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Abstract

Why did British politicians initiate, and why did civil servants facilitate, the
complete disposal of the government’s oil assets, a vital national resource? Public
choice theory has traditionally found it difficult to explain the retreat of the state, not
because the theory is flawed, but because insufficient attention has been given to the
parameters that actors face at both the domestic and international level. Four sets of
parameters are particularly relevant to this case: international, industry, bureaucratic
and political, which I review in sequence.

First, though international factors are rarely incorporated into domestic policy-
making analyses, they do have an impact. Realists’ issue-specific models can be
adapted to these analyses and help explain why Britain was forced to bow to
international financial pressures and to work within the international oil structure. A
balance of payments crisis in 1976 forced Britain’s first asset sale while the
development of a free market for oil (not dominated by a monopoly or cartel) made
further sales more feasible, but not inevitable.

Second, state-owned companies were often obstacles to privatization. A closer
examination of the companies’ structures explains the differing reactions of the
managers of British National Oil Company (BNOC), British Gas Corporation (BGC)
and_British Petroleum (BP) and. their abilities. to achieve .their preferences. The
management of BP favoured privatization while the managers of BNOC and BGC
opposed the sales of their oil assets. Though they could not prevent the fulfilment of
the government’s plans, they were able to cause delays and affect the form which
privatization took.

Third, contrary to budget-maximizing models, the British civil servants did not
impede privatization. As members of a generalist bureaucracy, they were more
concerned with their immediate work tasks and future career prospects across the civil
service as a whole, than the long term future of the division or department where they
were immediately located. In addition, because the Department of Energy was a
relatively weak agency, individual level and career-maximizing strategies
predominated rather than collective action strategies.

Finally, because political demands for privatization were weak, other supply-
side factors dominated politicians’ decision to select privatization. These included
party political pressures to cut public spending by means of asset sales and personal
political advantage, which encouraged policy entrepreneurs to bear the initial costs
of a potentially hazardous innovation.
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Chapter One: Introduction

Privatization in Britain has been heralded by British politicians, the press and
political observers alike as a radical break in government policy - not only for the
British government, but for any government. Yet the sale of Britain’s oil assets, vital
resources in an oil dependent world, passed without much opposition or even much
notice. The assets, Britoil, Enterprise Oil and Wytch Farm, and a majority
shareholding in British Petroleum, were sold within a 10 year period, 1977 to 1987,
reversing a policy which had lasted 73 years. In this dissertation I seek to explain
why the government pursued this seemingly irrational policy and why there was so
little opposition. This first chapter establishes the theoretical argument and approach.
I first review the realists’ understanding of state power and the control of natural
resources, and then examine previous attempts to explain the retrenchment of
‘government. Building on these insights, 1 présent ‘an alternative approach. Next, I

review the methodology and finally outline the rest of the dissertation.

1.1. State Power and Natural Resources

Ever since Thucydides wrote The History of the Peloponnesian War, scholars
have asserted that states seek to maximize their power and that natural resources are
an essential component of that power.! Modern political realists have added evidence

and analysis to support this view. The three main points of realism are that the state

! Robert Gilpin, ‘The Richness of the Tradition of Political Realism,” in Robert Keohane,
ed., Neorealism and its Critics (New York: Columbia University Press, 1986), pp.308-9; and
E.H. Carr, The Twenty Years’ Crisis, 1919-1939: An Introduction to the Study of
International Relations, Second Edition (New York: Harper and Row, 1964), pp.114-29.
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is the key unit of analysis, that states seek power, and that states behave rationally.?
Realists and neo-realists contend that states try to enhance the power and material
well-being of their inhabitants and therefore, as Stephen Krasner asserts, ‘states want
power and control as much as wealth.” One of the primary means to power is
control of material resources. Robert Keohane, in his seminal work After Hegemony,
argues that power is based on the control of material resources; similarly, G. John
Ikenberry and Charles A. Kupchan assert: ‘Power is directly related to the command
of material resources.’*

Of all a state’s resources, most scholars agree that raw materials are among
the most important. Keohane lists raw materials ahead of other sources including
capital, markets and competitive advantage in the production of highly valued goods.’
Similarly, Krasner argues that raw materials are intimately connected with the

effective functioning of the economy, the well-being of individual citizens and the

2 Robert Keohane, ‘Realists, Neorealists and the Study of World Politics,” in Keohane,
ed., Neorealism and its Critics, p.7.

*John A. Hall and G. John Ikenberry, The State (Milton Keynes: Open University Press,
1989), pp.10-11; and Stephen D. Krasner, Structural Conflict: Third World Against Global
Liberalism (Berkeley: University of California Press, 1985), p.3.

Neo-realists contest that states seek always and only to maximize power. Hans
Morgenthau, Politics Among Nations (New York: Knopf, 1948); Kenneth Waltz, Theory of
International Politics (Reading, MA: Addison-Wesley, 1979), p.118; and Robert Keohane,
‘Theory of World Politics: Structural Realism and Beyond,’ in Keohane, ed., Neorealism and
its Critics, p.194.

* Robert Keohane, After Hegemony, Cooperation and Discord in the World Political
Economy (Princeton, NJ: Princeton University Press, 1984), p.32; and G. John Ikenberry and
Charles A. Kupchan, ‘Socialization and Hegemonic Power,” International Organization,
Vol.44, No.3, Summer 1990, p.3.

5 Keohane, After Hegemony, p.32.



national defence.® Of the raw resources, energy is often cited as the most important
for a state to control. Thucydides even mentioned the importance of energy resources,
though he was referring to wheat for fuelling soldiers’ bodies.” More recently, Susan
Strange explained energy’s economic importance:

For all developed economies, whether planned, mixed or market-
oriented, energy is a vital factor of production. The basic industries in
every modern economy...all need large inputs of energy, whether this
comes from oil, coal, gas or nuclear power. Nor can any modern
economy function without transport. Road, rail, sea and air
transportation are all heavy users of energy. And when there is a
breakdown in the supply of power to homes and factories, a modern
society comes almost to a standstill.?

Henry Kissinger highlighted the political and military as well as the economic
importance of oil specific to the United States:

The [1973-74] energy crisis has placed at risk all of this nation’s
objectives in the world. It has mortgaged our economy and made our
foreign policy vulnerable to unprecedented pressures...it has also
profoundly affected our national security by triggering a policy crisis
of global dimensions.’

A states’ natural response to a threat to those resources is to increase direct control,
as Susan Strange points out for oil:

After the first OPEC price rise, other states’ concern with this new
problematique of security - how to secure supplies of energy for the
country’s industry and transportation systems - led, as we saw, to
greater state intervention in markets and to much greater diversity of

¢ Stephen D. Krasner, Defending the National Interest: Raw Materials Investment and
U.S. Foreign Policy (Princeton: Princeton University Press, 1978), p.52; also see Robert
Rothstein, The Weak in the World of the Strong (New York: Columbia University Press,
1977), p.21; and John Stoessinger, The Might of Nations, Eighth Edition (New York:
Random House, 1986), p.15.

7 Gilpin, ‘The Richness of the Tradition of Political Realism,” pp.308-9.

¥ Susan Strange, Srates and Markets (London: Pinter Publishers, 1988), p.186.

® As quoted in Strange, States and Markets, p.201.
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state policies towards energy sources other than oil.'°

Yair Aharoni suggests that the best form of control is state ownership. He
argues that state-owned companies allow governments to exert more control over
resources as well as to provide invisible methods to pay largesse to different
constituents. State-owned industries also permit politicians to dispense political
patronage and to carry out projects which might not otherwise win legislative
approval. As state owned companies also have a degree of autonomy, politicians can
claim that they are free of blame if a project fails, while they are well positioned to
take credit for any successes.!' Aharoni also points out that oil ownership, in
particular, enables governments to reduce dependence on multinational companies,
to develop the understanding necessary to check multinational companies’ activities,
and to ensure inexpensive and reliable crude oil supplies.™

Historical evidence also supports this view. Over half of the world’s state-
owned oil companies existing today were created between 1970 and 1982, while states
without oil (such as Japan and Germany) became more directly involved by
negotiating long-term oil contracts directly with oil producing countries.”® Britain
conformed to this pattern until 1977, even creating its own state oil company in 1976.

In 1977, however, Britain began to sell its oil assets, first with a tranche of British

10 Strange, States and Markets, p.202.

"' Yair Aharoni, The Evolution and Management of State Owned Enterprises (Cambridge,
MA: Ballinger Publishing, 1986), p.38.

12 Aharoni, The Evolution and Management of State Owned Enterprises, p.103; also see
Ezra N. Suleiman and John Waterbury, ‘Introduction: Analysing Privatization in Industrial
and Developing Countries,” in Ezra N. Suleiman and John Waterbury, eds., The Political
Economy of Public Sector Reform and Privatization (Oxford: Westview Press, 1990), p.18.

3 As calculated from the Financial Times International Yearbook, Oil and Gas, 1992
(Harlow: Longman, 1992 and 1993).
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Petroleum (BP) shares reducing the governments holding from 68 per cent to 51 per
cent.

By 1987, the British government had sold the production portion of the British
National Oil Company (BNOC), now known as Britoil, and abolished BNOC’s
trading operations; it had forced the British Gas Corporation (BGC) to sell all its oil
assets (now known as Enterprise Oil and Wytch Farm) and had completely divested
its holding in BP. In so doing, scholars and critics have argued, the British state
reduced its control over a vital resource and a essential means to power. David Heald
asserts: ‘Through privatization measures, the government is reducing its leverage over
the oil sector.’’® Similarly, Michacl Webb argues: ‘The privatization of energy
industries reduces the scope for the direct involvement of government in their

decision taking.’'®

1.2. Paradox of Explaining State Retrenchment

As defined by John Vickers and Vincent Wright, privatization is ‘that wide
range of policies designed to reduce the scope, limit the functions and generally
weaken the influence of the public sector.’'® Since the early 1980s, plans have been
made for privatizations in industrialized and developing countries and by liberal as

well as conservative governments, including Turkey, Nigeria, Argentina, Mexico,

4 David Heald, ‘UK Energy Policy: Economic and Financial Control of the Nationalized
Energy Industries,” Energy Policy, June 1981, p.107.

3 Michael Webb, ‘Energy Policy and the Privatization of the UK Energy Industries,’
Energy Policy, February 1985, p.31.

16 John Vickers and Vincent Wright, ‘The Politics of Industrial Privatisation in Western
Europe,’ in John Vickers and Vincent Wright, ed., The Politics of Privatisation in Western
Europe (London: Frank Cass, 1989), p.3.

11



Pakistan, India, Malaysia, Cuba, Mozambique, New Zealand, Belgium, Austria,
Sweden, the Netherlands, Germany, France, Spain, Italy and Eastern Europe.!” In
fact, according to an article in the Economist in 1975, ‘Everybody’s Doing It.’!*

Not only does the development of privatization challenge the realists’ view of
the state; it challenges most academics’ view of the state as well. For example,
Joseph Schumpeter declared in 1952 that the further expansion of public bureaucracies
was ‘the one certain thing about our future.’’® Many theorists have been unable to
plausibly explain the retrenchment of the state at all, as Paul Starr points out:

Whether or not the current turn towards privatization discloses a

general failure of government, it certainly discloses a general failure

of social theory. From the 1950s through the 1970s, theorists of the

most diverse persuasions assumed that growing welfare and regulatory

states in the West and entrenched communist states in the East were

accomplished facts, unlikely to be reversed or undone.”

Whether despite these problems, or possibly because of them, there have been

17 Paul Starr, ‘The New Life of the Liberal State: Privatization and the Restructuring of
State-Society Relations,” in Suleiman and Waterbury, eds., The Political Economy of Public
Sector Reform and Privatization, p.35; Fariborz Ghadar, ‘Oil: The Power of an Industry,’
in Raymond Vernon, ed., The Promise of Privatization: A Challenge for U.S. Policy (New
York: Council on Foreign Relations 1988), pp.231-2; William P. Glade, ‘Sources and Forms
of Privatization,” in Glade, ed., State Shrinking: A Comparative Inquiry into Privatization
(Austin, TX: Institute of Latin American Studies, the University of Texas at Austin, 1986),
pp.vii-ix and Chapter 1; G. John Ikenberry, ‘The International Spread of Privatization
Policies: Inducements, Learning and "Policy Bandwagoning”,” in Suleiman and Waterbury,
eds., The Political Econonty of Public Sector Reform and Privatization, pp.88-110; and Oliver
Letwin, Privatizing the World: A Study of International Privatization in Theory and Practice
(London: Cassell Education, 1988), p.30; Suleiman and Waterbury, ‘Introduction: Analysing
Privatization in Industrial and Developing Countries,” pp.3-7; Colin Chapman, Selling the
Family Silver: Has Privatization Worked? (London: Hutchinson Business Books, 1990),
pp.128-30; Vickers and Wright, “The Politics of Industrial Privatisation in Western Europe,’
p.4; and search of ’privatization’ in the Financial Times using FT profile.

8 As quoted in Suleiman and Waterbury, ‘Introduction: Analysing Privatization in
Industrial and Developing Countries,’ p.3.

9°3J.A. Schumpeter, Capitalism, Socialism and Democracy (London: Allen and Unwin,
1952), p.294.

2 Starr, ‘The New Life of the Liberal State,” p.22.
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numerous attempts to explain privatization. Realists maintain that states will always
prefer to control vital resources. So the only explanation for the adoption of a policy
not in the states’ interest is the success of ‘powerful’ private actors in influencing an
‘uncohesive state’.?! States with regimes that allow private actors access to the
policy making process are forced to give larger shares of both sovereign largesse and
entrepreneurial concessions to interest groups.”? Merrie Gilbert Klapp analyses
British oil policy from a realist perspective and argues that the British state
succumbed to shipping and fishing groups as well as multinational oil companies and
international banks by selling its oil assets.” But the evidence on privatization shows
that the initiative for the sales came from political leaders themselves, and not from
strong interest groups. In fact, most current accounts of privatization, from Europe
to Africa, describe the obstacles leaders must overcome to implement their
privatization goals rather than interest group persuading the government.” But

realists cannot explain why a state would choose to sell and give up control of a

2t Eric Nordlinger, ‘The Retreat of the State: Critiques,” American Political Science
Review, Vol.82, No.3, September 1988, pp.881-3; also see Stephen D. Krasner, ‘Approaches
to the State: Alternative Conceptions and Historical Dynamics,” Comparative Politics, Vol.16,
No.2, 1984; and Eric Nordlinger, On the Autonomy of the Democratic State (Cambridge:
Harvard University Press, 1981).

2 Raymond Vernon, Sovereignty at Bay: The Multinational Spread of U.S. Enterprises
(New York: Basic Books, 1971); Theodore Moran, Multinational Corporations and the
Politics of Dependence: Copper in Chile (Princeton: Princeton University Press, 1974); Brent
Nelsen, The State Offshore Petroleum, Politics and State Intervention on the British and
Norwegian Continental Shelves (London: Praeger Publishers, 1991); and Hall and Ikenberry,
The State, pp.12-14.

B Merrie Gilbert Klapp, The Sovereign Entrepreneur: Qil Policies in Advanced and Less
Developed Capitalist Countries (Ithaca: Cornell University Press, 1987).

% Alice Rawsthorn, ‘Survey of France: So Far the Omens Are Not Ideal: Review of the
Privatisation Programme,’ Financial Times, 24 June 1993, p.1II; and Tony Hawkins, ‘Survey
of Africa - A Continent at State: Reformers Lose Their Way - Public Sector and
Privatization,” Financial Times, 1 September 1993, p.XI.

13



natural resource.

Many theories try to explain the overall retrenchment of growth with systems
level solutions. Most of these type of theories identify one independent variable, such
as technology, economic growth, the demands of interest groups or voters, or
financial capacity. They suggest that a reversal of one or another of such external
influences will cause a change in the trend of government growth.” While
parsimonious, systems approaches do not explain why the government retrenches in
some sectors and not others. More sophisticated systems approaches, such as a ‘super
auto reversible’ model which has the benefit of incorporating several levels of
variables, still cannot explain why privatization occurs in both industrial and
developing countries.?

Elite theory explains why privatization originates from a government despite
little poPular demand for the policy. Elite theorists argue that the top governmental
positionsk and therefore the national agenda are controlled by a homogenous elite, and
that priyatization was proposed because it meets elite goals of greater technological
efficiency and was consistent with their ideological beliefs.” Elite theorists have
trouble though explaining why the state ever nationalized industries in the first place,
or why they were sold at one specific point in time.

The ideological aspect of the elites’ argument has emerged as the conventional

wisdom. While troublesome to scholars, the ‘man on the street’ in Britain easily

¥ Christopher Hood, ‘Stabilization and Cutbacks: A Catastrophe for Government Growth
Theory?’ Journal of Theoretical Politics, Vol.3, No.1, 1991, pp.43-56.

% Hood, ‘Stabilization and Cutbacks,” pp.56-59.

7 JTan McAlister and Donley Studlar, ‘Popular Versus Elite Views of Privatization: The
Case of Britain,” Journal of Public Policy, Vol.9, No.2, 1989, p.160, Table I; Aharoni, The
Evolution and Management of State Owned Enterprises, p.393.
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explains privatization as an ideological and party driven policy: the Labour Party with
their socialist ideology nationalized Britain’s industries, and the Conservatives under
Margaret Thatcher, with their belief in free-markets and private enterprise, privatized
Britain’s industries.?® More sophisticated accounts similarly claim that change in
ideology is linked to change in state-ownership. In separate studies, Nikolaos
Zahariadis and Joel Wolfe measured the correlation between the change in state-
ownership and the ideology of the government in power, and postulate a strong
relationship.?® On close examination, however, this theory does not hold, even in
this case of Britain where privatization is strongly associated with Thatcher’s
conservative ideology. In fact, both Conservative and Labour governments undertook
nationalization at various points in this century, primarily to aid industries which were
in real financial trouble.*® The rationale and higher correlation, therefore, seems to
have been between economic need and financial assistance rather than ideology/ As
regards privatization of the oil assets, a Labour government was actually the first to

privatize, with the sale of BP shares in 1977. The evidence shows a pragmatic

% Aharoni, The Evolution and Management of State Owned Enterprises, p.317; Leo
Pliatsky, The Treasury Under Mrs. Thatcher (Oxford: Basil Blackwell, 1989), p.107; and
John Moore, ‘Why Privatise?’ (Speech by the Financial Secretary at the Treasury and the
government minister responsible for co-ordinating the programme), November 1, 1983, in
‘Privatization in the United Kingdom: Background Briefing’ (London: HM Treasury, 1990),
p-2; newspaper reports also add to this view, such as: Alice Rawsthorn, ‘Survey of France:
So Far the Omens Are Not Ideal: Review of the Privatisation Programme,’ Financial Times,
24 June 1993, p.III.

» Nikolaos Zahariadis, ‘Explaining Privatizations in Britain and France: A New
Institutionalist Perspective,” paper presented at the American Political Science Association
meeting in Washington, D.C., 30 August-1 September 1991; and Joel Wolfe, ‘State Power
and Ideology in Britain: Mrs Thatcher’s Privatization Programme,’ Political Studies,
Vol. XXXIX, 1991.

* Heidrun Abromeit, ‘British Privatization Policy,” Parliamentary Affairs, Vol.41, 1988,
p.69.
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evolution of a privatization programme under the Conservative government after
1979.

Pluralists argue that the form which state-owned companies take and,
ultimately, their very existence is the product of struggles between state bureaucracies
and interest groups (including the managers of the state-owned companies) vying for
control and benefits. In this view, shifts in institutional links and relative power or
political interests affect the performance or role of the state-owned companies, and
relegate the role of the politician to that of merely a by-stander or referee. In the case
of the oil asset sales, however, only the oil companies were passively interested in
privatization. The management of BNOC and BGC were actively opposed, and the
civil servants neither initiated nor opposed the sales. The primary promoters of
privatization were, in fact, the politicians. Though the pluralist view that the
managers of state-owned industries are a force in their own right is useful, it ignores
the major source of privatization in this case - the politicians.

In conventional public choice models political leaders, bureaucrats and voter
coalitions are typically characterized as having self-interested reasons for favouring
expanded government,* yet governments do shrink as well as grow and departments
expand and contract.’” While the budget-maximizing model, for example, provides

a strong explanation for the growth of government, it has traditionally been unable

3 William A. Niskanen, Bureaucracy and Representative Government (Chicago: Aldine-
Atherton, 1971); Patrick Dunleavy, Democracy, Bureaucracy and Public Choice (London:
Harvester Wheatsheaf, 1991), pp.154-61; and Starr, ‘The New Life of the Liberal State,’
p.35.

2 Richard Rose, Understanding Big Government: The Programme Approach (London:
Sage Publications, 1984), p.44.
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to explain state retrenchment.”® Paul Starr sums up the problem:

If there are self-interested reasons for political leaders, bureaucrats,

and voter coalitions to favour expanded government, we need to

:ﬁd;rstand how privatization ever arrived on the political agenda at

Traditional demand side public choice explanations, such as the median voter
model, fail to explain the adoption of a policy which continued to be supported only
by the minority of the electorate, as privatization was. Using a supply-side public
choice approach, Mariusz Mark Dobek argues in his Political Studies article that
privatization was a politically motivated vote-maximizing policy aimed at expanding
the pro-Conservative constituency. Rather than following public opinion as the
traditional median-voter model predicts, Dobek’s theory turns the model around and
suggests that the Conservatives were attempting to lead or influence public opinion.>
While there is some evidence that privatization provided modest electoral gains over
time, there were initially no direct electoral gains, primarily because those who
benefitted were already Conservative supporters.*

Some theorists, however, have challenged the conventional public choice

orthodoxy.*” For example, Patrick Dunleavy argues that because bureaucrats’ utility

* Anthony Downs, An Economic Theory of Democracy (New York: Harper and Row,
1957); and Niskanen, Bureaucracy and Representative Government.

3 Starr, ‘The New Life of the Liberal State,” p.35.

3 Mariusz Mark Dobek, ‘Privatization as a Political Priority: The British Experience,’
Political Studies, Vol.XLI, No.1, March 1993, p.27.

% McAlister and Studlar, ‘Popular Versus Elite Views of Privatization,” pp.170-74.

* Ronald Johnson and Gary Libecap, ‘Agency Growth, Salaries and the Protected
Bureaucrat,” Economic Inquiry, Vol. XXVII, July 1989; Colin Campbell and Donald Naulls,
‘The Limits of the Budget-Maximizing Theory: Some Evidence from Officials’ Views of
Their Roles and Careers,’ in André Blais and Stéphane Dion, eds., The Budget-Maximizing
Bureaucrat: Appraisals and Evidence, (Pittsburg, PA: University of Pittsburg Press, 1991);
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is not always increased with governmental growth that there are situations where
bureaucrats are actually better off when governments contract.’® By re-examining
the motivations of bureaucrats, at different levels and in different types of
bureaucracies, he finds that there are many situations in which bureaucrats find it in
their interest not to seek increased budgets, but instead to pursue load-shedding,
hiving-off and contracting-out strategies.” This type of flexibility suggests that the
basic tenets of public choice theory are useful yet, at the same time, some of the
existing assumptions need to be re-considered in light of changing circumstances.
Having proved resilient to such testing so far, it is the most likely to offer scope for

developing an articulated explanation for privatization.

1.3. Structure of the Thesis

This dissertation examines the British government’s sale of its oil assets, some
of the most important early privatizations. Instead of focusing on oil across countries,
or on all privatizations within one country, I have chosen a single-sector focus, with
the aim of understanding all the details and gaining the full flavour which is often lost
in larger studies. My challenge, therefore, is to make sure that the conclusions here
are not so specific that they pertain only to this case, but réther are transferable to

other countries or other policy sectors.

Robert A. Young, ‘Budget Size and Bureaucratic Careers,” in Blais and Dion, eds., The
Budger-Maximizing Bureaucrat.

% Patrick Dunleavy, ‘The Architecture of the British Central State, Part I: Frame Work
for Analysis,” Public Administration, Vol. 67, Autumn 1989; Dunleavy, ‘The Architecture
of the British Central State, Part 1I: Empirical Findings,” Public Administration, Vol. 67,
Winter 1989; and Dunleavy, Democracy, Bureaucracy and Public Choice, pp.174-209.

¥ Dunleavy, Democracy, Bureaucracy and Public Choice, pp.174-209.
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Developing a Finer Grain Approach

To explain government retrenchment even in one sector, it is necessary to
examine separately each factor that contributes to the ultimate decision. While the
broad outcome may appear at first to be irrational (or at least difficult to explain), by
examining the individual parts so that each can be understood in rational terms, the
whole can also be understood. While macro level (and first principles) public choice
theory proposes one explanation and uses sweeping assumptions to explain policy
change, it cannot be used to explain sectoral differences. Institutional public choice
models, in contrast, give a detailed account of one group of actors or one aspect of
decision making and are therefore a useful tool with which to analyze each of the
pieces which make up this case. Though there are many strands of public choice
theory, its fundamental principles are that the individual is the central unit of analysis
and that individuals are rational actors who therefore act to maximize their own utility
according to the constraints they face.* The focus of public choice theory is the
political individual: the voter, the member of an interest group, the politician and the
bureaucrat. No institutional public choice theories fit this case precisely, however, so
I offer variations of existing models or suggest new ones to help explain the
privatization of oil in Britain. And then, though there is little precedent, I re-assemble
these individual analyses into the whole.

One of the pieces often excluded from analyses of domestic policy making is

the international level. Privatization, though, cannot be disconnected from the

“ Bruno S. Frey, ‘The Public Choice View of International Political Economy,’
International Organization, Vol.38, No.1, Winter 1984, pp.201-2. For a discussion on the
role of the individual see Dunleavy, Democracy, Bureaucracy and Public Choice, p.6.
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international environment. This point is highlighted with the case of oil which, as an
internationally traded commodity and the basis of a country’s economic and military
security, is also undisputedly a matter of high politics. But as academics in
international relations know, these factors are crucial: In fact, there is a genre of
international relations literature called the ‘second-image reversed’ which examines
the impact of international level independent variables upon domestic political
processes.*! The focus of this literature, however, has been on foreign policy issues,
primarily trade.*> Public choice theories fit into the category of domestic policy

making analyses and tend to ignore the international arena or at best consider

4 Term was coined by Peter Gourevitch, ‘The Second Image Reversed: the International
Sources of Domestic Politics,” International Organization, Vol.32, No.4, Autumn 1978.

“2 Focus on general foreign policy: James Rosenau, ‘Towards the Study of National-
International Linkages,” in James Rosenau, ed., Linkage Politics (New York: Free Press,
1969); Graham T. Allison, Essence of Decision: Explaining the Cuban Missile Crisis (Boston:
Little, Brown and Company, 1971); Jeffrey A. Frieden, ‘Invested Interests: The Politics of
National Economic Policies in a World of Global Finance,” International Organization,
Vol.45, No.4, Autumn 1991; Christopher Hill, ed., National Foreign Policies and European
Political Cooperation (London: Allen & Unwin, for the Royal Institute of International
Affairs, 1983); Hill, Cabinet Decisions on Foreign Policy: The British Experience, October
1938-June 1941 (Cambridge: Cambridge University Press, 1991); and Robert D. Putnam,
‘Diplomacy and Domestic Politics: The Logic of Two-Level Games,” International
Organization, Vol.42, No.3, Summer 1988.

Focus on trade: David Lake, Power, Protection and Free Trade. International Sources
of U.S. Commercial Strategy, 1887-1939 (Ithaca, NY: Cornell University Press, 1988);
William Avery, ‘U.S. Agriculture and Two-Level Bargaining in the North American Free
Trade Agreement,’ presented at the annual meeting of the International Studies Association,
25 March 1993; Helen V. Milner, Resisting Protectionism. Global Industries and the Politics
of International Trade (Princeton, NJ: Princeton University Press, 1988); Ronald Rogowski,
Commerce and Coalitions: How Trade Affects Domestic Political Alignments (Princeton:
Princeton University Press, 1990); Peter Katzenstein, Between Power and Plenty, Foreign
Economic Policies of Advanced Industrial States (Madison, WI: University of Wisconsin,
1978); and Benjamin Cohen, ‘European Financial Integration and National Banking Interests,’
in Paolo Guerrieri and Pier Carlo Padoan, eds., The Political Economy of European
Integration, States, Markets and Institutions (London: Harvester Wheatsheaf, 1989).
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international factors as secondary or contextual.*’ There are however a few notable
exceptions which suggest that public choice theory can incorporate factors as wide
ranging as international and domestic.*

A drawback to incorporating international level factors, as well as the
domestic, is that it makes data collection and analysis unwieldy. While not exclusive
to public choice theory, no effort to construct a general theoretical model has
produced a parsimonious or even useful construct.* Simpler models, primarily two-
level games, treat the state as a unitary actor and thereby ignore some of the most
important domestic variables.*® The insight of quite modest attempts to include
additional factors, such as Vicki Golich’s analysis of United States and European

collaboration in the aircraft industry, suggest that further efforts will be

“ Frey, ‘Public Choice View of International Political Economy,” p.200; for of
international variables contextually see H. Wayne Moyer and Timothy Josling, Agricultural
Policy Reform: Politics and Process in the EC and USA (Hampstead: Harvester Wheatsheaf,
1990).

“ John Odell and Thomas Willett, eds., International Trade Policies: Gains from
Exchange Between Economics and Political Science (Ann Arbor: University of Michigan
Press, 1990); and Cheryl Schonhardt-Bailey, ‘Lessons in the Lobbying for Free Trade in
Nineteenth Century Britain: To Concentrate or Not,” American Political Science Review,
Vol.85, No.1, March 1991.

* Rosenau, ‘Towards the Study of National-International Linkages’; and Ronen Palan,
‘The Political Process in International Relations: Domestic and Global Structures,” paper
presented at the British International Studies Association annual conference, Newcastle, 17-19
December 1990.

% Putnam, ‘Diplomacy and Domestic Politics’; Avery, ‘U.S. Agriculture and Two-Level
Bargaining in the North American Free Trade Agreement’; Paolo Guerrieri and Pier Carlo
Padoan, ‘Two Level Games and Structural Adjustment: The Italian Case,” paper presented
at the international conference on global and domestic factors in international cooperation,
Trento 3-4 April 1989; and Jeffrey W. Knopf, ‘Beyond Two-Level Games: Domestic-
International Interaction in the Intermediate-Range Nuclear Forces Negotiations,’ International
Organization, Vol.47, No.4, Autumn 1993.

21



productive.”’” The need to extend the range of analysis beyond that of the national
government or the domestic economy has been recognized,” and there have been
many attempts to combine levels of analysis. None so far, however, have

accomplished the task with parsimony and accuracy.

Policy Parameters, Time T, Policy Parameters, Time T,

A A 2
B / B

a3 3

Figure 1.1. Figure 1.2.

Ilustrating the approach, the various influences on policy choices can be seen
as circles in a Venn diagram (see Figures 1.1 and 1.2). These influences are
primarily actors’ motivations and goals and the structures within which they work.

On each level, these influences intersect in such a way so as to set limits to the

4 Vicki L. Golich, ‘From Competition to Collaboration: The Challenge of Commercial-
Class Aircraft Manufacturing,” International Organization, Vol.46, No.4, Autumn 1992; also
see Frieden, ‘Invested Interests.’

“ Robert Keohane, ‘The World Political Economy and the Crisis of Embedded
Liberalism,” in John Goldthorpe, ed., Order and Conflict in Contemporary Capitalism
(Oxford: Clarendon Press, 1984), p.15; Gourevitch, ‘The Second Image Reversed,’ pp.906-7;
and Allison, Essence of Decision.

“ Rosenau, ‘Towards the Study of National-International Linkages’; Putnam, ‘Diplomacy
and Domestic Politics: the Logic of Two-Level Games’; Palan, ‘The Political Process in
International Relations: Domestic and Global Structures’; G.John Ikenberry, David A. Lake
and Michael Mastanduno, ‘Introduction: Approaches to Explaining American Foreign
Economic Policy,” International Organization, Vol.42, No.4, Autumn 1988; Helen V.
Milner, ‘Domestic and International Sources of Cooperation: Oil Politics in the 1940s and
1970s,” paper given at the Ford Foundation conference on the domestic and international
sources of international economic cooperation, Milan, 3-4 April 1989; and Cohen, ‘European
Financial Integration and National Banking Interests.’
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government’s policy options. Because these influences can change over time, they
change the options available to policy makers, increasing the possibilities as well as
restricting them. The area of overlap of these parameters, therefore, illustrate which
policies are possible.

In the Venn diagram, an infinite number of policies exist on a plane: three are
represented here by points A, B and C. The circles 1, 2 and 3 each represent
parameters within which a given set of policy options is possible, and which move
and change over time. Only the area in which the parameters all overlap is a given
policy option possible: the points in the overlap are the possible combinations of
policies which could be implemented forthat given levelof analysis. Asshown in
Figure 1.1, at one point in time T,,circles 1, 2, and 3 overlap so that policies A, B
and C are all possible. As shown in Figure 1.2, at time T2in the future, however, the
circles have moved so that of these three options, only policy B is now possible.

This examination of
Figure 1.3.

influences will be Layers of Constraints to Policy Making

conducted on four levels,
starting first nternational
with  the international

The Companies
environment, followed by
the nationalized oil The Bureaucracy
companies, then the civil

The Political Process
service (or governmental

bureaucracy) and finally Figure 1.3.

the British political system. To illustrate the connection between levels, imagine a
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funnel, with the broadest set of options around the ring at the top, and in which the

options are narrowed as progressive sets of constraints are added (see Figure 1.3).%

Methodology

To explore the four levels outlined above, I relied primarily on first hand
interviews, but also memoirs, newspaper accounts, public opinion polls and secondary
sources for background information. Compilation of this information was facilitated
by the use of a qualitative research programme. Using predictions of existing
theories, focused on the relevant level, as a point of departure, I weighed the
evidence and in most cases found them unsatisfactory. Using the basic premises of
public choice theory and my findings, I suggest alternative explanations. Before
outlining the structure of the thesis, I briefly describe the sources used in this study
(for an in depth explanation see Appendix III: Research Methods).

Of the 70 people I approached, 54 agreed to meet with me, including many
of the key actors involved in the sales of the government oil assets. Of those who
declined, Margaret Thatcher, Geoffrey Howe and Tony Benn were the most
disappointing. Thatcher, in particular, would have been an important addition but she
declined despite two attempts to get her on record.

In addition to the interviews, I used a number of other sources including
company annual reports, government publications, and the memoirs of some of the

key figures, as well as systematic searches for relevant articles in the Times, the

% The image, but not the interpretation, comes from Charles Kegley and Eugene
Wittkopf, American Foreign Policy: Pattern and Process, Fourth Edition (Basingstoke:
Macmillan Education, 1991), p.13 - Figure 2.1: The Sources of American Foreign Policy as
a Funnel of Causality.
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Financial Times, the Economist, and the Petroleum Economist, as well as Hansard
Parliamentary Debates. 1 used secondary sources primarily for background
information on numerous aspects that I incorporate through the four levels.

To aid in the collation of this information and to cross check sources, I used
the qualitative computer analysis programme, NUDIST.” With each source of
information, I labelled each paragraph or point made in the interview with key word,
and then conducted searches using these key words in order to create a pool of
interview information on particular topics. In this way I was able to gather together
all the information on that topic and systematically compare facts and opinions. This
was more useful than note cards because there was no limit to the amount of
information which could be included on a point, nor to the number of categories
under which a point could be listed.

The other types of existing literature that I employed were public opinion
polls. While they are used frequently by many academics, in this study I looked both
at what was recorded and what was not recorded, specifically when and whether
public opinion polls were held on privatization or state ownership and the intensity
of that opinion. This entailed searching methodically through MORI and Gallup Polls
of British Public Opinion from 1976 to 1988. I also recorded general public opinion
trends on issues, leaders and parties every six months from 1976 to 1988. By looking
systematically through these polls, I realized that privatization seldom merited a single

question or a mention on the list of most important issues - creating a very different

1 ‘NUDIST,’ which stands for Non-numerical Unstructured Data Indexing, Searching and
Theorising, was developed by Thomas Richards, Lyn Richards, Joan McGalliard and Boyd
Sharrock at La Trobe University, Burndoora, Australia. References: NUDIST 2.3 User
Manual; and NUDIST 2.3 Reference Manual, 1992,
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impression than the responses to the occasional poll revealed.

Outline of the Dissertation

After developing the theoretical perspective and outlining the general case in
this first chapter, I give a brief historical overview of the British government’s
involvement in the oil industry in Chapter Two. I examine the four phases of British
government involvement in the oil industry, beginning in 1914 with its initial
investment in the Anglo-Persian Qil Company, as British Petroleum was then known.
The first period ends with the expansion in the use of oil from military to economic
following World War II. The second phase is highlighted by oil crises, Britain’s
withdrawal from the Middle East and the increase in domestic demand for oil. The
third phase is dominated by the discovery of oil in the North Sea and the British
government’s initial efforts to encourage investment there in response to the rise of
the threat from the Organization of Petroleum Exporting Countries (OPEC) and
vulnerability abroad. The last phase is marked by Britain’s concern for control of the
North Sea and for capturing all possible economic rents, and is marked by the lack
of major supply crises.

Turning to the specifics of this case, in Chapter Three I examine the details
of the sale of Britain’s oil assets; how they evolved from the first sale of BP shares
in 1977 to three further tranches as well as the sales of Britoil, Enterprise Oil and
Wytch Farm. The sales were completed between 1977 and 1987 and were 9 in
number, raising £8.5 billion for the Treasury at a cost of over £224 million.

In Chapter Four I adapt variables from realists’ systems models in order to

identify areas where the British government was susceptible to international pressures.
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This chapter examines three factors, two suggested by Britain’s position in the
international system, the international economy and the structure of the oil industry;
and the other suggested by neo-liberalist literature, Britain’s membership in
international organizations. The focus of the investigation is on whether and how
these factors affected the British government’s decision to sell its oil assets.

In Chapter Five I analyze a group of public sector employees, the managers
of state-owned companies. Though often listed in the literature on privatization as a
possible obstacle to privatization, little work has been done to explain why or how
these managers opposed privatization. Using the different reactions of the managers
of BP, BNOC and BGC, I compare their structural features, and then explore how
organizational autonomy, financial independence and success in achieving the
company’s mission affected the managers response to privatization proposals.

In Chapter Six I explore alternatives to budget-maximizing theories to explain
why civil servants in the Department of Energy did not resist privatization
collectively, but rather accepted or aided it at the individual level. I focus on the
importance of work tasks, career-maximizing strategies, the flexibility of the British
bureaucratic structure and the strength of the departments to explain their actions.

Next, in Chapter Seven, after establishing that public demand for
privatization was weak, I examine the supply-side of the British political process. The
two primary factors I identify are the role of policy entrepreneurs and strategies for
party political advantage. I examine the calculation politicians made, both personally
as policy entrepreneurs of privatization, and also in party political terms, including
the distribution of costs and benefits to opponents and supporters over the short and

long-term, and the position and intensity of party members towards privatization.
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In Chapter Eight, I re-consider the basic question: why would a government
(or anyone) sell an asset. I review the implications of the findings for the international
level and the domestic level, and the calculus of the three sets of actors - the state-
owned companies, the civil service and the political process. Next I consider the
broader ramifications of the empirical findings for other privatizations and for better
government. Finally I conclude with a discussion on the findings of this case as a

whole.
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Chapter Two: The Build Up of the British Government’s
Involvement in Qil

The sale of the British government’s oil assets occurred at the end of a long
history of government involvement in the oil industry. This chapter provides an
overview of how the government came to own oil assets and sets the stage for the
government’s decision to sell them. The British government’s involvement in the oil
industry can be divided into four phases:

® The first phase, 1900 through World War II, includes the rise and then
dominance of a few large international oil companies; it is marked by the
government’s investment in the Anglo-Persian Oil Company (APOC) which became
the Anglo-Iranian Oil Company (AIOC) in 1935 and finally British Petroleum (BP)
in 1954.

® The second phase, the 1950s and 1960s, includes the decline of Britain’s
influence in the Middle East at the same time demand for and reliance on oil in
Britain continued to grow.

® The third phase, which overlaps with the second, runs from the mid-1960s
to the mid-1970s. It is dominated on the one hand by the rise of OPEC and the
government’s recognition of Britain’s vulnerability in terms of oil and, on the other
by the discovery of oil in the North Sea and the British government’s initial efforts
to encourage investment there.

® The last phase, from the mid-1970s through the 1980s, includes the increase
in domestic production in the wake of price rises and corresponding increases in

company profits and government tax revenue, and is marked by the lack of major
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supply problems in Britain.

2.1. The Beginnings of Anglo-Persian and the Majors

In the early 1900s oil became an issue for the British government, not for
economic reasons (coal was still the dominant fuel for transportation and industry),
but because oil had been proven to be the technically superior military fuel for the
Navy. A faster and more powerful fleet was vital for the Navy as it entered an arms
race with Germany.! Reliance on oil presented risks because there were no
established sources of oil either in the British Isles or the empire, unlike the abundant
domestic supply of hard smokeless coal.? Exacerbating the problem was the fact that

most of the regions where oil was found were politically unstable.?

Britain’s First Investment in Oil

Ownership of an oil company was a desirable option for the government
because Britain believed its largest suppliers, the American Standard Oil Company
and Shell, had a virtual monopoly on the industry world-wide, the only other
company being the British owned Burmah Oil operating in India. This opinion was

reinforced by the ever increasing price of oil. The monopoly situation was doubly

! Oil had three distinct advantages over coal in terms of military use. Oil had a higher
thermal efficiency, it could be transferred for refuelling while at sea, and it was easier to
store. Ian O. Lesser, Resources and Strategy (London: Macmillan Press, 1989), pp.25-6; also
see Winston Churchill, The World Crisis 1911-1914 (London: Thornton Butterworth, 1923),
pp-129 and p.134; and Daniel Yergin, The Prize: The Epic Quest for Oil, Money and Power
(New York: Simon and Schuster, 1991), pp.152-3.

2 Lesser, Resources and Strategy, p.25.

* Hansard Parliamentary Debates (Commons), 17 July 1913, c0l.1519, and 17 June 1914,
c0l.1210; ‘Navy and Fuel Oil,” The Statist, 30 May 1914, p.708; and Geoffrey Jones, The
State and the Emergence of the British Oil Industry (London: Macmillan Press, 1981), p.12.

30



feared because Shell was thought to be under the control of the Germans, although
this later proved to be untrue.* The Foreign Office was also interested in oil
ownership as a means to help stabilize and control the politically sensitive and
strategically important area of Persia then under threat from Russian intervention.’
The young, privately held Anglo-Persian Oil Company was eager to have
government investment in exploration.® In addition to direct financial invesfment, the
government could guarantee to purchase APOC’s oil, thereby alleviating concern for
sales channels for its production, which was a real problem at the time because of
stiff competition from Standard Oil and Shell.” In addition, the government could
help protect APOC’s foreign operations.® So in 1903 APOC applied‘ for a loan from
the British Admiralty, with the support of the Foreign Office. The problem, however,
was that the government was wary of the financial commitment (foreshadowing
problems to come), and the Chancellor of the Exchequer turned it down.” A few
years later, at the behest of the Foreign Office and the Admiralty, an arrangement

was made with Burmah Oil Company to finance APOC, whereby in April 1908,

* Jones, The State and the Emergence of the British Oil Industry, p.12; ‘Navy and Fuel
Oil,” The Statist, 30 May 1914, p.708; B.S. McBeth, British Oil Policy 1919-1939 (London:
Frank Cass, 1985), p.8; and Hansard Parliamentary Debates (Commons), 17 June 1914,
c0l.1160 and col.1216; and 7 July 1914, col.1033.

* Yergin, The Prize, pp.136-41; ‘The Debate on Persian Oil,” Economist, 20 June 1914,
pp.1484-5; and Hansard Parliamentary Debates (Commons), 29 June 1914, col.67.

6 His initial cost estimate was £10,000; within four years he had spent over £200,000.
Yergin, The Prize, p.138.

7 McBeth, British Oil Policy 1919-1939, p.12.
8 Hansard Parliamentary Debates (Commons), 17 June 1914, col.1197.

® Yergin, The Prize, pp.136-41; ‘The Debate on Persian Oil,” Economist, 20 June 1914,
pp.1484-5; and Hansard Parliamentary Debates (Commons), 29 June 1914, col.67.
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APOC became a public company, with Burmah Oil as the majority shareholder.'’
Oil was finally struck in Persia in May 1908, but due to increasing costs, APOC was
again in serious financial trouble by 1913.

The government’s objectives remained to have a wide geographical distribution
of sources of oil, independent oil competition, and supplies from areas under British
control.!! At the time of APOC’s new troubles, the government was re-considering
its options, which included:

® Purchase oil fields directly, though the government had no expertise in the
oil business nor any precedent for such involvement in the industry.

® Secure a loan for APOC, despite the fact that its previous efforts had
proved to be insufficient to ensure the independence of the company.

® Find another oil company to support. But the only other British company
was Burmah Oil, which had already invested in Anglo-Persian at the government’s
request.

® Continue to rely on the free market.'

The government finally acted when APOC’s worsening financial crisis caused
it to consider merging with Shell. The government agreed in May 1914 to become
a partner in APOC. While over 50 per cent of APOC’s shares remained in private

hands, the company’s Articles of Association limited the government’s role to

1 Yergin, The Prize, pp.141-8; P.A. Stockil, ‘A Brief History of the British Petroleum
Company Limited,” Qur Industry Petroleum (London: British Petroleum Company, 1970),
p.474; and McBeth, British Oil Policy 1919-1939, p.6.

W Hansard Parliamentary Debates (Commons), 17 July 1913, col.1572.

12 R.W. Ferrier, The History of the British Petroleum Company: The Developing Years
1901-1932 (London: Cambridge University Press, 1982), pp.180-1; and J.R.L. Anderson,
East of Suez: A Study of Britain’s Greatest Trading Enterprise (London: Hodder & Stoughton,
1969), pp.39-42.
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appointing two directors to the board and a veto power. In the next few years, as
APOC'’s financial demands rose, the government’s shareholding increased to two-
thirds but their role remained the same as confirmed in a letter from the Treasury
signed by John Bradbury in May 1914 (see Appendix I)."

The government’s decision was not reached without controversy. Winston
Churchill, as First Lord of the Admiralty, was one of the strongest advocates. He
argued that the government’s investment in APOC

has not only secured to the Navy a very substantial proportion of its

oil supply, but has led to the acquisition by the government of a

controlling share in oil properties and interests which are at present

valued at scores of millions sterling, and also to very considerable
economies, which are still continuing, in the purchase price of

Admiralty oil.!*

The opposition included economists deprecating naval expenditure, members
of mining constituencies and oil executives objecting to a national inroad upon their
monopolies, Conservatives disapproving of state trading, and partisan opponents
denouncing the project as an unwarranted gamble with public money."” There were
also those who objected to the reallocation of a Naval budget surplus to finance the

investment, and the avoidance of proper Parliamentary debate.'® Interestingly, many

of the arguments against the government’s plan were restated in the 1970s when the

-

13 Ferrier, The History of the British Petroleum Company, p.191 and p.199; and McBeth,
British Oil Policy 1919-1939, p.8.

" Churchill, The World Crisis 1911-1914, p.134.

5 Churchill, The World Crisis 1911-1914, p.172; also see Ferrier, The History of the
British Petroleum Company, pp.169-70. For examples of such arguments see Hansard
Parliamentary Debates (Commons), 17 July 1913, 17 June 1914, 26 June 1914; 7 July 1914;
Hansard Parliamentary Debates (Lords), 5 August 1913; and Economist, 26 July 1913,
pp.159-60, and 13 May 1914, p.1315. '

6 Hansard Parliamentary Debates (Commons), 17 June 1914, col.1178, col.1191,
¢0l.1208, col.1224-5, and col.1243.
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government established the British National Oil Company. Opposition was not
intense, however, not even from the coal industry, which felt that the oil industry in
general and APOC in particular were small and did not represent a substantial threat

to their interests.!’

The First Sale?

While the Navy received preferential prices for its oil, there is no evidence of
government interference with the company’s operations, except .in its reluctance to
provide additional capital.'® This, however, was a major point of contention between
APOC and the government throughout their relationship and APOC’s continual
pressure on the Treasury for more capital helped to bring the matter of government
ownership of APOC to the fore in the early 1920s and again in the mid-1950s.

The issue was brought to a head by APOC itself when they proposed in July

1921 that they merge with Royal Dutch/Shell. APOC argued that Britain would

17 The reasons were threefold: total oil consumption was less than one percent of coal
consumption in 1913, the industry was maintaining a 10% rate of profit, and the position of
individual miners continued to improve, both in terms of pay and safety regulations. Political
and Economic Policy Industry Group (PEPIG), Report on the British Coal Industry (London:
Political and Economic Policy, February 1936), pp.115-6; B.R. Mitchell, Economic
Development of the British Coal Industry 1800-1914 (London: Cambridge University Press,
1984), p.304; Neal Buxtem, The Economic Development of the British Coal Industry
(London: Batsford Academy, 1978), p.155 and pp.162-3; Roy Gregory, The Miners and
British Politics, 1906-1914 (Oxford: Oxford University Press, 1968), pp.97-177; and H.
Stanley Jevons, The British Coal Trade (New York: Augustus M. Kelley, Publishers, 1969),
pp.694-5.

18 The only possible exception was Anglo-Persian’s acquisition of the dying Scottish shale
oil industry, though it is possible Anglo-Persian would have done so anyway because though
the small independent operators were not profitable on their own, they were collectively with
additional crude from Persia. The company was able to run the refineries at full capacity and
therefore at a small profit until 1964. British Petroleum Company Ltd., Our Industry
Petroleum, (London: British Petroleum Company, 1970), p.23; and Hansard Parliamentary
Debates (Commons), 19 November 1925, vol.188, c0l.576-7, and 4 December 1925, vol.188,
col.2713.
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benefit because for the first time a majority of Shell (50.2 per cent) would be British
held, and the Treasury would save money at a ﬁhe when cash demands on the
Treasury were heavy.'” The idea was rejected in a Cabinet meeting that year.
Stanley Baldwin, the President of the Board of Trade, told APOC and Shell that the
Cabinet had decided on purely political grounds. The government simply could not
face a lobby of those opposed to monopolies; it was asking for trouble.?

Shell and Burmah Oil continued to push the idea, which was given a brief
reprieve with the enlistment of Winston Churchill, then out of government, to lobby
for them. Churchill was persuasive with the Prime Minister on the financial side:
APOC’s profits had declined by a third since 1920-21 and the dividend was halved,
so a sale would bring the hard-pressed Treasury a welcome windfall of £20 million.
When an election was announced, however, Churchill withdrew from the
negotiations. With opposition from the Admiralty (because 40 per cent of naval fuel
was supplied by APOC) and the Labour Party, the idea was again defeated in Cabinet
at the beginning of 1924.2! Figure 2.1 illustrates the attention the issue received in
the House of Commons.

A second set of deliberations occurred in the 1950s. Though the government
had just reconfirmed its existing arrangement with AIOC (which APOC became in

1935) in a letter from the Treasury on 12 April 1951, signed by Edward Bridges (see

¥ T.A.B. Corley, A History of the Burmah Oil Company, Vol.Il, 1924-1966 (London:
William Heineman, 1988), pp.291-6.

2 Corley, A History of the Burmah Oil Company, p.297; also see Ferrier, The History
of the British Petroleum Company, p.250.

2t Corley, A History of the Burmah Oil Company, pp.298-306; and diary entry, 29
September 1923 as recorded in John Barnes and David Nicholson, eds., The Leo Amery
Diaries: Vol.I 1986-1929 (London: Hutchinson, 1980), pp.346-7.
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Figure 2.1.

Questions in the House of Commons
on BP Finances and Ownership® 1913-86

1

Q

1913 1921 1929 1937 1957 1975 1988

Source: compiled from Hansard Parliamentary Debates, 1913-1988.

Appendix II), there were rumours in 1953 that they wanted to sell their 56 per cent
shareholding. Though a buyer - an insurance company - was even specified, nothing
happened. The rumours re-emerged in 1957 and five questions were asked in the
House of Commons about the government’s holding in AIOC (see Figure 2.1). But
when Burmah Oil, who thought they had a verbal agreement for the right of first

refusal on BP shares, asked the Chancellor, he denied that the government was
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considering a sale.? Nothing further transpired.

2.2. Decline in Britain’s Control of Oil, the Rise in Domestic Demand

The second phase, which coincided with Britain’s withdrawal from the Middle
East and its declining position as a great power, is marked by the government’s
reduced ability to protect BP’s interests in the Middle East. The limits to British
government assistance were first realized in the Iranian crisis in 1950 and were made
more evident by the Suez crisis in 1956. At the same time, demand for oil in Britain

was growing.

The First Iranian Crisis

As a symbol of imperialism and a valuable national asset, AIOC became the
focus of the Iranians’ wrath following a coup by the nationalists led by Mohammed
Mossadegh in 1950. The first directive of the new leader was to nationalize AIOC.?
Britain and the United States, as the home governments of the oil companies based
in the Middle East and the largest consumers of Middle East oil, actively worked to
install a more sympathetic government in Teheran.?* The first step against Iran was

to immediately implement an oil embargo against Iranian oil exports. In order not to

2 Corley, A History of the Burmah Oil Company, p.284.

2 K.A.D.Inglis (senior economic advisor at BP), ‘The International Qil Industry -
Government Involvement Through Regulation and Participation,” in Maurice Scarlett, ed.,
Consequences of Offshore Oil and Gas - Norway, Scotland and Newfoundland (St.Johns,
Nfld: Institute of Social and Economic Research) 1977, pp.34-6; Anderson, East of Suez,
pp.46-8; and Pierre Terzian, (translated by Michael Pallis), OPEC: The Inside Story, (Zed
Books, 1973). '

* William Hall, ‘FT Report of BP: A Colourful World Player,” Financial Times, 19
October 1987, p.16; Yergin, The Prize, pp.458-70; Terzian, OPEC: The Inside Story, p.13;
and interview with BP executive.

37



hurt themselves, the British and United States created a voluntary committee of oil
companies and consumer countries to coordinate supply so that the vital supplies for
the Korean War were not interrupted. Iranian output dropped from 660,000 barrels
per day (b/d) in 1950 to 20,000 b/d in 1952. World production, however, actually
increased over the same time period from 10.9 million b/d to 13.0 million b/d, so that
only Iran’s oil revenues were affected, in the end.”

Although AIOC received extensive assistance, there was a limit to what the
British government could do to help AIOC regain its previous dominant position in
Iran after Mossadegh was overthrown in 1953. Reflecting Britain’s decreasing power
and the United States and Middle East countries’ increasing role, an agreement was
finally reached where Iranian oil assets remained in the possession of the National
Iranian Oil Company, and the management of the oil operations was contracted out
to an international consortium of which AIOC received 40 per cent, the Aramco
partners - Jersey, Socony, Texaco and Standard of California - plus Gulf received 8
per cent each, Shell received 14 per cent, and the French company CFP received 6
per cent.?® Although the Iranians rejected any compensation to the British, the other
members of the consortium paid AIOC $90 million for the 60 per cent rights the
company was said to be giving up.” Thereafter, AIOC began to set up its own
marketing network and soon developed into a fully integrated oil company, but it

continued to produce more oil than it could market itself and sold the excess through

» Yergin, The Prize, p.464.
% Anderson, East of Suez, pp.58-9.
2 Yergin, The Prize, p.478.
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long-term contracts.?

The Suez Crisis

The decline of Britain’s role in the Middle East and the rise of the United
States and the Middle East countries’ role was further marked by the Suez crisis of
1956. The canal was British owned and vital to Europe (in 1955, for example, two-
thirds of Europe’s oil passed through the Canal). On 26 July 1955, Colonel Gamal
Abdel Nasser of Egypt announced its expropriation. The implications were later
spelled out by the Foreign Minister Anthony Eden: ‘We could not live without oil
and... we had no intention of being strangled to death.” Nor could Britain’s fragile
balance of payments position afford the loss of foreign earnings from the Canal. In
addition, a defeat would have had a demoralizing effect on Britain’s already eroding
international prestige.? Britain could not defend the Suez Canal, however, even with
the help of European partners, and the United States was not prepared to take over
control of the canal or to aid in its defense.® The British, French and Israelis felt
they were left with no option but to attack Egypt on their own. Without the backing
of the United States, even in the form of additional oil supplies, Europe was left on
the verge of an energy crisis. A full-scale war was averted, however, when the

United States negotiated British and French withdrawal in exchange for desperately

2 Interview with BP executive.

» Anthony Eden, Full Circle (London: Cassell, 1960), p.401; and Yergin, The Prize,
p.485.

% Robert Engler, The Politics of Oil: A Study of Private Power and Democratic Direction
(New York: Macmillan, 1961), p.261.
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needéd supplies of oil and financial backing.*

In response to the changing world political hierarchy and oil industry
structure, the British government was forced to employ new strategies. The crises,
and most importantly their associated costs, initiated the withdrawal of British forces
from the Middle East which was to be completed by 1971. In terms of AIOC’s
relationship with the government, Britain’s impotence, demonstrated during the Suez
crisis, marked a change in what the government was able to offer AIOC, namely the

protection of AIOC’s Middle East operations.*

A False Sense of Security

The government continued to rely on the private oil industry and the AIOC
through the post World War II period. Though the government responded to the
increasing importance of oil by forming governmental committees and bureaus, these
were uncoordinated and located in various departments.®® Despite the changes of
government and corresponding political ideologies, government relations with BP (as
AIOC had become in 1954) remained virtually the same. As part of a post-war
reconstruction programme, the government embarked on a series of nationalizations,
but ministers did not seek to increase their control over AIOC.3* In addition, the

government protected both the domestic coal industry and the oil companies until

3 Yergin, The Prize, pp.489-90.

%2 Edward Chester, United States Oil Policy and Diplomacy (London: Greenwood Press,
1983), pp.98-9; and Engler, The Politics of Oil, pp.260-4.

® Ferrier, The History of the British Petroleum Company, p.223 and p.247.
* Hansard Parliamentary Debates (Commons), 22 December 1920, vol.136, col.1757-8.
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1960.% Thereafter, the government continued to allow the major oil companies to
command the best terminal and storage facilities and to maintain their exclusive
contracts with most filling stations.*® Remarkably, the growth of the oil industry and
the fall of oil prices during the 1950s and 1960s, overshadowed the crises and lulled
oil consumers into a dependence on oil.

With prices falling and new oil discoveries being made, there was a new sense
of consumer confidence, minimizing the need for governments to take security
measures. The British government’s confidence was illustrated by its lack of concern
in 1969 when its holding in BP dropped below 50 per cent to 48.2 per cent for the
first time since mid-1910s. In a business transaction, BP had issued new shares to the
Distillers Company in exchange for Distillers’ chemicals and plastics interests.?’
Though the Chancellor of the Exchequer James Callaghan was informed, as he put
it, ‘nobody made a row.’*® It went virtually unnoticed in the House of Commons,
as evidenced by the lack of questions (see Figure 2.1), nor was the percentage decline

raised in the Cabinet or in public.*

35 J.E. Hartshorn, Oil Companies and Governments, An Account of the International Oil
Industry in its Political Environment (London: Faber and Faber, 1962), pp.236-7; A.M.
Newman, Economic Organization of the British Coal Industry (London: George Routledge,
1934), pp.439-40; and PEPIG, Report on the British Coal Industry, p.116.

% Hartshorn, Oil Companies and Governments, p.236.

7 BP, Annual Reports and Accounts, 1969; Robert Fraser and Michael Wilson,
Privatization.: The UK Experience and International Trends (Harlow, Essex: Longman, 1988),
p.51; and Anderson, East of Suez, p.20.

% As quoted in Tony Benn, Adaainst the Tide: Diaries 1973-76 (London: Hutchinson,
1989), p.647.

*® Hansard Parliamentary Debates (Commons), 24 October 1967, vol.751, col.428.
Although the Treasury stated that they would not take any steps to restore the national holding
in BP to over 50%, there were no further questions about the government’s holding until
1971 and then not again until 1974.
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2.3. Britain’s Vulnerability and Subsequent Search for Oil Independence
Though realizing its vulnerability in terms of oil after the Suez crisis, the
1973-74 oil embargo was an even larger shock. In response, the British government
sought new means to address security of supply. In so doing, the government was
greatly aided by the discovery of oil in the North Sea and the increase in the price of

oil which made production there financially feasible.

The 1973-74 Oil Crisis

When AOPEC, the Arab members of OPEC, enforced an oil embargo against
the United States and the Netherlands, the effect on Britain was a dramatic increase
in oil prices in the 1970s (see Figure 2.2) causing severe economic damage and

political  disruption,

Price of Crude O1

exacerbated by a Coal U.S. dollar per barrel

miners strike in 1974. as
The 1973 oil crisis was
a test of its long
established mechanisms

to ensure security of s

supply though reliance

Source: WP ftatffttlcftl Review oT W Id Bwrfly. m i.

on BP and the private Figure 2.2.

oil companies.
In December 1973, Prime Minister Edward Heath asked Shell and BP to
supply more oil to Britain. Eric Drake, then chairman of BP, refused the Prime

Minister even though the government was its largest shareholder. Drake argued that
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to favour Britain could cause retaliation from other governments, and possibly even
nationalization of BP operations in those countries. Therefore, as a director of the
company entrusted with the welfare of all stockholders, Drake could not comply with
the government’s request. If the government were to pass the appropriate laws, Drake
said, BP would, of course, comply. Heath, however, did not take that route and BP’s
directors were left to make decisions in the company’s best interest.”’ Shell also
refused, although 40 per cent British owned, citing the interests of its Dutch
shareholders who comprised the other 60 per cent of the company.*! At the time,
as one Conservative remarked, ‘Heath and half the government were amazed with
BP’s response.’*? A Department of Energy minister remarked:

Heath was horrified in 1974 to have no control over the company

during the oil crisis. I inherited that cannon. The resulting feeling was

that the country had to have control over its own o0il.*?

The crisis also forced Britain to decide whether to show solidarity with the EC
which it had just joined, or to keep its status as a friendly country in the eyes of the
Arabs. The decision was neatly taken care of by the oil companies. The British and
the French decided not to put the Organization for Economic Cooperation and

Development (OECD) Oil Committee oil-sharing system into action. The oil

companies were the ones who provided the mechanism for oil sharing and ostensibly

“ Interview with BP executive; also see Guy Arnold, Britain’s Oil (London: Hamish
Hamilton, 1978), p.36; and Hans Maull, ‘Oil and Influence: The Oil Weapon Examined,’ in
Klaus Knorr and Frank Trager, eds., Economic Issues and National Security (Lawrence, KA:
Regents Press, 1977), p.272.

“ Yergin, The Prize, pp.261-4; Arnold, Britain’s Oil, p.36; and interview with Treasury
civil servant.

“2 Interview with Department of Energy minister.
“ Interview with Department of Energy minister.
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by refusing to favour one country over another but also benefitting from the high oil
prices.*

In the wake of these higher oil prices, the discovery of oil in the North Sea
took on a new importance, as it was now desirable and economically feasible to
overcome the harsh environmental conditions of the North Sea to further explore and
develop oil in Britain’s politically stable region.*’ The desirability is evident by the
fact that more than 150 companies had invested in the North Sea by 1980, 82 of
which were British.* In terms of security, Britain benefitted from the North Sea oil
in two ways - it developed its own domestic oil supplies, and no longer relied on

imports from the Middle East.

Britain’s Initial North Sea Strategy

The first commercial gas discovery in the North Sea was made in 1965, and
oil was discovered in November 1969.4’ Further discoveries, advances in offshore
technology and vast amounts of investment made it possible for the first oil to reach
the British shore on 18 June, 1975. The price rises caused by OPEC beginning in
1973 made the development of North Sea oil fields commercially viable. These

advances fundamentally changed Britain’s energy situation. In the space of ten years,

# Maull, ‘Oil and Influence,’ p.271.

S BP, Statistical Review of World Energy, June 1990 and July 1989, p.4.

% Department of Energy, Development of the Oil and Gas Resources of the United
Kingdom (London: HMSO, 1984); and ‘UK North Sea Seventh Round,” Petroleum
Economist, April 1981, p.164.

‘7 BP made the first gas discovery. The first oil discovery was made on the Norwegian
side; in December 1970 BP discovered oil in Britain in what has become the largest field,
known as the Forties field.
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Britain shifted from being a major oil importer to being a net oil exporter (see Figure
2.3), and from being dependent on the Middle East to being self sufficient in oil from
in its own backyard.4

UK Supply and Demand, 1970-89
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Figure 2.3.

By 1983 Britain was the sixth largest oil producer in the world, ahead of
countries like Kuwait and Libya. The gross value of oil and gas from the United
Kingdom Continental Shelf (UKCS), the British portion of the North Sea rose from
£6.3 billion in 1979 to £18.8 billion in 1983, and as a proportion of GNP from 2.5
per cent to 5.3 per cent. Tax revenues from companies operating in the North Sea
rose from £562 million in 1978-79 to £8.9 billion in 1983-84.4 In perspective, the

contribution to GDP was always less than that of the construction industry or

& Because industrial economies use several kinds of crude oil, imports were still
necessary, but the high quality of the North Sea oil made it profitable to export. BP,
Statistical Review ofthe World Oil Industry 1980, 1989 and 1990.

4 Includes Petroleum Revenue Tax (PRT), royalties and corporation tax. ‘The North
Sea’s Second Wind,” Economist, 12 May 1984.
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agriculture, and the
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Figure 2.4.

abroad and thus was an
addition to Britain’s economy.5 The overall UK energy supply situation also
improved with North Sea oil production and the change in energy demand after the
1973 oil crisis. There was an overall energy surplus by 1980, with the decrease in the

demand for oil and coal accounting for the majority of the decline, while demand for

gas actually increased slightly and nuclear stayed the same (see Figure 2.4).5

The Establishment of the Department of Energy
In 1973 the House of Commons Public Accounts Committee (PAC) issued a
report which criticized the government for giving away too many benefits associated

with North Sea oil. With pressure mounting during the coal miners strike and the

P ‘Mixed Blessings from the North Sea,” Economist, 23 January 1982.

Sl International Energy Agency, Energy Balances of OECD Countries 1970-1985 (Paris:
IEA/OECD, 1987); Martin Quinlan, ‘Mounting Energy Surplus,’ Petroleum Economist, May
1984, pp. 186-7; and Martin Quinlan, ‘Coming Upheavals in Energy Supply,” Petroleum
Economist, November 1989, p.335.
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1973 oil crisis, the Conservative government created the Department of Energy (DEn)
in January 1974, consolidating divisions and bureaus spread across at least three
departments previously managing energy matters.’> The new department was given
a high profile with the appointment of Lord Carrington, the Tory party chairman, as
Secretary of State.*

The DEn was an agency which spent a low proportion of its total budget on
salaries, because its primary task was to channel funds to other public sector
organizations, namely the nationalized energy industries.> The DEn also raised large
amounts of finance. In 1983, for example, the receipts from royalties in the North
Sea were almost £2 billion, dwarfing the department’s total budget, which for the
same year was £50 million.® As a new department with a small staff, the DEn had
difficulty establishing its position versus the Treasury and the Central Policy Review
Staff (CPRS) who had already established their credibility in energy matters. The
DEn’s public reputation was also tarnished by mistakes such as the £44 million

overpayment in grants to oil companies in 1979 and the poor administrative handling

%2 Inglis, ‘The International Oil Industry.” p.49.

% ‘The Chance to Work up a Little Heat about Energy,” Economist, 12 January 1974,
p.83; Patrick Cosgrave, Carrington, A Life and a Policy (London: JM Dent, 1985); Peter
Hennessy, Whitehall (London: Secker and Warburg, 1989), p.432 and pp.445-8; and
interview with Department of Energy civil servant.

5 Dunleavy, ‘The Architecture of the British Central State, Part I,” pp.254-5; Dunleavy,
‘The Architecture of the British Central State, Part II,” p.400; also see David Mclnnes,
‘Policy Networks within the Department of Energy and Energy Policy,” Essex Papers in
Politics and Government, No.82, July 1991, p.21.

55 Supply Estimates 1983-84: Class IV: Industry, Energy, Trade and Employment, British
Parliamentary Papers, vol.26.
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of the coal miners strike in 1980.%° By the mid-1980s, the department was in better
command of the energy control apparatus, including taxation, subsidies and grants,
licenses, the nationalized industries, safety and shadow prices.”” The issue of the
poor quality of the DEn staff, however, was raised again in November 1990 after the
Piper Alpha disaster when the Cullen Report severely criticized the department for
major safety failings. As a result, the DEn was stripped of its responsibility for
offshore safety to the benefit of the Health and Safety Executive.”® In 1993, the DEn
was amalgamated into the DTI.

The other notable feature about the department was its lack of consumer or
environmental orientation. There were no divisions within the department with such
responsibilities. Consumers and environmeﬁtalists, therefore, had no representation
within the departmént, and such matters were only dealt with peripherally as they
affected other aspects, such as oil production.®

The nationalized industries were the most important feature of the department.
On the one hand they were the means to control the energy sectors, but on the other

they were semi-independent organizations in competition with each other. They were

% Margaret Thatcher, The Downing Street Years (London: Harper Collins, 1993), pp.140-
1; Adrian Ham, Treasury Rules, Recurrent Themes in British Economic Policy (London:
Quartet Books, 1981), pp.40-1; Tessa Blackstone and William Plowden, Inside the Think
Tank: Advising the Cabinet 1971-1983 (London: Mandarin, 1990), pp.80-3; and interview
with Department of Energy civil servant.

57 Heald, ‘UK Energy Policy,” pp.106-9; and interviews with Department of Energy civil
servants.

*® ‘DEn and Oxy Pilloried by Piper Alpha Report,” Financial Times: North Sea Letter,
14 November 1990, p.778/1.

* Mclnnes, ‘Policy Networks,” Figures 1-6; and interview with Conservative minister.
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so powerful that the DEn was unable to make them cooperate or coordinate
strategies.® For example, there was a committee of the planning directors for each
industry, but as one executive who attended the only meeting between 1980 and 1982
explained, ‘we couldn’t agree on anything...no one wanted to reveal numbers or
plans.’® Only the coal and nuclear industries were largely dependent on the
department for funds. Electricity and gas had been raising an increasing proportion
of their revenue from customers and thus were able to repay government debt and
make net contributions to government funds.®? The largest net earner under the
control of the department, however, was the oil and gas industry. Therefore, despite
the fact that one civil servant claimed the ‘touchstone’ of the department’s policy was
security of supply,® the department had few means of direct control over supply.

Efforts to even articulate the DEn’s policy were hampered by the persistent change
in factors such as the price of oil. In the end, one civil servant lamented, it was
impossible to say anything except in generalities.* As one nationalized industry
executive said, ‘the department might have argued that there was a policy, but had
no means to implement it.’%

The evolution of policy was mirrored in the changing structure of the

department’s Oil Division over time. The division began by focusing on offshore

® Heald, ‘UK Energy Policy,” p.103.
¢ Interview with BNOC executive.

% Andrew Likierman, Public Expenditure: The Public Spending Process (London:
Penguin Books, 1988), p.34; and interview with Department of Energy civil servant.

% Interviews with Department of Energy civil servants.
® Interview with CPRS official.
% Interview with BNOC executive.
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supplies, exploration and participation agreements. Broader policy decisions and
community and international policy were added in the early 1980s, until finally in
1990 responsibility for oil had become a streamlined operation of overseeing current

operations and holding small licensing rounds.®%

The Department of Energy’s Influence in the Qil Industry .

The DEn’s primary means of controlling oil exploration and development in
the North Sea were discretionary licenses and taxation. The DEn was also responsible
for the offshore-supply industry, depletion policy and recording statistics. The
discretionary system allowed the government to discriminate between applicants on
the basis of their contributions to the North Sea development and Britain’s economy,
as well as to favour British companies.’ The Treasury preferred an auction system
to raise more money upfront, and an auction was tried in the fourth round in 1971
where 15 blocks were sold for £37 million and again in the eighth round in 1983
where seven blocks were sold for £33 million. With these exceptions, the
discretionary system. prevailed because the government decided that the power to
award licenses was more valuable than the extra cash an auction might raise.® For

example, the government used licences as a carrot in the participation negotiations.

% MclInnes, ‘Policy Networks within the Department of Energy and Energy Policy,’
Figure 1; and interview with Department of Energy civil servant.

" Louis Turner, ‘State and Commercial Interests in North Sea Oil and Gas: Conflict and
Correspondence,’ in Martin Sacter and Ian Smart, eds., The Political Implications of North
Sea Oil and Gas (Oslo: Universitetsforlaget, 1975), p.98; and Colin Robinson, ‘The Errors
of North Sea Policy,” Lloyds Bank Review, No.141, July 1981, pp.20-1.

® Turner, ‘State and Commercial Interests in North Sea Oil and Gas,” p.95; ‘Eighth
Round to Include Auction,’ Petroleum Economist, June 82, p.253; ‘License Auction Raises
£37 Million,” Petroleum Economist, March 1983, p.100; and interviews with Department of
Energy civil servants.
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When the threat of withholding licenses from uncooperative companies was carried
out in the fifth licensing round, in the words of one DEn civil servant, ‘the
government’s negotiating position was boosted enormously.’®

Of all the government’s means, the tax regime affected the oil companies the
most; it was a major factor in their exploration and development calculations. In 1964
the private oil companies were granted long concessions, low tax rates and few
regulations to entice them to explore and develop the North Sea.” Once oil was
discovered, risk was reduced and the future gains became apparent, and the
government began to raise taxes and increase the level of regulation. Over the years,
ministers and the companies negotiated back and forth. The DEn was in a
disadvantageous position in the early 1980s as the price of oil began to fall, oil
companies profits fell and North Sea production approached a natural decline. To
induce private oil companies to develop smaller, marginal fields, the type of fields
thought to be remaining, the government made new tax concessions.” Once the

price of oil began to increase after the 1986 low, investment picked up slowly, and

% Interview with Department of Energy civil servant.

™ Under the first licensing round the government charged 12.5 per cent in royalties and
taxes at the corporate rate of 53.75 per cent; in 1975 the Oil Taxation Act was passed which
limited tax loopholes and created a new Petroleum Revenue Tax of 45 per cent, raised to 75
per cent by 1982. And in 1981, the Supplementary Petroleum Duty was introduced and was
set at 20 per cent (later replaced by the Advance Petroleum Revenue Tax.) Nelsen, The State
Offshore Petroleum, Politics, p.20, p.55, and p.91; Alexander Kemp and David Rose, ‘Tax
Changes - A Lost Opportunity,” Petroleum Economist, April 1982, p.133; and Turner, ‘State
and Commercial Interests in North Sea Oil and Gas,’ p.93.

" “Tax Aid for Marginal Fields,” Petroleum Economist, July 1982, p.296; ‘Distortions
That Impede Recovery,’ Petroleum Economist, September 1982, p.350; ‘Budget Boost for
North Sea,” Petroleum Economist, April 1983, pp.143-4; Alexander Kemp and David Rose,
‘Tax Changes Give New Incentives,” Petroleum Economist, May 1983, p.163; ‘Implications
of Cheaper Oil,” Petroleum Economist, March 1983, pp.78-9; and Alexander Kemp and
David Rose, ‘Dangers of Reliance on Qil Revenues,” Petroleum Economist, March 1983,
p.81.
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the swing reversed.”

The Department of Energy also built up an expertise in taxation, which was
utilized by the unusual practice of advising the Treasury. Civil servants explained that
the DEn was included in the oil taxation system because the Treasury needed their
knowledge.” The DEn was also responsible for calculating and collecting royalties,
except for those paid in kind from 1977 to 1985 which BNOC then disposed of under
the direction of the DEn. The involvement of the Treasury and the DEn led to
disagreements over the tax rates. The Treasury wanted higher tax revenues, while the
DEn was concerned that higher taxes might discourage investment and cause
consumer criticism.™

The DEn’s responsibilities for depletion policy, the offshore-supply industry
and the maintenance of energy statistics were considered secondary functions
compared to issuing licenses and taxation. Depletion policy was a highly contentious
issue. The Treasury and the oil companies wanted oil produced as fast as possible to
maintain revenues, while some in the DEn were concerned with security of supply
and wanted to spread the production of oil further into the future.” Though options
were discussed, no restrictions were placed oﬁ production. The Department of Energy
took over the Offshore-Supplies Office (OSO), created by the DTI in 1973 to ensure
Britain’s share of the off-shore oil supply industry (all the equipment and services

needed for oil exploration and development). The DEn devoted much time and effort

™ Martin Quinlan, ‘1985 - Last of the Golden Years,’ Petroleum Economist, April 1986,
p.121.

™ Interviews with Department of Energy and Treasury civil servants.
™ Interviews with Department of Energy and Treasury civil servants.

5 Interviews with Department of Energy civil servants.
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to the challenge and was proud of the results: 73 per cent of offshore-supply contracts
(in terms of value) went to British companies compared with almost none in the mid-
1970s.76 In addition, the DEn maintained sophisticated energy statistics, but found

that few outside the department ever used them.7/

The Role of the Private Oil Companies

Despite the plethora of companies involved in the North Sea, production was

North Sea Oil Production

By Company, 1975-1989

WIWV

1976 1977 197B 1979 1980 1981 1962 1963 1904 1985 1986 1967 1908 1988

MAMmMmerfcan majors F=iOthers

Source: Department or Energy. Development or Oil ana Gae
Resources or tne united Clngdom. various years.

Figure 2.5.

concentrated in the hands of the majors. As shown in Figure 2.5, the seven major oil

7 This figure may be misleadingly high because it includes British subsidiaries of
American and French companies. ‘Bringing in the Catch,” Economist, 12 May 1984; and
Michael Jenkin, British Industry and the North Sea (London: Macmillan, 1981), pp.63-4,
p.73 and p.82.

71 Interview with Department of Energy civil servant.

53



companies controlled at least 50 per cent of North Sea oil throughout its
development.”® The DEn sought to include as many companies as were capable in
the development of the North Sea. As one civil servant explained, the rationale was
‘the larger the array [of oil companies], the more ideas and thinking, the larger the
pay-off.”” The small companies, however, could not meet the capital costs of
developing new finds, and thus, the majors were favoured.* Initially, BP and Shell
controlled 20 per cent and 15 per cent of the North Sea respectively, and the five
American companies controlled much of the remainder. Over time, however, smaller
companies increased their portion from 10 per cent in 1975 to 25 per cent by the
early 1980s.*

The government had, in fact, always been dependent on the private oil
industry. According to one civil servant:

Despite upheavals going back to Suez, the oil industry always managed

to deliver the oil - much more so than anyone gave them credit for in

advance.*

Another pointed out that ‘the department tended to look after the interests of the oil

companies; it was the tradition.’®® Through informal and formal channels at all

™ Department of Energy, Development of Oil and Gas Resources, 1984 and 1991.

" Interview with Department of Energy civil servants.

¥ Because Shell had a 50-50 exploration and production agreement with Esso (now
Exxon) in the North Sea, the U.S. company Esso was also a beneficiary of the government’s
policy.‘Making Waves: Attraction of Oil Investment in the North Sea,’” Economist, 18 March
1989.

8 The other portion went to the large independents, including Amerada Hess and
Occidental Petroleum. Department of Energy, Development of Oil and Gas Resources, 1984
and 1991; and Arnold, Britain’s Oil, p.42.

% Interview with Department of Energy civil servant.

® Interview with Department of Energy civil servant.
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levels, DEn civil servants frequently spoke with the oil companies. As a result, most
civil servants were sympathetic to or at least understood the private oil companies’
positions. The DEn civil servants were proud of these good relationships. The
ultimate manifestation of the DEn’s concern for oil companies was their strategy
guarding against excessive governmental interference; it was thought that too much
interference would force the companies to go elsewhere.* According to one civil
servant:

The government was continually turning the screw tighter to see what

happened until finally in 1981 they went too far and there was a down

turn [in development], and the policies were then reversed.’®
As another civil servant explained, ‘the department was too soft sometimes [on the
oil companies]...but in the end, we still had to work with them.®

There was also a healthy dose of scepticism about the oil companies evident
among civil servants in the DEn. One civil servant explained that the oil companies
‘could say they were mindful of the national interest, but they were also commercial
and couldn’t change that.’ The civil servant argued that the participation agreements
were therefore necessary to override those commercial obligations.®” Another simply
explained, ‘oil companies have different interests than the government and the
288

population.

The government devised two specific means of control, participation

8 Interviews with Department of Energy civil servants.
% Interview with Department of Energy civil servant.
% Interview with Department of Energy civil servant.
¥ Interview with Department of Energy civil servant.
% Interview with Department of Energy civil servant.

35



agreements and assurances, as well as BNOC. Participation, as originally planned by
the Labour government, was a full partnership arrangement whereby a national oil
company would participate in the exploration and development, contribute 51 per cent
of the expenditure and then receive 51 per cent of the production and profits. The
Treasury argued that it could not fund the 51 per cent investment,® and the private
oil companies argued that they had already invested a substantial amount of capital
into the North Sea on the understanding that there would be no government
interference.®® Taking into account these obstacles, another concept of participation
was developed with a national oil company. The national company would have the
right to take at market price up to 51 per cent of a company’s oil production, but the
government assured the companies that they would be no better off and no worse off
by the arrangement.®® In practice this meant that the national oil company could buy
up to 51 per cent of a company’s production at market price, thereby nominally
controlling 51 per cent of UK oil, and then immediately re-sell it, sometimes back to
the same company. One DEn civil servant described the arrangement: ‘On the surface
it looked good, but it was really a bit of a wangle ... and didn’t do
much.’*

Even though the concept proved to be relatively innocuous, long negotiations

ensued during the 1970s in which the government used leverage over the companies

¥ ‘New Moves to Still Fears on Qil Programme,’ Times, 12 August 1974, p.1; and
Hansard Parliamentary Debates (Lords), 23 July 1975, vol.363, col.330.

% Harold Wilson, The Final Term.: The Labour Government 1974-76 (London:
Weidenfeld and Nielson, and Michael Joseph, 1979), p.40.

% A.W.Baker and G.H.Daniel, ‘BNOC and Privatization - The Past and the Future,’
Journal of Energy and Natural Resource Law, Vol.1, No.3, 1983, p.149.

2 Interview with CPRS official.
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needing loan guarantees or other assistance. It took a year of negotiations before an
agreement was reached with BP on 25 January 1976 at a meeting between the Prime
Minister, the Secretary of State for Energy and the chairman of BP.” Agreement
with the other major international oil companies proved more difficult; the Chairmen
of Exxon and Shell were vocally antagonistic, and agreements were only achieved
after the government showed its willingness to withhold licenses from a company
refusing to cooperate.*

Another means of control, company ’assurances’, was enacted in conjunction
with the participation agreements. These assurances followed a similar arrangement
to the one outlined in a letter from BP to the DEn obtained by the Financial Times.
The letter stated that BP would cover any short-term gap which stopped short of a
major international crisis (defined as a 7 per cent cut in supply) as long as there was
‘no legal or governmental constraint on its ability to raise prices as a necessary means
of recovering costs.’®> For a price all companies would guarantee supply, at least
in a short-term crisis. According to DEn civil servants, these assurances were the
government’s main means of securing energy supplies after BNOC was split and

Britoil was sold in 1982.%

2.4. Direct Ownership in the North Sea

With the 1973 oil crisis, the government began to consider the idea of a

% Harold Wilson, Final Term, p.42.

% Interview with Department of Energy civil servant; and a review of articles in Zimes,
1974-78.

% ‘Bringing in the Catch,” Economist, 12 May 1984.
% Interview with Department of Energy civil servants.
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national oil company. The participation arrangements made a national oil company
of some sort necessary. The thinking began under the Conservative government, but
it was the Labour government elected in 1974 which debated more extreme options,
including making BP into a fully national oil company and allowing only British

companies into the North Sea.”’

The British National Qil Company

After the 1973-74 oil crisis, Britain realized its vulnerability in terms of oil,
and responded by seeking new ways to control its oil supply. The government briefly
considered transforming BP into a fully government-owned company. This was made
more plausible by happenstance. In January 1975, the government increased its stake
in BP from 48 per cent to 68 per cent as part of a deal to aid the financially troubled
Burmah Oil. An original shareholder in BP, Burmah Oil maintained a 20 per cent
stake. Under the government’s scheme to help the financially troubled company,
Burmah sold its holding to the Bank of England (while the Treasury held the original
shares) for £179 million. By March 1976, the shares were valued at £447 million, and
the Burmah shareholders sued the Bank of England for improper proceedings, but
eventually nothing was proved.” The increased holding also spurred questions in the
House of Commons (see Figure 2.1), but the government responded that a decision

had not yet been made, and implied that the government was at least considering the

97 Adrian Hamilton, North Sea Impact, Off-Shore Oil and the British Economy (London:
International Institute for Economic Research, 1978) p.16; and interviews with BNOC and
BP executives.

% ‘Crude Solution,” Economist, 11 December 1976, p.119; BP, Annual Report and
Accounts, March 1976; Benn, Conflict of Interest, p.75; and interviews with Treasury civil
servants and BP executives.
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sale of the shares.”

Instead of nationalizing BP, a new entity was created, the British National Oil
Company (BNOC), in 1976 by Labour Party ministers who had been debating the
merits of a National Hydrocarbons Corporation inside the party since 1967.° The
arguments for and against BNOC were similar to those made about the government’s
initial investment in APOC. Advocates argued that BNOC would defend against the
tyranny of the existing large corporations, while others focused on the general
benefits to Britain’s economy.“"‘ The existence of national oil companies in other
democracies including France, Canada and Italy diffused the accusations of extreme
socialism.!” The opposition included the coal industry which feared that
government support would divert their customers to oil, Conservatives against
government involvement in industry and the oil companies who believed that BNOC
would impede their development of the North Sea at a crucial time.'® Yet, as one
BP director said:

We are in partnership with governments of all political complexions all

over the world. We are unlikely to be frightened off by anything the
Labour government has in mind. In any case our investment [in the

% Hansard Parliamentary Debates (Commons), 6-21 February 1975, 16 May 1975, 30
June 1975, 17 October 1975, 12-26 January 1976, 20 February, and 24-5 March 1975.

1% D, Hann, ‘The Process of Government and UK Oil Participation Policy,” Energy
Policy, June 1986, p.254.

1 Hansard Parliamentary Debates (Lords), 23 July 1975, vol.363, col.327-347; and
interview with BNOC executive.

102 Interview with Department of Energy civil servant.

19 Inglis, ‘The International Oil Industry,’ p.52; Philip Shelbourne, ‘BNOC’s Growth and
Prospects,” Coal and Energy Quarterly, No.30, April 1981, p.3; also see articles from the
Times on the creation of BNOC, including: 5 June 1975, p.22; 25 June 1975 Special Report,
p.IV; 13 July 1975, p.17; 10 August 1975, p.15; 13 November 1975, p.19; and 30
November 1975, p.7.

59



North Sea] is now too big. It would be too late to stop [producing]
even if we wanted to.'®

Opponents’ fears were highlighted because BNOC was created partly under the
direction of two Labour leaders who strongly believed in state-ownership - Tony
Benn, Secretary of State for Energy from 1976-79, and Tommy Balogh, a former
Member of the Economic and Financial Committee of the Labour Party and Minister
of State in the DEn from 1974-75 who became deputy chairman of BNOC from 1976-
78.1%5

BNOC was created to serve two sometimes contradictory roles. First it was
an information-gathering, monitoring and advisory agent.'® Second it was a
commercial oil production and trading company. BNOC thus had the dual role of
competing against private oil companies in the North Sea as well as advising their
regulators, and many saw these functions as contradictory. One BNOC executive
found that fear of a ‘spy in the camp’ was second only to fear of technical
incompetence as reasons why private companies did not want to work with
BNOC.!” The management argued that BNOC was not a regulatory agency, only
an advisor to the government, and a ‘Chinese Wall’ had been erected between the

operations side and the rest, %

104 As quoted in Harold Wilson, Final Term, p.40.
15 Interviews with Department of Energy civil servants and BNOC executives.

1% John Vickers and George Yarrow, Privatization: An Economic Analysis (Cambridge,
MA: MIT Press, 1988), p.323.

107 Interviews with BNOC and BP executives.

18 Interviews with BNOC executives; Peter Rodgers, The Sunday Times, 21 May 1978,
.63; and House of Commons Nationalized Industries Select Committee (Sub-Committee B),
Testimony by Frank Kearton, Chairman of BNOC,’ Seventh Report, Reports and Accounts
of Energy Industries, British Parliamentary Papers, 1977-78, Vol. XXXIX, p.43.

3
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The production side of BNOC started off with the oil assets of the National
Coal Board, and soon thereafter BNOC purchased 80 per cent of the Burmah Oil
Company’s North Sea oil fields.!” The government also favoured BNOC by
granting the company further substantial UKCS acreage in the fifth and sixth rounds
(1976 and 1979). By 1982 BNOC had obtained production interests in nine North Sea
oil fields and one gas field and was responsible for 7 per cent of all North Sea oil
production. '

On the trading side, from the beginning BNOC activated the participation
agreements with the oil companies giving it access to over 51 per cent of North Sea
oil. This was unexpected by many; as one DEn civil servant explained:

There were some ministers and certainly a lot of officials who thought

BNOC would never in a million years think of exercising the options.

They thought we would just have them there in case there was some

crisis and then you could exercise the option... Whereas Kearton,

backed by Tony Benn, was going to exercise the options right away

and get in the oil industry and get some clout...Kearton is not just

going to sit there and be a front man, he wanted a real job to do. At

that time, ownership of oil, even if you paid market price for it, gave

you clout. To have control of basically 50 per cent of UK oil was

something.'!!

As another DEn civil servant simply stated: ‘The oil companies were
surprised. The oil companies were always surprised though.’!'? By 1981, with its
own production, participation oil and royalty in kind, BNOC controlled up to 60 per

cent of North Sea oil. Even after the production assets were sold in 1985, BNOC still

19 Vickers and Yarrow, Privatization: An Economic Analysis, p.320; and Richard Bailey,
‘Unequal Shares in the North Sea,” Energy Policy, December 1978, p.328.

110 Webb, ‘Energy Policy and the Privatization of the UK Energy Industries,” p.29.
11 Interviews with Department of Energy civil servants.
12 Interview with Department of Energy civil servant.
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controlled 30 per cent of North Sea 0il.""® As one BNOC executive explained,

by 1979, BNOC was the largest crude oil wholesaler, a very important

source for non-Arab refineries. We were making decisions about

where oil should go, on our own or with the government.'*

Like many nationalized companies, BNOC soon found the government’s
financial control a severe constraint to expansion. The financial provisions for BNOC
were established in the 1975 Qil and Pipelines Act. Through the National Oil Account
(NOA) BNOC received funds for business transactions, but at the same time was
obliged to submit, on a daily basis, all sums received. In June 1977, BNOC
completed arrangements to raise $825 million through advance oil sales. This money
was used to repay the loans from the National Loans Fund, thus significantly reducing
BNOC’s interest payments, and partly to finance new UKCS expansion. As one
executive described it:

The turning point for BNOC was when they convinced major bankers

to loan us the $825 million, which was basically a forward sale of oil.

Banks found BNOC had an entirely sensible business plan - went ahead

and did the deal. The oil companies couldn’t understand. The Banks

played a role in persuading the oil companies to stop whingeing and

go on with the game in town. The loan enabled BNOC to pay its own

way, and not take away from money spent on hospitals etc, and helped

to reduce the PSBR.!!

In addition, BNOC expanded outside of the United Kingdom for the first time, in

Dubai, Indonesia, the Republic of Ireland and France.''

'3 Tan Hargreaves, ‘Oil Supply Crisis Accord Would Not Stop Price Rises,” Financial
Times, 15 July 1985, p.4; Hansard Parliamentary Debates (Commons), 15 July 1985, col.80;
Shelbourne, ‘BNOC’s Growth and Prospects,” p.6; and Webb, ‘Energy Policy and the
Privatization of the UK Energy Industries,’ p.29.

114 Interview with BNOC executive.
5 Interview with BNOC executive.

16 Britoil, ‘Offer for Sale,” by S.W. Warburg & Co and N.M. Rothschild & Sons on
behalf of the Secretary of State for Energy, November 1982, p.6.
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With so much oil under its control, BNOC grew into the position of being a
price setter for North Sea oil. The price BNOC paid for its North Sea participation
oil was set each quarter by BNOC with input from Energy and Treasury
ministers.!!” Ultimately, however, BNOC was too small to be a world price leader.
With the development of the spot market in the early 1980s and the drop in the price
of oil in 1984, it became apparent that BNOC could at best only effect short-term
prices.!’® One DEn civil servant explained, the government’s aim was to smooth
the jagged price fluctuations, and according to a BNOC executive, the government’s
instructions were to avoid short-term fluctuations.!” The most serious costs of past
crises have been those imposed by rapid and significant changes in the price of oil
which have only been loosely linked to the scale of reductions in supply.’*® Thus,
there were benefits to controlling the price, as explained in 1984 by the Minister of
State for Energy Alick Buchanan-Smith:

It is a small sum to pay in relation to the more general benefits and in

relation to the higher cost to the economy which would be caused by
the short term destabilization of prices.'”!

7 ‘Grease the Oil-Prices Slide,” Economist, 5 January 1985; and Hansard Parliamentary
Debates (Commons), 18 December 1984, col.234.

118 See the debate in Hansard Parliamentary Debates (Commons), 18 December 1984.

! Interviews with Department of Energy civil servants and BNOC executive.

120 Jan Smart, ‘European Energy Security in Focus,” in Curt Gasteyger, ed., The Future
Jor European Energy Security (London: Francis Pinter, 1985), p.157; ‘Stocks for Crisis
Management,” Petroleum Economist, October 1982, p.398; International Monetary Fund,
International Financial Statistics Yearbook, 1990; BP, Statistical Review of World Energy,
1990; and Department of Energy, Development of the Oil and Gas Resources, 1990.

2 Hansard Parliamentary Debates (Commons), 18 December 1984, col.234.
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BGC as a Player in the North Sea

The government also owned the British Gas Corporation (BGC) which evolved
into an active player in oil exploration and production in the North Sea. The 1948
Gas Act nationalized over 1,000 town gas works and created the Gas Council. In the
1950s, the Gas Council was an ailing business and there was even talk of winding it
down.'? With the possibility of finding gas in the North Sea in the 1960s, however,
the Council’s prospects improved. Its functions were extended by the Gas Act of 1965
and the Council began to explore on and off-shore in order to gain some direct
control of the primary resources on which they depended as well as to learn first hand
the technology, the difficulties and the costs of exploration and development
work.'? Gas was discovered in 1966 and brought on-shore the following year. In
1968 the Council’s first field became operational, and in 1969 it signed an industrial
contract for the sale of gas to ICI. Under the Conservative government, the 1972 Gas
Act consolidated the Gas Council into the British Gas Corporation (BGC), and in
1976 Denis Rooke became its chairman and a forceful defender of the
corporation.'?

While the Labour government never considered giving BGC the role of

national oil company, the corporation was able to remain active in the oil industry

122 Interview with BGC executives; and Bill Jewers, ‘We’re Not As Different as Private
Industry Thinks,” Accountancy Age, 23 June 1983.

2 House of Commons Energy Select Committee, ‘Wytch Farm (Disposal of BGC Assets)
Memorandum by British Gas Corporation,” First Report, Disposal of the British Gas
Corporation’s Interest in Wytch Farm Oilfield, British Parliamentary Papers, 1981-82, HC
138, p.ix; and Lynn Pearson, Organization of the Energy Industry (London: Macmillan,
1981), p.98.

124 Interviews with BGC executives; and British Gas Corporation, Annual Reports and
Accounts, 1980-85.
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until 1982, building up a sizable portfolio which included interests in over 25 off-
shore fields and the Wytch Farm on-shore field. The government had numerous
opportunities to limit BGC’s expansion into oil, but declined on each occasion. The
first opportunity was when BNOC was created and the 1975 Petroleum and Pipelines
Act specified that BNOC should receive the oil assets of the BGC.!” BGC argued
that it was impossible to know beforehand which fields were going to yield oil or gas,
and in many cases they were found together. Others pointed out that some distinction
could be made initially because gas fields were predominantly located in the south
North Sea while oil is found in the north.'” However, BGC’s arguments
predominated, as a BNOC manager explained: ‘Rooke fought a rear guard action...He
won the battle at the time because there was no one at BNOC yet to fight on the other
side.”'?” A second opportunity occurred when BGC’s petroleum production licence
covering the Wytch Farm on-shore oil field came due in 1974. Instead of cancelling
the contract, the DEn re-approved the license for a further forty years.'”® The
Labour government, in fact, encouraged BGC’s exploration and development by

favouring applications for North Sea licenses where BGC was a partner.

Did Ownership Make a Difference in the 1979 Oil Crisis?

In 1979 Britain had the benefit of North Sea oil for the first time during a

123 Bailey, ‘Unequal Shares in the North Sea,” pp.328-9; and Hansard Parliamentary
Debates (Commons), 13 March 1984, col.343.

126 Interviews with BGC executives and Department of Energy civil servants.
127 Interview with BNOC executive.

2% House of Commons Energy Select Committee, ‘Wytch Farm (Disposal of BGC Assets)
Memorandum by British Gas Corporation,’ p.xxiii.
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world oil crisis. Although the world-wide supply disruptions in the spring of 1979 and
then again in 1980 were not as great as during the 1973-74 crisis, the price of oil rose
quickly. With North Sea supplies, Britain did not have to worry about serious
shortages of oil. While the price increase was harmful to industry, it made high cost
North Sea oil exploration more profitable, thereby increasing Treasury revenues.

The crisis, however, caused a relative scarcity of petrol during the summer
of 1979. The irony of having North Sea oil production in full swing at the same time
that apparent supply shortages were occurring at British garages was not lost on the
British public, and caused Energy Secretary David Howell considerable political
embarrassment.'® Howell’s emergency plan included taking North Sea oil royalties
in kind rather than cash, increasing production incentives by suspending gas flaring
restrictions, announcing a bigger licensing round, and ordering companies operating
in the North Sea to cut exports from Britain - essentially using the participation
agreements that the previous Labour government had enacted.’®

These measures were not enough to abate the crisis. The problem was not a
lack of oil, but the inability to shift supply destinations quickly because long-term
supply contracts were the norm. Not even the state-owned BNOC could re-direct its
short-term supply.' The disruptions soon stopped and the problem of short-term

flexibility was solved, not by BNOC, but by competition between suppliers, the

2 Hann, ‘The Process of Government and UK Oil Participation Policy,” p.258; and
interview with Department of Energy civil servant.

1% John Redwood, Going for Broke...Gambling with Taxpayers’ Money (Oxford: Basil
Blackwell, 1984), p.106.

B! Interviews with BNOC executives; Roland Gribben, ‘Oil Shortage Plans Revisited,’
Daily Telegraph, 22 May 1979, p.6; and ‘Howell Refuses to Impose Qil Controls,” Daily
Telegraph, 6 June 1979, p.1.
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development of a spot market in Rotterdam, and the subsequent shift from long-term
to short-term contracts.!* Thus, the increasing competitiveness of the oil industry,

rather than BNOC and governmental directives, overcame the supply problem.

Conclusion

The two consistent factors in the government’s involvement in the oil industry
from 1914 to the mid-1980s were its investment in BP and its reliance on private
international oil companies. Since the government agreed in May 1914 to become
APOC’s major shareholder, its role was limited to appointing two directors to the
board and a veto power. Despite its holding in BP, the government relied primarily
on private oil companies for supplies during World War I and World War II and to
meet the increase in demand for oil in the post-war era, to develop the North Sea and
to ensure oil supplies to Britain in a crisis.

Despite this consistency, there were many circumstances that changed. First,
Britain’s dependence on oil expanded from purely military needs to economic needs
and became a vital input into the country’s economy in the post World War II era.
Second, the British government’s ability to protect BP’s interests in the Middle East
decreased. And third, Britain’s oil sources changed from foreign to domestic which
radically affected the government’s ability to influence the oil industry. With the
discovery of oil in the North Sea and self-sufficiency by 1980, the government gained
a new means of leverage over the oil industry.

To adapt to these changes, the British government created the Department of

Energy in 1974 and the British National Oil Company in 1976 and allowed BGC to

32 Yergin, The Prize, pp.718-9 and pp.767-8.
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evolve into an active player in the North Sea. The DEn’s primary means of
controlling the oil industry were discretionary licenses and taxation. The DEn was
also responsible for the offshore-supply industry, depletion policy and recording
statistics. BNOC was a production company, the recipient of the government’s
participation oil and thus a major oil trader, as well as an advisory agent to the
government. BGC with a monopoly over the British gas supply, also discovered,
developed and produced oil in the North Sea. Ultimately, however, the government
continued its reliance on the private oil companies for the development of the North
Sea and for security of supply. The seven major oil companies, in fact, developed a
majority of North Sea oil. Security was insured through participation agreements
which gave the government the ability to control up to 51% of all production, and
assurances which guaranteed that the private companies would supply in a crisis,
provided they could charge the necessary price to cover any costs.

The sale of the government’s oil assets ended one of the two consistent factors
in the British government’s long involvement in the oil industry, investment in BP.
The sales, however, forced a continued reliance on the second, the private oil
_companies. In the next chapter I examine the specific details of how the government

executed these sales, and then I turn to why.
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Chapter Three: The Sequencing of the Qil Asset Sales in Britain

The sale of Britain’s oil assets occurred during a ten year period, 1977-1987,
and involved nine separate sales, with sizes ranging from just over £200 million for
Wytch Farm to £5.5 billion for the last tranche of BP shares. The government
received £8.5 billion in total for the sales, the biggest yield from any single industry
sector in the privatization programme.! The costs of the privatization, are
conservatively estimated at £224 million.> See summary in Table 3.1.

Though privatization is often described as a Conservative government
phenomenon, the sales actually started in 1977 with the Labour govemment"s sale of
shares in British Petroleum. Starting here is crucial for a full understanding of the
development of privatization in Britain. After reviewing the 1977 sale, I turn to the
Conservative government’s sales, which began with two more share sales of BP
shares. In addition to BP, the government also sold the production operations of
BNOC as Britoil and BGC’s oil assets as Wytch Farm and Enterprise Oil. Britoil was
sold in two tranches, 51% in 1982 and the remainder, except .for one ‘golden share,’
in 1985. The golden share was only later redrawn after being tested in 1988 when
Britoil was the subject of a takeover bid.

The government sold British Gas’ on-shore oil field, Wytch Farm, and created
Enterprise Oil with its off-shore oil fields and then sold the fields as a functioning
entity. The sales were completed in 1987 when the government sold the remaining

shares in BP. This last sale was complicated by the fact that not only was this sale

! Vickers and Yarrow, Privatization: An Economic Analysis, p.316.
2 Costs were calculated using the average of existing estimates.
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the biggest ever share offering at the time; it also coincided with the October 1987
stock market crash.

Because many of the details of these sales have not previously been recorded
in scholarly works on privatization, although they are often listed as part of the
government’s privatization programme, much of the information in this explanatory
chapter is based on first hand interviews. The review of these sales provides a useful

prelude to the subsequent chapters.

Table 3.1. Proceeds and Costs from Qil Asset Sales

Proceeds Costs Remaining
(£ millions) (£ millions) Government
Shareholding (%)

British Petroleum 68
June 1977 535 20 51
November 1979 290 9.6 46

| Tuly 1981 15 7 46
September 1983 565 9.4 31.5
October 1987 5,500 137.1 0
BNOC 100
November 1982 549 11.9 48.8
August 1985 450 15 0

British Gas’ oil assets

Wytch Farm 215 2.7 N.A.
May 1984

Enterprise Oil 392 10 N.A.
June 1984

Total: 8,511 223.7 0
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3.1. British Petroleum - The First Sale

Although privatization as a phenomenon is commonly attributed to Margaret
Thatcher, it was a Labour Cabinet which made the first major sale in 1977 by selling
part of the government’s holding in BP, reducing its stake in the company from 68
to 51 per cent. Pressure for the sale stemmed from the government’s financial
difficulties in the wake of the 1973 oil crisis and mid-1970s’ global recession. The
British government was twice forced to request a loan from the IMF, in November
1975 and in the summer of 1976, in order to fund a severe balance of payments
deficit.* The IMF pressured the government to reduce its public sector borrowing
Arequirement (PSBR), suggesting targets of between £6.5 and 7 billion for 1977-78
compared with the government’s own estimate of £11.2 billion.*

The Chancellor Denis Healey lamented that the problem for all Cabinet
members was that ‘almost all of the spending cuts ran against the Labour Party’s
principles, and many also ran against ... campaign promises.’*> The Cabinet was split
over how to proceed, and selling BP shares provided a ready solution.® Joel Barnett,
then the Chief Secretary of the Treasury, explained:

If the money could be found elsewhere, all the better...it was much
more sensible to raise £500 million [actually £535 million] in this non-

* ‘When Will Old Consoles Reach 50?" Economist, 6 December 1975, p.95; ‘One Debt
Repaid, the Next One Still Not Fixed,” Economist, 11 December 1976, p.119; and Margaret
Garritsen de Vries, The International Monetary Fund, 1972-1978: Cooperation on Trial. Vol.l
Narrative and Analysis (Washington, DC: International Monetary Fund, 1985), pp.464-8.

* de Vries, The International Monetary Fund, p.471; and Joel Barnett, Inside the Treasury
(London: Andre Deutsch, 1982), p.102.

5 Denis Healey, The Time of My Life (London: Michael Joseph, 1989), p.401.

% ‘The Chancellor Proposes, the Cabinet Hopes it Disposes,” Economist, 4 December
1976, p.15; James Callaghan, Time and Chance (London: Collins, 1987), p.435; and Barnett,
Inside the Treasury, p.104.
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deflationary way, rather than to have to cut the borrowing requirement
with deflationary measures such as expenditure cuts or tax increases.’

Later, he explained: ‘We couldn’t worry about the future, it was the immediate cash
advantage that was essential, even though in the long run the revenues might have
been better.’® Even Tony Benn, the staunchest advocate of retaining the full
shareholding, finally admitted that letting the sale go ahead was preferable to further
spending cuts.’

Instead of counting this sale as revenue, the British government established the
accounting practice of recording asset sales as negative expenditure. Due to the
accounting procedure, the sales enabled the British government to lower the PSBR
£535 million more than they might otherwise have done without further domestic
spending cuts.!® The decision to accept the accounting for the BP share sale as
negative spending was not seen as very important; at the time no one foresaw the
precedent that would be set. As one senior Treasury civil servant explained, it was
a very pragmatic decision. The matter was discussed in the Treasury, and the solution
adopted was based on the fact that the recently acquired BP shares from Burmah Oil
were recorded as positive spending, and therefore the sale of BP shares should count
as negative spending.!!

The argument then became one of how much to sell and how much to cut.

" Barnett, Inside the Treasury, p.108.
8 Interview with Labour minister.

° Benn, Against the Tide, p.647 and p.653; and Tony Benn, Conflict of Interest,in Ruth
Winstone, ed. (London: Hutchinson, 1990), p.102 and p.141.

10 Interviews with Treasury civil servants and ministers. This aspect is further developed
in Chapter Seven.

! Interview with Treasury civil servant and ministers.
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Without much disagreement, the Cabinet decided to retain a 51 per cent holding,
limiting potential charges from the left that they had relinquished control of a major
state asset. Tony Benn was only minister who seemed to realize the political problems
the choice might cause Labour later on. After the sale he wrote in his diary:

We have handed some of the most valuable assets of this country to

the Shah [The National Iranian Oil Corporation was reported to be

trying to buy 1 per cent of BP shares] to the Americans and to private

shareholders, and I am ashamed to be a member of the Cabinet that

has done this...We have provided a blueprint for selling off public

assets in the future and we will have no argument against it. It is an

outrage.'?

The logistics of the sale were complicated, however, by legal action from the Burmah
Oil shareholders against the Bank of England. Although their claim was weak, the
government had to proceed with the possibility that they could lose the suit. As a
result they and could only sell the shares held by the Treasury, and not those of the
Bank of England.?

Though the government did not consult BP before the announcement of the
sale, they left BP to make the sale arrangements. Because it was at the time the
biggest share sale ever, 25 per cent of the shares were offered in the United States
in order to avoid flooding the British market. Expanding into the United States was
also important to BP, who thought that it would reduce the United States

government’s resistance to BP’s development plans in Alaska.!* In late June 1977,

17 per cent of BP’s shares, 66.8 million ordinary stock units of £1 each, were offered

2 Benn, Conflict of Interest, p.175.

¥ ‘Crude Solution,” Economist, 11 December 1976, p.119; Benn, Conflict of Interest,
p.75; and interview with BP executives.

4 Interview with BP executives.
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for sale at the price of 845p each. Because the offer was fully subscribed in Britain,
the allocation to investors in the United States was in the end reduced from 25 per
cent to 20 per cent. Preference was given to applications from occupational pension
funds, BP employees and sub-underwriters. The government’s holding was reduced
to 51 per cent, of which 30.87 per cent was held by the Treasury and 20. 13 per cent
by the Bank. The sale raised £535 million for the Exchequer. The costs for
underwriters and advisors, for this first sale, were estimated at £20 million."

In 1979, a Conservative government led by Margaret Thatcher was elected,
and soon began further sales of oil assets. As Chancellor Geoffrey Howe stated, ‘the
government was following the example set by the previous administration,”'¢ by
selling a 5.17 per cent tranche of BP stock in November 1979, which reduced the
government’s holding below the 50 per cent mark to 45.83 per cent. Just over 80
million shares of 25p each were sold in November 1979 at a price of 363p per share.
The offer was again oversubscribed and considered a success, raising £290 million.
The estimates for the costs of the sale ranged from the government’s estimate of £5.2
million to the Public Accounts Committee’s (PAC’s) estimate of £14 million.!’

The government’s holding was further diluted in August 1980 to 44.61 per

' Fraser and Wilson, Privatization, pp.51-2.

' As quoted in Fraser and Wilson, Privatization, p.52; and interpreted by privatization
scholars: George Yarrow, ‘Privatization and Economic Performance in Britain,* Carnegie-
Rochester Conference Series on Public Policy, 1989, p.309; Vickers and Yarrow,
Privatization: An Economic Analysis, p.324; and Samuel Brittan, ‘The Politics and Economics
of Privatisation,’ Polirical Quarterly, Vol.55, No.2, April/June 1984, p.109.

7 C.P. Mayer and S.A. Meadowcroft, ‘Selling Public Assets: Techniques and Financial
Implications,” Fiscal Studies, Vol.6 No.4, 1985, p.48; and Trades Union Congress, Stripping
Our Assets: The City’s Privatisation Killing (London: Trades Union Congress, May 1985),
p.19.
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cent as the result of the purchase by BP of Selection Trust.'* The government’s
holding was again reduced (to 39.04 per cent) in July 1981 when the government
ministers opted not to subscribe to a BP rights issue. Instead, the government sold
their entitlements to the 100 million shares to other shareholders at a 15p premium
of 290p per share compared to the rights issue price of 275p. The sale overshadowed
the British stock market for the month of July, and net proceeds for the government
were £8 million; £15 million total for the sale minus BP’s expenses of £7 million."”

None of these sales required legislation because they involved a publicly
traded company so they were not seen as a major policy departure either by the public
or by the politicians who later became privatization advocates.?’ BP receipts, though,
were always included in what the Conservatives later referred to as their ‘privatization
programme.’ This programme received an enormous boost in September 1983 when
the government sold a further 130 million ordinary shares of 25p each of BP at a
minimum tender price of 435p each. The sale was fully subscribed and raised £565

million, with a government estimate of £9.4 million for the costs.?

3.2. The Britoil Saga - 1982-1988

Upon entering office, the Conservative government carefully considered what

18 Fraser and Wilson, Privatisation, p.53.

1 Fraser and Wilson, Privatization, pp.52-3; Ronald Pullen, ‘BP’s Rights Issue an
Eleventh Hour Success,” Times, 17 July 1981, p.21; and ‘Hope Grows for £600 million BP
Issue,” Times, 14 July 1981, p.19.

? Nigel Lawson, The View from No.11: Memoirs of a Tory Radical (London: Bantam
Press, 1992), p.200.

2 Fraser and Wilson, Privatization, p.53; and Mayer and Meadowcroft, ‘Selling Public
Assets,’ p.48; and TUC, Stripping Our Assets, p.19.
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to do with BNOC, by gathering information and gauging public opinion. The
chairman of BNOC, Frank Kearton, meanwhile, had made it clear that he wanted to
retire as soon as possible. He was replaced by an interim chairman, Ron Utiger,
because, according to BNOC executives, the government had not yet decided what
its policy was going to be.”? In May 1980, nine months later, Philip Shelbourne, a
merchant banker from Samuel Montague who had been working on privatization ideas
with the Department of Energy (DEn), was appointed the chairman of BNOC,
marking the beginning of the government’s change in policy towards BNOC. Given
his background, the new direction for the company was obvious - privatization in one
form or another.? In 1982, BNOC became the largest privatization yet undertaken
in Britain.

The delay from the date of Shelbourne’s appointment until the sale of the first
tranche of Britoil occurred because privatization was not a clear choice. Other issues
demanded the government’s attention, including BNOC’s special privileges, and other
options were presented as alternatives such as the forward sale of oil, a bond issue
or an investment trust.”* As Sir Alistar Morton, then deputy chairman of BNOC
explained:

The ‘granny bonds,” or certified certificate bonds would be sold

through the post office. The post office called one day and said we

can’t do this, it will take us two years to train our staff. The Treasury

never understood this option, and it wasn’t much discussed...a second

option was an investment trust which would be managed by BNOC in
perpetuity, in which shares «in the trust would be sold to investors and

2 Interview with BNOC executive; and Peter Hill and Richard Evans, ‘Top Executive
Resigns form BNOC,’ Times, 31 May 1980, p.19.

B Interview with BNOC executives.

% Redwood, Going for Broke, pp.106-7; and interview with Sir Alistar Morton, 15
October 1993.
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pay dividends based on the income of the trust...I had very bad
relations with Howell, and he never seemed to understand these
proposals.?

Privatization of BNOC was first set back in 1980 when a bill submitted by the
Secretary of State for Energy, David Howell, giving the government the authority to
sell BNOC was not given Parliamentary time. The following year, the new Secretary
of State for Energy, Nigel Lawson, was almost thwarted, as Howell had been, by the
lack of legislative time. Lawson had prepared two privatization bills, one for BNOC
and one for BGC’s oil fields, but the Cabinet ruled that there was time only for one.
Instead of choosing one or the other, Lawson combined both measures into a single
bill.?® While the combination of the two bills meant presentational changes, it did
not effect the timing or the outcome of either of the privatizations.

The question then became how to sell BNOC. The BNOC board, managément
and even Shelbourne opposed splitting the company, which entailed selling the
production portion and retaining the trading operations in government ownership.
They argued that a whole company would be stronger, provided balance to the majors
in the North Sea, and offered better value for the shareholders.?” One board member
who strongly advocated keeping the company whole was Sir Denis Rooke, chairman
of BGC, whose primary concern was the precedent such a split might create for the

future treatment of BGC’s gas operations.?

Yet no one persuasively suggested how the government could regulate a

» Interview with Sir Alistar Morton, 15 October 1993,

" % Webb, ‘Energy Policy,” p.33; Lawson, The View from No.11, p.212; and interview
with Department of Energy civil servant.

7 Interview with Sir Philip Shelbourne, 18 October 1991.
% Interview with Sir Philip Shelbourne, 18 October 1991; and BGC executive.
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private company trading state oil. Though there were plans for this function to be
leased out to BNOC, they were not well developed.?” Thus, as one BNOC executive
summed it up:

BNOC had been through the difficult times, had begun to gain the

grudging respect of the industry, was making a lot of money, had

shown we could be useful, and had reconciled our different roles. We

were just beginning to gain an identity. To be faced with going private

was exciting and scary, but to be faced with splitting was very sad.

But I think if we were honest, we had to realize that it was quite

difficult to put it [the trading side] in the hands of a private entity. So,

in objecting to the split, in some senses we were objecting to

privatization.*
Another reason the government wanted to retain the trading portion was to counter
criticisms that it was relinquishing control of an important national asset.’! In the
end, Shelbourne convinced the board members that the government was the majority
shareholder and it could do with the company what it wanted. Only three BNOC
board members remained opposed, two trade unionists and Sir Denis Rooke.*
BNOC was thus split; the production operations became Britoil and the trading
operations remained BNOC.

Lawson agreed a minimum tender price with the consultation of Dundas
Hamilton, a stockbroker whose firm had no connection with the issue, who was

appointed the government’s independent adviser on pricing. This was the first time

the government had used an independent adviser. Nigel Lawson explained:

» Interview with BNOC executive.

® Interview with BNOC executive.

3 William Keegan, Mr.Lawson’s Gamble (London: Hodder & Stoughton, 1989), p.96;
Baker and Daniel, ‘BNOC and Privatisation,” p.153; and Hann, ‘The Process of
Government,” pp.258-9.

2 Interview with Sir Philip Shelbourne, 18 October 1991.
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It was, quite simply, designed to provide an extra line of defence

against a possible investigation by the parliamentary watchdog, the

Public Accounts Committee (PAC), the most powerful of all the Select

Committees, which was by this time becoming restive at the apparent

underpricing of privatization issues and consequent loss to the

taxpayer.*

The government also responded to concerns over the future of Britoil - that
it remain British and independent - by creating a special share, which became known
as a ‘golden share.’ In a letter to the chairman of Britoil, Nigel Lawson stated that
the government might

wish in the relevant circumstances to use its voting rights of the

Special Share to ensure that control of the Company remained in the

hands of an independent Board of Directors.3*

This sentiment was reinforced both in the Britoil prospectus and in Britoil’s Articles
of Association.¥

The government then sold 51 per cent of Britoil in a share offering on 19
November 1982. The share price was expensive for BNOC’s high debt/equity ratio
compared to other large oil companies, and because the new corporation was unable
to retain either the £219 million of profits or the £127 million remaining in the
National Oil Account. Foreshadowing the events of the BP share offering five years
later, the sale resulted in near disaster, as a sudden collapse in the price of oil just

before the sale made Britoil even less attractive to investors. In addition, the sale was

limited to Britain and was not offered in the largest stock market, the United

® Lawson, The View from No.11, p.220.
* Britoil, ‘Offer for Sale,” pp.16-7.

% Britoil, ‘Offer for Sale,” p.16; Britoil Articles of Association, section (a) as printed in
the Britoil, ‘Offer for Sale,” pp.60-61.
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States.*® Of the 255 million shares of 10p each on offer at a price of 219p, only
69.7 million were taken up (27 per cent of the shares put up for sale), mostly by
private investors and Britoil employees. The underwriters were forced to take up the
remaining 73 per cent or 185.3 million shares. Because it was underwritten, the
government received its guaranteed £549 million. The cost estimates ranged from £17
million by the National Audit Office (NAO) to £12.5 by the Public Accounts
Committee and £11.3 million by the government.*’

The under-subscription of the Britoil offer served as a good lesson in many
respects. First, it made the Public Accounts Committee realize that underwriting
served an important purpose, and was not just a way to give money to friends in the
City as Labour claimed; and second, it demonstrated that an independent price adviser
was helpful in deferring blame for an under-subscribed sale.* In fact, both practices
were repeated in subsequent privatizations.

The government sold its remaining 48.8 per cent interest in Britoil in August
1985, and retained only its golden share. In comparison with the first issue, the 1985
sale was straightforward and was oversubscribed. Shelbourne described it as simply
‘marvellous’.* The government reserved a portion of the 243 million shares at a

price of 185p for the markets in the United States, Canada and Europe, but the

% Britoil, ‘Offer for Sale,” p.71.

7 Max Wilkinson and Richard Tomking, ‘Out of the Valley of Death But Only Just,’
Financial Times, 31 October 1987, p.6; Martin Quinlan, ‘Britoil Sale To Go Ahead,’
Petroleum Economist, November 1982, p.449; ‘City Shuns Britoil Offer,” Petroleum
Economist, December 1982, p.510; Fraser and Wilson, Privatization, pp.28-9; Mayer and
Meadowcroft, ‘Selling Public Assets,” p.48; and TUC, Stripping Our Assets, pp.22-3.

% Lawson, The View from No.11, p.221.
¥ Interview with Sir Philip Shelbourne, 18 October 1991.
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majority (over 40 per cent) was sold to British institutional investors. The
government’s gross proceeds were £450 million, and the Financial Times estimated
the costs at £15 million.*

While Britoil proved it could survive on its own, BNOC could not. Because
the government continued to insist that the company operate on the basis of long-term
contracts in an effort to achieve the unstated policy of stabilizing oil prices, BNOC
was forced to sell on the spot market at a loss. With the decline in oil prices in 1984
and 1985 this practice quickly became both expensive and politically embarrassing.
As one Treasury civil servant complained:

It is obviously very painful for the Treasury to have a body in the

public sector buying oil at $28.65 and selling at a lower price; it gives

us very great pain, be assured of that.*!

From the point of view of BNOC, the government made too much over these losses

because the price set by BNOC was the price the government used as a tax reference

point, the higher BNOC’s price in a declining market, the less the government lost

in terms of revenues. In fact, three-fourths of the losses were gained back through

taxes which were based on (this higher) price of oil. A BNOC executive explained:
the sums involved were small compared to the total sizé, £12 million

out of billions per year traded. BNOC had always made a small profit.

It must have been embarrassing though for politicians to ask

Parliament for money to cover the losses.*

The costs were magnified because BNOC was required under the 1982 Qil and

Gas (Enterprise) Act to submit a Supplementary Estimate to Parliament for funds to

“ Interview with Sir Philip Shelbourne, 18 October 1991; Mayer and Meadowcroft,
‘Selling Public Assets,” p.48; and Fraser and Wilson, Privatization, pp.29-30.

“ As quoted in Yergin, The Prize, p.746.

“2 Interview with BNOC executive; also see ‘Doubts About State Ownership - Editorial,’
Petroleum Economist, September 1985, p.311.
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cover any losses. The losses in 1984 meant the company had to submit a
Supplementary Estimate, which led to an urgent enquiry by the House of Commons
Select Committee on Energy. As conditions worsened, BNOC lost more money and
had to repeat the process again later that year, thus making the loss of money a public
embarrassment to the government.*’

Because there was no saleable entity, legislation was introduced in March 1985
to abolish BNOC and replace it with a regulatory agency which would retain three
of BNOC'’s functions:

® custody of participation agreements,

® disposal of oil received as royalty in kind, and

® management of the government’s pipeline system.*

The government’s reasons were summarized by then Minister of State for Energy
Alick Buchanan-Smith:

We have made changes because circumstances have changed. The

situation is not the same as it was in the early 1970s, either in relation

to the oil market or to the structure of the oil industry. The Bill is a

reflection of the changes. What might have been appropriate 10 years

ago is not necessarily appropriate today.*

The Oil and Pipelines Bill was enacted on 30 October, and BNOC was formally

dissolved in March 1986. It was replaced by the Oil and Pipelines Agency (OPA),

“ Total losses for 1984 were £11 million. Lord Croham, Chairman of BNOC,
‘Chairman’s Statement,” Annual Report and Accounts, 1984, p.3-4; interview with BNOC
executive; ‘Government Pricing Role Under Review,” Petroleum Economist, January 1985,
p.24; ‘Abolition of BNOC,’ Petroleum Economist, April 1985, p.114; and Hansard
Parliamentary Debates (Commons), 18 December 1984, 13 March 1985, 14 May 1985, 15
July 198S.

“ Vickers and Yarrow, Privatization: An Economic Analysis, pp.321-2.

“ Hansard Parliamentary Debates (Commons), 15 July 1985, vol.83, col.87.
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newly created within the DEn.*

The story of Britoil and BNOC did not end in 1985. The government’s one
remaining tie to Britoil, its golden share, again ensnared the government in the
company’s affairs in late 1987 when BP initiated a takeover bid for Britoil. The
government’s position fluctuated throughout. Prime Minister Margaret Thatcher
initially stated: ‘I understand that it is a commercial transaction, and it is not for us
to interfere.’*’ Complicating matters, however, it was revealed a few days later that
Atlantic Richfield (Arco) had also begun acquiring stock in an effort to take over
Britoil. The government reversed its position on the 18th of December 1987, with a
statement from the Treasury confirming that the government would use its golden
share to prevent a takeover of Britoil.**

Ministers did not reveal how they would use the golden share, if at all, even
to the Britoil management. Thus neither Britoil nor the bidders knew whether or how
the government would prevent a transaction.*” From the accounts given by Britoil
executives, it appears that Arco was intimidated by the golden share while BP was
not, which explains why Arco agreed to sell its shares in Britoil to BP in January
1988. Then, with over 50 per cent of Britoil’s shares, BP made an offer for the
outstanding shares at 500p per share. As Britoil chairman Philip Shelbourne pointed

out, this offer was attractive to Britoil shareholders as many had bought their shares

% Fraser and Wilson, Privatization, p.31.
‘1 Hansard Parliamentary Debates (Commons), 10 December 1987, vol.124, col.582.

“ Hansard Parliamentary Debates (Commons), 16 December 1987, vol.124, col.1107,
and 11 January 1988, vol.125, col.13-6,73; and Fraser and Wilson, Privatization, p.30.

“ Interviews with Britoil and BNOC executives; and Britoil, ‘Reject BP’s Inadequate and
Unwelcome Offer,” 28 January 1988, p.10.
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in the first issue at a price of 218p per share. In fact, the Britoil share price had never
risen above its issue price until the takeover bid.*

According to some accounts, BP had acquired as much as 80 per cent of the
Britoil stock. With such a high acceptance rate by the shareholders, the government
had little choice but to allow the sale to proceed.’’ On the 23 February 1988, the
Chancellor announced that the government would not use its veto power in exchange
for certain assurances from BP regarding employment, exploration and development
of Britoil’s assets, Britoil’s Glasgow base, and the composition of the Britoil

board.*?

3.3. The Sale of British Gas’ Oil Assets

The government faced its toughest opposition from BGC. Like BP, BGC was
a large well-established company with the advantage of having a natural monopoly
on gas. BGC had the benefit of having a strong and politically well connected
chairman, Denis Rooke, who was determined to maintain BGC’s operations intact.
Not surprisingly, therefore, the BGC sales were different from the others. The
government’s tactic was to strip away oil assets, leaving BGC’s gas-related
organization and staff intact. The on-shore oil assets of Wytch Farm were sold to
another company in a trade sale, while the off-shore assets were transformed into a

new company, Enterprise Oil, and sold in a tender offer. Together, the sale of these

% Interview with Sir Philip Shelbourne, 18 October 1991.
5! Interview with Sir Philip Shelbourne, 18 October 1991.

2 Fraser and Wilson, Privatization, p.30; and Hansard Parliamentary Debates
(Commons), 8 February 1988, vol.127 col.34; and 23 February 1988, vol.128, col. 149-60.
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assets accounted for roughly 10 per cent of total British oil production.” To
minimize Rooke’s power, Lawson appointed three new board members. He recalled:
‘These three eminent businessmen could not be pushed around by anyone. They also

kept me better informed than my officials were usually able to do.”*

Wytch Farm

The management delayed the sale of Wytch Farm for two years and seven
months after the issue of the first directive, and it was in fact the longest of all
privatizations to be completed. The first oil asset sale did not need new legislation as
the field under consideration, Wytch Farm, was an on-shore oil field and was covered
under the 1972 Gas Act. The Act allowed the Secretary of State to direct the
corporation ‘to dispose of any part of their undertaking or of any assets held by
them.’®® As with the BP sale, it was left to BGC to make the arrangements for the
disposal. BGC invited tenders in July 1982. The management of BGC argued against
the sale publicly and privately and was unhelpful in the government’s efforts to gain
information and slow to act on decisions. BGC estimated that Wytch Farm was worth
£450 million, while Wood Mackenzie and Company, a stockbroker firm, gave an
independent valuation of £165.5 million. The bids received reflected Wood

Mackenzie’s estimate and did not exceed £160 million. BGC nevertheless argued that

% Webb, ‘Energy Policy,’ p.33.
5 Lawson, The View from No.11, p.214.

55 Gas Act 1972, Section 7.(2)(a); British Gas Corporation, Annual Report and Accounts,
1981-82, p.18; Hansard Parliamentary Debates (Commons), 13 March 1984, vol.56, col.354.
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a great loss would occur if the assets were sold so cheaply.*®

They also argued that the government’s directive was a punishment for
success. Since BGC discovered Wytch Farm itself, and because it was one of their
most successful finds, they could not perceive legislative reasons why the government
was forcing them to sell one of their most significant achievements.”’ They argued
that the sale would harm the national interest; specifically, the sale would damage
BGC'’s standing as a free partner in exploration and development for hydrocarbons;
it would endanger BGC’s ability to bring a sufficient level of expertise and knowledge
to the negotiation of gas contracts; it would cost the taxpayers money because a
forced sale was unlikely to realise the full value of the assets; and it would threaten
environmental disruption as the buyer would not necessarily have the same high level
of commitment to solving environmental problems as BGC.*®

Despite BGC’s protests, Secretary of State for Energy, Nigel Lawson, told
BGC in March 1983 that it would be commercially justifiable and in the national
interest to proceed.® BGC was ordered to sell its 50 per cent share in Wytch Farm
to the Dorset Group, a consortium of five independent British companies. Due to
complications, the sale did not go through until over a year later, in May 1984. The

Group agreed to pay £85 million up front, and an additional £130 million when

% Hansard Parliamentary Debates (Commons), 13 March 1984, vol.56, col.340, col.344-
6 and col.355; House of Commons Energy Select Committee, ‘Wytch Farm (Disposal of
BGC Assets) Memorandum by British Gas Corporation,’ p.v and p.xxvii.

57 Jewers, ‘We’re Not As Ditferent as Private Industry Thinks’; and James Erlichman,
‘British Gas Exceeds Targets,” Guardian, 10 June 1983.

38 House of Commons Energy Select Committee, ‘Wytch Farm (Disposal of BGC Assets)
Memorandum by British Gas Corporation,’ p.xxi-xxii.

% Hansard Parliamentary Debates (Commons), 13 March 1984, vol.56, col.346.
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production reached 20,000 b/d (production was then under 4,500 b/d, but was
predicted to reach 40,000 b/d.)™ The government’s costs for the sale were £98,388,
but the cost to BGC was about £1.75 million, which was met out of the proceeds of

the sale.®

Enterprise Oil

Like with Wytch Farm, BGC was opposed to the sale of their off-shore oil
assets. Their biggest complaint was the loss of revenue without compensation. In the
1984 Annual Report and Accounts, the company complained that the sale had ‘an
adverse effect on its [BGC’s] financial position which will continue to be felt into the
future.’s? At the same time, however, BGC was earning huge profits by this time
which the government was having difficulty getting out of the corporation.5

Some of the problems the government faced in the Wytch Farm sale were
meant to be overcome by the specific legislation in the 1982 Oil and Gas (Enterprise)
Act which gave the Secretary of State for Energy clear authority to sell BGC’s off-
shore oil assets, Enterprise Oil. While the idea of a straight trade sale was initially

considered, the option was rejected for three reasons.* First, based on the

% ‘Wytch Farm Sale Finalised,” Petroleum Economist, June 1984, p.232.

8 TUC, Stripping Our Assets, p.13; and Hansard Parliamentary Debates (Commons), 8
June 1984, vol.61, co0l.306.

% BGC, Annual Report and Accounts, 1984, p.5.

® BGC, Annual Reports and Accounts, 1982-88; and interviews with Treasury civil
servant and BGC executive.

% Dominic Lawson, ‘The Management Page: Enterprise Oil - Built from the Top Down,’
Financial Times, 18 June 1984, p.10; ‘The Lex Column: A Test for Free Enterprise,’
Financial Times, 28 June 1984, p.48; ‘A Setback for Privatisation,’ Financial Times, 29 June
1984, p.22; and interview with Department of Energy civil servant.
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assumption that the private bidder would have been an American company, the
government feared a political reaction to a transfer of oil assets overseas.® Second,
the DEn saw the opportunity to create an independent British oil company.® And
third, tax benefits afforded by the operations’ oil exploration activities would accrue
to the purchaser and would have reduced the Treasury’s net gain.® Therefore,
though several international companies approached the government to buy the blocks,
they were turned down.®®

A directive from the Secretary of State for Energy in August 1982 required
BGC to dispose of its interests in five UKCS Blocks. These blocks were incorporated
on 26 November 1982 under the name British Gas North Sea Oil Holdings Limited,
and started trading on 1 May 1983, while remaining a subsidiary of BGC. In
September 1983, all the directors of British Gas North Sea Oil Holdings Limited
resigned, and ownership was transferred to the Secretary of State, without
compensation to BGC. The name was changed to Enterprise Oil Limited, and two
managers, one from the DEn, were appointed to run the company and create an
infrastructure. In late October 1983, a second batch of BGC oil assets, interests in 20
UKCS Blocks, were incorporated under the name British Gas North Sea Oil
Exploration Acreage Limited. On 20 December 1983, these assets were acquired by
Enterprise Oil but remained under the control of the Secretary of State for Energy,

again without compensation to BGC. Enterprise was re-registered as a public

% Interview with Department of Energy civil servant; and Peter Riddell, ‘UK News:
Whitehall Unshaken by Criticism of Enterprise Oil Sale,” Financial Times, S July 1984, p.6.

% Interview with Department of Energy civil servant.
¢ Interview with Department of Energy civil servant.
% Interviews with Department of Energy civil servant and business executive.
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company in April 1984.

As a privatization candidate and a new company, Enterprise Oil faced three
risks. First, as pointed out in the prospectus, the 1983 Labour Party Conference had
passed a resolution to re-nationalize Enterprise Oil.”® Second, while the oil business
in general was risky, Enterprise Oil was in particular handicapped by the mature stage
of its fields which were set to decline after 1987, and could not guarantee new
discoveries.”! Thirdly, as a newly created company, Enterprise Oil had no track
record.

These difficulties were addressed in a number of ways. The government made
it clear that they would have no continuing involvement in Enterprise following the
sale offer, except as the holder of the ‘special share’. In all other respects the
government confirmed that Enterprise Oil would be treated in the same way as any
other private sector oil company.” The new team set out a business strategy for
Enterprise Oil which took into consideration Enterprise’s mature asset base. To give
further credibility to the company, the government agreed to contribute the earnings

from the fields since they began trading as an entity in May 1983, giving the

% Enterprise Oil, ‘Offer for Sale,” by Kleinwort Benson Limited on behalf of the
Secretary of State for Energy, September 1984, p.1 and p.19; British Gas Company, Annual
Report and Accounts, 1984, p.5; and BGC, Annual Report and Accounts, 1982-83, p.5; Ray
Dafter, ‘UK News: Enterprise Oil packaged for Sale,” Financial Times, 26 October 1983,
p-10; and Enterprise Qil, Annual Report and Accounts, 1984, p.8.

™ Enterprise Oil, ‘Offer for Sale,” p.2; also interpreted and reported by the Financial
Times as a potential risk; and ‘The Lex Column: Reward Before Enterprise,’ Financial Times,
20 June 1984, p.21.

" Enterprise Oil, ‘Offer for Sale,” p.35.

™ Enterprise Oil, ‘Offer for Sale,” p.2.
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company a significant cash resourcing, £70 million, with which to proceed.” Lastly,
although the company did not have a history, the government had been able to attract
some qualified oil professionals with individual track records who in turn were able
to set up a respected team. Enterprise did not have much trouble finding qualified
personnel. Recent takeover victims such as Gulf and Getty provided a large pool from
which to choose.”™ At the end of 1983 there were only 8 employees; in June 1984
there were 48, and by the end of 1984 there were 90 staff.” Having agreed to the
government’s objectives, given up their previous jobs and put their names on the
prospectus, the management as well as the government had a stake in the success of
Enterprise Oil as an independent entity.”

In the end another measure was added, a special share, to ensure the continued
independence of Enterprise for a limited period. The share was held by the Secretary
of State for Energy and was scheduled to be redeemed on 31 December 1988. With
this special share, the government had the ability to out-vote all shareholders in the
event any person sought to exercise or to control the exercise of more than 50 per
cent of the voting shares.” The Enterprise management saw the special share as a

necessary protection for an immature company. In order to give the government’s

™ Enterprise Oil, ‘Offer for Sale,” pp.2-3; Dominic Lawson, ‘The Management Page:
Enterprise Oil - Built from the Top Down,’ Financial Times, 18 June 1984, p.10; and Ian
Hargreaves, ‘UK News: Enterprise Oil Sizes Up Takeover Targets,” Financial Times, 13
December 1983, p.8.

™ Interviews with Department of Energy civil servants.

 Interview with Department of Energy civil servant; and Enterprise Qil, ‘Offer for Sale,’
p-12.

7 Interview with Department of Energy civil servant.
7 Enterprise Oil, ‘Offer for Sale,” p.2 and p.43.
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policy of creating a new independent oil company the chance to work, the company
needed some breathing space from predators.’

Although nine paragraphs were devoted to the provisions of the Special share,
the circumstances in which it would be used were not clear. In fact, the government’s
intentions were stated more clearly in the Financial Times:

the only circumstances where the government would exercise its

Golden Share powers would be if undesirable interests declared their

intention of taking control. A straightforward build-up of shares in the

company would not be legitimate grounds for government
intervention.”

The proposed sale was well received by the City; the consensus was that
Enterprise was worth the £520 million being tendered. By addressing the problems,
spelling out the details in the prospectus and starting a promotional campaign, the
new Enterprise Oil team overcame the potential price discounting sometimes
encountered in the flotation of new companies.’® The issue was offered only in the
United Kingdom, as the government was again sensitive to nationalistic feeling
towards the North Sea. Enterprise, on the other hand, saw limiting the sale to Britain
as a way of gaining favour with lenders in the City who they were sure to need in the
future as the company required funds. There was, therefore, no company push to

expand the offering to Europe or the United States.®

The entire shareholding in Enterprise Oil was sold on 27 June 1984; until then

™ Interviews with Department of Energy civil servants.

™ Jan Hargreaves, ‘UK News: Takeover Protection for Enterprise Oil Until 1988,
Financial Times, 14 June 1984, p.8.

% Peter Riddell, ‘UK News: Whitehall Unshaken by Criticism of Enterprise Oil Sale,’
Financial Times, 5 July 1984, p.6.

® Interview with Department of Energy civil servant; Enterprise Oil, *Offer for Sale.’
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sales of on-going companies had always carried out in parts. Though the government
had addressed many difficulties, it could not control the inherent fluctuations in the
oil industry. In this case, the collapse of the spot market price for crude oil two days
before the offering pushed the short—_term value of the stock down. There was some
discussion of delaying the issue, but there were too many forces moving the issue to
the set date, including buyers having the funds available, the timeliness of the
prospectus and the government’s privatization timetable. Since the issue had been
underwritten, Enterprise was guaranteed to be sold and the government was
guaranteed its money. Only the underwriters stood to lose.®? The government
received its £392 million for the sale, while the cost estimates ranged from £9 million
by the government to £11 million by the National Accounting Office (NAO).¥

Though the Treasury received its money, there were many problems brought
on by the decision to proceed with the sale. Due to the uncertainty in the oil market,
investors were cautious and failed to fully subscribe the issue. Interested stock
brokers waited to buy shares on the open market which was sure to be lower than the
underwritten price. In fact, only 66 per cent of the shares were subscribed in the end.
This provided a prime opportunity for a takeover bid, and just hours before the
bidding closed, Rio Tinto Zinc (RTZ, the British based international mining and
industrial group) subscribed to 49 per cent of the shares.

The dilemma for the government was whether to support the principles of free

% Interviews with Department of Energy civil servants.

® Fraser and Wilson, Privatization, p.34; ‘The Blackballing of RTZ,” Economist, 7 July
1984, p.16; Mayer and Meadowcroft, ‘Selling Public Assets,” p.48; TUC, Stripping Our
Assets, p.25.

¥ Interview with Department of Energy civil servant; Fraser and Wilson, Privatization,
p.34. :
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enterprise or to support the strategy of creating an independent British oil company.
RTZ had sought only 49 per cent of the shares for fear of invoking the government’s
special share, though 50 per cent had not been identified as a trigger.® Alistar
Frame, the chairman of RTZ, personally informed the Secretary of State for Energy,
Peter Walker, of his company’s intentions that day. As a major mining company,
Frame decided that it was not worthv ruining RTZ’s relationship with the government
with the takeover of Enterprise Oil.}® According to the Enterprise Oil management,
Walker was furious anyway. Walker believed that government intentions were sacred.
He was determined that Enterprise should remain an independent company, with the
full concordance of Enterprise Oil’s executives.?’

On June 28th, Walker announced that in keeping with the government’s
objective to make Enterprise Oil an independent British oil company, no bidder would
be allotted more than 10 per cent of the shares in the offer. The City underwriters
were thus left with 73 per cent of the 210 million Enterprise shares.®® RTZ tried yet
again with a dawn raid on 2 July 1984, when trading began for Enterprise Oil shares
on the London Stock Exchange and acquired another 5 per cent. Free trading in the
market and little investor interest in the shares meant that by July 1984 RTZ was able
to acquire 29.9 per cent of the shares (the maximum allowed by law) on the open

market for 1p above the original offer price. Yet because of the government’s golden

8 ‘A Setback for Privatisation,” Financial Times, 29 June 1984, p.22.
% Interview with business executive.
¥ Interview with Department of Energy civil servant.

% Peter Riddell, Dominic Lawson and Stefan Wagstyl, ‘Government Limit on RTZ’s
Enterprise Stake Angers City,” Financial Times, 29 June 1984.
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share, RTZ lacked full control.*

The government’s efforts to intervene in the market while simultaneously
affirming its belief in free market operations made it look inept. There was a strong
case that RTZ, a well-managed international company, would be an ideal vehicle for
expanding Britain’s presence in the world oil industry.*® The oil assets of RTZ were
estimated to be only one third the size of those of Enterprise. Even with the combined
assets, the RTZ oil company would not have been a dominant force in the North Sea
compared to the majors.” Enterprise, however, would have been controlled by a
corporation larger than BGC with international interests, and thus a mere transfer of
assets from one large corporation to another could have occurred. A takeover by RTZ
was not acceptable to a government determined to have an independent British oil
company - even if that was not what the free market offered. With the government
preventing any further acquisition of Enterprise shares, RTZ decided in December
1985 to transfer its holdings in Enterprise Oil to London and Scottish Marine Oil

(LASMO) in exchange for a 25 per cent holding in LASMO.%

3.4. The Government’s Final BP Sale
Though BP was not always considered a nationalized industry and therefore

not truly part of the government’s privatization programme, it proved useful to the

¥ Peter J. Curwen, Public Enterprise: A Modern Approach (London: Harvester
Wheatsheaf, 1986), pp.184-5; and ‘The Blackballing of RTZ,” Economist, 7 July 1984, p.16.

% ‘A Setback for Privatisation,” Financial Times, 29 June 1984, p.22.

' Dominic Lawson, ‘RTZ Bids to Lift Enterprise Qil Stake to 29.9%,” Financial Times,
3 July 1984, p.1.

% Fraser and Wilson, Privatization, p.34.
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government in that context again in 1987. As Nigel Lawson explained:

The postponement of the water flotation in July 1986 had created a gap
in the privatization timetable, and I had announced in March 1987 that
it would be replaced with the sale of the government’s remaining 31.5
per cent shareholding in BP.

The last BP sale was publicly described as part of the government’s policy to sell its
minority shareholdings in companies as and when circumstances permitted.* The
government offered BP a golden share, but was turned down, leaving BP as one of
the few privatized companies without one.*

On the crest of a booming stock market, the government decided to sell all of
its remaining shares, against the advice of BP, who argued that three tranches would
be more sensible, especially as the company needed to.raise more capital themselves
through a share issue. One BP executive explained:

We didn’t believe the market had the capacity easily to accept all those

shares. I don’t think even they [ministers] would have tried to do it

except that we had such a raging boom. BP shares were up to 440p.

We would have much preferred three tranches. We decided to offer a

new issue, and ride the back of the government. We needed to do a

rights issue; it was just tactics that we did it with the government. The

banking advice at the time was if you want to do it, you need to wrap

it all up and package it together. So we had to shift, being faced with

a dead ‘no’ from the Lady - she was going to sell the whole lot. Then,

if they believe they can sell, and the bankers believe it, why not get

our rights issue to0o.*

The combined shares made the £7 billion issue the largest ever attempted in the

% Lawson, The View from No.11, p.757.

% Hansard Parliamentary Debates (Commons), 18 March 1987, vol.112, col.1011; Peter
Riddell and Max Wilkinson, ‘Government to Sell BP Stake,” Financial Times, 19 March
1987, p.1.

% Cosmo Graham and Tony Prosser, ‘Golden Shares: Industrial Policy By Stealth?’
Public Law, Autumn 1988, p.429.

% Interview with BP .executive.
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London market.”’

Another early point of conflict between BP and the government over the sale
was over the sale’s geographical allocation of shares. BP’s strategic plan included
geographical diversification of share ownership, with the goal of having 10 per cent
of the shares held outside Britain by the end of 1987. In contrast, the government’s
policy objective was to maximize British equity ownership. The government also
realized that the inclusion of the United States market would ensure the largest return
for the Exchequer; and in the end the government allocated over 24 per cent to the
United States market, 8 per cent to Japan, and 5 per cent each to Canada and
Europe.®

The government sold 2,194 million BP shares in October 1987. Of these,
1,850 million were the government’s remaining 31% stake in the company and the
remaining 459 million were new share issues by BP. On 15 October, the government
announced the fixed price of 330p per share, (to be paid in three instalments, the first
being 120p), which was just before the October stock market crash. Between the 14th
and 27th of October, the Financial Times ordinary share index fell by 28 per cent,
and the BP share price dropped 26 per cent, from 351p to 259p. The final date for
applications for the government’s offer was 28 October at which point only 70 million
shares were applied for, 3 per cent of the total. Because the issue was underwritten,

the government again received its full £5.5 billion; and because the government had

7 Lucy Kellaway, Philip Stephens and Max Wilkinson, ‘BP Seeks £1.5 Billion In Offer
Linked to Privatisation,” Financial Times, 22 July 1987, p.1; and Hansard Parliamentary
Debates (Commons), 21 July 1987, and 21-9 October 1987; Fraser and Wilson, Privatization,
pp.53-5.

% ‘The Lex Column: BP / Comment on Plans to Internationalise Shareholder Base,’
Financial Times, 30 January 1987, p.36.
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bought BP’s new issue shares outright, BP itself received £1.5 billion. The £114
million fee to the underwriters, though large, was worthwhile in this case as virtually
all (97 per cent) of the shares were held by underwriters: 1,179 million shares in
Britain, 506 million shares in the United States, 160 million shares in Japan and 105
million shares each in Canada and Europe. The £23.1 million spent on advertising,
however, had virtually no effect in the wake of the market crash.*

The decision to sell shares in the United States caused an unforeseen problem.
Underwriters in the United States do not normally spread the risk of an issue to sub-
underwriters, so for the BP issue four American underwriters bore the whole of the
disaster themselves. The Americans, therefore, were understandably the ones who put
the most pressure on the British government to withdraw the issue.!® Bending to
pressure from the underwriters, the government finally agreed via the Bank of
England to provide a floor price of 70p for the partly paid shares (compﬁred to the
partly paid flotation price of 120p per share.) The Bank only had to buy back 38
million shares because the Kuwait Investment Office (KIO) purchased most of the
outstanding BP shares at a few pence above the floor price. By November 1987 KIO
had accumulated a 10 per cent stake in BP (nearly 600 million shares), but the KIO
gave the government assurances that it was buying the shares only as an investment,

and that it had no ambitions to control BP. By May 1988, though, KIO’s stake had

? Fraser and Wilson, Privatization, pp.53-5; Hansard Parliamentary Debates (Commons),
21 July 1987, and 21-9 October 1987; Clive Wolman, ‘Underwriting Change for State
Industry Flotations,” Financial Times, 8 September 1988, p.6; Gareth David, ‘City Floats
Toward £1 Billion Sell-off Fees,” Sunday Times, 4 December 1988; and Maurice Samuelson,
‘Share Advertising Cost £23 Million,” Financial Times, 22 January 1988, p.7.

1% Max Wilkinson and Richard Tomking, ‘Out of the Valley of Death But Only Just,’
Financial Times, 31 October 1987, p.6.
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risen to 22 per cent of BP shares.!"

The government faced a difficult problem: Should it allow the free-market to
work or should it interfere and prevent a foreign entity from buying and controlling
Britain’s largest oil company? Instead of legislating, the government chose a less
public route of referring the issue to the Monopolies and Mergers Commission
(MMC).' On October 4, 1988 the MMC ordered KIO to reduce its holdings in BP
from 21.69 per cent to 9.9 per cent. Kuwait responded with threats of retaliation
against the British government both financially and diplomatically, and also against
British individuals, banks and companies. The Kuwait government stated that it would
‘take all necessary steps to protect Kuwait’s economic interests in Britain.” Kuwait
had investments of $85 billion (£50 billion) overseas, and one fifth of that was in
Britain.'®

BP was particularly concerned over how KIO would dispose of the shares.
Although the British government extended the deadline for the reduction from one
year to three, there was still a fear that KIO would dump the shares on the market or

worse, sell them to another company who might then vie for a takeover.'® In

101 Tvan Owen, ‘Parliament and Politics, Kinnock in Clash Over BP Holdings,’ Financial
Times, 20 November 1987; Fraser and Wilson, Privatization, pp.55-6; and Hansard
Parliamentary Debates (Commons), 27-9 October 1987, 3-26 November 1987, 12-26 January
1988, 5-8 February, 4-20 May 1988, 27 October 1988, 7 December 1988, and 1 February
1989.

12 Interview with BP executive.

1% Christopher Walker, ‘Kuwaiti Press Hits at BP Stake Order,” Financial Times, 7
October 1988, p.25; and ‘Kuwait "Astonished" over BP’ Financial Times, 10 October 1988,
p-25.

14 “Two Extra Years for KIO to Cut BP Stake,” Financial Times, 17 December 1988,
p-17; and Max Wilkinson and Richard Jones, ‘Kuwait Defies British Government By Lifting
BP Stake Above 20%,’ Financial Times, 12 March 1988, p.1.
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January 1989, when KIO proposed a buy-back formula, BP was eager to accept. The
government was kept informed, but was not a party to these negotiations.
Nonetheless, in the final agreement, the government made a substantial contribution:
BP agreed to buy back KIO’s 11.7 per cent stake for £1.95 billion, and the
government provided a refund of £458 million to KIO on Advance Corporation Tax
payable on the sale of shares. KIO received 305p per share, 50p above the current
BP share price, and made 16p per share profit at a time when other share holders
were still suffering a loss from the 1987 sale.!®

The sale was a boost to BP’s independence, one of the BP management’s
primary objectives. Its chairman, Sir Peter Walters, told shareholders that the
purchase of KIO’s shares would remove any fears amongst potential investors that BP
could have been influenced by a major shareholder which was also a member of
OPEC.!% Once through this crisis, the BP management sought to distance itself

again from the British government and present itself as a truly international

company.'?”

Conclusion
This chapter set out the specifics of how the British government sold its
majority holding in BP, Britoil, Wytch Farm and Enterprise Oil in the space of 10

years, raising £8.5 billion against a minimum cost of £224 million. As the oil assets

19 “Big Kuwait Profit From BP Shares’, Financial Times, 4 January 1989, p.1; and ‘BP
Pays Kuwait £1.95 Billion for Stake,” Financial Times, 4 January 1989, p.19.

16 ‘Shareholders Support BP Buy Back,” Financial Times, 1 February 1989, p.25.
107

‘BP to Give Investors Details of Revamp,” Financial Times, 30 January 1989, p.21.
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were some of the government’s first privatizations, the process was a learning one,
particularly regarding the extent to which the nationalized industry management would
oppose the sales, the importance of safeguards such as independent pricing and
underwriting, and the uncertainty of the markets. In the next four chapters, I examine

the underlying reasons why the government sold these oil assets.
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hapter Four: Constraints and ortunities Presented by th

International System

Aggregate power-structure models developed by realists emphasize the
importance of states’ interests and argue that these interests are determined by the
state’s position in the international system. From these interests, the models predict
the general behaviour of states.! These models, however, are too crude to predict
speciﬁc domestic policy decisions. To predict more particular national policies, some
scholars have developed models that disaggregate by issues. For example, David Lake
in Power, Protection and Free Trade argues that: ‘by examining the international
economic structure, the position of a country within it, and the changes in the
structure over time, it is possible to explain and predict trade strategies.’? Rather than
using the realists’ premise that the state is a homogeneous rational actor with
definable interests and seeing policy outcomes as the direct result of a state’s position
in the international system, I view the state as a complex entity composed of
individuals and institutions, and the state’s position as one that determines a set of
parameters to policy decisions. From this perspective, international factors determine

only a range of policy options available to politicians. A strong position increases the

! Robert Keohane, ‘Theory of World Politics,” in Robert Keohane, ed., Neorealism and
Its Critics (New York: Columbia University Press, 1986), pp.180-9; Waltz, The Theory of
International Politics; and Joseph Grieco, ‘Anarchy and the Limits of Cooperation: A Realist
Critique of the Newest Liberal Institutionalism,’ International Organization, Vol.42, No.3,
Summer 1988. :

2 Lake, Power, Protection and Free Trade, pp.29-40; also see Charles Kindleberger,
‘Dominance and Leadership in the International Economy: Exploitation, Public Goods and
Free Rides, International Studies Quarterly, Vol.25, June 1981, pp.249-51; Robert Gilpin,
U.S. Power and the Multinational Corporation: The Political Economy of Foreign Direct
Investment (New York: Basic Books, 1975) p.22; and Stephen D. Krasner, ‘State Power and
the Structure of International Trade,” World Politics, Vol. 28, April 1976, p.323.
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options available to policy makers, while a weak position limits the alternatives
politicians can feasibly pursue. Other intervening variables narrow that range in a way
that cannot be predicted from international variables alone. |

Borrowing from the aggregate and disaggregate models, I develop a two

variable construct to illustrate this view of the international system (see Figure 4.1.).

Figure 4.1. A Country’s International Position

International Issue Position
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Figure 4.1,

The first \"ariable, a country’s overall power position, is an aggregate variable which
measures the state’s overall power in the international arena. Though there are many
definitions for power, in this case I use Susan Strange’s meaning where a state’s
power is determined by its ability to set the agenda and design international rules and

customs. It includes four aspects of control: security, production, credit and
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knowledge.® These can be operationalized using indexes of country’s military
expenditure, GNP per capita, allocation of IMF Special Drawing Rights (SDRs), and
rate of literacy. In these graphs I use measures for 1978.*

The second dimension, a sector specific economic variable, measures a
country’s position in a specific issue area. The key factor which determines a state’s
international issue position is the state’s position in that sector relative to other
countries.” For oil, I suggest this can be measured by the country’s level of
production as a percentage of world total.® For finance, I propose this can be
measured as the sum of a country’s total reserves and central government revenue.’

The stronger the country is in terms of the specific economic issue and the
more powerful the state, the more options are available to the state’s policy makers
and the less susceptible they are to international forces.® In this case, domestic
factors play a greater role in detemﬁning outcomes (quadrant 1). Conversely, the

weaker the state’s position, the fewer policy options are available and the more its

3 Susan Strange, States and Markets, pp.25-7. The definition of power is highly
contentious issue as there are many aspects, including short term and long term power as well
as structural and relational power. Strange’s definition is meant to be used as a first
approximation.

4 Charles Lewis Taylor and David Jodice, World Handbook of Political and Social
Indicators, Volume 1, Third Edition (London: Yale University Press, 1983), Tables 1.6, 3.6,
C-39 and 5.3.

5 Robert Keohane and Joseph Nye, Power and Interdependence: World Politics in
Transition, (Cambridge, MA: Harvard University Press, 1979); and Lake, Power, Protection
and Free Trade, pp.29-30.

S BP, Statistical Review of World Energy, 1990.

7 International Monetary Fund, International Financial Statistics Yearbook (Washington,
DC: IMF, 1986).

® Edward Morse, Modernization and Transformation of International Relations as
discussed in Gourevitch, ‘The Second Image Reversed,’ p.892.
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policy makers are constrained by international factors (quadrant 3). When a state’s
position is weak either in overall power or on a specific economic issue, the policy
options available are limited unless the strength of the state’s stronger position
compensates to provide additional options or alternatives (quadrants 2 and 4).
Inevitably, economic and political issues are linked and reinforce each other, and
OPEC serves as one such example of this. It is important to note, then, that Figure
4.1 is used only as an analytical framework.

Examples for specific issues and countries from 1976 and 1980 help to

illustrate the relative strengths and weaknesses of different countries’ positions. On

the issue of oil
’ Figure 4.2. A Country's International Qil Position
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v

overall power position,
Britain was well placed in terms of sovereignty over its oil policy (quadrant 1).
Britain’s options were limited only by the countries with a stronger international
position, in this example, the United States. Saudi Arabia was also in a strong oil
position as the world’s largest oil producer, but was not as strong overall power
position as Britain (quadrant 2). Conversely, Germany had more overall power, but,

as a major oil consumer with no domestic supplies, was weaker in terms of oil and
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had few options in terms of oil policy and fewer means to influence other countries
(quadrant 2). Mexico, Japan and Bangladesh were all weaker, both in overall power

and in terms of oil than Britain and therefore were virtually unable to influence

Britain’s oil policy.

Turning to the
& Figure 4.3. A Country’s International Finance Position
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position (see Figure
4.3). Britain’s overall power position remained the same but, its international finance
position had deteriorated so that Britain was barely remained in quadrant 1.° British
policy makers were therefore more limited in their policy options in terms of finance
than oil. This difference is obvious when the positions of the world’s strongest
financial countries are compared. Because of their strong position, Germany and the
United States were the most able to influence British government policy decisions,
with possibly some influence coming from Japan which was in a stronger financial

situation but slightly weaker overall power position. Saudi Arabia, Mexico and

® Because this label may raise the broader image of Britain as the home to one of the
world’s financial capitals, the City of London, it is important to note that the definition of
financial position here refers only to the government’s reserves and revenues, not the size of
the country’s private financial industry.
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Bangladesh were not influences due to their relatively much weaker positions
(quadrants 3 and 4).

From this view, we would expect the international financial situation and the
structure of the oil industry to have affected British politician’s decision to sell their
country’s oil assets. One of the major criticism of realists (and neo-realists) is that the
importance of international organizations is not taken into account. Neo-liberals argue
that international organizations and regimes play a substantial role in shaping the
international system and states’ options.™ Incofporating this view, I also explore the
extent membership in international organizations influenced the British government’s

decision to sell its oil assets.

4.1. International Financial Pressure on Britain

The importance of the world economy on domestic policy making is generally
recognized. Andrew Gamble stresses its impact on Britain in the late 1970s and
1980s:

Of overriding importance in shaping domestic policy in recent years

have been events in the world economy. From this perspective there

have been so far two crucial phases in the life of the Thatcher

government, determined by the slump in the world economy between

1979 and 1982, and then by the recovery between 1982 and 1987.!

Other scholars confirm the importance of the world economic situation on British

policy making in this period,”” as did the civil servants and politicians I
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interviewed.'® The world recession was such an all encompassing factor, though,
that it is difficult to determine whether it was the primary cause of different outcomes
such as privatization. In general, it is agreed that the world recession was a
contributing factor to countries’ deficits by increasing demands for public spending,
as well as decreasing government tax revenue. This background pressure was one of
the reasons why privatization emerged on national agendas throughout the world."
Its specific effect was apparent on Britain’s financial situation and the ensuing IMF
crisis in 1976-77. As one Treasury civil servant stated: the impetus for the BP sales
‘really started with the 1973-74 recession followed by the 1974-75 Labour
spending.’*®

The civil servants and politicians that I interviewed agreed that the government
would not have sold a 17 per cent shareholding in BP in 1977 if the IMF had not
imposed strict conditions on its loan to Britain in 1976.' So it is important to
understand why the IMF became involved, why the IMF focused on the Public Sector

Borrowing Requirement (PSBR) and, critically, why an asset sale was accepted as

negative spending. The details of the 1976 IMF crisis in Britain have been well
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documented elsewhere,!” although I draw on first hand interviews to supplement
these analyses.

Britain was forced to go to the IMF after experiencing large and successive
balance of payments deficits and failing to repay a six month loan to the Bank for
intemational Settlements (BIS, the central bank of Central Banks). Both the BIS and
the IMF were heavily influenced by their largest donors, the United States and
Germany, who felt that Britain’s economic problems were deeper than a temporary
insufficient cash flow. They therefore wanted the ‘excesses and lack of scruples’
corrected and structured the IMF agreements to achieve that end.!®* While it is
generally accepted that Britain had no alternative to the IMF loan, many, including
Prime Minister James Callaghan, initially thought that the government could persuade
the IMF through its leading members to lessen the severity of the conditions imposed.
Callaghan was initially bolstered by gestures of support from Germany and the United
States, but ultimately, both gave their full backing to the IMF plan."

The United States and the other industrialized countries had a self-interest in
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