groups. Their freedom to
choose amongst alternative suppliers was enhanced and their control over the regulation of
supply was increased. The introduction of proper contracts allowed the local authorities to
stipulate the various details of the nature and level of the service being offered to the public.

Even Labour Party controlled councils took up competitive bidding. Council Leader David
Nuttall of Labour-controlled North East Derbyshire Council justified privatization on
grounds of the prospect of improved service-delivery for refuse collection:

"We will go out to tender in 1989 if we don't get an improvement. I am not satisfied
with the service we are getting."

A spokesman for the Labour-controlled Brent Council complained about over manning in
their own refuse collection agency:
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"There has apparently been no commitment from staff to the new manning levels
agreed in October. We were hoping to gear up to meet the challenge of competitive
tendering which becomes obligatory at the end of next year. Now we have no
alternative but to consider privatization.”

Labour disputes and the disruption to services after a lengthy strike by refuse collectors in
Liverpool were given as the reason for privatizing the service by that Labour council in 1991.
A French firm won the contract.

Phasing-in the policy

Local councils were not required to put all services out to bid in the first year. The policy
was phased over a number of years and the effect of mandatory competitive bidding has

gradually been increasing.

The phasing policy has worked well, and should be considered by other governments
examining similar policies. The Government learned from its experience with mandatory
contracting out of ancillary services in state-run hospitals. There it had simply required that
hospitals contract out the services within three years. But the hospitals did nothing for two
and a half years then in the last six months rushed through a bidding process. The private
contractors couldn't cope with the flood of bid preparation work and the result was less
than satisfactory.

In contrast, a much more thoughtful plan was introduced in the case of local government
services. Local governments were divided into six groups alphabetically, ensuring a good
geographical mix in each group. Each group was required to put out to bid one of the six
services each six months, and the service concerned was specified. So for each service, a
sixth of the work was bid out across the country every six months. This has worked
smoothly so far and how recreation services have been added to the list of services that

must be put out to bid.

Results of privatization -

By 1990, after the first two rounds of competitive bidding, research showed that local
governments in the UK were saving £42,541,053 a year by contracting out services to the
private sector, a sharp increase of £11,215,670 or 36% on the previous year. The number of
new contracts awarded that year was 109, bringing the total number of local governments
contracting out at least one service to 253.

The extent of contracting out varies across the country. London has achieved the greatest
savings. 22 of the 33 London Boroughs use private contractors for their services.

In 1990 Westminster City Council contracted out its on-street parking to three private
companies at a annual saving of £1.2 million. The Royal Borough of Kensington & Chelsea
contracted out grounds maintenance to Serco at an annual saving of £165,000.

There was also a large increase in savings in the Eastern area of England. Essex County
Council awarded its first two school cleaning contracts to Electrolux and OCS at an annual
saving of £725,000.

Tendring District Council saved £497,000 a year by privatizing refuse collection and street
cleaning. Three Rivers District Council contracted out refuse collection to save £237,000 a
year, while Broxbourne Borough Council saved £340,000 a year on its new private street
cleaning contracts.
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The picture was not so bright in some other areas, particularly those with local governments
heavily under Labour Party control such as the North East. Even there the Labour-
controlled Wansbeck District Council contracted out its refuse collection at an annual saving
of £169,000. Although many Labour councils did resist strongly the award of contracts to
private companies, mandatory competitive bidding did at least have the effect of forcing
them to examine more closely their existing services. This often leads to privatization later
on.

For example, in Labour-controlled Southwark Council in London, a report showed that the
garbagemen collected just 25% of that collected by neighbouring Wandsworth's private
workers. An efficiency bonus scheme was subverted as soon as it was introduced, so that
bonuses of £34 a week were paid out for no increase in efficiency. Garbage trucks which
had failed to collect the 14 tons per shift would drive back and forth across the scales at the
disposal site until the figure was reached. On some routes as little as two tons per shift was
collected, where fifteen to twenty tons would be a realistic expectation. Staff would often
finish work soon after 9 am and go off to do private work.

Today, some years into the process of compulsory bidding, the private sector has picked up
a substantial number of contracts, with the exact percentage varying service by service,
(about 40% in building cleaning and around 25% in the case of garbage collection).
Wandsworth Council in London states it has made net savings of 27%.

Worker Buy-outs

One interesting aspect of the change in local authority policy and attitudes has been the
increasing number of management and employee buy-outs in local government. The first of
these was pioneered by the London Borough of Merton in 1979. It sold its architects
department to a group composed of the former management. The 1988 Local Government
Act concentrated the minds of many local government officers: to bid on their own behalf
rather than that of the council. As David Saunders, Editor of the journal, Public Service
Review, stated: "A management buy-out frees local managers from the two greatest
constraints on a public sector organisation: capital controls and the restriction on trading
with private customers."

Where this approach accompanied privatization in local government it often featured
employee share ownership plans (ESOPs) in order to raise capital for the venture. Worker
buy-outs of the local authority departments were therefore also involved in this particular
privatization technique, although they were generally led by management.

By the close of 1988 the largest ever management buy-out of a municipal service was
undertaken by the Westminster City Council. The council awarded a £68 million five year
contract for refuse collection and street cleansing to MRS Environmental Services. The
scheme was opposed by the National Union of Public Employees (NUPE). The management
was able to appeal to the union members over the heads of the officials, however, by
offering higher wages, share options and the transfer of the pension rights negotiated under
local authority management.

Some of the public sector trade unions, notably the GMB union in Milton Keynes, struck
deals with the newly bought-out private companies: The former Chief Executive who left
the authority to form a new firm signed a single union recognition deal with GMB, although
NUPE criticised the union for "flirting with privatization."

The techniques used in local government management buy-outs are noteworthy for their use
of incentives and employment policies which largely ensured they took place with the
support and active participation of the former local authority workforce. In Westminster,
700 of the 812 staff were taken on by the newly bought-out privatized service.
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In Eastbourne the council transferred its street cleaning service, which operated through a
quasi-commercial municipal board, to a management buy-out with equity participation for
members of the board. These cases enabled the supporters of the new policy to assert that
the local authorities need not incur the hostility of their own employees, who had previously
been the sole suppliers of local services.
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3.4 PRIVATIZATION OF UTILITIES
3.4.1 Water supply and treatment

Water supply, treatment and disposal for many years in Britain was the responsibility of
state-owned water boards. The industry was characterised by underinvestment and a lack
of attention to environmental standards, as the water boards had the responsibility for both
delivering the services and monitoring themselves to ensure standards were met.

The Government's solution was to privatize the industry by splitting it into regional water
companies, which were then sold by public share offering. The regulatory functions were
retained by Government in newly established regulatory bodies. The consumer was
protected by a price cap on charges for water services. Water companies are not allowed to
increase their charges to consumers by more than the rate of inflation minus a certain
percentage.

The results have been a substantial increase in capital expenditure to bring the systems up to
modern standards, much clearer focus on environmental problems and action to redress
those problems, and a much more commercial attitude on the part of the new private water
companies. They are rationalising their assets and making full use of them for profitable
activities, for example by developing recreational activities on reservoirs and rivers under
their control.

3.4.2 Privatization of the electricity industry

Electricity is often thought of, wrongly, as an industry suited to state monopoly where
competition is not possible. This is not at all true. Today, with heavy demands for new
capital to expand electricity systems throughout the world, many governments are getting
out of the electricity btisiness and realising at the same time that competition for lowest cost
supply is not difficult to arrange.

Fundamentally, what was done in Britain was to separate the three components of the
electricity industry - generation, transmission and distribution - and to introduce strong
competition within generation. The former Central Electricity Generating Board (CEGB) was
split into several generating companies (with National Power and Powergen in the UK being
the largest), and a transmission company (the National Grid Company), as well as twelve
independent Regional Electricity Companies responsible for distribution.

The regional electricity companies were sold in December 1990 in a multiple flotation,
followed by National Power and Powergen in spring 1991. The National Grid Company,
which was owned by the twelve regional electricity companies and then subsequently
divested by public offer, is responsible for managing the market for the bulk trading of
electricity (the pool), which was established on March 31 1990. The nuclear power stations
have been grouped into two companies, Nuclear Electric and Scottish Nuclear, which
initially were not privatized. In 1996 the more modern nuclear power stations from both
companies were grouped together in a new company, British Energy, and privatized by
public offer.

The introduction of competition has led to a reexamination of generating technology.
Almost all recent projects have involved combined cycle gas turbines. Many new power
station projects are launched by new independent power companies, usually consortia
involving one of the regional electricity companies. Thus the amount of competition in
generation is gradually increasing. There is competition in supply to the larger users and in
1998 this will be extended to all users. Britain now has the electricity industry which offers
extensive scope for competition.

-18-



3.4.3 The privatization of the gas industry

Gas in Britain was a state monopoly controlled by British Gas, the largest integrated gas
supply business in the western world, which was responsible for transmission, storage and
supply. British Gas was privatized in 1986 by means of a public offering of shares. The
offer of 1,653 million shares to the UK public and eligible employees resulted in 4.6 million
applications for 6,600 million shares and was thus 4 times subscribed. Gross proceeds
raised by the Government were £5,434 million.

The 1986 Gas Act provided for an independent regulator of the gas industry, the Office of
Gas Supply, with the task of increasing competition and preventing British Gas from
abusing its monopoly position. Although British Gas was privatized with its monopoly
largely intact, there has been a gradual process since privatization of opening up the gas
market to greater competition. In 1988 the Monopolies and Mergers Commission forced
British Gas to publish its price schedules and set a maximum of 90% of available gas to be
sold to British Gas. In 1991, in face of pressure from competition authorities, British Gas
undertook to separate its transportation & storage arm from its gas supply arm. In 1991/2
British Gas’s domestic legal monopoly was reduced from 25,000 therms to 2,500 therms per
annum. In 1994 the Government decided to abolish that legal monopoly entirely by 1996.

3.4.4 Airports

Airports in Britain are viewed today as private sector businesses rather than as state-owned
utilities. The Government correctly recognised that airport services are in high demand, can
be very profitable, and require access to the capital markets to fund expansion. The result is
that the majority of airports in Britain are now private.

The first major step was taken in 1987, when those airports owned by the national
government were privatized by means of a public stock offering. The Government raised
£1.2 billion pounds from the sale of 500 million shares in BAA plc, the company which
superseded the old British Airports Authority. BAA plc owns the three London airports of
Heathrow (the busiest international airport in the World), Gatwick, and Stanstead, as well
as the four Scottish airports of Glasgow, Prestwick, Edinburgh and Aberdeen.

As private enterprises, these airports are not allowed to charge what they like. BAA plc
cannot increase the fees for its aeronautical services, such as landing fees, by more than the
rate of inflation less a certain amount, initially fixed at one percent. This is an incentive for
BAA to increase efficiency and pass some of the savings on to customers. Other services,
however, such as retail sales and parking, are not regulated. These have been developed
aggressively by BAA, adding to profits and enabling all the services to be improved.

The change to private sector status also gave BAA access to private capital markets,
because as a Government-owned entity its borrowing had been limited. This has enabled
BAA to undertake major capital expenditure programmes, such as the expansion of
Stanstead airport and the addition of a fourth (and soon a fifth) terminal at Heathrow.
BAA is also proceeding with the creation of a high-speed rail-link between London and
Heathrow airport which will be run jointly by BAA and British Rail. BAA is bearing 80
percent of the cost of this project. It seems remarkable that under public ownership such a
link had not been built.

The privatization of airports owned by municipalities is going ahead. Speke airport in
Liverpool, currently owned by five local authorities, is to be sold to British Aerospace,
which has a £1.2 billion plan to develop it into an international aviation hub channelling
transatlantic passengers onto short-haul services to the rest of Europe. Under municipal
ownership the airport has lost money consistently.
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The other major municipally owned airports, such as Manchester and Birmingham, have
been required by the government to be converted to joint-stock corporate legal form, to
prepare plans for bringing in private capital, and then to be fully privatized.

A further interesting type of airport privatization in Britain is the creation of new airports
by the private sector. About the same time that BAA was privatized, permission was given
to John Mowlem plc, a construction company, to build a new airport in the London
docklands, an area which had become desolate since the decline of the London shipping
trade but was very close to London’s financial district. Mowlem saw the need for an airport
close to central London which could serve businessmen needing to travel to short-haul
destinations such as Paris and Amsterdam.

To date it has used STOL or short-take-off and landing aircraft because of its limited
runway space. However, on September 26, 1991 the UK Government gave permission for
the airport to lengthen its runway, enabling it to take small jets which can serve most
European destinations. The airport is an example of how the private sector can move in
and fill gaps in the airport infrastructure if allowed to do so. Moreover, this new airport is
in fact an example of what we cover in section 3.5, the private finance of new infrastructure.

3.4.5 Questions of monopoly and the need for independent regulation

Many Government entities, particularly utilities such as those described above, act as
monopolies. The reasons for the monopoly differ. In some cases it is perceived that the
service has a natural monopoly. For example it is relatively clear that the supply of piped
water to domestic premises is largely a natural monopoly. However, in the case of
electricity, long perceived by many to be a natural monopoly, it is now very clear that
certainly in generation there is no natural monopoly at all but rather full potential for
competition.

In other cases a monopoly has been granted in an attempt to preserve a national network -
posts is an example here. In other cases there have been more political considerations
involved.

When these entities are corporatised - with the aim of acting more like normal, profit-seeking
private companies - the question arises of how their monopoly should be treated and how
consumers should be protected.

Often consumers have not been adequately protected while the entity was a government
department or public sector statutory body. For example, in Britain the nationalised
industries had a duty only to break-even, not to make profits. However, this did not
prevent them from investing their 'surpluses’ in unnecessary capital expenditure, expanding
already bloated workforces or undertaking other activities which led to unnecessarily higher
prices for their captive customers. In some countries, most notably (but not only) some
developing countries, state monopolies charge very high prices but deliver exceptionally poor
quality services. Customers have nowhere else to go.

The first question that must be addressed at the time of corporatisation is the extent to
which it is possible to introduce greater competition - the most effective protection for the
consumer if it can have full effect. Many of the services that were deemed to have natural
monopoly features will be found not to be natural monopolies at all. On removal of the
statutory, legal monopoly competition may flourish. An example would be the removal of
the state monopoly on long-distance bus travel in Britain at the beginning of the 1980s, at
the same time as the state company National Express was corporatised for later
privatization.

However, in other cases, it may be very important to restructure the industry to allow or
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encourage competition to occur. For example, although the market for supply of new
electricity generating capacity had been liberalised in Britain in the mid-1980s, the private
supply of new power did have a serious effect on the monopoly position of the Central
Electricity Generating Board. When the future of the electricity industry was considered in
the mid-1980s, it was clear that it was necessary to restructure the industry by breaking it
up if competition was to be effective. Therefore the industry was broken up as described
above.

This raises a very important point, which we will deal with further below. It is at the point
of corporatisation that any restructuring should occur - with a view to increasing
competition, improving efficiency, or whatever - not at the point of privatization. Thus a
long-term view should be taken when governments decide to corporatise.

Insofar as there is continuing monopoly power on the part of the corporatised entity it must
be dealt with by regulation. It is generally better that such regulation should be explicit and
transparent. There are different methods of price regulation - with the US method of rate-
of-return regulation being the most widely used throughout the world - but today it is
generally accepted that British-style price-cap regulation is the most effective at both
keeping prices down and encouraging efficiency on the part of the regulated company. (The
regulatory formula is usually expressed as 'RPI-X," meaning that the company may increase
its prices by the rate of inflation minus a certain amount).

Privatization may well create the need for independent regulation of the newly privatized
body or indeed newly corporatised industry. Government entities often hold regulatory &
licensing powers, which it is inappropriate for them to retain once corporatised or
privatized.

For example, British Telecom had inherited from the Post Office (of which it was once part)
the duty to issue licences to many private and public entities which were connected to or
used its systems. In‘the new scheme that was introduced when it was fully corporatised
then privatized British Telecom itself had to be granted a license. It was clearly
inappropriate for it to be responsible for granting licenses to others, some of whom would be
its competitors. Thus these powers were transferred to the newly created Office of
Telecommunications (Oftel). -

Similarly, to take a developing country example, as the Government of Trinidad & Tobago is
currently considering how to corporatise then privatize its electricity industry, it faces the
problem that the state electricity monopoly now has the role of granting licenses for any new
generating capacity. This is obviously a serious constraint on the introduction of private
capital to a newly liberalised industry and will need to be amended.

The water industry in Britain in its nationalised form had both the responsibility of
producing and disposing of water and of regulating its quality. Aside from problems of lack
of capital investment, it is not surprising that water quality often fell below acceptable
standards, as the industry was policing itself.

When the industry was fully corporatised, prior to privatization, the responsibility for
regulation of quality standards was transferred to the National Rivers Authority and the

pollution inspectorate.

Although regulatory functions can be retained or acquired by Government Ministries directly,
many countries have found it preferable to create semi-independent regulatory
organisations. This is done partially to remove the conflict of interest that still exists
between the Government as owner of some of the operators in the market and regulator of
all the operators. Examples in the UK are the Office of Telecommunications (Oftel), the
Office of Gas Supply (Ofgas), and the Office of Water Services (Ofwat).
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3.5 PRIVATE FINANCE OF NEW INFRASTRUCTURE

3.5.1 Transport infrastructure

Private funding of our transport infrastructure is now a well-established and expanding
practice in the UK. The first privately-funded road scheme in Britain this century is the
Dartford bridge over the river Thames in London, opened by the Queen at the end of
October 1991. Of the £200 million cost, £130 million has been borrowed from three banks
who will be repaid from the toll receipts from the bridge and the two existing tunnels.

The three banks, Kleinwort Benson, the Prudential, and the Bank of America each own 17
per cent of the Dart Crossing Company and 49 percent is owned by Trafalgar House, which
is building the bridge, the longest cable bridge of its type in Europe. Other bridge projects
have also gone ahead along the same lines, for example, a privately financed crossing over
the Severn estuary in the West of England and a privately financed toll bridge between the
mainland and the Isle of Skye on the West coast of Scotland.

Psychologically, of course, it is a big jump from charging for bridges and tunnels to charging
for roads themselves. Unlike the United States, Britain has not had any toll roads this
century. But the Government has made this important policy change and the first private
toll road will soon be built. The UK Department of Transport recently announced that
Midland Expressway, a joint venture between Trafalgar House and Italstat, had won the
competition for the concession to design, build, finance and operate the Birmingham
Northern Relief Road. Their proposal will provide a 30-mile six lane tolled motorway at a
cost of £260 million.

Of course the largest private infrastructure project is the Channel tunnel, which will finally
end continental Europe's isolation by linking it with Britain. It is the world's largest
infrastructure project,’and one of its most complex. For the last 200 years the British and
French Governments talked about such a link, but it has taken the private sector to get on
and actually create it. The tunnel is now open for traffic.

The tunnel is 32 miles in length, connecting Folkestone -and Calais. (In fact, there are 3
tunnels, two of which carry the traffic with the third being a service tunnel between them,
providing ventilation, access for maintenance and an emergency exit). Itis a rail tunnel that
uses trains carrying three types of traffic. Firstly, shuttles running between terminals at
Folkestone and Calais carrying road traffic, (the trip lasts 35 minutes and passengers stay in
their cars in well-lit, air-conditioned shuttles and then drive off at the other end); secondly,
high-speed passenger trains connecting European cities, and thirdly, through freight trains.
Despite a number of construction problems, the project moved steadily forward and is now
complete and operational.

The project costs over £7 billion, all of which has been raised from the private sector.
Eurotunnel, the company which owns the tunnel and will operate it, raised £1 billion from
shareholders when it was originally floated, and £5 billion in bank loans from a banking
syndicate including 39 Japanese banks contributing £1.6 billion, 34 French banks contributing
£897 million, 21 German banks contributing £629 million and 11 British banks contributing
£468 million. Also in the banking syndicate are 17 banks from Scandinavia, 14 from Belgium
and Luxembourg, 15 from the Middle East, 13 from Italy and 11 from Switzerland. Other
banks involved are from Austria, America, Canada, Holland, Singapore and Hong Kong.

The original Channel group consisted of 10 contractors and five banks. The sponsors ceded
control of the project to Eurotunnel in 1986. The contractors then formed Transmanche-Link
to design and build the link for Eurotunnel. In October 1990, following revised estimates of
the total cost of the project, Eurotunnel entered into a revised credit agreement with an
international group of lending banks, increasing the total of project finance loan and letter of
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credit facilities available from the banks from £5,000 million to £6,800 million. In December
1990 Eurotunnel raised a further £566 million by means of a “rights issue’ of new shares for
existing shareholders. There are some 600,000 shareholders in all.

The Channel Tunnel project demonstrates conclusively that the largest and most complex of
projects can be undertaken speedily and efficiently by the private sector, and that there is a
ready source of funds from individual investors and investment institutions to finance such

projects.

3.5.2 Private finance of new prisons

The prison system is always one of the more interesting and controversial privatization
topics. This is primarily because we largely think of the criminal justice system as a state
monopoly. However, that does not mean that you cannot have private sector providers of
services within the criminal justice system. After all, in most countries criminal lawyers are
not employees of the state.

Public sector prison systems in most countries have three main characteristics:
* Underinvestment in existing prisons;
* Underinvestment in new prisons, leading to overcrowding;

* Lack of innovation in running of the service.

Politicians do not usually care much about prisoners, because they usually have no right to
vote and are despised by the rest of the population. There are therefore no votes in trying to
create a better prison system. It can be argued however, that a more efficient prison system
which does a better job of lowering reconviction rates is of positive benefit to the rest of
society.

There are two different forms of privatization which can be usefully applied to the prison
service. One is the the contracting out to a private operator of the running of a prison. The
second is the retention of a private company to finance, build, own and operate a new
prison.

In both cases the private operators is remunerated by a contractual payment from the
Government, usually related to the number of prisoners held. In some case this is a rate per
prisoner per day. In the case of a new prison, this means that the Government does not
have to find the initial capital for the prison, but in effect pays for over its operating life.

When the operation of an existing prison is put out to bid, there is an opportunity to see if
private companies could run the prison at lower cost, and if they have any good ideas for
running the prison more efficiently. However, the greatest benefits are achieved when a
build-own-operate contract for a new prison is put out to bid, because design improvements
related to operation are built in to the new prison.

For example, in America, where the majority of new private prisons have been built, these
prisons often utilise modern electronic control centres, from which all doors can be
controlled and video cameras can survey the entire prison. This reduces the need for large
numbers of guards and improves security. Another characteristic of modern private jails is
the effort to produce a more relaxed, less tense atmosphere. Guards do not wear militaristic
uniforms and are called supervisors rather than guards, while the prisoners are called
residents. A deliberate effort is made to persuade prisoners not to reoffend and indeed
many American private prisons have a lower reoffence rate of their prisoners. It is of course
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possible to link the remuneration of the private company running the jail to the reoffence
rate.

There is now quite an amount of experience with prison privatization in different countries
around the world. In Britain we have been relatively slow in taking up this policy, with the
first contract for a new private prison only having been awarded this year. Prior to that the
transport of prisoners between courts and jails was privatized. Undoubtedly the bulk of
experience is in various American states, but other countries, such as Australia and South
Africa, have also gone the privatization route.
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3.6 RESULTS AND CONCLUSIONS FROM THE BRITISH EXPERIENCE

3.6.1 Results

The results of Britain’s privatization programme have been favourable. By almost every
measure privatization has been beneficial. It has certainly been beneficial for the many
millions of British citizens who bought the shares of companies sold by public offer. Here is
a comparison of the flotation price of various privatization shares compared with the share

price as at August 18, 1997:

Company Flotation price August 18 , 1997 price
BAA 330 572
British Airways 125 617
British Gas 135 255
British Steel 125 174
British Telecom 130 381
National Power 175 507
Powergen 175 712
Scottish Power 240 429
Eastern Elec. (Energy Group) 240 628
Anglian Water 240 767
NW Water (Unit. Utils) 240 705

These gains for investors are not windfall profits bestowed by underpricing of the original
share offers but the result of sustained increases in the privatized companies’ profits,
performance and effi¢iency. The improved profit performance is demonstrated by Chart 1,
which is attached to this paper. Three individual examples of improved performance are:

* British Airways , a heavy loss-maker in state ownership but now the most
profitable airline in Europe and one of the most profitable in the world has increased
productivity by more than 40 % per employee since privatization.

* The National Freight Consortium (NFC), loss-making and with declining market
share when in state ownership, has been transformed by a management/employee
buyout in 1982 into a successful international company now quoted on the stock
exchange. An increase in employee share-owners from 38 % of the workforce in 1982
to 90 % in 1992 has been accompanied by a compound annual increase in profits of
29 %.

* British Telecom has increased the number of telephone lines by more than 30 per
cent, while the overall rate of failed calls has fallen from 1 in 30, to 1 in 200.

The consumer has benefited substantially, as is evidenced by the following:

* a fall of 30% in real terms in prices charged by British Gas to domestic and small
business consumers since privatization;

* a fall of 40 percent in British Gas’s contract prices to industrial customers since
privatization;

* a fall of 50 per cent in real terms in British Telecom’s main prices since
privatization;
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* British Gas has reduced by 50% the number of disconnections since privatization;

* now 95 % of British Telecom’s customer installations are completed within the time
agreed by the customer;

* by 1993 95 % of payphones were working compared to 77 % sixteen years
previously and, since privatization, British Telecom provide nearly 45 % more of
them;

* Since privatization of the electricity industry at the beginning of the 1990s domestic
prices have fallen by 20 per cent in real terms. Some businesses have had even larger
reductions in price.

3.6.2 Conclusions

The experience of privatization in Britain is a positive one. Most of all, it shows that with
appropriate political will almost anything can be privatized, and privatized in such a way
that there is a clear benefit both to the consumer and the taxpayer.

Although privatization in Britain has been indeed substantial, the programme was a calm
and measured one which took many years to implement. The experience of each previous
privatization helped in the design of the next. It also must not be forgotten that
privatization in Britain started in 1979 in what was a very hostile political and ideological
climate. In the early years, each individual privatization had to face a barrage of hostile
publicity, public campaigns, threats of strikes etc.. As the programme progressed
successfully this of course subsided. In fact today the new Labour Government are
continuing to implement the privatization programme, even the more controversial parts,
such as the privatization of prisons.

The extent of what was politically possible gradually increased. Those who advocated
privatization of the telecommunications company in 1980 were derided as fools and
ideologues. But in 1984 it was carried out very successfully. In 1984 it was still not
mainstream policy to advocate privatization of the electricity industry, but in 1990 it was
successfully carried out. In the early 1980s it was thought completely impossible to
privatize the coal industry because of the power of the mining unions, but today one of the
unions is offering to buy the industry. When in 1987 The Adam Smith Institute produced
reports advocating the privatization of prisons, it was still regarded as a rather a way-out
idea. In 1992 the Government privatized the first prison and in 1993 announced the
privatization of a further 12.

With perseverance and careful attention to the design of privatization policies, success can
indeed be had. Countries do not need to go through the same lengthy ten year process of
privatization as Britain. The pioneering work has already been done and most of the
political, economic and financial problems of privatization have now been solved. It is now
largely a question of adapting that international experience to one’s own particular
circumstances.
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4.0 PRIVATIZATION IN THE REST OF THE WORLD

As mentioned in the introduction to this paper, there are very few countries which are not
pursuing privatization programmes of one sort or another. The Adam Smith Institute’s own
International Advisory Unit has never been busier, and is advising governments on
privatization in an extraordinarily broad range of countries, including the following:
Ecuador, Guyana, Nepal, Vietnam, Belarus, Egypt, Palestine, Trinidad and Tobago,
Bulgaria, Kyrgyzstan, Romania, Bulgaria,Oman and Mongolia. I never thought I would see
the day when we would actually be advising the Mongolian Government on privatization.

Unless this paper is to be some 200 pages long, there is not space to detail the progress
being made towards privatization by every country in the world. Instead, I will give a brief
review of progress in each of the three main category of country: developed countries,
defined as those which are members of the OECD; postcommunist countries; and
developing countries, defined as the remainder.

4.1 OECD countries

OECD countries have proceeded at different speeds down the path of corporatisation and
privatization, although the policy is now universal throughout the OECD. This is natural,
given their different starting points, and different economic circumstances. For example,
Britain and New Zealand have been among the most radical in pursuit of the policies.
Germany, on the other hand, has been rather late in developing the policies, at least in the
original Western part of the country.

What is remarkable, however, is that in 1994 every OECD country has some form of
privatization and corporatisation programme, although of course of varying degrees of size
& depth. *

Privatization started with commercial, competitive companies in Britain, extended then to
utilities in Britain, was taken up by other OECD countries both in respect of commercial
companies and utilities, and then began to be extended to more core functions of government
in the UK and some other OECD countries.

Corporatisation of utilities of course raises many more complicated issues than does that of
commercial companies which operate in a competitive market. In the case of utilities there
are usually issues of restructuring, competition and regulatory frameworks to consider in
addition to the more straightforward matter of converting the organisation from a state
entity into a private sector legal form. These issues are however being tackled in many
OECD countries.

Utility corporatisation and privatization in those OECD countries belonging to the
European Community will be significantly boosted as a result of European directives. For
example, the Commission has issued a directive specifying that the telecommunications
market within each EC country should be liberalised by 1998, allowing EC
telecommunications companies to compete in each other's markets. A similar directive has
been issued in the case of electricity. This means that those countries which do not
corporatise & privatize their telecommunications & electricity sectors will be at a significant
competitive disadvantage.

The extension of privatization to core Government functions is less prevalent. The UK has
made most progress in this area, followed by New Zealand. Other countries are, however,
examining aspects of this policy and making their first steps to introduce it.
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4.2 Postcommunist countries

Postcommunist countries obviously differ from others in that the whole of their economies
were subject to state control and state ownership. The task is therefore much greater and of
a different order to that in other countries.

Ever since the initial collapse of the communist regimes the crucial importance of rapid
privatization was widely acknowledged as a key element of successful reform of
postcommunist economies. Without it, the transition to a market economy could not
properly take place. Much emphasis has since been placed by the West on helping post-
communist countries develop and implement privatization programmes.

However, although much has been achieved over the four year period since the abandonment
of communism, there must be serious concerns over the implementation of privatization in
many post-communist countries. Whilst new and innovative methods have been devised to
“sell enterprises that nobody owns and nobody wants to buy to people who cannot pay”,
(in the words of the former privatization minister in Poland Janusz Lewandowski), such as
voucher schemes and the sale of shares to employees with little money changing hands, with
the partial exceptions of Poland, the Czech Republic, and Hungary, progress has overall
been painfully slow. This is particularly the case in southern East European states and in
the southern former Soviet republics.

Furthermore, a significant proportion of the privatization that has been carried out is
significantly flawed, involving the transfer of monopolies to the private sector, the inability
of the new owners to exercise their ownership rights properly, the entrenched positions of
the old management, restrictions on the scope of activity of the privatized company,
inability to trade shares effectively, regulatory restrictions on private sector activity as a
whole, etc.. The primary raison d’etre of privatization - to create a competitive market
economy - - appears to have been at least partially forgotten or misunderstood by many.

Success in privatization is usually defined as the achievement of the transfer of a significant
proportion of the economy from state hands into private hands. However, with the above
reservations in mind, there are three key qualifications which need to be made to this goal if
itis to be compatible with the wider aim of creating a prosperous market economy.

(i)  Privatization must be defined as the majority of shares or controlling shares being fully
in the hands of private individuals and private businesses. For example, ownership of
a majority of shares by another state enterprise, state bank, or any other organisations
controlled by the state does not represent, in our view, privatization. Throughout the
postcommunist world, there are many enterprises describing themselves as privatized
which do not fit our definition - - either through indirect state ownership or through
leasehold arrangements initiated under the pre-1991 Gorbachev reforms, or some other
forms of indirect state control.

(i) DPrivatization is a necessary (but not sufficient) condition for the creation of a market
economy. For example, if a whole sector is privatized but existing monopolies, cartels,
and cartelised networks are maintained, the benefits of privatization could be small.
Furthermore, the benefits of privatization can be severely diminished if shares in
privatized enterprises cannot be traded (legally or informally) or if licensing, business
regulations, or terms under which enterprises are constituted have the effect of erecting
insurmountable barriers to market entry. Thus privatization must be accompanied by
liberalisation measures which create competitive pressures, ownership pressures, and
economic freedom.

(iii) The success of privatization will be short-lived if the process is conducted in a non-
transparent way and if the process is managed as an opportunity for enrichment
amongst a bureaucratic or economic elite. In most postcommunist countries, a number
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of joint stock companies of closed type have been created, the structure of which
prevents shareholders from selling their shares and provides the scope for directors of
enterprises to exercise effective full control and sometimes to allocate themselves large,
artificially created, dividends. Whilst such enterprises describe themselves as having
been privatized, we would not agree. Therefore, a third qualification is that
privatization must be conducted in an open, transparent and equitable way, and must
involve real ownership, where shareholders can exercise ownership rights and freely
sell the shares they own.

Most postcommunist countries are failing to achieve this wider form of ‘real privatization.’
For example, although the quantity of privatization that has been carried out in Russia has
been substantial, some of it seems to involve little more than ‘changing the nameplate on the
door’ of the company, with the same management in control doing the same things.

In summary, the Czech Republic has been most successful in transferring large numbers of
companies to the private sector sector through its voucher programme. Of the countries that
have adopted an individual sales approach, Hungary has been most successful, with a very
large number of sales. Progress in Poland has been disappointingly slow, although their own
mass privatization programme has now started. In the countries of South-Eastern Europe,
such as Bulgaria and Romania, little has been achieved, and the same is true of the Southern
countries of the former Soviet Union (FSU) such as those in the Caucasus and Central Asia.
The exceptions to these general statements are Albania and Armenia, where privatization of
agriculture and small business has been successfully carried out. Good progress has also
been made by the Baltic states of Latvia, Lithuania and Estonia, but progress in
neighbouring Ukraine and Belarus is poor.

4.3  Developing countries

Almost all developing countries are pursuing privatization programmes. The exceptions are
primarily those which are so disorganised that they have been until recently unable to pursue
any sort of policy. Examples are Rwanda and Zaire. However, among developing
countries, privatization programmes fall into different categories. Some countries, such as
Chile and Argentina, have pursued privatization so thoroughly that there is very little left to
privatize. Chilean pensions privatization is the most sophisticated in the world and is being
copied by developed and developing countries alike.

Others, such as many in Africa, are pursuing privatization slowly and with little
enthusiasm. This is because the environment is particularly difficult and local elites find
their privileged positions threatened by a diminution of state subsidies and privileges.
Nevertheless, privatization is picking in speed throughout Africa, and some of the poorest
countries, such as Gambia, have made impressive progress.

In Latin America the slow starters are Uruguay, Paraguay, Bolivia, Ecuador and Brazil. In
the case of the first four privatization is now getting well underway. In the case of Brazil it
is now finally moving ahead under the leadership of President, former Finance Minister
Cardoso. In Asia the largest late starter is India, where there is now limited progress at both
a state and a federal level.

One surprising recent development is the advent of privatization in the Middle East,
including the resource-rich Gulf states. These countries have found both that they are
running out of money and that levels of efficiency under state ownership are unacceptably
low. The likes of Kuwait, Oman and Saudi Arabia have now joined the ranks of the
privatizers.

A summary view of the developing world would therefore find privatization as a fairly
universal policy, but one that is being pursued at varying speeds and degrees of
sophistication.
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5.0 POLICY AND OBJECTIVES OF DEVELOPING COUNTRY
PRIVATIZATION PROGRAMMES

The objectives of privatization in a developing country are normally somewhat different
from those in a developed industrial economy such as Britain. Careful analysis of these
objectives is a precondition of success. In any modernisation and privatization programme
there are different objectives, some of them conflicting. In the case of developing countries
the overall objective should be to create a stable, equitable, thriving, competitive, profitable
private sector economy, where opportunity to gain wealth is more easily available to the
mass of the population.

In order to achieve this overall objective, it is necessary to:
* turn key services over to the competitive private sector;

* reduce government expenditure, by terminating unnecessary subsidies and allowing
the private sector to take on the burden of necessary new investments;

* encourage the indigenous population to invest in their own country and thus
strengthen capital markets which will fuel sustainable economic growth.

Applying priority objectives to individual enterprises

Different enterprises obviously have different characteristics which fit only some
privatization objectives in each case. Most countries starting a privatization programme
pursue 7 key objectives:

* Increase in national economic efficiency & growth, through better, more competitive
services, and /or lower prices

* Reduction of government current expenditure

* Reduction of major government capital expenditure

* Economic democratisation/wider share ownership/capital markets

* Early success to popularise process

* Raising of sale proceeds,

* Attraction of international management skills, technology and investment,
(internationalisation)

The secret of success in building an effective privatization programme is to build the right
mix of privatizations, using the the appropriate methods in each case to attain the right
objectives, and sequencing the privatizations in the best order.

One does not need to attain every objective in each privatization. Indeed, as is obvious, it is
impossible to do so. What one must achieve is the right mix of objectives over the entire
programme.

Priorities

The key overall objective of maximising economic growth and national prosperity means
that in many developing countries the priority of the privatization programme is to transfer
to the competitive private sector those services which are most necessary for the growth of
the rest of the economy and where the inefficiencies and lack of targeted investment that
result from monopoly state ownership cause most damage to the rest of the economy. These
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tend to be such services as telecommunications, ports, electricity and water.

These also happen to be services the sale of which will raise significant revenues for the
Government and where substantial investments will be required in the future, funds for
which should preferably come from the private sector rather than the Government.
However, it is important not to go into the privatization of utilities with the wrong short-
term motives, which usually leads to trying to sell a company as a monopoly quickly to a
foreign buyer in order only to make it work effectively.

Getting a telecommunications or electricity company to work properly is not very difficult,
and should not be the summit of national ambitions. The critical factor is the introduction
of competition into utility sectors such as telecommunications, electricity and gas.
Competition is quite possible in large parts of these sectors - all of telecommunications,
generation of electricity, the supply of gas, for example. Only competition will guarantee
continuing long-term increases in efficiency and provide the incentives for improvement and
extension of service and introduction of new technology.

Therefore utility sectors should be restructured so as to increase competition where possible.
For example, this means dividing the electricity industry into competing generating
companies, as well as a separate transmission company and separate distribution
companies. Those parts of the industry which are monopolies - such as transmission and
distribution in the case of electricity - should be regulated to ensure that they do not exploit
their monopoly. In the case of telecommunications dividing the industry may be helpful but
is less important. What is crucial is to permit full competition and introduce a clear
regulatory framework which requires interconnection between networks, prevents
exploitation of parts of the system which retain temporary monopoly power, etc.

Privatization of new infrastructure is also very important. Much infrastructure, such as
new roads, bridges, tunnels, power stations, airports, ports, and even prisons, can be
financed, built, owned and operated by the private sector. However, to launch such
projects requires the involvement and support of many different parts of government, and if
those parts of Government do not fully understand the complex nature and requirement of
such private projects, then much time and resources can be lost and little will be achieved.
Similarly, there is a need to understand how new privately-financed projects fit within an
overall strategy for the sector concerned, which may involve the restructuring and/or
privatization of existing facilities. The question of a clear regulatory framework for the
sector is all important here.

In addition to the basic utilities, developing country Governments usually own wholly or
partly a large number of other industrial, agricultural and service companies, which
variously consume significant subsidies, provide poor services to the rest of the economy,
crowd out private investment and generally contribute to economic inefficiency.

These companies provide opportunities for spread of capital ownership and reduction of
Government subsidy. Governments should privatize the vast majority of those companies
as soon as possible and in a manner likely to increase the likelihood of privatization of the
basic services, such as telecommunications and water.

Priority should be given to developing intelligent strategies to privatize those companies
which inhibit growth in key areas of the economy and which offer the best prospects for
economic development of the country and increased employment.

In order to increase the public popularity of privatization, to broaden the domestic investor
base and thus to make the privatization of the basic services easier, privatization of
successful commercial companies by sale to the general public and/or the employees should
occur first. During this time, the privatization of the first basic services should be prepared.
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During this time also, the privatization of the larger, less successful commercial companies
should also be prepared.

The successful sale of smaller commercial companies will raise some revenue which can be
utilised to pay the costs of subsequent transactions, in which many employees may have to
be paid compensation. These early successes will also smooth the way to the larger
transactions through which significant revenues will be raised.

Popularising the privatization programme is obviously crucial to success. This means
firstly that the programme must be characterised by full transparency and accompanied by
an extensive marketing campaign, directed at all interested groups, most notably the general
public and employees.

Each privatization should be designed to take account of existing interest groups and their
concerns and fears. Particular concerns can often be dealt with by inserting provisions into
sales contracts and licences. For example, if the public fears that a privatized telephone
company will not maintain public call boxes in rural areas, it can be required in its licence to
do so. If certain users of the service receive it for free or at a subsidised price, then after
privatization they can be given vouchers by the government to spend on the service. In other
words, the subsidy, if desirable, should be routed through the consumers rather than the
producers of the service.

If possible, key interest groups should be able to participate in the privatization, for
example by the sale or allocation of shares to employees on preferential terms and the sale
of shares to large numbers of the general public. An early success in privatization, which
shows clearly how service levels improve and the whole of the population can benefit, will
do much to inspire success in the whole programme. Nothing succeeds like success.

Economic democratisation

The entire programme should contain a substantial element of economic democratisation -
spread of capital more widely throughout the bulk of the population. Despite the fact that
only a limited number of people in most countries have many spare resources with which to
invest in the privatization programme, it is possible through various mechanisms to increase
very substantially the number of capital owners.

One of the obvious mechanisms of economic democratisation is to sell shares to the
employees of state enterprises. Usually this will have to be done on discounted terms
and/or on credit, if they are to be able to take up the opportunity. Another mechanism, the
most successful throughout the world, is to make fixed price shares easily available to the
whole population through a mass marketing campaign which makes it specifically simple to
acquire shares, for example by simply filling in an application form in a newspaper. Of
course the shares must be priced so they are competitive with other investments carrying
lower risk, for example foreign bank accounts.

Experience shows that the population usually has more money than the Government thinks.
However, people may still find it difficult to find the resources to buy. In some cases it may
be possible to help them further - for example by allowing them to pay for electricity shares
in instalments by a supplement on their electricity bills. We may summarise the range of
approaches as follows:

A. Sale of shares at a discount to their likely market value
In most of the large privatizations in the U.K., shares have been sold slightly

underpriced, with a large marketing campaign aimed at the ordinary citizen.
Preference is then given to small investors in the allocation of shares.
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The approach would be following;:

A single price for the shares should be set, as should a date of sale. A large marketing
campaign should be organised and a proper prospectus issued. Application forms for
shares should be published in the newspapers and made available through banks and
other outlets, and through the post to applicants. There should be a period of some
two weeks from the time that the application forms are made available before the
closing date for applicants to lodge these by post or at certain designated locations,
such as branches of a bank.

It is quite possible that the share offer will be oversubscribed - that is

there will be more applications for shares that there are shares available. In this case
the applications should be scaled down to favour the small investor. For example,
those who apply for 1,000 shares or less should receive their full request; those who
applied for between 1,000 and 5,000 shares should receive two thirds of their
application, those who applied for between 5,000 and 10,000 shares should receive
half of their application, and those who applied for more than 10,000 shares should
receive half of their application or 10,000, whichever is the higher.

B. Large discounts on set number of shares.

In large privatizations in the UK, employees of enterprises being privatized have
generally been given X no. of shares free, an allocation of y no. of shares at a 50%
discount, and z no. of shares at a 20% discount.

C. Vouchers for purchase of state assets (Russian method).

In Russia vouchers have been issued to citizens which can be used to purchase state
assets, property (i.e. flats) as well as shares in state enterprises. They can bid the
vouchers for certain shares or for certain property & mix the vouchers with money.
The vouchers were issued before privatization started in any meaningful way.

The vouchers are ‘bearer’ securities & can be bought & sold freely. Vouchers can be
‘invested’ in private investment funds, which use many vouchers to bid for large
quantities of assets.

D. Vouchers (Czech method)

In Czechoslovakia each citizen was able to buy for a nominal price equivalent to ones
weeks wages a voucher book. He was then able to use those vouchers to bid numbers
of ‘points’ towards the purchase of shares in set companies through a fairly
complicated auction method. Many citizens chose to lend their vouchers to
investment funds which used them to bid on their behalf.

E. Participation certificates (Polish method)

Shares of 600 companies are split between 15 investment funds and ‘participation
certificates’ in these are distributed to the population.

In most developing countries wealth is already heavily concentrated in the hand of the few.
It is vital that the privatization programme does not serve to further concentrate that
wealth. If the result of the privatization programme is to transfer wealth only to a few of
the existing large domestic corporate groups and some big foreign companies, then we may
expect that privatization will not be very popular and will be easily reversible.

Methods of privatization therefore are very important. In many developing countries it is
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often thought that sale by auction to the highest bidder is the best method of privatization
because it is transparent and, if handled properly, by definition achieves the highest price.
This is true, but again by definition those who are able to pay the highest price are those
who already have the most money. If all the privatization programme takes this approach
then wealth will definitely be concentrated further in the hands of the few, the economy will
be more open to manipulation, and economic growth in the medium to long term will not be
served well.
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1 Utility regulation - history and context

Regulation of privately-owned utilities in liberalised markets is a new policy area
for most countries. Although utility regulation in some form dates back to the
creation of the first utilities — toll roads - in 18th Century Britain, modern
approaches to this topic date from the early 1980s and the British attempt to create
new regulatory frameworks for the utilities that were privatized in Britain from
1984 onwards.

There are no simple answers in utility regulation. Indeed Adam Smith himself
had clearly not found any brilliant solution when, referring to toll roads, he
commented on the subject in 1802 in “The Wealth of Nations:”

“If mean and improper persons are frequently appointed trustees; and if
proper courts of inspection and account have not yet been established for
controlling their conduct, and for reducing the tolls to what is barely
sufficient for executing the work to be done by them; the recency of the
institution both accounts and apologises for those defects, of which, by the
wisdom of parliament, the the greater part may in due time be gradually
remedied.”

Adam Smith’s answer, to leave it to parliament, was indeed the approach adopted
in the first half of the 19th century, when utility regulation concerned mainly
railways. Before 1844, railways were regulated in each separate parliamentary bill
authorising each new line. This led the future Prime Minister William
Gladstone to state in the report of the 1844 select committee on the subject which
he chaired, that:

“It is almost impossible to hope that that from the separate and
unconnected proceedings of bodies whose existence begins and terminates
with each particular railway bill, that there should issue any distinct system
of sound general rules.”

In response the 1844 Railway Act introduced rate of return control, set at 10
percent, but this approach was seen as unsatisfactory, since railway companies
were able to boost profits by a variety of means. In 1873 the Railway and Canal
Commission was established by law, with the power to set rates as it saw fit. In
1894 the Railways & Canals Act shifted the burden of proof on proposed rate
increases to the railways. If there was an objection to a proposed rate increase, the
railway had to justify it. After 1899, railways had lost the battle to increase rates,
they increasingly lost money and were eventually nationalised.

The other utilities, such as the electricity industry, experienced a similar history
with regard to regulation and were also nationalised. Regulation by commission
was then replaced by Ministerial control and self regulation by the boards of
nationalised industries until the 1980s brought privatization and the new form of
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independent regulation that was created at the time.

The 18th Century British model of rate of return regulation by semi-judicial
commission did not however altogether disappear. It crossed the Atlantic to
America where it still exists today. US regulatory bodies are invariably
commissions which apply rate of return regulation through a legalistic tribunal
process of rate hearings.

When the US and UK approaches to regulation are contrasted, it therefore bears
remembering that what is actually being compared is in fact the British utility
regulation model of the 19th Century and that of the late 20th Century.

The regulatory institutions that exist in several developing countries draw upon
the US or old UK model of regulatory commissions, invariably called Public
Utility Commissions. This model has not worked well in developing world just
as it did not work well in Britain and does not work well in the US.

Despite some problems in the UK, the more recent British version of utility
regulation is the one that is held up in most parts of the world as the most
preferable one to emulate. Even US practice is moving towards that of the UK. It
must be remembered, however, that even within Britain a fierce debate continues
around the whole subject. There are many proposals to amend the UK model, for
example by combining some of the sector specific regulatory bodies, or by
changing the price control formula to include an element of profit control.

The renewed interest in utility regulation has emerged from the efforts of many
countries to transform their public utilities from state-owned monopolies to
competitive, commercial enterprises. Whereas in the past many utilities such as
telecommunications, electricity, gas and water were state-owned monopolies,
today the need for private investment, the development of new technology, and
the general move towards privatization are opening these sectors to more than
one player and have created a requirement for firm rules to govern the activity of
these players.

However, the formulation of the appropriate regulatory frameworks is a complex
task, and the decisions taken have considerable implications for future national
economic efficiency and prosperity. Within the context of each countries’ own
individual circumstances, many questions have to be addressed and answers
found that reconcile conflicting objectives.

Countries recognise that in many cases competition in utility sectors will have
beneficial results for efficiency and the consumer and will speed technological
advancement. Yet given the monopolistic features of each sector, how can that
competition be introduced, policed and encouraged? How can the policy towards
competition in utility sectors be combined and reconciled with competition policy
towards the economy in general?



If privatization is to accompany the introduction of a regulatory framework, then
how should it be structured in order to increase efficiency and maximise
investment and efficiency? How can key interest groups be protected from
negative effects of the change without undermining the beneficial objectives of
the privatization?

If the ‘rules of the game’ are unknown or unclear, countries may be unable to
attract any investment at all to their utility sectors, or they may be at the mercy of
one foreign company or consortium which succeeds in negotiating a deal to its
own benefit to the detriment of the long-term economic interests of the country.
For example, equipment suppliers are usually solely focussed on the need to sell
their own equipment. How can the demands of investors be reconciled with the
need for efficiency, transparency and competition? How can investment be
maximised in today's capital-hungry world?

Britain has taken the lead in resolving many of these questions over the last
decade and can be regarded as the world's primary source of expertise on the
privatization and regulation of utilities. This is not because Britain is the country
with the most long-standing history of private ownership of utilities. As noted,
that honour goes to America, where most utility sectors have remained largely
private since their inception.

Rather, Britain has been faced with the challenge of privatizing and liberalising
all of her utilities over the last ten years, of creating appropriate industry
structures and of devising legal and regulatory frameworks that are appropriate to
the late 20th century with its rapidly changing technology and growing
competition. Since 1980 Britain has privatized her telecommunications,
electricity, gas, water, bus, port and airport industries. The privatization of the last
major utility, the-railways, is now nearing completion. In each sector a separate
regulatory policy has been established, usually with an individual independent
regulatory body to implement the regulation.

A variety of adaptations of the basic UK model have now emerged or are
emerging. The topic is in a state of flux around the world, and many countries
have a hybrid regulatory structure, with different policies being applied to
different sectors.

Developing countries are therefore in a position to draw upon the experience of
several countries in modernising their own regulatory frameworks.

It is possible for a country, such as Yemen, which is currently designing a system
of utility regulation to devise models that combine best practice from the entire
world. This could indeed provide that country with a competitive advantage
over others. Such an advantage could be quite significant, in that it is now
recognised that the incentives that are provided by the regulatory framework for
utilities are as important if not more important than the incentives provided by
privatization itself.



2. Sector policy

The development of the overall policy for each utility sector is the responsibility
of government. Government policy objectives are likely to vary according to the
circumstances of each sector. Around the time of privatization they might well
include some mixture of the following:

* To shift the burden of financing new infrastructure to the private sector

* To raise funds for the Government by the privatization of existing
infrastructure

* To improve the efficiency of the companies in the sector, through increased
competition and/or more effective regulation, and thus to reduce prices and
increase service quality

* To achieve various social objectives, such as more widespread or universal
access to the service in question, or improved protection of the environment

* To reduce or eliminate government subsidy of the service

* To build strong domestic companies in the sector, capable of diversification at
home and abroad

* To encourage, innovation and the introduction of new technology and
techniques

* To preserve or increase employment

* To assist in strengthening capital markets and in widening capital ownership

It is clear that some of these objectives are short-term ones, and others long-term
objectives. There is considerable potential for conflict between objectives.

Decisions taken in relation to privatization of the companies within the sector are
usually critical for the long-term future of the sector. Sector restructuring, which
may well be vital to permit effective competition and effective regulation, is
much easier to carry out prior to privatization.

When regulation of a sector is failing in some respect, it may well be that a
revision of sector policy will assist in rectifying the problem.

As noted above, it is the responsibility of government to establish the overall
policy for a sector, and for the regulators - who should preferably be independent
of day-to-day political control - to act within the framework of that policy and the
governing legislation to regulate the sector.



3. The institutional framework for utility regulation

There are fundamentally five different institutional models for utility regulation,
which we may list here then briefly discuss:

1) no regulatory body and no ministry with detailed powers, but a reliance
on the general court system, (e.g. as in New Zealand telecommunications).

2) an autonomous commission with judicial or semi-judicial powers (e.g.
the Federal Communications Commission (FCC) in America);

3) an independent official backed up by a separate organisation/regulatory
body (e.g. the Director General of Telecommunications in Britain supported
by the Office of Telecommunications (OFTEL));

4) an independent official backed by a unit in a Government Ministry (e.g.
the fomer Directeur de la Reglementation Generale (DRG) within the
Ministere des Postes, des Telecommunications et de I'Espace in France);

5) a government ministry with full responsibility for regulation, (e.g. in
Germany the Bundesministerium fur Post und Telekommunikation

(BMPT));

To examine each of these briefly, we may see that they have their advantages and
disadvantages, and some are more suitable than others for developing countries:

MODEL 1: The New Zealand model of no specific regulatory body is more
appropriate to a situation of strong competition and long-standing and effective
competition laws. In some developing countries competition may not initially be
strong and the competition laws are less tried and tested that those in New
Zealand. In any case, this approach is probably only suitable to be utilised in the
telecommunications sector, where full competition between networks is possible.

Furthermore, it is by no means clear that the courts are the most effective
regulatory institutions. Some doubt may be expressed with regard to the New
Zealand model subsequent to the October 1994 decision of the Privy Council in
London to refuse to adjudicate on an interconnection dispute between New
Zealand Telecom and Clear Communications, its main competitor. This dispute
had wended its way through the New Zealand judicial system up to the final
court of appeal, which is the Privy Council in London. Effectively the Privy
Council, which has no particular experience of telecommunications matters,
referred the matter back to the New Zealand government. The process was time-
consuming and the outcome not very satisfactory.

MODEL 2: The US model of a semi-judicial commission, entirely separate from
Government, is that which has been applied in the U.S. to many industries.
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(Interestingly it is based on the British Railway Commissions of the last century).
Such a system is meant to be more accountable, more transparent, and more free
of political pressure. Because of the use of legal procedures and the need for each
participant to argue and support every decision as if in a court of law, these
commissions tend to be very much larger and more bureaucratic organisations
than other types of regulatory body. For example the FCC employs 1795 persons
and had a 1991 budget of $116 million compared to the British OFTEL's staff of 134
persons and budget of $12 million.

Furthermore, it should be noted that the judicial nature of the commission's
processes has meant that those dealing with it have had to retain legal counsel
and other experts in order to argue their case, thus adding considerably to the cost.
In practice the FCC has proved to be a rather slow-moving bureaucracy which has
often served to delay necessary changes and innovations in the US
telecommunications sector.

MODEL 3: The British model of an independent regulator supported by a free-
standing organisation was first introduced to accompany the privatization of UK
utilities which started in the mid-1980s, and has been applied to the
telecommunications, electricity, gas and water industries (OFTEL, OFFER, OFGAS
and OFWAT). It involves a single government appointee, the Director General,
being given wide powers to regulate the industry. This official is appointed by the
Minister for a five year term and can only be removed on grounds of extreme
misbehaviour or incapability of performing his functions.

The concentration of decision-making power in one individual has received
criticism from some commentators, who state that the nature of that individual
can have a disproportionate effect on regulatory outcomes. (Some state the case of
the Office of Gas Regulation (OFGAS) where the first Director General developed
a bad relationship with the main regulatee, British Gas plc. Others argue that
conflict between British Gas and the regulator was inevitable, given the
unreformed and very monopolistic structure of the gas market after
privatization).

However, on the plus side, decisions have been taken quickly and have generally
been regarded as fair. The costs have been relatively modest, and expertise has
been built up in the small regulatory organisations.

MODEL 4: In the telecommunications sector, until recently France has had a
version of the UK model which was effectively a half way house between an
independent agency and full Ministerial control. This was an independent
regulator supported by a unit in the responsible government ministry. The
French independent telecoms regulator was Bruno Lasserre, a judge from the
Superior Court who was appointed on an indefinite duration contract.

Mr. Lasserre had responsibility for almost all telecommunications regulatory
matters, save the issue of licenses which is a Ministerial function. Much the
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same comments applied to the UK model can be applied to this French variant,
save that rather greater Ministerial control and interference may be possible in
practice, since the staff who support the independent regulator are accountable
directly to the Minister. Costs may be a little less, since existing Ministry
resources are used.

In fact, France recently moved to adopt the UK model of a separate independent
regulatory body.

MODEL 5: Full ministerial control and operation of the regulatory functions - as
has held until recently in Germany in the telecommunications sector - is the most
statist regulatory model. Although this model may be superficially attractive to a
Government because costs are probably lowest and political control greatest, in
practice it will likely hold back the development of a utility sector. It is most
suited to a utility sector which remains primarily a government owned and
controlled monopoly. It should be noted that to accompany the privatization of
Deutsche Telecom and the introduction of competition the German Government
has created an independent regulatory body.

Regulation by a Ministry cannot be termed ‘independent regulation’ because the
regulators are fully answerable on a day to day basis to politicians who may well
take decisions on a political basis. Furthermore, if the state continues to own
shares in an operator or operators in the utility sector in questions, considerable
conflicts of interest will occur. It is unlikely that the state will be able to
distinguish clearly its roles as regulator of all the companies in the sector and as
owner of one of the companies within it.

There are of course variants of the models described above:

A multi-sector regulatory body

In small countries it is difficult to justify the establishment of a multitude of
sector regulatory bodies when both the extent of regulatory tasks and the human
and financial resources available to support regulatory bodies are limited.

Therefore the establishment of just one utility regulatory body, with divisions
dealing with each sector, is often considered. There might be an overall director-
general of the body and deputy director generals responsible for each sector.
Decisions could be taken on a collegiate basis.

Other arguments in favour of such a multi-sector body is that it will have greater
independence from both the regulated utilities and the sector Ministries, and that
a multi-sector body, after it is established, will be able to take on responsibilities
for new sectors faster than if individual bodies are set up for each sector.
Effectively new sector divisions would be bolted on to an existing structure.



Another factor which suggests that a multi-sector approach may be appropriate is
that many modern utilities are involved in more than sector. For example, in the
UK there are combined water and electricity utility companies, as well as
combined gas and electricity and telecommunications and electricity utility
companies.

The competition agency to take responsibility for utility regulation

It may also be difficult to justify the existence of both utility regulatory bodies and
a competition policy body. Another option is therefore to make utility regulation
the responsibility of the competition body, which would establish a division or
divisions to deal with it. The advantage of this is that many of the skills
necessary for personnel of a competition body are very similar to those needed in
utility regulation. Furthermore, a competition body is not likely to be subject to
‘regulatory capture’ by either a former state monopoly utility company or by a
sector ministry.

One disadvantage of using a competition body for utility regulation is that such a
body is a convenient appeals mechanism in the event of a dispute between the
regulator and a licensee. Combining both removes the possibility of using the
competition body as an appeals mechanism. Perhaps an alternative is to combine
utility regulation and competition policy in one institution but to establish a
separate appeals panel without permanent staff but access to consultants in the
event of an appeal. «

Regulatory bodies which cover several related sectors

A half way house between the creation of one multi-sector regulatory body and a
plethora of sector specific bodies might be to create a smaller number of bodies
with responsibility for several related sectors. For example there might be an
Office of Energy Regulation, (including electricity, gas and oil); Office of Transport
Regulation, (including Railways, Airports, Ports); Office of Communications
Regulation, (including telecoms & posts); etc.

Individual regulators or commissions

In Britain regulatory authority in any one utility regulatory agency is held by one
individual, the Director General. However, in many small countries there is often
a reluctance to appoint one individual as an independent regulator with full
powers under the law. There may not be the range of people with appropriate
skills to make a good choice. There may also be a reluctance to appoint a foreigner
to the post.

Instead the preference often is to appoint panels or commissions of persons. A
critical question, however, is whether such appointees are appointed for fixed
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terms, or if their resignation can be demanded by a Minister at his wish. If the
latter then the regulatory body will not be truly independent. Another
consideration is whether they are to be full or part-time. If part-time, they may not
be able to allocate enough time to grasp and deal with the very complex issues
that are bound to arise.

The degree of independence of the regulatory body

There is often much confusion about the concept of ‘independent’ regulation. Key
reasons as to why independent regulation is needed include the following:

* Because there must be a transparent, independent and professional means
of establishing non-competitive utility prices, so they are sufficient to
recover costs. Otherwise the relevant sectors may well wither and die
through lack of new investment. If price-setting is left to politicians, there
will be a tendency for prices to be depressed below economic levels in order
to help the politicians win votes. Politicians are also likely to make
decisions that are based on other short-term political considerations.

* Because the best means of keeping consumer prices at levels sufficient to
recover costs is by taking monopoly price-setting out of the political arena
and giving the task to an independent body in which people have
confidence.

* Because investors in utility sectors need a stable legal and regulatory

framework in order to commit to long-term investments. Without such

stability, risks will be higher, the cost of capital will be higher and final
- consumer prices will be higher.

It is important to clarify the exact nature of ‘independent’ regulation. Some
people think that an independent regulatory body is not accountable. But in fact it
is accountable - to the law, and to the tariff-setting and other criteria laid down in
the law, rather than to a Minister with changing day-to-day political priorities. An
independent regulatory framework is effectively a pact with investors and
consumers, and a means of giving a credible commitment to both.

Any regulatory body should have clear duties to guide it in its decision-making.
This will help it to reach decisions quickly and make it more difficult for its
decisions to be challenged. Primary duties should normally include:

* To protect the interests of consumers

* To ensure that regulated companies are able to finance their activities

* To promote the development of competition in the sector
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These duties of course involve a tension between the objective of protecting the
interests of consumers and that that of ensuring that regulated companies are able
to finance their activities. It means that regulators need both to keep prices down
so that consumers do not have to pay any more than necessary and to ensure that
prices are sufficiently high to enable companies to remain financially viable.

Each sector will of course involve specific additional duties for the regulator, such
as ensuring security and safety of supply in the case of the electricity sector. Such
duties, in addition to the other provisions of the law, should be sufficient to guide
an independent regulatory body in its decision-making. The day to day
intervention of politicians should not be necessary. In the event that participants
in the sector believe that the decisions of the independent body are incorrect,
there should be an appeal body to whom they can take their complaint. In the UK
this appeal body is the Monopolies and Mergers Commission, an independent
body responsible for competition matters.
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4. Regulatory techniques

The appropriate choice of regulatory techniques plays a major role both in the
effective implementation of sector policy and in permitting a more integrated
regulatory framework to function well.

There are two main ways of increasing effectiveness and limiting cost without
seriously weakening the strength of regulation over time:

. Using techniques of regulation that take into account the expertise,
information and resource disadvantages of the regulator. This means
regulating outcomes more than processes. For example, difficulty in
managing large complexities is the main reason why price control through
capping (an outcome-based method) have become more prevalent around
the world rather than return on investment methods (a process-based
method). Outcome-based methods of regulation place less emphasis on the
expertise & knowledge of the regulatory authority vis-a-vis that of the
regulated firms.

. Seeking to reduce the need for regulation over time by increasing
competitive pressures where practicable. This means reducing the number
of regulatory tasks over time as competitive pressures reduce the need for
regulation. Thus being able to remove specific services from the scope of
regulation is a clear measure of success.

%

If relatively consistent approaches are taken towards each utility sector, then it
becomes easier to integrate utility regulation institutions and save cost and effort
in developing expertise, For example, if consistent approaches are taken in price
regulation, then consistent norms can be used regardless of sector, such as
inflation indices, assessment of cost ‘pass through’ claims, or rules for accounting
separation. Probably the greatest benefits arising from institutional integration lie
in the development of expertise in the process of regulation, and the pressure it
provides to maintain consistent approaches over time.

Essentially utility regulation has three main components:

i) Technical regulation.

In utility sectors this means agreeing technical standards and other issues to allow
‘networks’ to operate effectively. In addition there is a need for technical standards
for customers who connect to the network in question. Environmental
regulation is another form of technical regulation, in which certain clear
environmental standards are set for all market participants. Environmental
regulation is clearly more important in some sectors, (such as water), than others.
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ii) Economic regulation

Essentially, economic regulation of utility sectors involves two primary activities;
the control and mitigation of monopoly power arising from network control or
unusually high barriers to market entry, (e.g. such mitigation is normally applied
through price control, compulsory interconnection, additional consumer rights
etc.) and ‘prequalification’.

Prequalification means ensuring market entrants have sufficient competence and
financial resources so as to limit risk of failure - market exit or technical failure
can have much wider consequences in utility sectors than in other sectors.
Prequalification is of course usually applied through licensing.

iii)  Security regulation

Because of the strategic nature of some utility services, governments wish to have
the right to take over facilities, or have other privileges; in case of military conflict
or threat, civil unrest, natural disaster or other circumstances. In practice, security
regulation is much less significant than either technical or economic regulation.

Where these three components are clearly separated in legislation and
regulations, the efficient operation of regulation is very much easier. There is a
need to ensure that technical regulation is properly under the control of the
regulatory authorities, rather than remaining with the former monopoly operator
operator. Defining what is technical regulation and what is operational can
sometimes be uncertain. For example, in telecommunications it was initially
unclear to governments that control of telephone numbering is an important
source of market power for a dominant operator.

There are various approaches which can be adopted in order to reduce the cost of
regulation. Most importantly it is clear that reliance on a price control approach to
regulation of monopoly services is much less onerous and less costly than a rate
of return approach. Secondly, it is important that regulated companies are
required to audit their own compliance with regulatory standards, rather than
this being done in detail by the regulatory body. The role of the regulatory body
should be only to check the accuracy of the regulated body’s own reporting system.
This may be done by independent audit, commissioned and paid for by the
regulated company.
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5. Telecommunications sector regulation

Telecommunications regulation provides a different set of challenges from that of
other utility sectors. Here the potential for competition is greatest. It is quite
possible to have extensive competition between networks based on different
technologies, as well as using existing networks as common carriers.
Nevertheless the process of transition from monopoly to competition is a difficult
one, and can easily be frustrated by difficulties over interconnection, accounting
separation, universal service and subsidy issues.

Some of the core issues are discussed below:

Interconnection

Interconnection is a key issue in telecommunications regulation. Interconnection
- the arrangements for linking up two networks and the conveyance of calls from
one to the other - is essential if competition is to succeed. In particular access by
competing operators to the the former monopoly operator’s network will be
critical to their success. Interconnection is a key element in a competing
operator’s costs and therefore the terms and conditions on which interconnection
is available can determine the viability or otherwise of a business. Technical
standards for interconnection are also important.

In Britain the regulatory framework leaves interconnection matters initially for
commercial negotiation between the parties concerned. But if such negotiations
fail the regulator can intervene. In practice he has had to do so. In New Zealand,
these negotiations are wholly left as a commercial matter and subject to normal
commercial and competition law.

An important question in developing countries is whether the regulator should
have the power to lay down interconnection terms or to intervene in
interconnection negotiations. Of course the nature of commercial law is
important here.

Should the regulator be given such power, its extent will need to be determined.
For example, should the regulator be empowered to impose standard terms and
conditions for interconnection and/or to require publication of the agreements
the former monopoly operator concludes with competing operators.

In developing countries it seems preferable for interconnection terms to be laid
down by the regulator and not left to commercial negotiations between the
parties.

Accounting separation at the former monopoly operator
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Detailed accounting separation between different parts of the former monopoly
operator’s businesses will probably be necessary to assist the development of
competition and ensure that the former monopoly operator does not abuse its
dominant position as a provider of both telecommunications and network

services.

The intention usually will not be to separate the former monopoly operator into
different companies, but to ensure that the accounts for each business area are
prepared and reported as though they were operating as separate businesses.

Arrangements will likely be necessary:

A) To expose the costs relating to each of the former monopoly operator’s
businesses;

B) To ensure that services provided by one former monopoly operator
business to another are offered on similar terms to other businesses.
Transfer payments including interconnection arrangements will need to be
transparent, not anti-competitive;

C) To enable the former monopoly operator to demonstrate that its
businesses which face competition are not pricing unfairly, since
interconnection and other transfer payments made between different of the
former monopoly operator’s businesses will be explicitly reported.

Restrictions on the former monopoly operator’s activities

It will be necessary to consider whether any restrictions should be placed on the
former monopoly operator’s ability to engage in other activities apart from voice
telephony, such as cellular and other mobile, satellite transmission, cable T.V.
information systems, etc.. In some cases the former monopoly operator may need
to be prevented from establishing a dominant position that would have an anti-
competitive effect. Restrictions may also need to be placed on other operators.

Service standard obligations to be placed on the former monopoly operator

In most countries there is a strong case for ensuring that the regulator should be
able to impose overall standards of performance on certain telephone companies
(notably those in a monopoly situation). It can be argued that without the choice
available through competition, consumers are at the mercy of poor service from
monopolies, and therefore regulators should police minimum quality standards
until competition fully develops. Without service standards, operators subject to
price caps would have a natural incentive to reduce service quality in order to
make more money.
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The questions then are:

* Which operators should be subject to quality control?

* Which services provided by those operators should be subject to quality
control? and

* What should the quality control standards be?

For example, in Britain the operators subject to control (designated operators) are
British Telecom and Kingston Communications (Hull) ply, on the grounds that
they provide at least 25% of the voice telephony services within their licensed
area. Services covered are:

(a) telephony services,
hard wired telephone rental services,
directory information services,
directory services, and
facsimile transmission services,

but, in each of the above cases, only where the service is supplied by a
designated operator to residential premises, or to nonresidential
premises supplied by a single exchange line; and

(b) public call boxes provided by the designated operator, no matter who
is the user.

Should a country decide that quality standards should be imposed on certain
operators, the various points of contact between the customer and a telephone
company should be examined to determine where standards should be applied.
These points of contact are:

(a) the ordering and installation of a telephone line;

(b) the takeover of an existing telephone line;

(c) the reporting and repair of line faults;

(d) appointments to install line equipment and repair line faults
(e) the handling of billing procedures by designated operators;

(f) the provision of directories;

(g) the use by operators of their power to disconnect;

(h) the handling of a request by a customer to a designated operator to
cease to provide service (e.g. because a customer is moving);

(i) the provision of services to special classes of customers (e.g.
disabled or hard of hearing people).

In determining what the standards should be, the following questions should be
addressed:

(a) how long should it take for a new line to be installed?
(b) how long should it take for line faults to be repaired after they
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have been reported?

(c) what percentage of public telephone sites should be serviceable?
(d) what is an acceptable call failure rate?

(e) how long should it be before the assistance operator answers?

(f) how quickly should directory enquiries answer?

(g) how accurate should directories be?

(h) how often should directories be issued?

(i) how can the presentation, timing and layout of bills be
improved?

(j) how quickly should services such as itemisation of bills and call barring
be available to all customers?

(k) how quickly should there be a response to written and telephone
enquiries to designated operators?

Universal service and subsidy of less profitable services

Universal service is often a sector policy objective in many countries. The
regulatory problem is posed as to who should bear the cost of serving non-
economic households, or of extending service to poor rural areas. This problem is
often quoted as a reason why monopoly in telecommunications should be
preserved, in order to enable a monopoly provider to cross-subsidise non-
economic customers from richer customers. (Nevertheless, the record of
monopolies in extending service to poorer areas is generally bad. The monopoly
rents are usually captured by other groups).

However, little work has been done on how to extend service within a
competitive industry framework. In the UK British Telecom has benefited from
an ‘access deficit contribution’ from other operators to compensate British
Telecom for the fact that its line installation and rental charges have been set
below economic cost.

Such a policy of sharing the burden of subsidy can be applied more widely. For
example, all long distance operators could be obliged to pay an amount into a
common fund - known as a universal service fund - which would be used to
subsidise the cost of extending service to poor areas. Resources from this fund
would be allocated to the operators who agreed to extend service most extensively
for the least subsidy. There are other means of seeking universal service within a
competitive structure. For example, favourable regulatory treatment of
telephone service shops is another means of tackling this issue.

The case for competition
The case for competition in telecommunications is a strong one. Today new

technologies have both made competition much easier and opened up a host of
new business opportunities which depend on low-cost communications.
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A number of countries are have now introduced full competition in their
telecommunications markets. The evidence that is available in comparisons
between competitive and non-competitive telecommunications markets shows
much sharper price falls in the competitive markets. Furthermore, in he
competitive markets, the speed of price decreases continues to accelerate:

. Status of Telecommumcauon Serv1ces Competition

:Luxembourg

‘Netherlands

4F<

Source: OECD

hy Figure 1 indicates with 'C' where competition is permitted by law.
TThis does not mean that effective competition yet exists; indeed the
fncumbent public telephone operator still holds a dominant market
isharc in virtually all PSTN markets.
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6. Electricity sector regulation

The electricity sector is a complex one to reform and regulate, not least because of
the many technical complications involved. For example, it is not possible to
store electricity in significant quantities, nor is it possible to distinguish which
electricity is supplied by which generator.

Sector policy decisions with regard to the structure of the sector are absolutely
critical with regard to the nature and extent of regulation. For example, the basic
principles of UK electricity sector policy are:

* Separation of functions - into generation, transmission, distribution, and

supply

* Regulation of monopoly elements (transmission and distribution)
* Competition in generation and supply

* Transitional arrangements (including support for nuclear generation)

Without splitting up the former state monopoly industry, both vertically and
horizontally, this sector policy would be impossible to implement. In fact there
have been problems with the development of effective competition in
generation, because the generating side of the industry was not broken up into
enough pieces at the time of privatization. The regulator has had to negotiate an
agreement with the two dominant generating companies for them to divest some
of their power stations.

Competition in supply is as yet incomplete in the UK. At the moment only 100
KW + consumers can choose which company to buy their electricity from.
However, after 1998 all consumers will be free to choose their electricity supplier.

After 1998 regulation will be confined to only the network services of
transmission and distribution. This makes the task of the regulator much easier.

However, extensive competition in generation must be based on the introduction
of a wholesale market for electricity, such as the electricity pools that exist in
Britain, Argentina, Norway and various other countries.

In small countries the potential for extensive competition in generation is often

limited by the size of the system. In very small countries there may be only two or
three power stations in the country.
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The restrictions imposed by long-term contracts with IPPs

When new generation is primarily introduced by the conclusion of long-term
contracts between independent power producers (IPPs) and a central power
company, there arises a natural conflict between the desire on the part of the
private companies for maximum security of revenue and the possibility of
competition in the short-term. If electricity sale contracts are fixed over the long-
term, then the potential for competition between these generators is very limited
and the potential for regulatory intervention is also very limited.

Sector policy and regulatory policy must address this problem.

Service standards

Given that full competition in supply is unlikely to be introduced in any country
until after a period, another regulatory question is the extent of quality of service
regulation.

Service standards should be designed to achieve high standards across the board
for such matters the provision of electricity supply, the restoration of supply
interruptions, the estimation of charges, advance notices of planned interruptions
to supply, voltage complaints, meter disputes, charges and payments, and
customer appointments kept.

A related question is that of compensation. If a company fails to meet the
standards that are set, should it make a payment to the customer affected? In
Britain, electricity companies are required to make such compensation payments.
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7. Water sector regulation

Water sector regulation is again a complex area, negatively affected by the fact that
it is very difficult to introduce effective competition in the water sector. The
nature of the regulatory arrangements will be strongly affected by the type of water
privatization that is introduced.

In many developing countries privatization of the water sector is being
considered. This is usually because the existing water system is plagued by
administrative difficulties, suffers a high level of leakage, and is in urgent need of
considerable capital investment, the funds for which are not available from public
sector sources. Developing countries will need to consider carefully which variant
of water privatization most fits their needs. The main alternatives are as follows:

* management contracts.

¥ the leasing or “affermage” arrangement;

* a concession contract arrangement;

* alternative concession arrangements;

* full privatization, involving outright sale of the assets.

The essential difference lies in the division and acceptance of risk by different
parties taking part in the structure. The parallel factor is the extent to which the
perceived benefits of efficiency from private sector involvement are seen as
desirable or attainable.

Management contracts

* All responsibility remains legally with the public authority but private
enterprise undertakes contractual responsibility to it for all or any of a wide
range of management and administrative functions for operation of the

system.

* Finance for fixed assets and working capital are provided by the public
authority.

* Ownership and the associated risks of operation remain with the public
authority.

* The private enterprise involvement is remunerated either by fee or a

proportion of tariffs collected.



Leasing or “affermage”

*

Capital costs of the system are met by the national or regional authority.
The system is leased to a private enterprise company.
Private enterprise provides working capital requirements for operation.

The private enterprise company is responsible for and takes the
risks/reward of operation and maintenance of the system.

Decisions as to methods of operation and management are within the total
control of the private enterprise company.

Control of quality regulation is retained by the national authority.
Remuneration of the private enterprise company is predominantly by his

retaining a proportion of the tariff charged to customers. The proportion is
settled by bidding procedures or by negotiation.

Concession _contract arrangements

*

The concessionaire takes responsibility for provision by construction or
otherwise of the underlying system. Similar arrangements would apply for
any improvements or expansion of the system.

The concessionaire thus bears the capital cost of the underlying system as
well as providing working capital for operation.

The concessionaire accordingly takes the risk/reward for capital
commitments in the provision of the system as well as operation and
maintenance risks.

The concessionaire is responsible for determining the methods and
techniques employed in constructing, maintaining and operating the
system provided he secures compliance with the quality specifications.

Alternative concession arrangements

This structure is an established variant of the concession contract arrangement. It
arises when the economic benefits available from the scheme are not seen as
sufficient to support the bank lending and equity commitment for the underlying
system. The alternative concession arrangement will, therefore, have all the
facets of the concession contract structure described above except for the following
features:-
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* Some part or all the initial capital cost of constituting the system will be
borne by the public authority under the terms of the construction contract
arrangements.

* The principal, but important, difference between this approach and the
leasing or “affermage”system lies in the continuing responsibility for
defects and maintenance. In effect under this arrangement the
concessionaire carries the risk of defects in construction not just for a
normal ‘defects liability period”, but for the full period of the concession.

* A feature of this structure will usually include significant bonding
liabilities. This is necessitated by the absence of disciplinary pressure from
private enterprise bank finances.

* The period of the concession will depend on the economic viability of the
scheme and the mix of objectives of the public authority.

Full privatization

* The assets and liabilities of the existing water and sewage operations are
sold outright to private investors.

* Before privatization the industry may or may not be restructured into
several water companies, in order to permit comparative competition

* The regulatory framework, including means of tariff control and initial
tariff levels, are clearly established before privatization

In all relevant schemes an essential ingredient in determining the economic
viability of the scheme from the point of view of private enterprise is the
regulatory environment controlling the levels of tariff charges. Accordingly, in
assessing the different areas of risk involved under the different schemes it is
necessary to maintain this feature clearly in mind.

In the UK the body responsible for economic regulation is the Office of Water
Services (OFWAT). Regulatory power is exercised by the Director-General of
Water Services. His primary purpose is to protect the interests of consumers of
water and sewerage service. The companies appointed to supply these services
are, in most respects, monopolies and there are few “pure” market pressures on
them. Consumers cannot therefore look to market mechanisms to protect them
from unnecessarily high charges or a poor service or both. The objective of the
Director General is to achieve through regulation the same balance as would
otherwise be achieved by competitive markets. Where market pressures exist the
regulator fosters them.

The Director General has a duty to ensure that companies can finance their
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functions. Subject to that, he has to protect customers, promote economy and
efficiency and facilitate competition. Customers benefit if efficient companies
remain financially viable.

The main control which the Director General can exercise through the Licence is
to limit the prices which the companies can charge to their customers. The
annual increase is restricted to the Retail Price Index plus an additional factor “K”
which has been allocated to the companies on an individual basis for each of the
next 10 years to offset the significant investment programmes which have been
necessary to achieve higher environmental standards. The formula also includes
an element for future efficiency savings.

He can influence the performance of the companies by introducing an element of
competition. There are two main examples of this. Firstly he can act as a
surrogate for the market, comparing the performance of the 39 separate
companies and using the example of the best to set a standard for the others.

He can also create partial contestability by making new appointments for
greenfield sites within existing allocated areas. These are known as “inset”
appointments and can be introduced under Section 12 of the Act. However the
scope for such appointments is not be large.
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8. Transport regulation

8.1 Overview’

The taxonomy of regulation distinguishes quality, quantity, and price control, as
objectives and also distinguishes franchise and registration as techniques for
quantity control (many systems being a hybrid of the latter two).

QUALITY CONTROL is taken to be an inescapable necessity for mechanical
transport, where the prospective user cannot assess in advance the state of the
vehicle or vessel, so that the Common Law maxim caveat emptor (let the buyer
beware) cannot apply. The extent to which quality control needs to be taken is
related to the extent to which a given mode is fail-dangerous - clearly air and and
sea transport rank higher than land modes by this measure.

The economic consequences of quality control are not negligible. Such as system
places a barrier to entry (but not exit) and thus reduces contestability. It may also
inhibit innovation, thereby distorting the entrepreneurial process. This distortion
will be the more problematic (and the harder to justify) if it extends beyond the
need to ensure safety in the construction and use of the vehicle or vessel.

QUANTITY CONTROL exists where the number of firms in a given market is
limited, not by the nature of the trade but by restriction or prohibition of new
entry. By analogy,.it can extend to the output of existing firms. Its economic
consequences are plain; it is a form of_protectionism. Experience shows that it
tends to encourage x-inefficiencies in management.

PRICE CONTROL is plainly anti-competitive, and is normally justified only in
the presence of a monopoly. This is the argument behind UK utility regulation.
Where a monopoly has been brought into existence by statutory quantity control
it is usual for price control to be enforced.

The subject is usually discussed in terms of statutory regulation, but any or all of
the objectives may be sought by a cartel. A key economic criterion by which
regulation may be judged is the extent to which it inhibits the trade off between
price and quality in a given market.

REGULATORY SYSTEMS may take the form of a franchise or they may involve
the registration of firms in a more or less open market. Since the regulation of
safety (quality control) is a sine qua non, these techniques are usually examined in
the context of quantity (and consequently price) control. This is why it is a
misnomer to talk of UK ‘bus deregulation” which of course did not extend to
quality control: the correct term is regulatory reform.

Franchise implies that some branch of government lays down, in more or less

' The bulk of this section has been prepared by Professor John Hibbs, Senior Transport Adviser, ASI.
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detail, the services that shall be required, and invites firms to tender to provide
them, either as a whole or for individual routes. It is the form currently in use in
London, and is found at its most extreme in Belgium (where the franchiser SNCV
is a ‘parastatal’ business). Registration leaves the initiative with the firms in the
market but seeks to optimise provision, often through some form of
administrative law. Confrontation is thus intended to be removed from the
marketplace to the investigative tribunal, but here again x-inefficiency tends to
follow.

Internationally, franchise is most usually found in countries with the Napoleonic
Civil Code, whereas supervision is more common where the Common Law is
found. An exception is Latin America where, despite the prevalence of the Civil
Code, most regulatory systems are supervisory (probably because commercial law
followed from British and US investment). It may be that there is a deeper
distinction, familiar to philosophers rather than economists, whereby franchise
can be seen to follow from Cartesian systems of thought, and supervision from
the UK/US tradition of empiricism.

INTERNATIONAL REGULATION exists chiefly in sea and air transport, apart
from EU regulations within Europe. Cross-border road and rail operators function
under the regulations of each state within whose borders they operate, which
means that the quality regulations of the stricter regime will apply. (It is not
impossible for conflict to arise). In the USA the Interstate Commerce Commission
regulates traffic that crosses state borders, whereas the Australian constitution
provides for free trade between the states. In any federal state it is necessary to
analyse issues of this kind to see where the onus for compliance lies.

International air transport is regulated for quality by the International Civil
Aviation Organisation (ICAO), which is a United Nations agency. Since the end of
the Second World War an international cartel has existed, the International Air
Transport Association (IATA). This has sought to extend quality control (to size
and pitch of seats, provision of meals and films aloft, etc) so as to minimise
price/quality competition among carriers. Its policies have become significantly
less effective in recent years.

International sea transport is the responsibility of another UN agency, the
International Maritime Organisation. It has far weaker powers than ICAO, and
much quality control is carried out by insurers. Flags of convenience are a
problem, and ferries tend to be nationally regulated.
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8.2  Regulation of passenger road transport

The British bus industry as a whole was regulated in 1930, replacing an
unsatisfactory system operated by some but not all local authorities. It was a
registration system, with strong quantity control, to which price control had to be
added shortly after. Partial nationalisation took place between 1947 and 1968, with
regulation unchanged. By 1968 the industry was owned in equal thirds by two
parastatal companies, over 100 municipal councils and private firms, almost all
quite small and mainly engaged in coach hire.

The Transport Act 1968 created four (later five) Passenger Transport Authorities
in the principal conurbations (increased to seven in 1974). Each PTA acquired the
municipal fleets in its area and had powers of compulsory purchase or franchise,
so as to make it, in effect, the sole bus operator in its area. Over the rest of the
country the parastatals operated through their ownership of nominal joint stock
companies, but the county councils were given powers amounting to a quasi
franchise. The registration system remained in place, limited largely to quality
control over the PTAs but with unchanged powers elsewhere.

Deregulation_and privatisation The Transport Act 1980 made the first moves to
dismantle the 1930 regulatory system. Quantity control was removed with respect
to all services of 30 miles or more (the inter city express coach network), and price
control was removed altogether. The latter was not very logical since quantity
control remained in force for bus services. The registration procedure was
amended to shift the onus of proof from the applicant to the objector. Provision
was made for four ‘trial areas’ (mostly rural) in which quantity control was to be
abolished.

The outcome of the 1980 act was limited. Some firms took advantage of the
removal of price control to introduce discriminatory charging, and certain of the
PTAs developed the travel card. The ‘trial areas’ proved nothing, except for a
short period of head-to-head competition in the city of Hereford, where the
incumbent parastatal came off best. But the expected development of competition
in the express coach market did not last, and the incumbent parastatal National
Express strengthened its monopoly by its control of coach stations and booking
agencies. Only in Scotland did Mr Brian Souter and his sister take advantage of
the liberalisation.

After reviewing the situation the government decided to proceed at once to
dismantle quantity control for services, and to privatize at the same time. It was
plain from the experience of National Express that to deregulate without
privatizing would leave the parastatal companies in a dominant position, but to
privatize without deregulating would merely transfer the companies to private
monopolists. Initially it was proposed to sell the two parastatals (one in Scotland
and one in England and Wales) to private ownership, but the present author
pointed out that this would inhibit competition, and also the emergence of
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market-driven management (in an industry markedly product-driven for the
previous 50 years).

The Transport Act 1985 put these policies into effect, except for London where the
monopoly operator whose origins went back to 1912 was to be broken up and
privatized, but on a franchise basis. The act also required the PTA and municipal
bus undertakings to be converted into joint stock companies and then sold to the
private sector. No provision was made for a Regulator, but the industry’s
exemption from the Fair Trading Acts was removed.

The outcome - ten years on. The 1985 Act came into force in stages, and
deregulation was completed in early 1987. Privatisation started at once, but is not
yet fully complete. The outcome has varied considerably from place to place, but
the biggest problems emerged quickly in certain PTA areas where the local
authority had political objections to the process. As a result, the problems have
received more attention than the many success stories from other areas.

At its worst, the outcome has been instability where weak management against a
political background proved proved incapable of functioning effectively in a
market context. In certain areas there has been head-to-head competition, and
there have been several examples of predatory behaviour. These could have been
avoided by suitable legislation. In some cases the outcome has been neutral,
where an existing large firm has been barely challenged and a protectionist culture
has remained undisturbed.

At its best, privatisation has enabled managers to take advantage of deregulation,
leading to innovation and a market-driven ethos. There have been a number of
striking examples of success in attracting more patronage, no little of it from
people who previously travelled by car. National statistics now show an upturn
in bus traffic, after its long-term secular decline which set in in the 1950s. Niche
operators have appeared, and sporadic price competition has tended to hold down
fares in general.

The successful outcome of the process turned upon the continued existence of
nominally joint stock companies, which could be sold as going concerns. Many
were sold to management teams while new money also entered directly. There is
a contrast here in the problems faced by the Irish government, whose parastatal
company had emerged in the 1930s as a single monopolist. From the first, sales
were monitored to avoid the acquisition of adjoining firms by the same buyer and
as the inevitable process of merger has developed the Director of Fair Trading has
ensured that the ‘patchwork quilt’ of business should be retained.

Informed opinion concludes that the process has worked reasonably well as a
whole and that it is about to show its merits after an over-long period of
adjustment. Research by the present author shows that the one outcome most
necessary - the development of sound marketing management policies - has
taken longer than was forecast, and still has a good way to go in many companies.
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The merger process has meant that almost all of the management buy-out firms
have been sold to the large holding companies, and this is a source of concern if it
leads to standardisation of management practices and inhibits further innovation.
On the other hand, the fact that the holding companies are mostly quoted on the
Stock Exchange means that the financial pressure for growth will encourage
innovation as and when the merger process comes to an end.

London is sometimes taken to offer a preferable system, but it is plain that the
franchise there has retained too much power in the hands of the public body that
controls it. London has thus been largely denied the innovation and other
advantages to be found in the best provincial towns and cities.

The 1985 Act gave power to county councils to support rural bus services through
subsidy by tender. In some places this has led to a partial franchise. Informed
opinion holds that much money is wasted and that the necessary services would
be provided by the market if the system were dismantled. Similar provision is
used to subsidise bus services in early morning or late evening, and on Sundays,
where it is feared that the market will not provide them.

The taxi trade has always been subject to local authority regulation and this has
often incorporated quantity control, such as to give holders of a licence monopoly
privilege. (London is a special case, as also is its requirement, found in some
provincial cities also, for the use of ‘black cabs’). There is a problem in that the old
system encouraged.the emergence of the hired car trade (the mini cab), with no
hail-and-ride authority. Deregulation has reached a half way mark and needs to be
extended so as to encourage the development of a unified industry.

8.3  Regulation of railways

The development of railways presented the UK Parliament in the 1830s with the
first challenge to its laissez-faire policy, and it is fair to say that the regulation of
railways has remained a problem ever since. Provision for state ownership was
made in 1845 but never proceeded with; quality control was developed early on;
and in the 1870s a Commission was set up to control the supposed natural
monopoly. By the end of the 19th century the idea of state ownership was still
canvassed, but in 1921 the government merged the companies into four, retaining
price control. The growth of commercial road transport undermined their
profitability despite the protectionist legislation of 1930 (passenger) and 1933
(freight). In 1947 the new Labour government took the system into state
ownership, but Foster argues that this was in effect another method of regulation.

The attempt to create a single undertaking for inland transport in 1947 failed for a
number of reasons, and in 1962 the railways were reorganised as a separate British
Railways Board. Subsequently the Beeching reforms started to turn the bankrupt
system round, but railway policy continued to be weak and ineffective and the
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undercapitalised system was never enabled to develop its potential. Commercial
drive was encouraged by several reorganisations, but the industry remained
product-driven.

The problem appears to have been behavioural as much as economic. Authors
have developed the term ‘the culture of the rail’ and the present author, who was
‘in the railway service’ for a period in the 1960s, can confirm that this has all along
been a serious problem. (It is a pan-European attitude and only recently
challenged by deregulation in the USA).

The need to make railway managers act commercially was recognised by 1960, but
the weight of the bureaucracy and the lack of strategic financial management has
stifled such attempts as have been made. The foremost argument for privatisation
is the need to invigorate management in the way that bus management has been
invigorated since 1985.

Quite plainly, safety regulation of railways is a prime necessity and it was
maintained by a separate organisation (the Railway Inspectorate) throughout the
period of state ownership. The idea of selling British Rail plc to the market was
turned down for fear that the culture shift would not take place. As a result the
new system consists of a wide range of separate businesses.

To start with, ownership of the infrastructure - ‘track, terminals and signalling” -
has been separated from train operation. An EU Directive requires that separation
takes place, at least.to the extent of distinct accounting structures, so as to enable
access to be open to other users. The Swedish system has moved some way to this
end in that local government trains operate on state railway metals. But only the
British government has gone so far as to set up quite separate organisations and
then to sell them to the private sector.

The Railtrack company itself has to buy in many of its functions from other firms;
train operating companies (the passenger companies are franchised) have to pay
for the use of the track; and a strong Regulator has been appointed, (the Office of
the Rail Regulator, ORR). It is fair to say that the first results indicate that the
‘culture of the rail’ has been effectively challenged, and that a product-driven
industry is starting to react to the requirements of the market by giving priority to
the satisfaction of the customers.

‘Direct access’ is not new on the railway. ‘Company trains’ provided under
contract date from the 1960s, and some quarry firms have more recently reached
agreement to provide and operate their own rolling stock between private depots.
Tourist trains to scenic areas have been hauled by BR locomotives.

With the recent reforms the railway industry in the UK is now almost wholly
privately owned.
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8.4  Regulation of road freight transport

In the pre war period most Road Transport operations in the UK were owned by
the State and very few private operators existed. Those that did were able only to
carry their own goods and were given restricted ‘Operating Licences’. The
Railways and to some extent Canals, both of which were state owned, were still a
major mover of freight, especially bulk materials.

This system of Operating Licensing (quantity and anti-competition based)
remained in place until the introduction of the 1968 Transport Act. This Act
ensured a more widespread operating licensing system, but controlled the
construction & use of vehicles, drivers hours and the quality of applicants to be
Operators. These quality measures included an assessment of the financial
standing of the Applicant, the ability of an Operator to operate within the
legislation (weights, driving hours, vehicle maintenance etc) and the professional
competence of an Operator.

The regulations of the 1968 Act were strengthened in 1983 with the introduction
of the Europe-wide Legislation concerning Road Transport Operations.

While this led to a large growth in small companies, operating three to six
vehicles, the state-run companies continued to dominate the road transport
market and it was not until 1984 when the National Freight Consortium was sold
to its managers and, workers that a totally privatized road freight transport sector
existed.

The growth of road freight transport has evolved in a de-regulated but heavily
legislated framework, where the emphasis of the legislation has moved from
being one of central control of the industry to one of quality control.

Major developments have seen the growth of expertise in distribution (latterly
logistics) management, coupled with specialist companies in the various fields of
dry freight, bulk freight, temperature-controlled freight, parcels and tank freight,
all of which are supported by up-to-date information technology systems and
driven by the logistics maxim: The time-related positioning of resources, or
simply put, “Ensuring the goods are in the right place, at the right time, in the
right quantity, at the right quality and at the right price”.

Today’s UK road freight companies, while reliant upon the state for providing the
Infrastructure (roads, tunnels, bridges etc) can be in control of their own destiny.
Various transport organisations exist: general haulage operators, third party
distribution companies, logistics providers, joint manufacturer/distribution
company arrangements, franchisees and owner-operators.
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9. Regulation of downstream gas, oil and LPG

The establishment of a modern regulatory framework is necessary to promote
efficient, environmentally sound and safe operation of the industry. This should
take two forms:

* technical regulation that sets standards in relation to health and safety matters
and environmental issues ,

* economic regulation that provides the framework and incentives for efficient
transmission, distribution and consumption.

The purpose of economic regulation is to control the monopoly power of the
transmission, distribution and trading companies in an open and transparent
way. This needs to strike a balance between:

* avoiding the abuse of monopoly power that arises out of the existence of
natural (and artificial) monopoly, mainly in the gas industry,

* preserving incentives for regulated companies and ensuring that
transmission, distribution and marketing companies recover the full

* economic costs of supply and a reasonable but not excess profit,

* allowing participants in the industry to behave in a commercial way without
unwarranted interference in management decisions.

Technical, safety and environmental regulation seeks to:

* ensure that consumers are assured of a reliable quality of service in return for
paying prices that fully reflect economic costs,

* avoid adverse impacts on health and environment, resulting from the
transmission, distribution and usage of gas, oil and LPG,

* minimise risks for public safety and property damage, resulting from
unwanted gas escapes.

It is necessary to achieve an effective balance between the Regulatory Authority
and the regulated companies: too much regulatory power or intervention can
weaken incentives for companies to behave efficiently or to continue to invest,
and too little could cause loss of wealth for the country in the long term. The
guiding principles are to achieve clarity, transparency, autonomy, stability, and
certainty for participants in the industry and for consumers.

The principal issues are how to establish an independent Regulatory Authority to
oversee the commercial activities of the gas ( and possibly the downstream oil
industry, although this is not suggested as a priority for the time being), by means
of a new Gas Law and/or other legislation, and what regulatory regime and
service conditions should be imposed on the existing state gas company and other
participants in the (oil and) gas industry. The key need, as far as the gas and LPG
industry is concerned, is progressively to introduce competition at all points in
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