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Introduction

Colin Robinson

In the autumn of 2000 the tenth annual series of Beesley Lectures, named after
the late Michael Beesley, took place. Following the example set by Michael,
the organizers of the series selected lecturers who would apply economic
principles to review some of the most topical issues in utility regulation
and competition policy, complementing their papers with comments from
regulators and ex-regulators. The combination of papers by independent
commentators with remarks from the relevant regulators is a unique feature of
the Beesley series. The papers and the comments, revised by their authors,
appear as the chapters in this volume.

The first chapter is on one of the most significant and innovative
developments in any of the privatized utilities - the introduction of new
electricity trading arrangements (NETA) which bring genuine markets into
electricity and dispose of most of the remaining central controls left over from
nationalization. Professor David Currie, speaking five months before the new
arrangements were successfully introduced (in March 2001), makes a
powerful case for the changes, arguing that NETA moves electricity much
closer to a ‘normal market’ and also instals a governance structure which
‘allows for easy adjustment and change’. NETA is, in his view, a big
improvement on the Pool, representing a ‘major step advance in the direction
of a more competitive and efficient electricity market’.

Callum McCarthy, the electricity and gas regulator, reinforces Currie’s
emphasis on the importance of the new arrangements, making two principal
points. First, he argues that, as the nature of the electricity industry changes,
so the main skills required will move away from engineering towards trading.
The regulator and the competition authorities will also have to become
concerned with contractual as well as physical positions. Second, the links
between electricity trading and gas trading will become increasingly
significant.

Dr Dieter Helm’s chapter discusses rail regulation. His starting point is that
the regulatory system for the railways and its institutions is deeply flawed and
must be reformed. There is a ‘confusion of roles, functions and incentives;
performance has been poor; and the cost of capital high’. The integrated
transport strategy under New Labour requires an integrated regulatory regime

XX
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but that has been missing. Helm’s main proposal for institutional reform is to
merge the Strategic Rail Authority and the Office of Rail Regulation to
integrate the periodic review and Railtrack regulation with refranchising and
the regulation of franchises. He argues that this would reduce the scope for
personal discretion in regulation and thereby bring down the cost of capital.

The rail regulator, Tom Winsor, disagrees with much of Helm’s argument.
In Winsor’s view, an independent regulator is necessary to secure investor
confidence, without which required investment will not be forthcoming. There
has been no fundamental shift in the regulator’s stance towards Railtrack, he
says. Moreover, changes he is introducing will reduce perceived regulatory
risk. The allowed rate of return for Railtrack is higher than for other utilities
not because of regulatory risk but for more substantial reasons.

My chapter considers whether the water industry is so different from other
network utilities that competition is not feasible. It begins by assessing the
performance of the regulatory regime in water, concluding that the system -
centred on competition by comparison and with restrictions on takeovers - has
not worked well compared with regulation of the electricity and gas industries.
The regime is not sustainable. Reforms should concentrate on introducing
competition rather than prescriptive regulation of the whole industry. Entry
should be eased, networks should be separated and the powers of
environmental regulators should be curbed, with more emphasis on self-
regulation.

Sir Ian Byatt agrees that ‘the time is ripe for achieving greater competition
in the water industry’. He disagrees, however, about the sustainability of the
present regime which, he argues, is ‘only too sustainable’, unattractive as it is
with ‘detailed regulation driven by politicians and environmental regulators’.
He sets out a number of proposals which would ease the transition to
competition, including improved common carriage arrangements and
competitive bidding for abstraction licences, and he foresees a time when it
would be sensible to relax restrictions on takeovers.

The new gas trading arrangements, introduced about eighteen months
before the new arrangements in electricity, are discussed by Professor George
Yarrow, who stresses their evolutionary nature. An on-the-day commodity
market was introduced in October 1999 and the other major reform was the
introduction of auctions for primary entry capacity, sold as firm rights. Yarrow
also considers system balancing and the reduced role for the system operator
as reliance on markets increases, suggesting some trading arrangements which
might fit better with markets. He concludes by emphasizing a point made by
McCarthy - the likelihood of growing interactions between the gas and
electricity networks.

Dr Eileen Marshall, commenting on Yarrow’s chapter, says that, by
stepping back and examining the new arrangements from first principles, he
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has provided valuable insights. She points out that Ofgem has consistently
argued the need for participants to be exposed to the economic costs of their
actions which are best determined through markets. Far-reaching changes still
continue in gas, including the sale of storage in the pipes (linepack) to
complete the storage reforms and, most important, alignment of the gas and
electricity balancing regimes.

A lively review of privatization and regulation experience in the UK is
provided by Dr Irwin Stelzer. In his view, that experience shows privatization
was a necessary condition for the introduction of ‘competition where
feasible, and regulation where necessary’ and the subsequent efficiency gains
in some but not all privatized industries. Irwin criticizes reliance on the RPI-X
formula which is at the heart of UK regulation and which raises the problem
of how to decide on the value of X. However, he praises the regulators, who
have in effect created an ‘entirely new branch of government’. In future,
regulators should concentrate on getting incentives right, withdrawing
from areas where competition is possible and making regulation more
transparent.

In commenting on the chapter, Professor Stephen Littlechild says that
Stelzer gives insufficient credit to the duty to promote competition which has
proved so vital in the transition to competitive markets. Similarly, the RPI-X
system has been a more important stimulant to efficiency gains than Stelzer
acknowledges. Finally, transparency has been much improved in recent years
and it is difficult to see what more could be done. Professor Littlechild also
added some comments, at the request of the organizers of the series, on
Michael Beesley’s contributions to ideas about privatization, competition and
regulation, concluding that a ‘generation of UK thinking on privatization,
competition and regulation is a testament to his influence’. These comments
appear immediately after this introduction.

Professor Mark Armstrong’s chapter is on convergence in communications
and the implications for regulation. He begins by pointing out that, given that
different regulatory bodies are associated with different infrastructures, there
is a danger of asymmetries and inefficiencies appearing as convergence
proceeds. However, he sees benefits as well as disadvantages in having
multiple regulators rather than super-regulators with ‘too much power
concentrated in a single body’. He would like to see the BBC operate under
the same regulatory regime as other broadcasters, with an investigation of the
licence fee versus alternatives. Armstrong sees asymmetries also in the
treatment of BSkyB and the cable companies. Economic regulation of
electronic transmission networks should be done by the Office of Communica-
tions (Ofcom) but it is not clear that content regulation should be under the
same body.

In his comment, David Edmonds argues that the prime task of a new
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regulatory agency should be to ensure that consumers get the best deal
possible. In telecommunications, he sees his job as providing ‘an environment
in which competition flourishes’. In his view, a harmonized framework for the
telecoms and broadcasting sectors is required. There should be a single
regulatory agency for electronic communication networks and services,
starting from fundamental principles, though it would be a complex world that
the new agency would have to address.

Liberalizing European electricity and gas markets has become an important
issue, and a contentious one in some EU countries. Graham Shuttleworth
addresses it in his chapter, reviewing progress made so far and explaining the
principal features of the electricity and gas directives before embarking on a
survey of some of the challenges which confront regulators, in unbundling,
real-time balancing and cross-border trade. He then looks at ways in which
regulators may prevent recovery of certain costs. He concludes that in energy
markets regulation is required to promote competition and that regulation of
natural monopolies will be permanent. Shuttleworth sees the biggest problem
now as designing efficient transmission pricing, and he also urges regulators
to be sensitive to the need for future investment, restraining any tendency to
behave opportunistically.

Clare Spottiswoode takes, as she says, a ‘slightly different view’ because of
her belief, founded on a dynamic view of competition, in the ability of markets
to deliver. She criticizes the EU directives because of their weak separation
provisions and the absence of a discrimination clause. Spottiswoode
emphasizes the importance of introducing competition for the market in the
case of monopolies and the advantages of unbundling, which makes the
network easier to manage and to regulate. She argues also that, in the UK, the
benefits of introducing competition into gas far outweighed the costs.

The subject addressed by Tom Sharpe QC is ‘Concurrency or convergence?
Competition and regulation under the Competition Act 1998°. He points out
that the Act gives the sector regulators concurrent powers with the Director
General of Fair Trading (but within their own spheres) to investigate, make
decisions and impose heavy penalties on companies. Sharpe expresses doubts
about whether ‘regulators should be trusted with the development of
competition law’ because, he argues, regulation is about structure whereas the
Act is about conduct or behaviour. Violence may well be done to the
development of competition law as regulators seek to achieve their objectives.
He fears also that regulators will be inconsistent in their application of
competition laws.

Geoffrey Horton sees less conflict between competition promotion and the
application of general competition law than does Sharpe, but he shares his
concern about possible abuse by regulators of licence conditions to control
anti-competitive conduct. He argues also that Sharpe is too restrained about



