Debating “Privatisation” of Network Utilitiesin
South Africa: Theories, Fables, Facts, Other

Melvin D. Ayogu
School of Economics
Univer gty of Cape Town, South Africa

This paper was presented at the TIPS 2001 Annua Forum.



TABLE OF CONTENTS

1. INTRODUCTION ...ooiiiiiiiiiiiiiee et et e e e ereeaa e e 3
2. COUNSEL FOR THE OPPOSITION ADDRESSES THE JURY ........ 4
2.1 Amicus Curiae: Adding @V OICE........cecuiiieeeierece et st e 4
2.2 COSATU S VIBIW ..ottt ettt e eb e n b nn s nnnn e 5
3. JURY DELIBERATIONS.........coo ittt it .6
3.1 Reform of network utilities: the ISSUES........cceeeeieiesece e e 7
3.1.1 Appropriable rents and redistributive struggles.........cocoevrvenenneens e 7
3.1.2 Special problems of NEtWOrk UtHHitieS........cccueveeieeiecece e 8
3.1.3 A network liberalisation bubbIe? ..o 9

3.2 Brief Casing the SECLONS.......cviiiiiiceseee e e et 10
3.2.1 The transportation Sector: railroads............ccceererrienene sereseeeseseeeees 10
3.2.2 The telecommunications sector: fixed telephony ...........ccccoevvenienvin v 12
3.2.3 The energy SeCtor: EleCtIICITY ....cvveieirerieirerees e e 17
3.2.4 Testing profit-maximisation hypothesis: ESKOM..........cccccceveveveiecee e, 21

4. CONCLUDING REMARKS: JURY STILL OUT ......ccccoiiiiiiiiinnns 24
REFERENCES........ .ot e e 26

LIST OF TABLES

Table 1: Estimates of the Partial Elasticities of Factor PriCeS .......oovevveveeivvcieeee e 23



Debating “ Privatisation” of Network Utilities in South Africa 3

1. INTRODUCTION

The government of South Africa comes across dear in enunciating its gods for the
refoom of public enterprises According to the Miniger of Public Enterprises
“restructuring” is the generic term taken to represent the set of dStrategies employed by
the date to ensure that public enterprises in South Africa are “efficient, effective, and
poweful engines of socio-economic development.... Redructuring ams to maximise
the contribution that these date assets can make to development through the integration
of public, private and sodd cgpitd and expetise” (RSA 2001a 1) In its vison for
restructuring, the government declares

Devdopment cannot be measured only by finencid criteria, and redructuring is
not a means of improving government finances and enterprise efficiency a the
expense of the poor. Rather, the success of restructuring will be measured by its
contribution to improving the dandard of living of the mgority of the populaion.
The god of redructuring should therefore be sudtainable economic and socid
benefits. (RSA 2000a, 14)

The pog-goatheid government of South Africa inherited over 300 dae-owned
enterprises (SOEs), with four of the firms accounting for 86% of aggregate turnover,
A% of totd income, 77% of dl employment, and 91% of the totd assats of these
enterprises.  These “key enterprises” as they ae collectivdy described in the
government's Policy Framework Peper, ae in tdecommunications (Tekom), energy
(Eskom), trangportation (Transnet), and defence (Dend). None of these firms are dated
for outright privaisgtion in the near future The debate is joined around the wisdom of
the government's modd of reform, its so-caled “ matrix of options”

In recent times, judging from the diversty of views in the multimedia, there seems to be
much confuson and mixed fedings about the nature and pace of the reforms, about who
will bear the burden of the percelved cods, as wel AS about the didribution of the
expected benefits® Despite the diversity of opinions, the government is dlear about what
it wants to do. In fact, THE government recently issued a press statement (Sunday
Times 26 August 2001, 27) chdlenging what it perceves as misnformaion by the
Congress of South African Trade Unions (COSATU). The daement begins by noting
that COSATU has cdled for a drike agang whet it cdls “privatizaion.” a move that is
obvioudy unnecessary dnce “redructuring is not necessarily ‘privatisation’.” The press
datement  highlights that retructuring is a key plaform of the Redidribution and
Deveopment Programme (RDP), and that far from being ideologicd, it is a practicd
programme built up case-by-case to contribute to the following:

Bring down the cost of dectricity, telephones and other services,
Reduce cogts of production and thus improve job creation;

Bring more productive investment into the economy; and

Open up the economy to those shut out by apartheid.

! See for ingtance, Sunday Times, 26 August 2001, pp.15, 20, 24, 27; Mail and Guardian, 24 August
2001; The Star, 27 August 2001, and www.iafricacom.



Debating “ Privatisation” of Network Utilitiesin South Africa 4

In view of the ongoing controversy and the diversty of opinions on this issue, we wish
here to further animate the debate by highlighting important dements of network
utilities that should be teken into condderation in  resolving the redructuring
controversy. Also, we marshd views and some of the available evidence from both sides
that can be brought to bear on the subdantive content of the debae, namdy the
digribution of the costs and benefits of reforms. We will draw evidence from Eskom,
Tekom and Transnet.

Thee three enterprises share an important characteristic that is centrd to the reform
debate they are network utilities Network industries are characterised by investments
that are large, lumpy, and sunk. The components that make up the sysem mus work
together in order to ddiver ther sarvices to the end-user. Generdly, they indude ges,
waer, dectricity, ral, and fixed line teephony. As can be deduced from the examples,
these network utilities provide goods that ae now genedly pat of infrastructure

SEViCes in an economy.

Infragtructure investments provide sarvices that are part of the consumption bundle of
resdents and serve as inputs into production. Infrastructure may be usefully classfied as
public capitd goods (even though some components are cub goods). Public capitd
goods incdude highways and roads, masstrangt and arport faclities, educationd
fadlities, dectricity, gas and waer supply sysems wade treament facilities,
correctiond  inditutions, police, fire sarvices and the judiciary. Core infrastructures
indude highways, water, dectricity, and tdecommunications. These components are
expected to contribute most directly to private sector output?

Individuds living in squetter and dum settlements that lack basic infrasructure can be
cassfied as (socidly) poor cohorts, regadiess of movements in their indicators of
income and food consumption. As a basic consumption good, infrastructure has become
a centrd issue in povety. We dam that underganding the role of infragtructure in the
economy can leed to a better goprecidion of the privaisation debate which has now
ayddlised dong a batle line that finds government on one Sde and organised labour
on the other (even though labour is by no means the only cautionary voice).

2. COUNSEL FOR THE OPPOSITION ADDRESSES THE JURY
2.1 Amicus Curiae Adding aVoice

To add perspective to the debate, we begin by summaisng another opinion on the
podtion of organised labour. According to this view (Sunday Times editorid of 26
August 2001, 20), the decison by COSATU to protest the government's privatisstion
plans is based on COSATU's bdief that privatisation will make some people worse off
and will lead to poor sarvice ddivery, lead to loss of jobs and increases in the price of
basc services While labour argues that the provison and extenson of basc sarvices to
poor communities cannot be entrusted to the market, the government argues that it is

2 The Government of South Africa expects that ‘SOEs will play a criticd role in our endeavour to
enhance our manufacturing  competitiveness.  They dominate the energy, transport and
telecommunications sectors, sectors that are responsble for a significant percentage of input costs to
potential high growth industries... By ensuring that our input sectors are efficient and offer high qudity
services, we can lower the costs and improve the services that they offer....” (RSA 2001a, 1)
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reforming the enterprises to deliver services more effectivdly, and to be able to rase the
necessary capita to finance needed infragtructure investment.

The editorid notes that in the post-Cold War erg, it has become fashionable to side
with proponents of free makels and to dismiss aguments for ective dHae
interventions as “relics of a bygone era” Those who subscribe to this view would
readily dismiss COSATU as beng out of touch with the present, preferring ingtead to
remain in the socidis pas. However, COSATU's concerns are deserving of serious
condderation — a point that the editorid clams to have argued before. Contrary to the
way in which COSATU has been portrayed by the government as “blindly opposed to
privatistion,” the aticde deems COSATU's gpproach as pragmdic in conveying
repegiedly its oppostion to the priveisaion of assets that help the dae ddiver socid
sarvices, as wdl as in suggesing thet in other aress the decision to dispose of assets
should be*“nuanced.”

22 COSATU'sView

“COSATU supports the redtructuring of state-owned enterprises and local  government
to improve ther cgpecity to ddiver basc services.... But privaisaion will NOT hdp
achieve these ends” (COSATU 2001a 3) Therefore, COSATU has demanded that
privatisation of basc sarvices and nationd infrastructure be hdted a once, and
furthermore, that any redtructuring of the SOEs “must improve services for our
communities and especidly for the poor” (Ibid.). Basic sarvices are listed as “water,
sawerage, rubbish disposd, dectricity, wefare, and badc housing, hedth, transport,
education, tdecommunications and culturd sarvices (such as dadiums, paks and
libraries).” The Union's basc argument regarding privaisdion is that “it is inherently
difficult, if not impossble, to compd private interets to serve the poor or intervene
drategicdly to restructure the economy.” (COSATU 2001b, 1) It demands that the
government reexamine the dedrability of reying on maket forces to govern the
ddivery of basic services.

COSATU ddfines priveision in terms of the extendgon of the control and wedth of
the private sector a the expense of the date, and regards as euphemisms terms such
“restructuring’ or “public-private partnerships’ that are used by the government to
characterise its own perception of the reforms. Here are some of the specific issues
that the Union finds troubling (COSATU 2001b):

The government's falure to beck up its fath in the market with a proposd
for conagtent, strong regulatory structures or with a systematic andyss of
the costs and benefits of proposds for privatisation.

The Depatment of Public Enterprises (DPE) lack of andyds of its own
proposds for the biggest paragtatds the DPE has not yet published an
andyss that addresses the benefits to society, the cods of the immediate
impact on pricing or employment, the socid impact from non-ddivery of
catan essentid savices, or the impact of unemployment on specific
communities
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The DPE's agument that privaisaion is the bet way to achieve
eficdency, and tha government regulation, shareholder compacts or
subsidies will ensure adequate services for the poor. The government has
never evauaed whether or not it possessed the requiste adminidrative

cgpabilities to deiver on the regulatory component.

The Depatment of Trade and Industry’s contention tha technologica
advances have eroded the naturd monopoly charecterigics in dectricity
and loca teephony, and hence these utilities should be privatised and
regulated.

COSATU summarises its objections by noting that “dae control is necessary to
ensure adequate, qudity provison of services to the poor, and to initiste draegic
invetments to redructure the economy.” (COSATU 2001b, 9) Furthermore the
Union argues that dmogt dl government policies on privaisgion admit the need for
regulaion even though the government lacks capacity and commitment to ensure
effective regulation.

3. JURY DELIBERATIONS

The informationd, as opposed to the paticipaory role of the economigHury is to
give better informeation to politicdl negotistors on economic issues (assuming the
negotiators know where their interests lie), where concessons can be sought or given,
and where changing the condraints can increese benefits. The question then becomes:
To wha extent should we relegate the politicd process in our cdculations of the
consequences of dtering any policies or rules? Should we present the economic
reults as they would gopear if implemented in an gpaliticd environment, or should
we condition them to the palitical process as we understand it?

Dixit (1998) argues that economic and politicd aspects of the reform process are not
additivdly separdble in ther effects, and so one aspect cannot be inserted after the
other to get acomplete and accurate picture.

Either the economis mugt incdlude padlitics in the andyss from the outsst, or
the politicdl andyst must redo the economics. If ndther party is qudified to
asess the pertinent aspects of the other's domain of specidisaion, the two
should collaborate from the outsst. A purdy economic cdculation followed
by apurdy politica one does not appear to be a ussful compromise. (Ibid, 50)

Furthermore, he cadttions tha the purdy informationd or benchmak naure of
economids technicd caculaions must be admitted and recognized, as they should not
pretend to forecast the effects polices will have in the form in which they are likdy to
emerge from the palitica process.

Before we engage in the discusson of issues rdated to reforming network utilities, two
cautionary notes are made in order to temper the ever-present optimism over the
potentid benefits of reforms, as well as the tendency to over-focus on technologica and
demand factors in evauding the nature of reforms The firg is from Schumpeter (1954,
981) who cautioned that, “as we leave the case of pure monopoly, factors assert
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themsdves tha are absent in this case [the monopoly case] and vanish again as we
goproach pure competition, so that the unbroken line from monopoly to competition is a
treacherous guide.”

The other voice emphaszed that specidids in busness higory have long been aware
tha organisationd  innovations have had profound  effidency  (productivity)
conssquences, and thet technology is important, but not decisve, in shaping the
organisation of indudry (Williamson 1994, 183). It sometimes agppears thet in discussing
reforms, the influence of organisstiond fectors is not adequatdy teken into
condderdtion. Yet, as we lae resae in our concuding remarks, human skills are
emerging asong, if nat the mogt, vauable attribute of modern corporations.

3.1 Reform of network utilities: theissues
3.1.1 Apprapriable rents and redistributive struggles

The naure of network utilities is such tha they invariably contain a ssgment in which
invesments ae large, lumpy, and sunk. Furthermore, the &bility of new firms to enter
such a ssgment on a compressad time-scde is in generd not redidic, paticularly when
there is an active incumbent. The forcing mechanism here is that costs of production are
often subadditive within the rdlevant range — meaning that for the market being served,
it is more cog-effective to have one provider of the service The highly-specidised
naure of the assts, the levd of unceatanty in the economic environment, and the
durability of the assets dl combine with the aforementioned cos-advantage to generate
enduring economic rentsto an incumbent.

There are other issues. One is that ex ante (i.e. before entry occurs), a potentia entrant is
in a multilaterd relationship with respect to its invesment horizon. However, pos-entry,
the entrant is stranded because the bargaining ad/antage now shifts from investor to
consumers. Therefore, “ex post guarantees’ — credible commitments — are necessary to
ensure an ex ante optimad amount of invesment in the required highly- specidised
asets. The other issue is that once sarvices are on stream, there is a “lock-in” effect in
that sarvice ddivery via neworks of water, dectricity, teecommunications and
rallroads are in a direct link to the consumer who is then captive. For this reason, there is
a requirement for an ex post guarantee & an efficient volume of trade. Since the market
is unable to supply such a guarantee, the usud policy response is to prohibit the exercise
of market power by the incumbent utility.

Additiondly, given that many of the services ddivered over networks are considered
basc consumption goods, they inevitably invite consumer activism with repect to the
pricing of such sarvices As aptly described in Newbery (2000, 1), these “consumers are
numerous, are politicaly important, and have no choice of network¥athey cannot exit
and 0 will use ther voice” The public policy problem, therefore, is to devie a
mechanism tha bdances the interests of investors and the politicd powers of
consumers.

One such device, cgpable of saisfying the requirement of ex post guarantee, is public
ownership. Provided that it can finance the required investments, state ownership can be
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the solution® Regulation is another solution, particularly when the network is in private
hands. Overdl, it is clear that regardless of the chosen solution, a network utility will
inevitably be subject to regulaion, often through a line Minisry. Therefore, network
utilities operate under terms set by the Sate.

3.1.2 Special problems of network utilities

The conventiond “visble hands’ goproach to the naturd monopoly (market failure)
problem is for regulaory inditutions to be crested, and entrusted with the task of
designing pricesetting rules and ensuring that the monopolis meets the demand for
savices. However, as has been agued dsewhere (Newbery 2000, for ingance),
designing priceseting rules is only a pat of the policy agenda for these indudries
Network utiliies pose gpecid problems of ownership and regulation whose solution is
condraned by the inditutiond endowment of the country, the baance of palitica
power, and changing nationa objectives. So, property (ownership) rights may not matter
a much as contral rights, whether exercised by the date directly through ownership or
indirectly through regulation.

Regadess of the naiure of ownership, societies have to evolve effective regulaory
inditutions to address the specid problems of network utilities, chief among them being
the cgpacity to meet demand and finance investment. Next to these two are the problems
of enswring technicd effidency and the deployment of optimd technology. Here
competition is sad to be more dfective than regulaion in encouraging innovetion. We
would argue, therefore, that the issue is not s much about privetisation (ownership) as it
isof liberdisation (multiplicity of services), where feasible.

The inherent tenson over didributiond issues of “far” pricing of network services to
consumers, and the need to earn a “far” return on assets deployed 0 as to encourage
future invement, is a the core of the specid problems of network utilities. Economic
theory predicts that in a competitive indudtry, excess profits or losses (economic rents)
induce firms to enter or exit an indudry. Unfortunately, this prediction cannot be
reisbly used as to guide far pricng in network utilities because sgnificant entry and
exit barriersexist in these sectors.

So far, the presumption in the literature (Batten 1996; Humplick 1996; Culy, Read and
Wright 1996) is that performance is affected if compeition is introduced into services
supplied over the network, ether through verticd separdion, liberdisng access to
network, or both. In short, competition matters more than ownership for efficiency.” The
literature argues that vertica disintegration has the advantage of confining regulation to
the network, provided there is adequate competition in services. Liberdisaion, on the
other hand, makes more demands on regulaory capacity. Also, it is agued tha
compdiition is difficult to sudan in date-owned utilites and 0 there may be a
complimentarity between privdisaion and compdition. In this context, privaisaion
seems to be a necessary, but not sufficient, step to achieving the benefits of competition.

® Verticd integration as a solution to the “hold up” problem is the well-known prediction of the
Williamsonian Theory of the Hazards of Idiosyncratic Exchange in aLong-term Relationship.

* Further evidence on the importance of multiplicity over ownership can be found in Primeaux (1977,
1978) who compared peformance by public monopoly eectric utilities with a matched st of public
duopolies, most of which competed with a private utility.
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In an ingghtful andyss of “pivatistion as insulation,” Willig (1994) dams thet it is
widdy accepted that government enterprises ae managed to achieve a vaiety of
objectives that rdate to the complexities of palitics while private enterprises are largely
managed to ean profits Survival indincts compd firms in more competitive markets to
be relatively more efficient.

This response does not answer two fundamentd questions. Fird, why do the
authorities not make public enterprises equdly efficient by offering managers the
same financid incentives as ther private sector counterparts? Second, since dl
private enterprises are subject to a variety of regulation, how is it that the
authorities are ale to devise efficient regulaions for the private sector while
those that aply to public enterprises are so poorly condructed? To quote Bos
(1993): “A priori, it is not clear why the dae, faling to run the firms as wdl as
owner, should now suddenly have become an efficient regulator.” (Ibid, 157)

Willig argues that the empirica answer to the firg question seems to be tha such public
sector reform does not work. He draws an example from Robinson (1992) on the
dectricity supply indudry in UK: “Despite good intentions it proved impossble to have
‘am's length’ rdationships between the nationdised corporaions and government.
Indead, governments of both mgor paties found irresigible the temptation to interfere
with the decisons of dae owned enterprises 0 that, in practice, the corporaions had
litle control over pricing and investment decisons” (lbid, 158) Willig dso dtes ancther
indance from Brazil that, in the interesx of diminating operationd inefficiency, adopted
a sysdem wheeby dae-owned enterprises had to compete with private corporations
under the same conditions The government, however, proved incgpable of abiding by
its own rules and instead provided the enterprises with financid support.

To the second question regarding the difference in the qudity of regulaions applicable
to public and private firms, he answers that “padlitica redity is inevitably injected into
regulation.... More directly, regulators are often politicd actors themsdves or sarve a
the pleasure of thosein paliticd office” (Ibid, 158)

3.1.3 A network liberalisation bubbl e?

Can regulatory inditutions be desgned and sudtained to ddiver the promised benefits of
access,  interconnection, and  intdligent  price  sdting?  Button  (1996)  examined
ownership, investment and pricing of infrastructure services and found both market
falure and government fallure in pricing. So, are we thus in a liberdisation bubble, or is
the current wave an adjusment towards an equilibrium network-industry configuration
thet internalises both technica and organisational economies?

Even where it does not duplicae fadlities compeition may d4ill fal to secure the
benefits of coordination, interconnection, and sysem dandardision.  Moreover,
transaction cogts could be sgnificant in some markets. These and other concerns raise
many gquesions about the socio-economic and political conditions necessry to sudan
private ownership, and when might they be lacking, with public ownership the default
mode. What if a government becomes time-inconsgtent? This says that later on, it can
become rductant to fully enforce the rights of investors because it upsets the bdance
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between the dams of workers, consumers, and the rest of the voters If public utilities
ae to be successully privatdy financed, then regulaion must credibly resolve the
tenson between consumers and investors. If consumers are unhappy, they cannot
meaningfully “exit” or choose an dternative supplier (even under conditions of verticd
digntegration) but must use their “voicg” through the political process to secure ther
demands. If investors are feaful for the security of their future returns, they will not
finance the needed investment.

For networks whose fecilities are coming due for refurbishment in the near future, and
faced with sudden uncertainty over the future regulatory regime, suspending investment
is a rationd response® Governments can atempt to legidate away the uncertainty.
However, Goldgein (2001) cautions thet usng formd law to introduce swift changes thet
do not reflect the politicd and socio-economic gStudtion of a country will not dter
behavior. So, embedding commitments in a conditution when the politicd equilibrium is
not supportive of such an arangement invites socid criss. Such a commitment device in
ay cae lacks credibility. If regulatory inditutions are not suffidently srong to provide
adequate credibility, then private ownership may be infeasble or too codly. The cods
may take the form of a high rate of return required to reward invesiors for the perceived
high regulaory risk. This cost can dso manifes in other ways such as a high discount on
the far asset vaue when the utilities are privatised or atempt to enter into a drategic

equity partnership.
3.2 Brief casing the sectors

This section briefly reviews sector-specific cases from ralroads, tedlecommunications,
and dectricity. In particular, we provide a brief profile of each dominant network utility,
present government's plans for its redtructuring, describe the objections and concerns
being rased, and then based on the broad principles outlined previoudy, offer some
comments on the issues.

3.2.1 Thetransportation sector: railroads

Spoornet profile Spoornet is the largest divison of Transnet; Transnet is the largest
state-owned enterprise in South Africa by annud turnover and the number of employees.
Incorporated in 1990, it dominates South Africas trangportation sector, and controls 13
companies involved in multimodd transport and dlied services Mgor chdlenges to the
redructuring plans for Transnet indude under-funded pengon ligbilities outstanding
debentures of R8471 hillion, and an additiond ligbility of R3.442 bhillion in respect of
medicd ad cogts for pendoners. (RSA 2000a)

Spoornet enterprises comprises a generd freight business (GFB); a heavy-haul cod line
(Cadlink); a dedicated heavy-haul iron ore line (Orex); an intercity passenger service
(MLPS); the Blue Train luxury sarvice (LuxRal); LinkRail, which handles branch lines,
and Rail and Termind Services (R&TS), which maintains and gperates the network.

Sector policy: The 1996 White Paper on Naiond Trangport Policy was followed in
1998 by the reease of a drategy paper on trangportation in South Africa for the next 20

® Such a rationd response from Tekom was viewed as an absurdity by the Union (see COSATU
(2001e, 10). The specific context is given later in the section on the telecommunications sector.
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yeas. One of the mgor gods underlying the policy and the drategy is “to improve
South Africas competitiveness and that of its transport infrastructure and operdtions....”
(RSA 2000a, 135) The government hes adso indicated thet it will encourage integration,
intermoddism, and patnerships between the trangportation modes, where such a
practice does not create monopolies. (1bid, 136)

Action by the government: Spoornet will be corporaised, with its different units
becoming autonomous corporate entities  Codlink, Orex, LuxRal and LinkRal will be
operated as concessons, while the generd freight busness and R&TS will be
corporatised as one entity and subsequently sold through an Initid Public Offering (IPO)
or trandformed into a joint venture with a drategic equity patner. The concessioning of
Codlink, Orex, LuxRail, and LinkRall is expected to dtract private cgpitd and expertise
into the indugry. On the other hand, commercidisation of the generd freight busness is
expected to result in non-negdive profits, and thus render it feasble to make explicit
subsdies to the poor, when necessry. Because of the obvious excess employment in
Spoornet, a Sgnificant retrenchment isinevitable.

The govenment dso dams progress in redructuring Transnet through resolving the
penson fund problem. The pasing of the Transnet Pendon Fund Amendment Act in
November 2000 encbled Transat to retire R7.4 hillion of bonds that freed government to
pursue its redructuring programme without the condraints imposed by the bond
covenant. As a June 2001, Spoorneét is sad to be undergoing internd restructuring,
under the supervision of externd management consultants. (RSA 2001a)

Organised labour's submission: Labour's pogtion is that ral services should remain in
the public sector s0 that “it can have the required socio-economic impact.” (COSATU
2001c, 3). At face vdue this would seem to be an agument for continued cross
subsdisation of uneconomicad components. However, labour demands a threeyear
“turnaround period to demondrate that an efficient date-owned Spoornet is vidble and
necessary.” (lbid, 4) They ague that draegies toward an increased sdes volume,
regulation of road trangport (to account for externdities), and an integrated transport
solution are core to the revivd of the enterprise. A further argument put forward is that
labour is now being made to pay for the ineptitude of management:

Our obsarvation is that Spoornet manegement has, both as a rexult of
mismanagement and intentiondly, adopted a narow focus.... The result is poor
dient management in the regions and the complete absence of drategies for
developing new clients there. There dso gppears to be no effort to market space
on empty return freight trains at a discount.

This is unacceptable business drategy, which concentrates dl resources on the
massve dients and high-dengty lines, which are eedly profitable, and runs down
the res of the network and ignores regiond lines and smdl cusomers. It then
becomes dl too essy for management to motivaie cdosng down “unprofitable
lines” whichhave been run down by its own drategies. (Ibid, 4)

The Federation (COSATU 2001c, 6) dso notes tha “Spoornet has sometimes made
unnecessary invesments, or invested in ingppropriate or impracticd technology (such as
two different radio sysems that cannot ‘ speak’ to each other).”
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Comment: COSATU’'s asessment seems to mekes a compeling case for a “had
budget” condraint on the management of Spoorndt, very smilar to the government's
present restructuring drategy for that company. Accordingly, the quedtions left to be
asked in this regard should be whether pitfals exis in the restructuring plan that ought
to be given further careful condderation, and how best to address the socid dimensons
of the reform.

One concern that comes to mind immediaely is tha it is not very obvious how the
resructuring will engender competition. Although the various ssgments of the ral
savices ae beng redructured to operate on hard budget condraints through
concessoning, commercdisaion, and corpordisation, those fedures do not in
themsdves guarantee efficiency if there is no rivdry. As each of the components is non-
competing, the potentia rivary is through subdtitute services from other transportation
modes outside rail services. As wdl, the planned merger of R&TS and GFB into a Sngle
corporation needs to be explained.

There is another possible restructuring modd, such as one that dlows R&TS to own the
infresructure,  9gndling, and  dations while the tran-operaing companies bid for
franchise to operate services on specific network routes. Whether R&TS  out-sources
sarvices or provides infredtructure and other ancillary services in-house dso requires
careful condderation. Another point of concern is that of how potentid competition, as
the source of “market discipling,” is expected to arise.

Regadiess of the number and sSze didribution of the train-operating companies, the
exigence of a sngle platform provider cdls for an industry arbiter to referee standards
and pricing. Furthermore, if multiplicity of services is not feesble on the routes, we
should expect consumers to exercise their “voicg” by cdling for regulaory oversight
over price and qudity. Ladly, entry and exit conditions in a make ae the key
determinants of the level o rivary. Codly exit is as much an entry-deterrent as is the
high cos of entry itsdf. The lack of readily avalable dterndive uses for rolling stocks
(locomoatives) is a codly problem affecting the ability to exit the market (and therefore
the decison to enter in response to the exigence of economic rents). The ability to
finance rolling stocks a competitive rates of return affects entry decisons as well.

To summarise, huge sat-up codts, combined with a high degree of irrevershility of
investmerts, render implausble any threest of potentid competition. Hence a viable
market for the leesing of rolling stock is dso necessary for the ultimate redisation of the
expected (price-qudity) gains from “privatised” railroad services Either the gains arive
through competition, or one mugt place condderable fath in the cgpability of the
regulator and the goodwill of the operator.

3.2.2 The telecommunications sector: fixed telephony

Telkom profile: Tekom is an incorporated public enterprise with 67% ownership by the
government of South Africa, and 30% ownership by two drategic equity partners
through an investment holding company (RSA 20008). An empowerment group, Ucdngo
Investments, holds the remaining 3% share.
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Tdkom holds a monopoly over locd and long disgance tdecommunications Services,
exchanges, and public payphone services until May 2002. Tekom is dso licensed to
operae the public switched tdephone network (PSTN) and the public switched data
network (PSDN) for the period of exclusvity. It holds a 50% dtake in Vodacom.
Vodacom is the larger of the two cdlular phone companies currently operating in South
Africa, with a 57% market share in cdlular sarvices, and the second largest Internet
Savice Provider (ISP) in the country. Tekom has a further Internet presence through
Intekom, the third largest ISP in the country. Moreover, Telkom's operating license
provides thet it can obtain an additiona year of excludvity if by the end of the fifth year
it achieves 90% of the set target. (RSA 2000, 144)

Sector  policy: The 1996 White Paper on Telecommunications Policy sets a dear,
athough apparently in some cases conflicting, gods for the sector (RSA 1996):

Promote univesd and dfordeble provison of  tdecommunications
Services,

Encourage ownership and control  of tdecommunications services by
persons from historically disadvantaged groups,

Encourage investment and innovetion in the tedecommunications industry;
Encourage the  devdopment of  compeitive and  effective
telecommunications manufacturing and supply sectors, and

Ensure fair competition within the telecommunications indusiry.

The outcome of this policy process was the Tdecommunications Act (Act 103 of 1996),
seting out the tdecommunications policy for the next Sx years The most important
sructural elements of the Act comprise:

1. A fiveyer exdudvity for the incumbent operstor Tekom, agang an
obligation to rall out 2.81 million new lines over this period.

2. Tworthirds of the connections to occur in under-serviced areas and for priority
customers. In addition, & least one more operaior will be licenced before
2003,

3. The edablishment of an independent regulatory body — the South African
Tedecommunications Regulaory Authority (SATRA).

4. Exploration of the possible licensng of athird mobile operator.

According to the current legd and regulaory framework, the Depatment of
Tdecommunications retains responghility for advisng the Miniger on policy matters,
including issues of competition. ICASA (Independet Communications Authority of
South Africa), as the “regulatory waichdog,” gets the power to issue licenses and
monitor compliance with the tems of the licenang. Although lacking credible
enforcement mechanisms, ICASA nonethdess is respondble for  rectifying  non-
compliance.

In 2000, SATRA was merged with the IBA (Independent Broadcagting Authority) to
form ICASA. The odenshle reason was to capture any potentia regulatory synergy in
digitd convergence that would aise from the fuson of broadcasting, computing, and
telecommunication (RSA 2000b).
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Action by the government. In March 2001, the Minidry of Communications proposed
a policy for the pog-excdusvity period. The mogt important Structurd aspects of the
draft policy are

License only one additiond nationd network operaor that includes an
empowerment  (effirmative  action) patner and the tdecommunication
subsdiaries of both Transnet and Eskom. Incluson of these date enterprises is
not only consgent with the White Paper thrugt, but is held out as a neans of
deploying a Second Nationd Operaor on a compressed time scae than would
otherwise be possble In April 2001, 3% of Tedkom was sold to the Black
Economic Empowerment grouping, Udngo.

Granting an internationa carrier licence to another Sate erterprise, Sentech.

In response to mounting pressures from the internationd  telecommunication  community,
the Depatment of Trade and Industry and the Competition Commisson to “inddl a
pro-compdtitive market dructure” the post-excludvity draft policy was revised to
indude a third nationd operaior, the issuing of broadband licences and the rgpid
introduction of number portebility. A combination of events forced government to re-
revise the draft policy and very recently to issue a find policy that accommodates only
one additiond nationd opeaor for a totd of two incumbents indead of three
Furthermore, the matter of broadband licenses is off the agenda for now, while number
portability is ddayed until 2005.

The combination of events includes the counter-pressure mounted concurrently by both
Tekom and M-Cdl, and maket reaction to the announcement of a third naiond
operator. That reaction trandaed into a drop in the market vdue of M-Cdl by R6
billion, or 15% of its make capitdisation within 24 hours (Sunday Times 2001) M-
Cdl is the holding company of MTN (South Africds second largest cdlular network
opeaor) and of Orbicom (a sadlite communications company operaing in 13 African
countries), which is pat of a black empowermert grouping and is widdy expected to
become the licensee for the second nationd network operator. Orbicom is partly owned
by the government (24.1%) through Transnet's stake in M-Cdll.®

Organised labour's submission COSATU's postion on tdecommunications can be
summarised in its “Vidon for Tdecommunications’ (COSATU 2001e), which incudes
universal sarvice, afordability, ownership by the date, job retention and job crestion.
They ague that roll-out of obligaions and megting of those obligaions bemome
“window dressing” if lines are subsequently disconnected due to high rentd cods that
render them unaffordable — a now widespread phenomenon known as churn. COSATU
dso agues that because of <spillover bendfits from tdecommunications as an
infrastructure bundle and as a basc consumption good, too little will be provided if left
to the private sector. This divergence of marginad vauation from socid vaugaion can be
corrected through government intervention by ownership. Other specific, and perhgps
controversd issues, rased by COSATU indude the following (COSATU 2001e, 5, et.

pessim):

® Source: www.M -Cell.co.za
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Productivity is not a function of employment levels It may be increesed by
railsing output rather than reducing employment.

Tdkom's pricdng policy is beng infformed not by cods but by the levd of
compdtition in paticular maket ssgments Where there is  compstition,
epedidly in international and long-disance naiond cdls there have been
price reductions, whereas in the monopoly segments (locd cdls), there have
been mgor price hikes.

Locd tdecommunications prices should be fdling fagter than is currently the
cae, and 0 a sronger, more targeted price capping is required to ensure that
prices on savices tha ae vaued more by low-income consumers fal the
fastest.

Tekom does not yet provide detalls of gand-done cogts for unbunded
savices, thus meking it difficult to ensure proper cost dlocation and pricing
of sarvices.

Long digance and internationd cdls should cross-subgdise locd cdls, and if
necessary, the cogt of trunk calls should rise.

There is no necessxry relation between competition and efficiency or qudity
of savice ddivery, for while competition may enhance product choice or even
savice qudity for the upscde market, it may well leed to deteriording or no
sarvices for the less profitable section of consumers.”

Profitability should obvioudy not be a centrd condderaion for an enterprise
such as Tedkom, which is responsble for addressng backlogs, and meeting
basic needsin the telecommunications sector.

COSATU supports messures to drongly cap price increeses for resdentid
customers as an important component of the ongoing regulation of this sector.
COSATU finds absurd Tekom's clam that because of uncertainties around
the future competiive and regulaory regime its busness plan does not
currently extend beyond the end of the exdusivity period.

Comment: It is clear that subsidies and job retention are of mgor concern to organised
[abour. COSATU advocates subgdised sarvices to dl reddentid customers, with the
burden fdling on busness cusomers. The problem with this view is that such a tax on
busness can make them uncompetiive and the environment unattrective for
investments. That would impact on growth and employment.

Fve years dfter the Tdecom Act was Sgned into law, the biggest disgppointment
is thaa mogt consumes dill have only one option for locad phone sarvices
According to the FCC, the Bdls ill control 96% of the locd resdentia phone
lines The reason is dmple The economics of the busness as it's currently
Structured can't support competition.

Higoricdly, as COSATU (and other unions) ae quick to point out, subgdies (balouts)
were commonplace. They have been used in South Africa to extend infrastructure

"It is efficient that less-profitable market segments are not serviced or get low priority in the queue. This is
far from saying that less dfluent consumers should be exploited because they lack countervailing power.
We sugpect COSATU meant the “less affluent” consumers who may not necessarily be the “leest
profitable” In fact, margins from the lower end of the market can be made higher through ether charging
them more or by charging the same fees as upscde customers, but ddivering lower quality services.
Another meansisto charge the less affluent less and provide even worse services.



Debating “ Privatisation” of Network Utilitiesin South Africa 16

savices to the famers (see COSATU 2001e, 6). In the US, continuing subsidisation of
locd phone services is a source of discomfort to busness and indudtry, except for the

local phone companies who engage in it (Business Times, 2001).

The reason for lack of competition in the US is twofold. It is more profiteble to serve
dense office premises than widdy-soread resdentid homes. The other is the 60-year
anachronigic subsdy system, indituted in the 1940s to boost teledensty (then at 40%).
To fund this universd sarvice god, it is sad that AT&T crosssubsdised from long-
digance business lines and other custom features, but that the pricing system has “stuck”
snce then. A suggested solution is to diminate dl but the essentid subsidies and to let
the price for savices reflect ther cod, thus extending to the reddentid
telecommunications market the benefits of competition.

Subgdies could be kept for the 10 million homes in highcost regions, the 7
million people conddered low-income by dae governments and a few other
cusomers. All told, that's less than 20% of the U.S populdion. Limiting
subsdies to 20% of consumers would cut the totd subsidy amount in hdf or more
from the current $25 hillion to $30 hillion ayear.

In the same dory, Massachusetts is given as a success tory of where resdentia rates
have been rationdised and the benefits have come by way of vigorous entry of rivas
and through more capitd investment in locd phone competition. The rexult was the
price of basc service increased thresfold but competition has heped reduce the price of
locdl tall cals and custom caller services by as much as 75%.

The American experience highlights the fact that COSATU did nat, in ther intervention
(COSATU 2001e, 9), give adeguate condderation to the criticd issue of financing of
advanced infragtructure, namely the deployment of advanced digitd technology thet
includes investment in loca access networks, in backbone networks and in the choice of
wired acess systems® Investments in advanced technology are the drivers of future
gowth — the engine of the busness segment of tedecommunications — to which
COSATU  looks to cosssubgdise  resdetid  consumes  and  to enddle
telecommunications fund other social obligations.

Regulatory capacity is another important issue flagged by the opposdtion. Technicd
condraints on the production and ddivery of tdecommunications services make cdlear
that the way in which competition evolves pog-liberdisation, will depend on the naure
of regulaion. For indance, some segments of the tdecommunications indudry are,
technologicdly, naturd monopolies Within such segments, production is ether by one
operator or by a limited number of operators (such as dominant nationd carriers). These
ssgments can be subject to traffic congestion. Potentid  bottlenecks mean  that
interconnection policdes — the st of legd, technicad and economic arangements between
network operaiors — are a key factor in the development of competition, as wel as in the
long-run growth and maintenance of indtaled cgpecity.

& Network operators can choose from a wide range of wired access systems including digitd loop
carier (DLC) with incrementdly added digitd subscriber loop (xDSL) modems, fibre-to-the-curb
(FTTC), fibretothe-home (FTTH), and hybrid fibre coax (HFC) systems. For more on this, see Farrel
and Katz (1998).
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The obvioudy important role of a robust regulatory agency devaes to priority the
budgetary podtion as wel as the competency of the agency. ICASA has expressed
concan about its strength and preparedness. The government's view is that the regulator
has dl the power and independence it needs to meet its god. In laying out its perspective
on ways of improving corporate governance in SOES the government notes tha (RSA
2000a, 89-91):

In practice, the government's rdationship with the SOE sector wes less than
optima over the past five years. The government's previous advisers...report thet
a number of overlapping problems arose with the restructuring process between
1994 and 1999. Two of the key problems they raised concerned relationships
between various departments respongble for achieving different objectives of
Govenment, and the problematic relationships between Government and the
management and/or boards of these enteprises.... Smilaly the potentid conflict
between Government and regulators was clarified by redating that regulators
need to operate within the framework of government policy rather than seeking to

influence policy themsdlves. [emphas's added]

The point to note is that in spite of the centrdity of regulaiory cagpacity to outcomes in
this sector, much concern remains about the qudity and capacity of the indtitution.

3.2.3 The energy sector: eectricity

Eskom profile: The dominant utility in the enegy sector is Eskom, whose operaions
ae dructured into three mgor groups generation, transmisson, and digribution. It
supplies 95% of the country's dectricity from a fue base of 90% fossl, 7% nuclear, 1%
hydro, and a smdl proporion of imported energy.’ Currently, the power generation
segment of the energy sector is comprised of a few players, with Eskom being the
largest. In the transmisson segment, Eskom is the “naurd” monopolis, whereas
digribution is fragmented. 40% of Eskom's sdes ae to locd authorities that then
redigribute to ther ceptive customes Sdes to Botswana, Lesotho, Mozambique,
Namibia, Swaziland, and Zimbaowe account for 24% of aggregate turnover. Eskom's
totd revenue is didributed 39% from resde, 28% from indudrial cusomers, 18% from
mining, and 7% from both resdentid and commercid consumers,

Sector policy: The legidative and regulatory framework for the sector is embodied in
the 1998 White Peper on Enegy Policy, and in the edablishment of a Naiond
Electricity Regulator (NER) in 1995. The NER controls the pricing, nationad services,
and technicd standards. The White Paper sets out both the broad policy objectives of the
date and the nationd priorities in the energy sector. Among the priorities are “increasing
access to afordable energy services, improving energy  governance,  stimulating
economic  devdopment, managing  energy-related  environmental  impects, and  securing
aupply through diversity.”° Furthermore, the Paper supports a gradud step towards a
competitive dectricity market, the restructuring of Eskom into separate generdtion and
trangmisson entities and the devdopment of the Southern African Power Pool.
Soecificdly, the Peper daes that the dectricity digribution industry should be urgently
resructured, competition should be introduced into the generaion segment, and the

° RSA (20004).
10 RSA 20003, 130.
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trangmisson segment should be required to provide an open and non-discriminatory
accessto the system.

Action by the government: In order to give effect to the policy objectives in the energy
sector, the government plans to “corporatiss” Eskom. The Converson Bill has dready
been gpproved, 0 the dae of incorporation is now left to the determination of the
Minister of Public Enterprises. The government is dso to cary out a full evaudion of
different modds for restructuring of the energy sector, based on a review of the industry
by the Depatment of Mineds and Energy. The formation of different generaing
companies to promote interna competition prior to the intraduction of private-sector
participation in the generation market is dso envisaged.

The government cdams that a number of developments will teke place. Firdly, “verticd
digntegration” of Eskom, and therefore the industry, will lead to grester trangparency
and accountability. Secondly, they contend that cregtion of regiond dectricity
digributors will lead to better services and ultimatey competitive prices for customers.
Thirdly, restructuring plans will be such that rollout of dectricity to poor in both urban
and rurd aressis unhampered.

As of June 2001, the government was mantaning its commitment to a compeitive
modd of dectricity generdtion, but with Eskom as the dominant producer (RSA 2001).
Given the current growth trgectory of the country, however, it esimaes that additiond
capacity will be reguired in 2007 and that this crestes an opportunity for the entry of
new producers around 2003. Also, it is expected that Eskom's investment in generation
outsde of South Africa will be traded off againg a reduction in domestic capacity. The
government views this as a drategy that can simulate competition without undermining
Eskom’'s drength. It therefore addresses the concern expressed during the hearings on
Eskom Converson Bill as to whether redructuring will impar Eskom's cgpability to
continue its andillary role in economic development. The government's current drategic
plan for Eskom does not ental unbundling and priveisgtion. The Eskom Converson
Bill isdesigned to make it a corporation with government as the sole equity holder.

Eskom is confident that the restructuring of the energy sector is being carried out in a
manner that preserves and enhances its exiding srength and does not weeken its ahility
to contribute to the economy (Eskom 2001). It dams among its achievements the
meeting of the dectrification targets for schools and dinics a cumulaive reduction in
red tems of over 15% in the price of dectricity, or a 14.1% reduction when the
dectrification discount is exduded. It dso boasts a drong record of financid
performance involving no drain on the tressury of the date or of financing from officid
devdopment flows, a strong record of skills training and development, Black Economic
Empowerment, and employment equity (Eskom 2000).

Organised labour's submission: Organised labour views the current proposds for
resructuring the dectricity sector as semming from an ideologica persueson on the
pat of date agencies, of the merits of the “nedliberd modd” of development (see
World Bank, 1998 for an daboration). This is in spite of the fact that the same agencies
would reedily identify with improving living sandards for dl, as wdl as with sting a
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course for development that is egditarian, democratic, and sustainable™ COSATU and
other unions argue tha the restructuring proposas meddle with parts of the sector that
work wel by internaiond dandards, while leaving fundamentad problems unsolved.
The proposds therefore portend risng costs to consumers, a dedine in the momentum of
the dectrification programme that undermines developmentd programmes and possbly
will deter investment in the sector (COSATU 2001d).

COSATU is dso concerned about the redidributive consequences of the proposed
reforms and the dternative transfer mechanism proposed by the government. They point
to the legacy of apathad in shaping regiond inequdities in access to dectricity. Under
a regime of independent eectricity didtributors, cross-subddisation is difficult, and this
difficulty is compounded by the wide regiond dispaities in wedth across the
munidpdities Furthermore, if wedthier municipdities do not crosssubsdise the poorer
regions, such savings are nonethdess used to subsdise other sarvices in the wedthier
aexs It is wdl known that “chegp’ dectricity has been ingrumenta in developing
South Africds extractive and refining industries (benefits that accrue to a concentrated
group), while the externdities (the coss by way of environmentd degracktion) are
widdly shared.™

In COSATU's palance, the quetion boils down to who gets subsidised usng which
mechanian. The government argues tha placing subddies online in the budget makes
for trangparency and for the determination of the “red cod” D society. This reason is a
ubterfuge. Placing items online in the budget is not the only means of determining the
red cost to society. The key issue here, as COSATU makes dear, is sustainability. It
seeks to inditutiondise the subsdy in the same way it has worked for big busness.
Unless inditutiondised, subsdies (transparent or not) will gat snared in the budgetary
politics of governments under pressure to maneuver tight fiscal corners.

Citing internationd experiences — New Zedand and Cdifornia to name two — that can
be described as disasrous (COSATU 2001d, 7), COSATU warns of the impect of the
proposed restructuring on the religbility of eectricity supply over time,

Comment: To provide qudity services a competitive rates to consumers, he sate must
have a redructuring plan tha ddivers dficdency in  genegation, trangmisson,
digribution, trading, and consumption. The plans mug minimise baries to entry and
exit, mantan sysem integrity, minimise transaction cods and reduce commercid and
regulatory risk. In other words, the overdl desgn and implementation of any
resructuring plan must recognise that a firm is not only a production automaton (the

" According to Stiglitz, the “neoliberdl mode” of development accords the government a minima role
in order to enable invishle hands to get prices right. He agrees tha many of these policies are
necessary for economic success, but far from sufficient — and that some may not even be necessary.
g\NorId Bank 1998, 1)

% Such incentives (subsidies are not popular expressons in this context) have been ingrumental in
seeding investments in the country. The Alusaf ferrochrome venture is one example. Various studies on
the role of “chegp” power from Eskom ae summaised in Hansen (1999). His paper contains
discussons on the value of dectricd power as a service, and as a key industrid input. Another instance
of off-budget subddies is “commodity-linked” deds tha badcdly dlow beneficay (mining)
corporations to partialy offdoad on Eskom some of the risk from input-costs without this insurance
underwriting being explicitly priced. Management nonetheless separately documents the impact of this
scheme on the firm'’ s “bottom line”
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traditiond but limited view of determining the boundaries of the firm), but is ds0 a
nexus of contracts (an efficient transacting mechanism). There is therefore a risk in
viewing every veticd arangement as ant-competitive without counterbdancing the
iSsues.

Beginning with the generation segment, we ask: What are the necessary conditions for
sudanable competition, and ae those conditions compaible with sysem integrity?
What hgppens when there are negative rents (some producers are not covering their
long-run costs) that induce producers to exit from the market? Wha happens when there
ae pogtive economic rents? Two extant studies on competition in the South African
indudry (Hansen 1999 and Eberhad 2000) do not address thee quedions, while
Newberry (2000, 251) reports that in the case of Chile, which has been reforming its
dectricity supply indusry (ES) snce 1982, concans dill exis over the degree of
competition in the sysem. “New genegaion plant has been smdl scde built when
needed rather than regping economies of larger scade, suggesting that ENDESA may not
be subject to much competitive pressure”® Estache, GomezLobo, and Lepziger (2001)
report that in Argenting, wholesde price of dectricity dropped by 50% in the five-year
period after privatisation due to the intense competition in the generation sector after the
entry of 21 new gengaors. On the other hand, Newbery (2000, 243) finds that
experiences with three ES privatisations in Britain (England, Scotland, and Wdes) and
Northern Irdand reved tha “the pricecost margin widened, to the advantage of
producers but harming (or failing to adequatdly benefit) consumers.”

In the tranamisson segment, which may be a naurd monopoly, the quedion is whether
sparding generdion from transmisson will result in ggnificant loss of coordination
benefits. According to Newberry (2000, 265), “countries with sparse grids, or distant
hydro resources, or those with rapid dectricity demand growth, need to think more
caefully how to preserve these coordindtion benefits....” Eberhard (2000, 26) suggests
“integrated resource planning” as a way to mitigae any possble loss in coordination
benefits from verticd separation. Furthermore, he suggests reding responghility for the
resource planing on the sysem opedor, to be paformed a a public sarvice
Presumably, the details of such a scheme in markets subject to sysems competition and
network gsandardisation will need to be carefully sudied, with the possble drategic
behavior of rivas explicitly teken into condderation (moddled). These mates ae
somewhat academic since the modd goproved by the government does not require the
vaticd digntegration of Eskom. It smply scdes down Eskom's presence in the
gengrdtion segment. This is dmilar to the Chileen plan menttioned above Whether a
amilar outcome will occur depends to some extent on whether a stable power pool can
be put in place.

By far the thornies segment of ESl, and one on which the least has been written, is the
digribution ssgment. The current technology for supplying dectricity is such that
switching of suppliers by consumers (while remaning within the same locaion) is dill
not possble Therefore, customers remain cgptive while private suppliers remain
aoprenensve of consumes expressng ther voice through politicd  pressure. This
creates chdlenges for the dectricity regulaor who must then act as an umpire in

13 After restructuring, ENDESA still emerged as the largest generating company with over 50% of
national capacity, and with ownership of the interconnected transmission system. Thus, it retained
vertical integration even as the market for generation opened to entry (Newberry 2000).
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bdancing the needs of the consumer to redise the downsgtream bendfits of efficient
upsiream production, with the needs to ex post guarantee adequate returns to the retaler.
Without such a guarantee, the optima amount of assetspecific investment may not be
forthcoming ex ante. Furthermore, retailers may trade off cods a the margin by
reducing sarvice qudity, induding maintenance and response time. In a nework, this
can impar sysem integrity and/or raise the cost of the management of ancillary services
(resctive power, voltage control, and o forth).

The number of didributors is not criticd to the single consumer because each rdailer is
a locd monopolis. What maters are the kill of the regulator in establishing an
intdligent pricing regime, and the naure of the politicd equilibrium, which not only
determines patidly the qudity of the regulaior, but aso whether public ownership will
be the default ownership structure of the distribution companies™

It will be refreshing to offer some empiricd evidence bearing on some of the issues
under discusson. Unfortunatdy, the current problem of obtaining firmleve data of a
reesonable duration limits extensve empiricd andyss. Of the three network utilities,
Eskom is the only one tha has avalable an hidoricd data set that is of sufficient
duration to be ussful. Furthermore, given how crucid to the entire reform debate the
qudity of regulators has become, we teke this unique opportunity offered by Eskom's
data set to make an empirica contribution to the debate by teting implicitly the pricing
regime of the dectricity regulator. This regime test is achieved through directly testing
Eskom for profit maximisng pricesgtting. The outcome of the test can be viewed as a
practicd manifesation of the long-run outcome of the game between the NER and
Eskom.

The tex is based on propeties of reducedform econometric equations, with data
requirements (revenues and factor prices) that are rdaively modest. The modd (Panzar
and Rose 1986, 1987) is gppeding because measuring the response of the equilibrium
vaues of revenues to changes in the prices of the productive factors relies on the mogt
unambiguous and reedily available firm-specific data

3.2.4 Tedting profit-maximisation hypothesis: Eskom

Specification and testing: The following derivation from Panzar and Rosse (1986) is
based on the assumption that the firm's choices are not affected by ether drategic
interactions or the threat of entry, and that the andyst has a sample of long-run
equilibrium obsarvetions on the revenues of the firm, R, and on the vectors of exogenous
demand, technologica, and factor-price variables, zg,w. The reating hypothess are
testable redrictions on the parameters of the reduced form eguation R(w,zg). Under the
assumption  of profit-maximisng (i.e effident) monopoly behavior, equilibrium
requires:

DRY.2-G,wg=0

“ As argued previoudy, if governments or their agencies are not credible, investors may require a very
high rate of return for the perceived regulatory risk, or costs of renegotiating the regulatory agreements
or license
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(2 Ry—-Cy D0,

where R(y) and C(yw) are the firm's revenue and cost functions™ Equation (1) defines
equilibium output y* as an implicit function of the exogenous vaiadles y*=y*(w,zg),
where y is the firm's output, and w,z,g are as previoudy defined. Totdly differentiating
(2) with respect to w;, using Shephard'slemma, yieds

3 DOy*=0x5 (Ry— Gy,
Ow; Oy

where x,-d (yw,t) is the Samuelsonian condant output-input demand function. O y* /0w
may be negative if j is a normd or superior input and postive otherwise. Multiplying (3)
by w and summing over dl inputsyields amore definitive result:

@ ng i é«/ C)) O G (Ry—Cy) *<0
W

Snce R*(w,z0), R(y*,2, we have, usng Chan rue OR*/Ow, = Ry (Oy*/Ow.
Subdtituting thisinto (4), dividing by R* and using (1) yidds

20 1 Gr_<o
Dv@qﬁ* R (RGy)

where adenotes dadticity.

Implicit in eguation (5) is a test hypothess from the monopoly behaviord modd above
It says tha in monopoly equilibrium, the sum of the dadicties of reduced form

revenues with respect to factor prices IS negative. To test this propostion, we spedify the
following empiricdl modd:

©) yi= a+a axi+ Oz +ég+ q,

j=1

where y; is the vaue of the dependent variable (revenue) in period t, Xt is the vaue of the
i non-stochadtic explanatory varigble (a factor price), z is the vaue an exogenous
demand factor, and g is dissmbodied technicd change The random eror term is
assumed to have a mean of zero, and a condant variance. &'s ae the unknown partia
dadicities to be etimated. All vaidbles except the technology proxy are in logs. An
efficient edimaion method is the ordinary lees squares (OLS). The null hypothess
assts that the sum of the (partid) eadticities is 2o, and can be tested as a sandard F-

test of the linear restrictions.

' They assume aregular interior maximum o that the inequalities in equation (2) are strict.
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Data and empirical estimates: Daa are annud obsarvaions for the period 1985 to
2000.%% The firmspedfic varidbles are gross revenue, cost of primary energy, operating
expensss, net interest and financing codts, and depreciaion. Eskom changed from fund
accounting to depreciation accounting, effective 1 January 1987. This change in
accounting practice has been adjused for previous years. Red GDP is our proxy for
exogenous demend, and a time trend variable represents dissmbodied technicad change
Theresults are reported in Table 1.

Table 1: Estimates of the Partial Elasticities of Factor Prices

Variable Estimated value HCSE P-value
Primary energy cost 0.3306 0.2705 [.253]
Operating expenses 0.5242 0.2525 [.06g]
Interest and financing costs 0.1719 0.0855 [.075]
Depreciation charges -0.0072 0.1158 [.952]
National income 02258 0.3847 [572]
Technology -00112 0.01%4 [.832]
F (zero dopes) 143394 **[.000]
Adjusted R? 0998
Durbin-Watson 1544

Notes HCSE means heteroscedadtic -consstent standard errors. Nationd income is a
condant purchasing power. The equation estimated is y; = 4 + é,ml axi + Oz +ég +

e . The edimaed DurbinWason test ddidic fdls within the indeterminate range of
0.74 and 1.93.

The data drongly reect, with 99.99% confidence, the hypothess of profit-meximisation
by Eskom. The dadticities of the factor cogts with respect to the revenue are significant
but non-negaive. Rdection of profit-maximisng price formation is hardly surprising
gven the centrdity of energy cods paticulaly dectricity pricng, in the politica
economy of the country. Furthermore, given the multiple objectives specified for
Eskom, only one of which is perhgps to breskeven, it would have been odd to find
profit-maximising ~ priceformation.’”  Without inquiring into  the reasons for such
conduct, our result says tha the eectricity regulator does not set price efficiently. We
can concdude, however, that despite this agpparent (economic) inefficiency in price
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| thank the Management of Eskom for providing the data, and for responding to the many claifying
inquiries. Also, | thank Philip Armstrong of the PanAfrican Consultative Forum on Corporate Governance
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Y While the Department of Minerd and Energy is desirous of keeping energy costs low, the Ministry of

Public Enterprises wants a viable enterprise, the Ministry of Finance wants a “cash cow to milk” and is
concerned about the impact of energy prices on inflaion targeting, as well as about “Washington” and

investors perception of the macroeconomic environment.



Debating “ Privatisation” of Network Utilitiesin South Africa 24

sting, Eskom has managed to remain financdly vidble, with an excelent record of
mesting its multiple objectives.'®

We have not sought to attribute Eskom's success & meeting multiple objectives to
Eskom, the regulaior, or the naure of the interaction between both parties. In addition,
we ae unable to predict whether a restructured Eskom can continue to meet or exceed
this standard, and we have not been privileged to any report that gpesks to this concern.
Nonetheless, this uncertainty over the imparment of Eskom's roles underscores some of
the issues rased by organised labour regarding the consequences of restructuring
Eskom, and the need for avery careful ddiberation of the issues.

4. CONCLUDING REMARKS: JURY STILL OUT

We summarise around three overarching themes — the boundaries of the firm, the
difficulty of regulatory commitment, and subsdieshold up problem — that emerge from
the ongoing debate. Incidentdly, these themes dso emerge as centrd fediures in
discussons of restructuring in other countries. According to Newbery (2000, 17), public
policy toward network utilities must address three levels of question:

The firg and most fundamentd is how to ensure that the large amounts of specific
sunk capitd are financed..., how property rights in this cepitd are to be defined,
dlocated, and protected. This question underlies the issue of ownership and
therefore privatisation, ...depends criticadly on the form of the regulaory contract
between the owner and society's agent. The second question is what is the right
dructure of the utlity, both verticdly and horizontdly. ...How should the
industry be structured to take best advantage of network economies?

The author notes that the fird two questions are dynamic issues while the third is on the
efident ue of an exiging nework, with its main focus, the dassc questions of public
utility regulation and pricing. He cautions thet dthough important, the third quedion is
the leest criticd even though falure a& this levd may induce dgnificant adjustments a
the levels of ownership, regulaory regime, and indudry dructure. He concludes by
suggesting that:

Until recently, economigts tended to assume that the fird two questions hed
dready been answered, or could not be re-opened, S0 that the theory of regulation
concentrated on how best to achieve efficent outcomes for esch utility. The
British experience, increesingly replicated dsewhere, is tha questions of
ownership, regulatory regime, and indudrid dructure need to be examined afresh,
and they offer prospects of larger bendfits than minor adjusments to the pricing
of utility output. (Ibid, 18)

There is d0 a drong agument to suggest that improper unbunding cen impar the
resulting firm's ability to goven or to finence invesments (Zingdes 2000, 1624, for

1 Beginning 1993, Eskom spends gpproximately R700 million annualy on the Electrification Programme.
Each fiscd year, the entire annual sum expended is charged to operating expenses for that year. There are
aso other extreordinary cods relating to the mothbaling of power gtations, impairment loss, provison for
doubtful debts, and transfer to insurance reserves, that were excluded from the input costs used in the
anaysis.
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example). In ther paper, Holmstrom and Roberts (1998) review the two drains of work
that have dominated the research on the boundaries of the firm: transaction cost
economics  (bounded rationdity) and property rights theory (“hold-up problem”). The
authors note that while both theories are quite different in their empiricd implications,
they nonethdess focus on the “rdle of ownership in supporting reationship-gpecific
invesments in a world of incomplete contrecting and potentid hold-ups” They argue
for a much broader view of the firm and the determination of its boundaries. Boundary
choices mugt be driven by other consderations such as “agency problems, concerns for
common asts difficulties in trandferring knowledge, and the benefits of market
monitoring.” (Holmstrém and Roberts 1998, 75)

Regulaion is often invoked to ded with market falures, and the market is invoked as a
solution to government falures. Newberry (2000) expounds the regulatory dimension.
He notes that any regulation of network utilities has to ded with the hazards of asset-
specificity confronting the investor, and the added risk (to the investor) of bounded
raiondity on the pat of the regulator (who necessxily has incomplete and codly
information about the options avalable to the investo)’® It must dso resolve the
potential threat of opportunism from ether of the paties — on the one hand from the
network sarvice provider exploiting a captive market, and on the other hand from the
regulator reneging on the promise to dlow afair return on sunk investments.

Newberry notes one more requirement; namey the need to protect the reguatory
compact from third-party intrusons The criticd nature of regulaiory commitment for
ownership type lies in the fact that for a privady-owned network to dominate public
ownership, society has to resolve in a codt-effective manner this inherent tenson over
digtributiona preferences.

That dbility to resolve these problems (i.e, have a credible regulator) depends on
inditutiona endowments and the degree of socid ocoheson within the society. This is a
potentidly fruitful area for further andyss. Meanwhile, a great ded of caution is in
order while regulatory capacity develops and the best organisaiond form and its
inditutiona requirements are hammered out. If | were to stake a postion, | will find the
government guilty of cautious optimiam, but then rule that, ex ante, they appear judtified
in adopting such an attitude. | dso find the ongoing debate and tenson to be ussful —
organised labour more than an other pat of dvil socdety has been key in cdling
dtention to the many unredlved issues that is desarving of further  sorutiny,
notwithstanding thet some of their positions are arguably partisan.

9 Contrary to the orthodox assumption that al agents know the true modd of the world and costlessly
cdculate their optima plans, bounded rationdity considers al contracts necessarily incomplete.
Therefore, ex pogt institutions —dispute settlement mechanisms —are very important.
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