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TO BE RETAINED AS TOP ENCLOSURE

Cabinet / Cabinet Committee Documents

Reference Date

E (80) 120 17.10.80
E (80) 128 3.11.80

E (80) 39" Meeting Minute 3 5.11.80
L(81)7 16.1.81

E (EA) (81) 11 20.2.81

E (EA) (81) 4™ Mtg (extract: NI Electricity Review) 26.2.81

E (EA) (81) 12 4.3.81

E (EA) (81) 13 43.81

The documents listed above, which were enclosed on this file, have been
removed and destroyed. Such documents are the responsibility of the
Cabinet Office. When released they are available in the appropriate CAB
(CABINET OFFICE) CLASSES

Signed @WD@M(&M Date 27 “une Q61

PREM Records Team




NATIONAL ECONOMIC DEVELOPMENT COUNCIL
(NEDC)

The following NEDC papers/minutes of meetings were enclosed on this
file. They have been removed and destroyed. Records from NEDC and
the National Economic Development Office are held elsewhere in The
National Archives - see series FG1, FG2, etc.

Reference Date

NEDC (80) 84
NEDC (81) 15 27.2.81

Signed %/I/O@/l(ﬂ/\ﬂ(— Date. 0 ULU\Q 011

PREM Records Team
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SCOTTISH ELECTRICITY BOARDS - TARIFF INCREASES FROM APRIL i981, ;

Thank you for your letter of March in which you comment onwﬁhgwwﬁf
points made in my letter of 1R2”February about the Scottish e p
Electricity Boards' tariff increases from April 1981. 3

You suggest that the Boards would produce more reliable fore-
casts for their EFL if the EFL was set nearer the start of the
year to which it related, perhaps in February. As you know,

we have considered this before, but decided that EFLs needed

to be set in the Autumn if they were to have a restraining
effect on wage settlements. If EFLs were set later in the

wage round, eg in February, there would be pressure to accommo-
date the going rate as set by earlier pay settlements. Further-
more, it is highly desirable to set all the EFLs at the same
time and not to delay agreement on the limit for each industry
until nearer its wage negotiating date. This is because of

the importance for public expenditure planning of knowing the
total claim by all the nationalised industries on public
expenditure. If the EFLs were agreed over a period, the
industries at the end of the Queue might find their EFL bids
judged against different and perhaps more stringent public
expenditure requirements than the industries whose EFLs were

set early in the Autumn. This would be undesirable.

For these reasons I would have difficulty in agreeing that the
two Scottish Boards' EFLs should be set in February. The s
indusiries should now accept that the setting of EFLs in the
Autumn is likely to be a regular feature of the public expendi=_L. ...
ture planning process and they ought to tailor their forecasting
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cycle with that in mind. Quite how they do this is for each
industry to decide, but it surely is important that every
industry carries out a thorough appraisal of its cash require-
ments in late Summer so that they are ready to provide sponsor
Departments in September with the necessary information for
setting the EFL. !

I welcome your agreement that the Boards have no authority to
vire between their EFLs and I am glad to see that each Board

now expects to contain its external financing requirement within
its EFL for 1981-82. ~ 1

Finally, I note that you doubt whether it will be possible to
agree the financial targets with the two Scottish Boards before
the €fid of the current financial year. This may indeed prove
to be the case, but we really ought to do everything possible
to put the two financial targets in place in the very near
future. I hope therefore that David Howell can gquickly give

you the information which you seek about the future of the
target set for the electricity supply industry in England and
Wales. :

I am sending a copy of this letter to the Prime Minister, David
Howell, Keith Joseph, Francis Pym, Nicholas Edwards and to
Sir Robert Armstrong.

LEON BRITTAN

2.
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INDUSTRIAL ENERGY PRICES: GOVERNMENT /ANNOUNCES £168M PACKAGE

A £168 million package aimed at helping large industrial energy consumers,

was announced by the Government today.

Industrial consumers of both gas and electricity will benefit. And new

incentives are offered to industry to convert costly oil-fired boilers to coal.

Main points firom the package are:

Gas: British Gas Corporation will hold the prices at which they renew

industrial contracts at present levels until Decembicr 1981.

Coal: Industry is to get Government grants to convert boilers from

oil to coal.

Electricity: The electricity supply industry in England and wales

is to offer new flexibility in its pricing arrangements.




The British Gas Corporation is not increasing renewal prices for
interruptible gas supplies from their December 1980 level despite recent fuel oil

price rises.

The new measures anrounced today will extend the relaxation of industrial
pricing policy introduced last year and will be particularly heloful to large

and energy intensive users. Under the new measures:

. renewal prices for all gas purchased on contract by industrial

customers will be held at their present levels until December 1, 1981

. the existing provision for price escalation of 1p/therm per quarter
in firm gas contracts (ie gas supplied on a continuous basis) will not

be applied in the-period to December 1, 1981.

The Government is adjusting the previously published 1981/82 External

Financing Limit for the British Gas Corporation of minus £%90 million by £73 million.

Coal

The Government is committing £50 million over two years for grants to
industry towards the eligible cost of converting boilers from oil to coal. Coal
is the cheapest fuel for bulk industrial use and today's move will help industry
~ take advantage of this. Expenditure in 1981/82 will be found from the Contingency
Reserve. The Government is consulting urgently with the European Commission, NCB,
NUM, Boiler-making industry and other interested bodies about details of the

scheme which will be announced as scon as possible.

Electricitx

The package for large industrial electricity consumers is:

. The electricity supply industry in England and Wales will offer a new
arrangement to customers who can take advantage of load management
terms. This will mean that larger industrial consumers who can adjust

their demand at short notice can cut their electricity costs.

Additional flexibility will be introduced by area boards into their
special agreements with industrial customers with the aim of reducing

as far as possible the impact of rising electricity costs.
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These measures could yield benefits of up to eight per cent on costs
to some large industrial consumers. They will affect the industry's ability
to meet its financial target and the Government is adjusting its 1981/82

External Financing Limit of minus £210 million by £45 million.

At the request of the Energy Secretary, the supply industry has been reviewing
the bulk supply tariff under which the CEGB supplies power to area boards.

The position of large consumers is being covered in this review.

Measures already in operation

Today's moves are additional to steps which have already been taken by the
gas and electricity industries over the past year to assist their customers.

The measures already in force are:

. BGC has relaxed its market related pricing for existing firm gas

customers. The renewal price is currently some 70% of the gas oil price.

Tn the case of firm gas consumers who are on new three year contracts

at higher prices BGC has arranged that the price will fall to the

general firm contract renewal level after the first year of the contract.

Area Electricity Boards have been taking an active role in ensuring
that their industrial customers obtain maximum benefit from the

flexibility availabile in existing tariffs.

Background

1. The measures announced today follow the Government's consideration of the
NEDC Energy Task Force's report, published on March 4. This found that, while
prices for the vast majority of industrial customers remain in line with Europe,
a limited but important number of large users of electricity and gas are paying
more for supplies than competitors on the Continent. It also drew attention to
industry's difficulties during the recession in finding the capital to convert
equipment to coal use. -

5. Ministers have made clear that the Government remains committed to economic
pricing of energy and that it would not be appropriate to base prices on cost
structures in other countries or adjust them to take account of fluctuations in
exchange rate. The Task Force found that these were major causes of disparity
for large users.

%, BGC's renewal prices for the first quarter of 1981were 29p/therm for firm gas
and about 24p/therm for interruptible gas. BGC planned to raise the firm gas
renewal price by quarterly stages to %2p/therm in September 1981. Existing firm
gas contracts provide for an escalation in price by 1p/therm a quarter to keep

in line with this planned renewal price. Since the renewal price is now to be
held, this provision will not now be applied in the period to December 1, 1981.
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I have naturally been following closely the work of the Neddy
Task Force on this matter, and the reports of the meeting of
the NEDC which you chaired yesterday. The two most vulnerable
industries - fishing and the glasshouse sector - are my
particular concern,

Three things strike me forcibly:-

1 Those two industries are considerably more
energy intensive than any other major sector
(for convenience I enclose table 2 of the

Task Force's report).

The report acknowledges that these two industries,
apparently alone, suffer additionally because
their European competitors are either directly
subsidised or, as in the case of Dutch gas, pay
uneconomically low prices (the latfer despite

the fact that the Commission have found the

Dutch policy on gas prices for horticulture to be
in breach of the Treaty of Rome).

I am not privy to your thinking, but there is

much speculation that the Government is thinking

in terms of action on the excise duty on fuel

0oils for industry and on the re-structuring of

gas and electricity tariffs to major industrial
users, Neither measure would offer any alleviation
to horticulture or the fishing industry, which do
not pay the excise duty on fuel oils nor are major
users of gas and electricity,.




%

I fully share the view that the rlght answer is to stop our
European competitors from subsidising energy costs. As far

as the glasshouse industry is concerned, I have been pressing
Brussels to take action on this for the best part of the past
year; but despite the Commission's findings against the Dutch

‘and the fact that they started legal proceedings some four

months ago, nothing has happened and it would be qulte unrealistic
to expect early effective action in Brussels. In the meantime
much of these two industries, already in a critical condition by
this distortion of competition, could be going out of business.

If the Government were to take action which benefitted other
sectors of industry but not' these two, it would add insult to
injury. Already they are very restive and the situation would
become impossible. My officials are ready to start work at
once with yours on what relief can be offered to the glasshouse
and fisheries industries parallel to anything being offered to
the other energy intensive industries.

I am sending copies of this letter to the Prime Minister,

David Howell, the other members of E Committee, George Younger,
Nicholas Edwards and Humphrey Atkins,

PETER WALKER
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The Rt Hon Leon Brltban QC MP

Chief Secretary

HM Treasury

Treasury Chambers

Parliament Street <

LONDON  SWA1 March 1981
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SCOTTISH ELECTRICITY BOARDS - TARIFF INCREASES FROM APRIL 41981

Thank you for your letter of 12 February about the Scottish Electricity
Boards' forthcoming tariff increases. I have also seen David Howell's
letter to you of 23% Fﬁbruary

I agree that it is unsatisfactory that the Boards' EFLs should have
been set on the basis of out-of-date information. This problem is
however likely to recur as long as the Boards adhere to their present
budgeting timetable and their EFLs continue to be set in November.

The Boards' annual budgeting exercise is geared to producing medium-ternm
investment and financing proposals for submission to our respective
Departments in February, which means that until December at the earliest
they have no precise estimates of expenditure and income for the
following year, while we require such estimates by the end of September
for the purpose of setting EFLs. I think the Boards would resist
strongly any proposal that they should advance their long-standing
timetable by the necessary three months, because it would make their
budgets that much less reliable, and such a change would also mean that
their investment and financing review forecasts would be nearly a year
out of date by the time we considered them collectively. We therefore
have to fall back, for EFL purposes, on asking the Boards to review

in the early autumn, during the preliminary stages of their annual
budgeting exercise, their earlier forecasts for the following year.

This review inevitably produces unreliable results, firstly because

the Boards do not have the manpower resources to conduct a comprehensive
review at that stage, secondly because key information such as load

and capital expenditure forecasts is not available and thlrdlj hbcduce
forecasting external financing requlrpmento 18 months ghead ig an
intrinsically hazardous task. It is worth mentioning in passlng

that the industry in England and Wales appears also to have teen :
afflicted by uncertainty since its forthcoming tariff increase is 1%
higher than that assumed for the purpose of setting EFLs last November.

I have suggested iu Ue past gl Lhe solullon Lo LIS recurliuyg provle
lies in setting the Boards' EFLs nearer the start of the year to which
they relate, perhaps in February. In this way we could take into
account the outcome of the Boards' annual review of their budgets, while
still fixing the EFLs well in advance of the settlement dates for the




electricity industry's pay negotiations. The only argument for the
present timetable seems to be that of preserving uniformity for all
the nationalised industries, which I would regard as increasingly
questionable now that, for instance, the settlement dates for the NUM
and for the majority of the electricity unions are 5 months apart.

Turning to the other points in your letter, I accept that the Boards
have no authority to vire between their EFLs, although you will
appreciate that, because of their joint generating arrangements, changes
in their generation budgets can have the effect of reducing one Board's
external financing requirement at the expense of the other Board. I can
now confirm, however, that on the basis of the proposed 11% average tariff
increase each Board expects to contain its external financing requirement
within its EFL for 1981/82. Discussion between our officials on the
Boards' proposed financial targets has been help up to some extent
because of uncertainty over the future of the target set for the
electricity supply industry in England and Wales. I understand that

the proposed 1%% tariff -increase takes the industry significantly below
its "target path" for 1981/82 and I would be grateful if David Howell
could let me know whether he has any plans to revise the target on

this account. In view of the complex problems concerning pricing

policy for the Scottish Boards which I explained in my letter to John
Biffen of 4 August I am doubtful whether it will be possible to agree
targets with the Boards before the end of the current financial year.

I accept, however, that targets must be in place long before we come to
consider the Boards' next tariff increase proposals and my officials
will be in touch with yours on this issue in the near future.

I am copying this letter to the recipients of yours.

GeUkwE: TOUNGER




SECRETARY OF STATE FOR ENERGY
THAMES HOUSE SOUTH
MILLBANK LONDON SWIP 4QJ %

01 211 6402

T P Lankester Esq

Private Secretary to the
Prime Minister

10 Downing Street

LONDON
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NEDO TASK FORCE ON ENERGY PRICES

As foreshadowed in my Secretary of State's letter of 25 February
to the Prime Minister I enclose a final version of the Task
Force's report, which will be considered by the NEDC on 4 March.
It will be published after the Council meeting.

I am sending copies of this letter to the Private Secretaries
to other members of E and to the Secretaries of State for
Scotland and Wales, Sir Robert Armstrong and Mr Ibbs.
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NEDC ENERGY TASK FORCE

REPORT ON INDUSTRIAL ENERGY PRICES

A  CONCLUSIONS

1. This has been an exercise of great difficulty and complexity. We have
examined all the available information which industrial consumers and the
energy supply industries have been adble to provide. In some areas it has
been possible to reach reasonably soundly based conclusions on representative
comparisons. In other areas the information base for establishing up %0 date
and representative price relativities has been less firm. We have attempted
to reach an agreed judgement, but where this has not been possible differences

are recorded.
2. Our general conclusions are that:

(a) Prices of electricity and gzas to over 935 per cent of individual
industrial customers remain broadly in line with those on the
Continent. These, however, account by volume for some 50 per cent
of industrial electricity consumption and 15 per cent of 1ndustr1al

gas consumption.

For an important group of energy-intensive users (representing
some of the remaining 50 per cent of industrial electricity and

a significant proportion of gas by volume) UK gas and electricity
prices had moved significantly ahead of those being charged to some
major competitors on the Continent by the end of 1980. This
situation continues. Heavy fuel oil was cheaper to Continental
competitors for most of 1980, though the position had improved

by the end of the year but remains volatile, These develoovments

have worsened the competitive position of this zroup of users.
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While the conclusions of (a) and (b) are agreed to represent
the bulk of the situation, there is a grey area between the two

categories on which we have not reached conclusions.

The causes of disparity are not uniform fuel by fuel, or country

by country, out they include:

(1) exchange rate movements which have dominated the last year.

(i1) enerzy resource differences between countries, whether

stemming from natural endowment or enerzy programmes.

(iii) differences in market structures and pricing practice.

OQur conclusions on the indiwvidual fuels are as follows.
0il

UK industrial oil product prices were higher than those prevailing
the Continent for most of 1980 though recently heavy fuel oil has been
line, but the position remains volatile. This was attributable to both:

(1) the level of taxation on derv and fuel oil

(ii)  the structure of the UK oil products market and,
particularly for fuel oil, relative isolation from the

Rotterdam spot market.

Gas

5. For the vast majority of industrial gas consumers, as indicated in
paragraph 2(a) above, prices remained broadly in line throughout the year.
The ranges of industirial gas prices being charged in Britain and on the
Continent were similar in mid-1980. There are, however, differences between
BGC and consumers on the disparities, positive or negative, experienced

by large UK consumers in this period. By the end of the year zas price
disparities with Burope had emerged for these larze users which on average

are estimated by the secretariat to be of the order of 2-3p a therm (10 per

cent) for interruptidle gas and 3-5p a therm (10-20 per cent) for firm zas.
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If these figures are weighted to reflect the proportionate usage between
firm and interruptible this represents'an average cost disadvantage of
10-15 per cent. Many industrial consumers bdelieve these- ranges to be low
and report individual cases where disparities are significantly greater..

BGC consider that many customers will face smaller disparities than indicated

in the ranges.
6. These disparifies have been due to:

(i) the continued hardening of sterling against other

Buropean currencies.
the linkage of interruptible gas prices to fuel oil.

the renewal price levels set for UK firm gas from
September 1980.
There is disagreement between BGC and consumers on the

impact and degree of the linkage bYetween firm gas and

gas 0il or other oil products in different countries.

Coal

7. At current price relativities UK steam coal is broadly competitive with
imports for most ‘users, though this is not necessarily the case for volume

users at coastal sites. Other ZEC countries su’ sidise their home production

by at least £30 a tonne more than does the UK. This has the effect of making

higher cost coal than the UK's competitive with imports.

Foundry Coke

8. UK foundry coke prices are some 30% higher than in the rest of Zurope.
The reasons are:

(1) exchange rate which has pushed up relative costs.

(11) the degree of subsidisation existinz elsewnere.

(iii) +the problems National Smokeless Fuels Ltd face in
ad justing to a reduced size of market and their requirement

to recover costs through prices without recourse to NCB.
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Electricity

9. Industrial electricity prices in England and Wales to most consumers
remain in line with those on the Continent. Large, mainly high load factor
users, however, face important disparities particularly in relation to France
and Germany (a wide range of disparit;es from 10-35% or more). The reasons

are:

(1) exchange rate factors.

(ii) France's greater hydro—electric resource endowment and
growing reliance on nuclear power and Germany's cheap brown

coal resource.

(iii) the structure of German pricing which favours large,

especially high load factor consumers.

(iv) the existence in some Continental countries, notably Germany,

.of favourable special contracts for large users.

NORTHERN IRELAND

10. Industry in Northern Ireland faces additional disparities for fuels
other than electricity. Industrial energy costs are some 7% higher than for

the UK as a wnole.

OTHER COUNTRIES

11. While the above comparisons have concentrated on the position of large UK
energzy intensive users compared with the rest of the Zuropean Community,

many of these consumers face strong competition from outside the EEC. Some
of these competitors appear to have overcome enerzy supply disadvantages
greater than our own (Japan). Energy costs in other countries are
significantly lower for rescurce reasons e.g. Scandinavia (nydro power) or
North America (stripmined coal and hydro power). In addition there are major

enerzy price distortions in the United States and Canada.




Restricted

REPORT ?

B INTRODUCTION

T The Task Force was established by the National Economic Development
Council at its meeting on 7 January. Our objective has been to concert a

common view on disparities in the price of energy to industrial consumers in

the UK and elsewhere: —The membership of the Task Force is at Annex A.

Method of Werking

2. Our work has concentrated on the problems of the enerzy inten§ive
industries and on resolving outstanding differences of view. We have
attempted, in particular, to form a common assessment of relative energy
prices for fuel use in the UK and the other main European Community countries
and to identify reasons for disparities found. The facts aboui comparative
enerzy prices in North America and Scandinavia are not in dispute. These
disparities remain of acute concern, especially for certain sectors of British

industry, and we deal with them at paragraphs 5- 6 below.

3l Detailed discussions have taken place with each of .the main fuel
industries ané with the trade associations and representatives of the energ
intensive industries who have collected data on comparative enerzgy prices

over recent months. A list of those from whom we have taken oral esvidence

is at Annex B. The Task Force itself has met five times to consider the
evidence and prepare this report. As é result of these discussions a
considerable measure of agreement as %o matters of fact has been achieved.

We are grateful to all concerned, consumers and suppliers, for the considerable
efforts they have devoted to this work at short notice and for the information

they have provided, much of it of a2 commercially confidential nature.

UK Industrial Fuel Market

ds Industry accounts for nearly 40% of final energy consumption in the UK
(heat supplied basis). Consumption statistics by fuel are at Table 1. The
main fuels zenerslly used, in order of their share of the marke

(mainly fuel oil and zas o0il), natural gas, electricity and solid

and coks). Industrial process uses depend principally on elec

as and gas oil, The alternative fuels for tulk heating and s
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are fuel oil, natural ges and coal. In the iron and steel sector, nowever,
the most important fuel is coke, followed by oil, electricity, and natural
gas. In the steel industry low sulphur heavy fuel oil, gas oil and gas are

alternative fuels for furnace use.

5. Because oil and natural gas are close substitutes over a range of

uses, the price and availability of the one exercise an important influence

on the other. In the 1970s oil's share of the indusirial market has been in
decline as a consequence of both rising crude oil prices and strong competition
from natural gas. We have now reached the point at which the rate of increase
in natural gas supply has, at least temporarily, slowed. This means that
natural gas' role as price setter in the markets where it competes with

fuel oil and gas oil has diminished correspondingly. The result has teen 10
ease pressure on prices of the two oil products and, in turn, to influence

natural gas prices upwards as consumers seek to move from oil to gas.

6. Coal, which is today the cheapest and most readily available fuel for
bulk industrial use, is not yet successfully penetrating this market. Cne
important factor is the capital cost of converting egquipment to coal use.
Although 3 year paybacks are obtainable in many cases, investment frequently
cannot e funded during the recession and is not taking place. Similar
liquidity constraints apply to other conversions e.z. installing oil/gas dual

firing or switching from zas to fuel oil

Enerzy Costs and Operating Costs

T Enerzy costs represent only 4-5% of total operatingz costs on average

for British industry. But in enerzy intensive manufacturing sectors (Table 2)
this proportion can rise 1o nearly 20%. - Shares of total costs, including capital
will be smaller. But within these sectors the propertion for individual

nighly enerzy intensive processes can be higher still, For example, in

chlorine production, energy cosis can acecount for as much as 60% of total cost.

In the fishing industry energy costs represent about 3C%h of total operating
cost and in glasshouse norticulture 40%. More detailed sectoral aspects

arising from discussions with the more energy intensive users are discussed

at Annex C.
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Exchange Rate

8. Exchange rate movements have dominated the last year. During 1980, as

debate about energy prices has grown, sterling appreciated by 5% against

the US dollar, by 18% against the French franc, by 23% against the Deutschmark
and by 25% against the Italian lira. Higher UK inflation means that
appreciation in the "real" exchange rate against France and Germany was greater
still. The effect of the stronger pound on the different fuels differs:

0il, both North Sea and imported, is priced in dollars and,

for a ziven percentage rise in the dollar based cost of crude,
sterling oil product prices could be expected to increase by

less than their equivalents in other currency. (Conversely

others' greater'local currency increases wiil reduce when expressed

in sterling).

Natural gas prices are influenced through their links to o0il
product prices and so by differences between countries both in

the level of oil prices and the pace at which zas prices follow o1 L%

The costs and prices of electricity and coal are largely determined
in local currency and will vary between countries, when compared

in a common currency, in line with exchange rate movements, within
the limits of the influence exerted on local coal prices by the

price of imported coal.
9. These effects are dealt with in the individual fuel sections below.

C OIL

Incidence and Size of Disvarities

10, Figures 1-5 attached show relative pre-iax prices for the main oil
products, petrol, derv, gas ocil and fuel oil, in the UK, France, Cermany,
Italy and the Netherlands. Table 3 gives a comparison of taxes and duties.
Figures 6-10 illustrate relative post-tax prices for the same croducts and
countries. An EEC price comparison for neavy fuel oil (which was not designed

for comparative purposes but accerds with consumer data) is at Table 4.
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11. As is evident, UK tax on fuel oil and derv is higher than the other

countries', on gas oil around average and on petrol below average. UK net

product prices were, until 1979, about average "across the barrel" (a2ll

products) - with the UK paying less for its petrol, slightly more for its

derv and gas o0il than others and around average for its fuel oil. But in

1979 and, more markedly, 1980 net price relativities altered. During 1980

we were paying more, pre-tax, across the barrel for most of the year than

the other countries shown (Figure 1). Among the individual products this

was true of derv (Figure 3) and zas oil (Figure 4). In the case of fuel oil
(Fizure 5) UK pre-tax prices were below others' at the beginning and end of

the year but for nine months during 1980 were higher than elsewhere. UK net
petrol prices (Figure 2) have been around or slightly above other countries'
instead of, as pre-1979, éonsistently below., In January 1981 the oil companies -
increased UK prices for various products by lp/litre. This represented an
increase of about .10% on fuel oil and 4% on petrol (11% and 7% pre-tax
respectively). Price increases in other European countries have also been
working through following the last OPEC crude oil price increase and, on

fuel ocil (pre-tax), the UK is currently in the lower part of the Zuropean range,

though the situation remains volatile.

12. Neither the horticulture industry (which-uses fuel-oil) nor the trawler

industry (which uses gas o0il and ma.'ine diesel oil: Table 5) pay duty. But
both are adversely affected, apart from net price relativities, by fuel
subsidies which certain other European Community Govermments provide to their
competitors. Low sulphur heavy fuel oil is a relatively small, quality
sensitive market in the UK compared with the Continent. It is of particular
importance to the steel industry which is a bulk buyer. User evidence

(Table 6) suzzests UK consumers of this product may be at a more rezular
price disadvantage vis a vis the Continent than the majority of indusirial

consumers who take high sulphur heavy fuel oil.

13. Divergent prices for oil products, particularly derv, zas oil and fuel
oil, affect the competitiveness of British industry directly through its
fuel bill, indirectly through its transport costs and through effects on
the demand for industry's output. Price relativities for fuel oil and, to
a lesser extent, gzas oil are also important for their indirect effect on
natural gas prices. Interruptidle gas prices are linked to the price of

heavy fuel oil and firm gas prices are partly related to the price of zas oil.,
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Reasons for Disparity

14. These adverse price relativities came about during a period in which

sterling was appreciating against the US dollar. Crude oil costs account for

some 85% of total oil product costs across the barrel and, other things

being equal, UK Product prices overall could be expected to rise more

slowly than other countries'! in local currency terms. Several factors

contributed to the actual direction of eventis:

(2)

the refining and distritution of oil products (as distinct

from the winning of crude 0il) is currently reported a loss making
activity for a mumber of companies here and on the Continent. If,
as has been suggested to us, there are differences in the degree
of unprofitability between the UK and Hurope this may, in turn,
partly reflect the working of price controls in European

countries other than the UK and Germany.

the UK market for the heavier products has traditionally been
a fairly self-contained contract market, with relatively little
spot purchase and sale, aggressive purchasing by consumers or
competitive activity by independents’'as on the Continent and
particularly the area served by the Rotterdam spot market, UK
contracts include certa‘n services not normally provided with

spot sales. The system has served reasonably well during stable

times in the past. In periods of crisis it offers some security

of price but camnot finally ensure a supply. Conversely, when
prices elsewhere are slack, the UK contract price is slow to
follow. There are costs as well as benefits at stake in moving

to greater reliance on spot supplies, but in the circumsiances

of today's oil markets some larger users are beginning to see
investment in storage and means of importing product as a necessary
form of insurance. There is also scope for more flexible pricing
arrangzements with suppliers and some companies have indicated

willingness to discuss these.

there are differences in individual companies' cost structure
and access to cheaper Saudi crude. Greater reliance on nizgher

value North Sea crude means more increase in input costs, though
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the consumer sees no advantage to himself from this. The mix

of products sold has also tilted away from heavier and towards
lizhter products more rapidly in the UK than elsewhere: the
companies see fuel oil in particular (sales of which have continued
to decline) increasingly as a feedstock for obtaining higher

value products by secondary refining. Users, on the other hand,

are mainly conscicus,.despite the presence of a number of suppliers .
in the market place, of being ultimately dependent on a smaller
number of UK refinery sources and of the floor to net prices which
the present structure of the market and the facts of geography can

set.

there are also differences in transport and distribution costs,

particularly compared with the Rotterdam hinterland where delivery

can be made by barge.

the duty on heavy fuel oil and the level of competition from

natural gas.

in the petrol market competition in the UK has in the past been
keener than on'the Continent. But independent iraders suffered
during the. period of supply disruptioﬁg when spot prices were
high. O0il companies also report improved cost-—effectiveness in
distribution and retailing and increased competitive activity,

compared with the past, in Continental petrol markets.
D. GAS

15, Fizures 11-16 present the material we have obtained from the British

Gas Corporation (3GC) and consumers én‘ﬁhe course of zas

prices in Britain, Belgium, France, Germany, Italy and the Netasrlands
during 1980. Table 7 sets out the picture for larger consumers in ihe range
1-10 million therms a year. Table 8 shows average gas prices in earlier
years. We have not dealt with gas sold for feedstock purposes which accounts
for 15% of total sales.




Restricted

ik

16. We have had particular difficulties in arriving at representative

comparisons for gas. These arise for several reasons:

(é) Until July 1980 BGC sold most gas to industry on contract

with only one annual price variation. This contrasts.with practice
on the Continent where price variations (on tariff or in Germany
under contract) are more frequent, six-monthly, quarterly or even
monthly. During the rapid price changes of the past year this
has meant a much wider span of prices being paid by individual
firms within Brifain and a zreater gap between renewal prices

of contracts, as they came up for renewal, and average prices
than is general in those EC countries where gas is sold on tariff.
BGC have since moved to quarterly escalation of lp/fherm for
renewed firm gas contracts and renewzal terms for interruptible
contracts which involve a price increase of lp/therm after the
first quarter which then runs for the remaining nine months of

the year.

Cur basic comparison has bteen between "firm" (i.e. with no agreed
discontinuity of supply) and "firm" and "interruptible" and
"interruptible" here and on the Continent. However, the prevalence

of the two types of contract varies between countries. "Interruptibdle”
also means different things in different countries. In Britain '
it means provision for dual firing with fuel oil and liability

limited to up to 60-90 days interruption during the year. 1In

France and Italy it means liability +to indefinite interruption

and in France interruptibdle supplies were, reportedly, discontinued

for four months last summer. "Strategic interruptitle supplies

in France are currently priced at the firm zas level. Firm zzs
consumers in the UK whose alternative fuel is fuel oil have the

option of installing dual firing or switching to fuel oil but there

are liquidity problems in funding capital costs during the recession.
(=] =]

We have received confliciing reports about the position in CGermany.
BGC understand that the German sgas utilities are pricing gas at

the price of the alternative fuel (gas o0il or fuel oil) and expect
to have phased out all existing firm gas contracts at lower prices

where tne alternative fuel is fuel oil or coal by the end of 1982.
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Users' information is that progress towards this objective will
in practice be slower - they have given examples of firm gas
contracts at fuel oil linked prices which run for longer pericds.
This leads to differences in interpretation about where
representative prices lie within the range of prices currently

being charged.

In France gas prices vary depending on whether consumers are
supplied direct from the main transmission artery, from spurs off
it or further local distribution systems. The additional charges
are up to 15% for spur supplies and a further 10% for smaller
networks. These are maximum figures., GCaz de France have ceased
offering new firm gas supplies, except in special cases where

it can be demonstrated that no other fuel can be used. In France

customers have to pay the cost of connection.

-

x Y : g o S s o)

Incidence and Size of Disvarities

17. The majority (some 95%) of BGC's 75,000 industrial zas consumers buy

gas on tariff but account for cnly about 15% of total indusirial gas
consumption for energy purposes. Among the remaining 5,000 or so customers’
the median level of consumption during 1980 was about 300,000 therms a year

and we have not attempted to reach conclusions on this class of consumer.

18. Our work has concentrated on those largze consumers who take over 1
million therms a year and account for about 70% of total industrial consumption
for energy use. Table 7 indicates that the ranges of prices being charged

to these consumers here and on the Continent were similar in mid-1380.

Reports from enerzgy intensive users (drawing on the CIFIC survey for the
chemical sector and the IMR report for the steel sector) are that prices

to competitors in a number of Continental countries lay in or below the

lower part of the range and that there were disparities for their industries

at that stage. BGC's information, on the other hand, is that prices to
equivalent consumers elsewhere were more broadly spread within the ranges

and were in line with our own.
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19. By late in the year, however, Britain had moved ahead of other EC
countries - Germany being an exception in some respects to the general
picture - on both firm and interruptible prices. Gas price disparities

with Europe for these large users on average are estimated by the Secretariat
$0 be of the order of 2-3p/therm (10%) for interruptible gas and 3~5p/therm
(10-20%) for firm gas. Many industrial customers believe these ranges to be
low and report individual cases where disparities are significantly greater.
BGC'consider that many customers will face smaller disparities than indicated
in the ranges. A comparison for gas purchased by the steel in ustry is at
Table 9, although agreement between the parties could not be achieved in the
time available; BGC do not accept the figures as representative for the

steel industry.

20. In Britain two thirds of consumption at levels above 1 million therms
takes place on interruptible terms. In the paper and board industry over

90% of zas consumed and in the chemical sector 70% is interruptible. For the
‘steel sector as a whole 35% of total consumption - and 40% of the British

Steel Corporation's - is on interruptible terms. On the Continent, by contrast,
many more larger gas consumers take firm gas. On a basis of weighted average
costs for users in Britain taking above 1 million therms a year the weighted
average cost was about 20.5p/therm in mid-1980 and about‘22.7p/therm by
November. It has not been possible to determine similarAaverage costs for
Continental countries and consumers stress this is necessary for a valid
comparison. If, however, the figures in the previous parasraph are weighted,
allowingz for the costs of dual firing to take interruptible gas, to reflect

the proportionate usage between firm and interruptible,the Secretariai estimate

this represents an average cost disadvantage of 10-15%.

Reasons for Disparity

21. A major factor has been the continued hardening of sterling against the
main Community currencies. By the end of the year 2 Continental consumer

was, in his own terms, (i.e. local currency held at mid year exchange rate),

paying about 3p/therm (15%) more for his gas than he had been paying in

the summer. But as Figures 12-16 show, the actual sterling level of these

prices was the same as, or lower than, in the summer.
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2. Another factor lies in the oil market, in the quantities of fuel oil
and gas seeking new bulk heat business and in the inter-relationship

between fuel oil and interruptible gas prices. There is a difference of
opinion between consumers and producers as to the degree of competition
between the two fuels. The adverse relativity between UK and others' net
fuel oil prices, to which must be added differences in duty, has contributed
importantly to raising UK interruptidle gas prices ahead of those elsewhere.

23, In the dase of firm ges, the influence of oil prices has deen much
less direct. BGC have, for some time now, set firm gas renewal prices at
discretionary levels short of the full gas oil price (currently about 70%).
The sterling prices set, however, have, as they have been progressively
applied, taken together with actual exchange rate movements, had z cumulative
effect in placing major British firm gas consumers at a disadvantage vis a
vis many Community competitors. In part this also reflects the longer lags
with which gas prices in some countries on the Continent respond'tb ma.jor
oil price change. Consumers believe that in many Community countries

firm gas prices are in practice related to fuel oil prices. BGC say that
in Germeny firm gas is increasingly related fo gas oil and that in other
countries it is indexed to, but not necessarily equivalent to, the fuel

oil price, often carrying a premium above fuel o0il. We have not attempted

to form a view on gas price prospects for 1981,

24. It has also been clear in considering gas price ccmparisons that there
are structural differences between enerzy intensive industry in the UK and
elsewhere. This is particularly so in relation to Germany where indusiry
is more concentrated, both geographically and in terms of size of plant and
demand for gas. There are also historic links between the enerzy supply and
energy intensive consuming industries in the Ruhr, originating for example -
in coke oven use both for steel and gas manufaciure, of a kind that once

existed in Britain out no longer. survive.

E COAL AND COKE

Coal

25, Coal is today used predominantly in power stations in the UK (see Table 1)
and to a lesser extent in the rest of Furope (Table 17). The UK indust

market for direct coal use currently consumes less than 10 million tonnes a
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year. We have the cheapest indigenously produced coal in the European
Community. EEC rules only allow subsidisation down %o the level of the
imported price of coal. Other countries both subsidise their home production
more heavily and import more from third countries. Government aids to
indigenous production in the Community are listed in Table 10: total aid

to coal in Germany is £36/tonne, in France £66 /tome and in Belgium £106/tonne

compared wiih 22/tonne in the UK. These subsidies have the effect of making

higher cost coal than the UK's competitive with imporis.

26, At current price relativities UK steam coal is broadly competitive

with imports, for most users, though this is not necessarily the case for
volume users at coastal sites. CEGB is decreasing its imporis of.coads

The Task Force has received representations from firms in the cement indusiry
with access to import facilities and sources of supply who are currently
negotlatlnr with the National Coal Board %o establish the effective delivered

orice of imported coal to their plant and whether the Board can match this.

27. Some other countries are beginning to offer assistance %o industrialists
with the capital costs of conversion from fuel oil or natural gz2s use 1o
coal. In France, for example, & 257 grant is available. On present payback
periods, generally about three years, and in the current financial climate

this cen meke the difference between invesiment proceeding and being postponed.,

Foundry Coke

28, Foundry coke sales amounted %O 15% of +otal sales of coke in the UK
(including exports) in 1979/80 and are important to the foundry industry

where coke costs represent 6-7% of the selling grice of casiings. Discussions
with the Council of Ironfoundry Associations and with Naticnal Smokeless

Fuels Ltd have established significant disparities between prices of foundry
coke in the UK and elsewhere in Europe. A comparison is at Table 11, UK
foundry coke is (ex—coke oven) some 30% more expensive than the average for

the other countries shown and more than 50% dearer than in France.
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. 29, Exchange rate movement has made a major contributeion towards this

disparity. But other factors have also been important:

(2) the higher level of subsidy applied elsewhere to basically
higher cost coal production and also indirect aids to coke
oven operation. UK subsidies are less than the maximum which

ECSC rules would permit.

NSF Ltd's requirement to operate at arm's length from the Coal
Board and to recover costs through prices, zzainst a background

of falling demand and rising unit costs.

NSF Ltd currently hold over a year's stocks of foundry coke and are exporfting

small quantities at prices some 35% lower than they sell within the UK.

F. ELECTRICITY

Incidence and Size of Disparities

30. Of the 210,000 industrial customers in Great Britain over 99%,
representing half the total industrial electricity consumption, have demands
below 2.5 M. Table 12 shows distritution of consumers above 1 MW by size
and load factor and gives details for three of the sectors we have examined.
An electricity price comparison for consumers at 2.5 MW in the European
Community countries is at Table 13. 4 similar comparison for large consumers
2t 25 MW is at Table 14. 3Before we began work the Chemical Industries
Association (CIA) were discussing with the Electricity Council representative
comparisons for prices to large consumersinthe chemical sector in Ingland
and Wales, France and Germany. These have since been agreed and are at

Teble 15. We have extended this work, in dicussions wiih the Xlectricity
Council and the steel industry, to show a similar compariscn for that

sector: tables prepared by the Electricity Council and the sjeel industry

”

are at Tables 16A and 16B respectively.
31l. The main points to emerge from these comparisons are thai:

(2) electricity prices %o industrial consumers remain broadly
in line with those in the rest of the Community, except for

some large consumers particularly at hizh load factor; out
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French electricity prices are consistently lower than others;
they now stand some 20-35% below equivalent prices in England
and Wales compared with 10-20% a year ago; and

German electricity prices decline more sharply, as load factor

rises, than elsewhere. Their prices remain comparable to ours

for hizh loads and at low load factors but are now up to 25%

lower at high load factors. A year ago the German tariff structure

barely fell below our own even at high load factors.

In addition the steel industry have brought forward evidence of
special contracts in Germany, and also the Netherlands, whose
effect is to increase disparities for large high load factor
consumers compared with the tariffs. The most favourable of

these would give a disparity at 80 MW, 80% load factor, of 37%.

In the time available it has not been possible to resolve outstanding
points on interpretation and proper comparability of terms. The
Tlectricity Council's understanding is that the leading German
utility, Rheinisch—Westfilisches Tlektrizitatwerk (RWE), plan

to phase out suchwconxragts by mid-1983 and transfer consumers

to the standard tariff. Users'! information is that this is at

best an oovjective.

32. A particular problem in arriving at representative comparisons has been
that the UK conmtains relatively few large, high load factor consumers. As
Table 12 shows both the chemicals and paper and board sectors are well
represented among higher load factor consumers but loads are concentrated

in the range below 20 MW and, in the case of paper and board, below 10 MW.
The steel industry is strongly represented among the largest consumers but in
few cases do load factors exceed 60%. The industry explain this in terms

of the lesser incentive here to operate at hizh load factor, particularly
compared with Germany. They also velieve that aggregation of demands from
different sites for tariff purposes in other countries assists in achieving

a higher overall load factor to the mutual benefit of consumer and supplier.
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The Electricity Council's understanding is that this facility is extremely

limited and is only available in Belgium, wnere sites must be supplied from
the same transformer, and in West Germany, where the consumer bears the costs

of installing links between sites and the necessary metering.

Reasons for Disvarity

33. The strengthening of sterling against the franc and the Deutschmark
(parazraph 8 above) has had a major influence on electricity price comparisons

over the short run. Other faciors underlyins present disparities include:

(a) the relative cost advantage of French nuclear power (16% of total
supply) and hydro—electricity (29%) which together account for
nearly half of power generation compared with a total of 14% for
both in the UK (see Table 17). The ﬁroportion of nuclear and hydro
in France is expected to grow to 78% by 1985. (Table 18).

Both these sources involve a higher ratio of capital to running
costs than fossil fired capaciiy whose lifetime costs are relatively
more dependent on movement in the cost of the fuel. Tectricitd

de France are believed to 2pply broadly similar marginal cost
pricing principles to the electricity supply industry in England
and Wales. 3But they calculate prices on the basis of a2 long run
marginal cost which is nuclear whereas the industry here carries
out the calculation at present on the basis of coal. Given long
lead times in construction .of new power stations and in the opening
of new hizh productivity, low cost, coal mines in the UK, the
implication is that French electricity costs will continue to lie
velow, and very probably fall further below, our own during the
1980s. HF are, nevertheless, currently running at a loss in
accounting terms and also received Government assistance in 1380

in the form of a &£l.4on capital restructuring whose effect is to

reduce the interest paid oy the utility.

the degressive nature of the Germany tariffs examined. The
Germans have said that they intend to reduce degressivity and there

is a draft EEC recommendation that tariff structures should
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reflect costs. BRWE (the main supplier to CGermany heavy industry

in the Ruhr) are 80% dependent on brown coal, an opencast coal
they own whose cost on a thermal equivalence bdasis, and without
subsidy, may be as low as half that of UK deep mined coal and

whose capital costs of extraction RWE are believed to treat as

a fixed cost. Other German utilities are either heavily reliant

on low priced natural gas whose costs are likely to rise
substantially following Dutch gas price renegotiation of on nuclear
power (50% in Munich, 40% in Esslingen).

(¢c) the levels of subsidy on high cost indigenous hard coal in Hurope

relative to UK subsidy on generally lower cost coal.

34. Notes on comparative thermal efficiency and availability of power
stations prepared by the electricity supply industry are at Annexes B and E.
We have not considered the structure of the Bulk Supply Tariff which is

at present under review by the supply industiry. The Monopolies and Xergers
Commission are currently examining the efficiency and costs of the COentral

Electricity Generating Board.

G OTHER ISSUES

Znerzy Pricinz in North America

35. President Reagan has now ended US price control om oil. But controls

on zas prices remain and, on present plans, will not be phased out till

1985 or 1987. This would mean contirmuing major distortions in the terms of
trade particularly for chemicals and man-made fibres., Canada at present

has no plans for phasing cut price controls on either oil or gas and is alone
among the countries represented in the Infernational Znergy Agency in taking
this stance. Competition.from Canada, on the basis of controlled energy
prices, has hit the UK paper and btoard industry especially hard. These are
common problems also for our partners in Europe and are likely to yield only

to0 sustained bilateral and multilateral pressure on the countries concerned.
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Scandinavia

36, Electricity prices in Scandirnavia reflect 2 much higher availability

of hydro-electricity than in the UK or most other Zuropean countries. Sweden
meets 64% of its electricity néeds from this source ~and Norway 40% of total
energy demand. This is a natural resource endowment but has worsened the

competitive position, particularly of the paper and board indusiry.

Northern Ireland

BT ihne Taék Force has received representations from the Northern Ireland
Economic Council about energy costs in the Province. Northern Ireland

is more heavily dependent than the rest of the UK on oil, both for direct
use and electricity generation. It also lacks access to natural gzas.
Industrial electricity prices are maintained by Government direction at

the levels prevailing in England and Wales. The Council estimate that average

industrial energy costs are some 7% higher than for the UK as a whole.

Japan

38. At the opposite extreme from the UK Japan imports virtually all its
energy and is Yelieved to péy relatively high prices for fuel, particularly
electricity and gas, though we have had no opportunity to examine the Japanese
§}tuation. Japanese indusiry appears to demonstrate more clearly than is
generally the case elsewhere absorbiion of higher energy costs through

offsetting zains in other aspects of productivity.

Fnerzy Intensity and Conservation

39. The relationship between industrial production and enerzy consumpiion
suggests that there is a greater energzy intensity on average in 3ritisa
industry than in Europe. This suggests considerable scope for reducing

enerzy costs through conservation measures.




". UK INDUSTRIAL ENERCY MARKET

Final Consumntion by User

Iron and Steel Industry

Coal 50
Other Solid Fuel L) 2,239
Siien Ooel Derioay PieLy 2l 318
Gas 446
Electricity 448
Petroleunm sl it

1979Q3

TABLE 1

Million therms

1980Q3(prov.)

Total o 4,662

Other Industries

Coal b 2,184
e Solad Rl o 143
o i S e O ) 70

Gas 5,574
Electricity 2,419
Petroleum 7,402
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FUEL USEZD IN SLECTRICITY GENERATION (to supply all consumers)
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(1) Coke and other mamufactured solid fuel
(2) Coke oven zas, creosote/pitch etc.’

A

source: Inerzy Trends, Department of Inerzy
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TAXES AND DUTIES ON OIL PRODUCTS IN THE EUROPEAN COMMUNITY

EXCISE DUTY

—— p/10 litres ——

Petrol Derv Gas 0il
(premium)
UK 100 see 1000 T
Belzgium : 105 43 -
Denmark : 24 24 (1)
Cermany 33
France , 66 13
Ireland 9 11
Italy 11 itk
Netherlands J 34 6

2. OTHER, TAD

Germany

France
3. VAT (%)

UK
Belzium

Dermark

Germany

France

reland

Italy
Netherlands

Bt
(1) Duty rebated to VAT registered iraders

(2) Rebvated to industry in all countries except gzas oil in France,




(1)

EEC CONSUMER PRICE COMPARISONS FOR HEAVY FUEL OIL

1980

15 January
15 February
15 March

15 April

15 May

15 June

15 July

15 August
15 September
15 October
15 November

15 December
1981

5 Jarmary 92.3 93.4 97 87.9
12 Jamary 92.3 92.4 95.9 88.0
19 Jamuary 104.0 90.7 94.1 86.8
26 Jamary 104.0 88.9 91.9 88.9
2 February 104 92.9 92.7 89.4
9 February 103.7 92.4 93.0 90.9
16 February 10355 96.3 ST 91.2
23 February LO3 R 101.4 97.4 96.3

source: ZEEC monthly/weekly published prices for small consumers up %o 24,000
' tonnes a year or 2,000 tonnes a month.

(1) High sulphur fuel oil, includinz taxes paid. These series do not
represent prices to larger consumers. There are also a number of
statistical problems affecting comparability between countries., but
they do zive a broad indication of price movement within countries.,
Series which are more closely comparable btetween countries are
illustrated in index form at Figures 5 and 10.
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PRICES PAID BY TRAWLER INDUSTRY FOR MARINE DIESEL OIL

i‘./ tonne
Aberdeen Lowestof?t Fleetwood Humber Poris

1380

January

April

July

October

1981

January - 153.0

(Februé}y 143.0)

The industry pays no duty. The coastal trawler fleet uses mainly zas oil,
the hizh seas fleet marine diesel. Recent prices paid by trawlers refuelling
in foreizn ports have been:
£/tonne
Netherlands 130 (marine diesel)
Germany 112 gas oil)

France 116, - (gas 0il)

The French Government pays a subsidy of 10 centimes per litre %o its

fleet., The Italian Government also provides a subsidy.
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LOW SULPHUR HEAVY FUEL OIL
SOME INDIVIDUAL PRICE COMPARISONS FOR LARGE CONSUMERS (PRE-TAX)

UK price = 100

(2% max. s.c.)

Holland
(2% max)
90
2
97
90

The market for low sulphur heavy fuel. oil is relatively small and undeveloped

in the UK as compared with the Continent.

(1) first nine months only

source: consumer data




. PRICES FOR INDUSTRIAL GAS CONSUMPTION OF 1-10M THERMS PA .

May/June : November

1980 1980

FIRM GAS

Great Britain

renewal
range

average

Belzium

range ] | ‘ 19=22
france

range (18)19-24 1823
Germany

range (16.5)18=30 (15.5)18-31

Italy
(20)21 20

Netherlands
range (14)20-22 (16.5)19-21
INTERRUPTIBLE GAS

Great Britain

renewal 22.5=23 23.5=24.5
range ; SLLET 19-24,5
average 19.5 2l 5)

Belzium ({7921 (15)19
France (18)19 18

Germany 17 17
ItalY (19)20 15

source: . Unbracketed figures are BGC estimates. Bracketed figures are
consumer 1":.oz'n'lat:.f:m lying outside BGC's range of estimates (see Ti gures 11-16).

Higher prices (fully linked to gas 0il) were aprlicabdle in. both u’a,f/:.a*.e and
Nove.x.ber for -a number of new firm gas customers in Britain on thres yea
contracts. The basis of pricing to these customers was revised.in Januar

so that prices fall to the general renewal level in the second and third year
of ‘their contract.




YOTZS OF BGC ESTIMATES IN TABLET..

1. ‘General-

1.1

Industry.Sector

The ranges of price shown for all countries are applicable to

loads in all sectors of industry, Ebipe

Load Size and Load Factor

The ranges-of price shown for firm gas supplies are for loads of
1 to: 10 m.th.p.a., . 2= Size of load/is 'not imporiant in‘all
cases -~ gsee notes below on individual countries. Load fac

is mainly of significance in Belgium and comment is made

below.

For interruptible supplies load size is not an important

consideration.

Ixchange Rates

The exchange rates used are the monthly average rates from CSO
"Pinzncial Statistics' for May/June 1980 and November 1580
respectively. The assumptions used in estimating exchange rates

for July 1981 and December 1981 are given below.

Rounding

Except for Great Britain all prices are rounded to the nearest

whole nuzber.

Location
pplies arc assumed to be
not reflect,
the higher charges made by local digtribuiion

in othetr countries for supplies taken ZIrom them.
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2. Notes on Price Ranzes by Country

2«1 Great Britain

The price ranges shown represent the upper and lower limits of
prices being paid in one year renewal contracts in force for

existing supplies at the dates shown. Average prices for firm
and in?erruptible gas supplies at the respective dates are also

shown.

West Germany

In West Germany ges prices to industry are generally individually
negotiated at levels approximately equivalent to and escalated in
relation to the prices of the alternative fuel(s) which could be

used on the customer's plant. Thus the price range for firm gas
supplies is representative of the prices of gas oil at one extreme

end low swlphur heavy fue; oil at the other. Prices between these
levels are appropriate where a mix of aliernative fuels can be used

on the various items of plant on a customer's site. BGC's understanding
is »= that the ranges shown are applicadble to.energy.

intensive industries as well as to indusiry in gsneral. Most of the data
received from the industrial users were at the lower end of this range.

Ve,

Y -

BGC also uriderstand that ifirm gas supplies are being diverted from
non-premium ZFQ related consumers to premium gas oil related

consumers.

Por interruptible supplies it is assumed
equivalent to, and escalated in accorxdan
sulphur ETFO.

France

-

A1l prices have been calculated from tariffs applicable. For the
the higher figures it is assumed t supplies axre from pipelines

other +©

+he cosla fanetalding pipelirnads
ThRe 205Ll OL 1II0Tal..lng DLES LAY O

In one case




RESTRICTED

30

Interruptible gas prices are at present constrained by

firm gas tariff prices.

Belgium

The prices shown have again been calculated from the
existing Belgium tariffs although it is possible that
‘these will have to be amended during the year in the
light of the outcome of negotiations on the contracts
for the import of gas from the Netherlands. The premium

factor used in all the calculations is 1.0.

In calculating the prices at the high end of the range a
lower load factor has been used. This reflects British
Gas experience that many energy intensive industries also

use substantial 'quantities of gas for space heating purposes.

Interruptible gas prices are currently restrained by firm

gas tariff prices, as in France.

Netherlands

The prices shown have been calculated using the standard

industrial tarifif.

Interruptible loads are not applicable.

Italy

Prices shown are based on the standard industrial tariff.
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@

AVERAGE GAS PRICES TO INDUSTRY 1978-79

p/therm

1578 1979 source

14

11.9 P
(1978/79) (1979/80)

Belzium Lo - EEC Studies

Creat Britain BGC Annual Reports

France 12519 1256 GiF Annual Reports

Germany 15.8 16541 Economics Ministry
Reports

Italy : 10.9 EEC Studies

Netherlands okt EEC Studies
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) COMPARISON OF GAS PRICES FOR THE STEEL INDUSTRY (as at November 1980)
(not agreed by BGC as representative)

2 million therms
a year supply

Firm Interruptible

25.1 21.8

19.5-20.5 - 17-18

20 20
179
18.5

Netherlands(é) 20

(1) average for BSC comtracts. BGC's renewal prices were 28.3p/therm and
in the range 22.5 = 24.5p/therm for interruptivle. Many steelworks
would have been paying these prices in November., Others would have
been paying a spread, of prices, depending on date of annual contract
renewal, down to and below the averages shown. GQuarterly escalation
of lp/therm for firm gas will in future reduce the gap between renewal
and average prices.

The bottom end of the range represenis load factors over 3000 hours

and the top of the range load factors of 2000 - 3000 hours. BSC's

load factor is 2600 = 3700 hours. BGC's understanding is that the range
of prices for steel indusiry firm gas consumers was 19-22p/therm and that
17-18p/therm represents seller's option zas.

Includes 6% out of a possidle 10% charze for distribution via spurs off
the mzin transmission artery. Interruptibles are indefinitely
interruptibvle. The French formula for interruptible prices (linked to
fuel oil) would produce a higher price but the interruptible price has
been held to the ceiling set by the firm price. Firm gas has normally
been priced hizher and the present relativity is unlikely to continue
indefinitely. BGC's understanding is that the range of prices paid

JARIE

for firm zas by steel consumers was 18-23 p/therm.

Prices for large steel indust“y users whose alternative fuel is
Existing contracts known to the indusiry ranze down to lj.qc/tne

~

Small steel works would have paid above 19.! p/ herm but may,

industry say, have benefited either thrcuzh azgrezation of acc

with larger firms or, to some extent, from ihe position esuaollsqed

by them for zhe sector. BGC's understandins is that steel works whose
alternative fuel is zas oil are currently pgaying or being moved 10 3z2s
oil related prices (up to 3lp/therm) and that the range of prices
applicable to the industry was l°—41:/therm. The steel industry do not
accept this and would wish to see firm evidence.
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agreed figures bvetween the industry and BGC. Interruptibles are
indefinitely interruptible. A revised pricing formula is being
negotiated between SNAM and Confindustria, with the former seeking
to increase and the latter to reduce the low sulphur fuel oil
weighting., BGC's understanding is that when implemented this will
apply retrospective escalation from m1d-1980. The steel industry's
understanding is that this will not be the case.

Subject to quarterly escalation linked to fuel oil. Gasumie intend
moving to gas oil related pricing for firm gas.
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.) STATE AID TO COMMUNITY COAL INDUSTRIES IN 1979

Belgium

1. - Add tosurpent
production

(£/tonne

2, Social Security
Aids

3. Obher

TOTAL

(/45 ormne




£/4ome ex~coke oven
84.2
T5s 250
63
17

(103.8 (delivery by rail)
'glCS.S (delivery oy road)

(2)
g1.8 (v)
Netherlands / 93.4 (c)

81,5 ()

. Switzerland : 87.4

(2) the differenmce reflecis nigher stocking cosis av Natiomzl Smokeless
Fuels Ltd in the case of delivery by road.

{o)—-supplies insufficient
(c) imported from Cermany

(a) imperted from France
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TABLE 12

Max Demznd in MW:-

lo;d factors:
under 30%
30-50%
50-7C%4
over 7C%

Totals

921
539
47 de

1656 684

Distridbution in Msjor Industry Seciors

by meximum demand (M)

Chemicals
Iron & Steel
Paper & Beoard

by % load factor

Over 1 MW
Chemicals
Iron & Steel
: Paper & Board.
ii Over 20 MW
Chemicals
Iron &ASteel

""Paper & Board

Sources:-

Electricity Council Surveys
for 1977/78 and 1978/79

over

Ti0=25 2h6-5s 10 100 40-100 100

34 23
84 49
38 o1

Under
20 20-30

ol < VAR e 5
22

13

60-70 70-30

20

4
o
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ELECTRICITY PRICE COMPARISONS FOR 2.5 MW LOADS

I Comparison at 1 Auzust 1980

load: 2.5 MW
Tox astor
Belgium
Denmark

Eire

France
Germany
Ttaly
Luxemburg
Netherlands
UK

England and Wales

40%

.43
3.12-3.44
3.25
2.6
3.27-3.75
3.33-3.34
12.97
2.45-3.66
2.87=3.57
2.94-3.36

60%

2,85
2,93=3.33
2.95
2.26
2.58-3.35
3.11-3.12
2.48
2.28-3.29
2.60-3.26
2.70-2.96

Source: The Flectricity Council, "A Comparison of Zlectricity Prices in the
Countries of the Turopean Community" Issue No.9, December s Fl ol Sl e
All prices at 1 August 1980 exchanges rates and excluding VAT.

IT Prévisioml Comparison at 2 January 1981

load: 2.5 MW
load factor 47%

Belzium 3.0
France eyt
Germany 2.9-=3.4
Italy 2.9
Netherlands 2. l=3.d
England and Wales 3.0-3.4

Source: Electricity Council provisional updating of January 1980 UNIPELE survey.
Prices expressed at 2 January 1981 exchanze rates.
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J)

ECTRICITY PRICE COMPARISON FOR LARGE LOADS

Load: 25 MW
Comparison at Pré#isional Comparison
January 1980 at” January 1981

load factor 584 82% 82%,

Belgium

France

Germany (RWE)
Ttaly

Netherlands (PEN)

England & Wales
(YEB)

Source: January 1580 UNIPEDE Survey and provisional updste by Electricity Council.
Prices expressed at 2 Jarmuary 1980 and 2 January 1981 exchanze rates.
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. Blectricity Council/Chemical Industries Association TA3LE 15
TAZLE 15,

.)PRICE OF ELECTRICITY TO THE UK CHEMICAL INDUSTRY

The arreed position (30.1.81) following meetings between
the CIA and Electricity Council

The position in England and Wales, France and West Germany has

been compared on the basis of representative tariffs applying in the
ttariff year! 1980/81 for supplies to typical chemical industry
consumers. The results, on the basis of exchange rates as at
2.1.81, are shown in the table below.

E&W France W. Germany
Demand % Load Factor YEB/NORWEB F4F

Ctagi el 1Vert!

40 2593 RGP h
60 TS . 2hi04:
g0 .- 267 1,89

50 glemii. 0" Solian
60 2.72 2 05~
80 264 1.87

= O N
Ut O\ -

40 . LS 7
60 | . g 7/
80 ) . 1. 60

2
24
1

O 10 )
=Lt O

S5y b

* 4 and 10 MW loads priced on Norweb monthly maximum demand tariff
50 MW load nriced on Y'B load management warning terms.

Notes

1. Tariff Rates Employved

Seasonal variatioms in tariffs (where applicable) have been
averaged over the respective tariff years (beginning April 1980
in E&W, August 1980 in France and September 1980 in West Germany.
England and Wales figures are at a fuel cost of £39.50 which we
_believe is a fair basis for comparison.

2. Load Patterms

The table shows the costs applicable to a load distribution as

found within the UK for a sample of 15 large chemical plants.

The average load patterm derived related to 2 27 MW load:owith 2

76.5% (6700 hours) load factor, and it is assumed that a similar

pattern will apply in France and Germany. Whilst it is acceptable

to assume this pattern will apply to the 80% load factor, g dls

unlikely to be appropriate at the lower load factors. Incall
casesithilsi sf Yilselsy o lead sTo somewhat different prices at

40% load factor than shown in the table.
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The price calculated for the 27 MW, 76.5% load factor load
.}on the YEB load management terms was:

on the 'as found basis' 2.55p/kWh
on the original CIA basis 2.58p/kVWh
(as subsequently amended)

3. Load Management

Load reduction by 25% (the observed average in the sample) has been
taken in calculating the 40 MW prices, but no adjustment for reductio
in demand in response to a warning is made for France and Germany
since this is not a feature of the French and Gerwan tariffs.

large UK chemical firms show considerable variation in their
response, dependent on technical and marketing opportunities and
constraints. On the YEB terms the average price of the 27 MW

load at 76.5% load factor would move as follows:

No load management 2.60p/kWh
25% reduction in LMW periods 2.55p/kWh
100% reduction in LMW periods 2.42p/kWh

—

4, Exchange Rates

The table has been calculated using exchange rates at Risganary o8 1]
It is noted that the movement in exchange rates since the first CIA

<submission is:

15/09/80 Loz /on/s1 4 chanze
F/€ 9.9275 . 10.866 + 9.5%

M/E 4,275 L7025 +10.0%

and that from 2/1/S1 to 29/1/81 there have been further changes of
+6.4% vs. the Franc and +6.9% vs. the DM, which are not included
in the table.

5. Price Variztion

France <

The, re-calculated prices for the 40 MW load are based on the E4F

60/90 kV rates which the EC understands to be appropriate up to

45 MW. Lower prices (perhaps up to 10%) could apply for loads

over 45 MW supplied at a higher voltage. The CIA is advised by

member companies that a 40 MW load could possibly be supplied

at 220 kV by negotiation, which would offer a price reduction of
——6,8%-t0-9,7% depending on load factor.




‘.'jmermanV'

The West German price calculations are based on the RWE L.120 tariff.
The tariff rates may not be appropriate for 40 MW but no reduction

~ has been assumed at this level, However, CIA is advised that a

'15% reduction on the 15 MW tariff price was available in 1978 for

a 150 MW load and it is estimated by a CIA member company that a

7% reduction could be obtained for a 40 MW load.
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ELECTRICITY COUNGIL TABLE 16 A

Price of Electricity to the Steel.Industry

The position in England and Wales, France and Germany has been
compared on the basis of representative tariffs applying in the
'tariff year' 1980/8l. The results,on the basis of exchange
rates ruling at 2 January 1981 are shown in the table below:

Demand 7 load factor E&W France German

Utility: YEB EdF RWE RWE
Terms: MD/LMW et i 100 tesnh Contrect

33 3423
Qa0 s 2088
2483 ' P
2575 1,99

QiR 3,15
26 s
2,64 - 2,26
2,62 : 1.95

£9470 3,10
9563 2.7
2.56: 2,23
2455 1.94

80 MW : 2662 3.09
and above £z, o 28 O¢ 2540
- PRS0 DD

2451 . SRR

Exchange ;
rate: : ' 4,702

Notes:

iLs Price Variation in Engaland and Wales

The above table shows a central estimate of prices likely to be
found. ' BSC advise that at the 80 MW + level prices in the UK
could be as low as:

load factor 40% 60% 80%
p/kWh 2.41 AR, 233
YEB prices will depend upon the degree to which the consumer can

respond to load management warning periods and a reduction of
0.1p/kWh on the tabulated prices are possible for a greater responssz
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A Tariff Assumptions

@

Gio) Tariffs used in the table are:-

for France :  tarif vert, rates ruling from 16/08/20

 for Germany : RWE L120, rates ruling from 01/09/80

I

for England and Wales:
at 4 MW, YEB monthly MD tariff, rates from 01/08/80
at 10 MW + YEB load management terms from 01/04/80
fuel price taken as £39.50/te.

Load patterns are derived from those 'as found' for
two samples of large steel works in the UK.

No adjustment has been made to the maximum demand for
different integration periods in measuring demand.
The appropriate periods are:: Besh S B ) -

France (EdF) 10 Minutes

Germany (RWE) 15 Minutes

England and Wales 30 Minutes

This will lead to an un@erstatement of the French
and German demand components in relation to the

UK prices.

kcH Special Contracts

Figures shown for special contracts in Germany have been provided
by RWE, calculated using identical load patterms as required for
valid comparisons. RWE advise that these special contracts will
be phased out by mid 1983. ;

4, Voltage of Comnection

60) IMR Ltd, in their study of European steel producer's

' electricity prices, were assured by EJF that steel
producers with loads over 10 MW would receive the
benefit of both the 220 kV and TLU rates in the
tarif vert. However, the Electricity Council's advice
from EJdF was that voltages of connection in France were:

Upsito 10 MW/~ 5/15/30 kV
Over 10 MW and up to 45 MW 60/90 kV
Over 45 MW ; 220 kV
and that no exceptions were made for the type of load

although consumers in areas supplied by hydro stacions
may be fed at a higher voltage than normal,
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The Electricity Council is advised by RWE that artbitrar
discounts for larger loads (previously given in respect
of chemical plants) are no longer available. However,
reductions are given for connection at a voltage

higher than the 10-30 kV applicable to most HV
consumers. Loads over 10 MW may be connected at

110 kV, and those over 40 MW at 220/380 kV. The

maximum reduction that can be achieved at the highest
voltage is around 4% of the 10-30 kV price. These
reductions have not been included in the above table..
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B.I.S.P.A./B.S.C. SUBMISSION TO N.E.D.C

PRICES TO THE STEEL INDUSTRY

The economic reason for operating a Nationmal Grid is the diversity which exists
in the load requirements of customers. Cost savings arise from constructing the
system to serve the forecast total system load, rather than to serve the sum of
the forecast demands of individual customers.

Low load factor consumers of a non random nature such as individual domestic
loads decrease the economics of the grid system. Low load factor, random
peaking loads such as those of electric furnaces are good contributors to the
diversity. :

Continental utilitcies have applied elements of maximum demand control to large
donsumers which encourage improved load factors. These load factors then become
the norm. U.K. practice is to have a unit cost based system - except for the
limited load management tariff - with little incentive for improved load factor.
This too becomes the norm. The foregoing 1s exemplified in the attached tables
where U.K. load factors for 40 and 70 MW ranges only alter the price per unit by
4 to 6%, whereas the French and German structures show 25% and 62% respectively

on published tariffs.

Gontiieee
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‘age 3!‘0
’SFor the purposes of constructing the table the following sources and notes are
applicable.

Column ! U.K. England and Wales, based on Y.E.B. "DM" tariff incorporating
: load management.

Source a Electricity Council
Notes : Working practices can lower the 70MW figures by
0. lipis :

France, based on Electricit® de France “vert” tariff

Source : Electricity Council

Notes : Despite the rigidity of the 'TLU' tariff rules,
I.M.R. have been informed that 40MW consumers
in the steel industry can avail themselves of
these lower rates.

Column 3 Shows these lower rates for 40MW steel consumers in France at the
end of 1980.

Source 2 I.M.R.

Notes g A small electric steelmaking shop in France
40MW 407% load factor = reports a cost of 1.38p
in the third quarter of 1980.
Source : UCAR

Column 4 Germany, ibased oniRaiW.Eea"L120" itariff

Source ¢ Electricity Council

Notes 2 Few 1f any of the medium and large steel
producers in Germany are ccvered by the L120
races. Despite different ctariff structures,
different load factors and different
geopraphical locations, the majority of the
companies seem to have average rates between 7
and 8 pF.

Column 5 Garmany - Steel Company Actual Contracts.

Source 3 I.M.R. page 40 and B.IL.S.P.A.

Notes s Direct contacts with steel consumers and
utilicies have shown the special contracts which
exlisct. .

The figures shown in Column 5 are for five
different consumers.

Unioan Carbide reports the average price for
electric steelmaking shops in Germany at 1.27p
for the third quarter of 1980. :




Column 7

Column 8

Column 9

Column 10
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Holland - Steel Consumers

Source
Notes

I.M.R. pages 6 and 138
Special Steel tariffs were available at high
load factors down to 2p in November 1980. °

Source : B.S.C.
Integrated plant 70 MW and 80% LF 2.33P

Belgium - Steel Coansumers

Source
Notes

I.M.R. page 5
Special Steel tariffs are available between 1.7
and 2p depending on load factor.

Italy - Steel Consumers

Source
Notes

I.M.R.

Union Carbide report an average for Italian
electric steelmaking shops of 2.2p at the chird
quarter of 1980.

Spain - Steel Consumers

Source

Notes

B.I.S.P.A.

An electric steelmaking shop {n Spain advises
that cthe current price - December 1980 - was
1.89p for a 45MW 55% load factor at 220 KRV

Same source Zives rates for 25KV loads for
rolling and lighting ac 2.l38p and 4.2p.

Union Carbide reports an average for the Spanish
electric sceelmaking shops of 1.56p in the third
quarter of 1980. :

Luxembourg - Steelmaking Companies

Source
Notes

I.M.R.

Steelmaker's tariff given as l.65p in November
1980.

All plaots in Luxembourg are large consumers.
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MEMBERSHIP? OF THE TASK FORCE

Chairman
Deputy Chairman

British Gas
Corporation

CBI
alternate:

Department of
Energy

Electricity Council
alternate: '

National Coal Board
alternate:

alternate:

Secretary

G Chandler CBE

J R S Homan

Clatworthy

P Scott
Mr S Guinness
C D Houston

Mr A Burchnall
Mr Soley

Mr ] Parker
1

! Ormerod
Mrs D 4 T Qldersnaw

Mr F J Chapple
Mr C Jenkins
Mr B Callaghan

Mr D Thomas

Mr D R Davis

Director-General NEDO
Deputy Industrial Director NETO

Director Industrial and
Commercial Gas

Chairman Tioxide Group Ltd
Member 3ritish Steel
Corporation
Managing Director Supplies
Head of CBI Fuel and Energy
Department

Head of EZnergy Policy Division
Senior Zconomic Adviser

1
Deputy Commercial Adviser
Corporate Planning Manager

Director of Central Planning Unit
Deputy Director of Central
Planning Unit

Head of Finance for Industry
Section

Member TUC General Council
Chairman, TUC Fuel and Power
“ndustries Committee

Member TUC General Council
Member TUC Fuel znd Power
Industries Committee

Head of TUC Economic Department,
Secretary TUC Fuel and Power
Industries Commicttee

Assistant Secretary, TUC
c

cnomic Department

S
K
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ORGANISATIONS FROM WHOM ORAL IVIDENCE HAS BEEV TAXEN

British Ceramic Manufacturers Federaticn
British Fishing PFederation Ltd

British Gas Corporation

British Independent Steel Producers Association
British Insulated Callencers Cables Lid
British Steel Corporation

BP 0il Ltd

British Paper and Board Indusiry Federation
Chemical Industries Asscciatién Ltd

Council of Ironfoundry Associations
Courtaulds.Ltd

Teatricity Council
Esso Petroleum Co Ltd

Glzss Marnufacturers! Federation

Inperial Chemicazl Industiries Lid
Industrial Market Research Ltd
National Coal 3oard

National Farmers' Union

National Federation of Clay Indus<ries
National Smokeless Fuels Ltd

Reed Paper Lid

Round Oak Steel Works Lid

Scottish Fishing Federation
Shell UK Ltd

Sheerness Steel Lid

Stavely Industries Lid
Unilever Ltd

UX Particleboard Associziion

UK Petroleum Indusiry Associsiion L
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ENERGY INTENSIVZ SEICTORS

The followinz sections briefly summarise the main energy'use characteristics
to have emerged in discussions with the different sectors and their suppliers.

Fizures for energy costs as a progertion of total:costs are at Tabdle 10,
Steel

(2) Gas

o The steel industry include consumers taking between 25,000 and 50 million
therms = year though only five premises take above 10 million therms a year and
two thirds of the total mumber of contracts is for less fthan 1 million therms

2 year. The sector as a whole takes 65% firm and 35% interruptidle gzas.

BSC takes L40% .  interruptible zas. A proportion of the firm zas is used

in furnaces where the alternative fuel is fuel oil. This effectively means,

in terms of BGC pricing practice, cayiﬁg a partly gas oil related price for a
fuel oil use, The alternatives of sw1tcnlnb to fuel oil or installing a
capability for using interruptidle gas, thouszh in principle atiractive, would
require capital outlay. The.indusiry 20int ocut that on their exisiing oil

and interruptidle gas contracts '"mirimum take” penaliy-clauses limit their

gbility to switca vetween fuel 0il znd g2s to tzke advantasze <of price movements,

S BGC's urnderstanding is that steel industry consumers in Germany whose

alternztive fuel is zas o0il are payins z2s oil prices.

Electricity

4. The steel industry have teen particularly concerned with prices for

loads of 40 MY z2nd upwards where they kave scme 23 consumers (in Tnzland and
Wales) as agzainst 6 for chemicals and non for paper and board, Typical lcad
factors for an arc furnace would bve zbcut 4C% and for a modern intesraied

steelworks about 50%.

Chemicals

-

the chemical industry!'s

& oa -
foup. firm gos tontTECT
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the majority of firm supplies are arcund 2 million therms a2 year. This
contrasts with Germany where both sites and contract quantities are generally

larger.

(v) Electricity

6. The chemical incdustry is a relafively,high load factor user - some 21

sites in Tnzland and Wales over 7% load factor and a further 21 sites at
60=70%. A mmber of smaller consumers, and a few large ones, do operate af
1ower load factors. The industry's ability <o take advaniage of load

management varies considerably from process 1O PTOCSSS.

Paner and Beoard

() Gas

Ths The greater part of the industry's consumption of zas is on interruptidle

terms: 3CC estimate that $4% of total consumpiion is interruptitle.

(n) HEleciricity

8ie Most UK mills are in the range 2-10 MW, Some take loads up to 20 MW
and some below 1 MW. Load factors are generzlly 50-6C% Tut renging up to
70C% and beyond. About half {he electriciiy consumed in the indusiry is own

generation and, withcui this, tyoical load factors would be ‘ i I

8%.

Clay

9. The clay industry takes adbout 5C:50 firm ané interruptidle zas with

4ypical comsumption of around 1-2 million therms a year.
Glass

10. The zlass industry consumes about ¥4 interruptidle and A0%
Ceramics

L1S Averaze zas consumption in the ceramics industry is 1.
2 year (2 range of 150,000 - 14 zillion therms a year).

consumers are on firm contrzacts,
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e ANNEX D
' TEEEMAL EFFICIERCY OF POWER STATIONS » b AT e

Annual system thermal efficiency is a parameter often quoted in
comparisons. It is a measure of the proportion of the input heat energy
that is converted into usable electricity and is usually quoted as the
averagze achieved by all plant burning fossil fuel, ie it excludes nuclear,
hydro and geothermal plant. I+ is a useful indicator for sxamining the
performance of a system from year to year. It is however incorrect 1o
assume that an increase in system thermal efficiency is inveriably an

X improvement in performance even during times of high fuel cosits.
A primary function of any utility is to minimise unit costs, and as a
resul®t plant which is highest in the operating cost merit order may not
necessarily e the most eificient, pecause unit production costs are
based on a2 combifation of sfficismcy and fuel costs 2%t the statiom.

In principle thermal efficiency could provide 2 useful indicator for

making comparisons with other utilities because of its relztively simple
definition and freedom from mopetary me2surement with its inherent complicaticn
of inflation indices and cur—ency exchange rates. Por such comparisons

to be meaningful, however, it is egssential thot common definitions are

used and that they axre interpreted 2gainst a detailed kmowledge of the

systems involved.

Comparisons of efficiency which may te made within the ZEC using the
resulis published by ZUROSTAT are shown in Tabls 1 below, howewver
this "league" tzble, should zot Te taken at face wvalue, for th
following reasons:

i There ‘18 ‘no ‘ginzle d= ion o
thermal efficiency within the ZEC and the
} sac

differences in the procedures used by
at the efficiencies show

B

ii The measurements used in the czlculation of thexmal efficiency
are subject to errors, especially in the case of solid
fuelled plant.

i{ii The table shows efficiencies czlculated on 2 net ¢

alorific
value (NCV) of fuel basis. The UK power indusiry uses gross
calorific values (GC7) and conversion factors zre 2appliad
centrzlly to 2rrive 2%t the UX figures presented, The difference
vetween thermz) efficisncies based on GCV and NCT is ozly

aumericzl, but when cemparing different plant or systems it
should be remembered tha*t the use of net czlorific wvalus will
seem %o favour thz% plant or system whica predominzntly uses
0il, gas or brown coals.

iv There are inherent reasons for differences betwesn naticnzl
system efficiencies, They can oroadly be divided into three
categories: ;

a Geographic, eg scuzces of cooling water supplies,
aveilacility of hydro power sites.

o Eistoric, ez fusl aix, loading patierms, 2g= of plant,
auclszr capacity.

-~ K » - A ) memde &P AdaAmae gy i ade |

e Jconomic, &g DiEny siilicisnc for ANNLT SISy
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(e
v EUROSTAT statistics include electricity generation
at combined heat and power (CEP) stations. When the

thermal efficiency of electrical production at CHP stations

is calculated the results are very aigh due to the necessarily
arbitrary division of heat consumption vetween heat and power
production. Consequently in countrieés where a significant
proportion of generation is produced at CEP stations the
national thermzl efficiency can be enhznced by a2 few

percentage points. Countries where this feature is particularly
important are Dermark, Belgium and West.Germany.

~. 7.  Eurostat Svstem Sfficiencies for 1977

i e TEEFEMAL EFFICIENCY %
i (net calorific value base)
Denmark 28,2

Holland 37,7

Belgium 37.2

France ' 37.0

Itzly : 36.8

West Germany | , 35,1

vX 3300
Ireland 218

IEC - 9 35,2
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> AVATTARTIITY OF POWZR STAT

Availability is the measure of generating capability that could be callad
upon for use at a particular time.

Many problems are sncountered in making ﬁeaningful international comparisons
of generating plant availability. These problems can be separated into
three broad groups - :

i There are wids variations in definitions and reporting standards
which are incompatitle to a greater or lesser degree. However the
definitions in use fall. into two basic groups

a West Zuropean and
b. North Amezican

The CEGB's definitions are similar, but not. identical, to other
Buropean definitions suck as those of Flectricite de France or
'YDEW.

Moreover the published availability figures a2re averages over
clagsses of plant which contain differeni mumbers and varieties
of plants.

Another mzjor problem is that plant availalbi

different countries are affecited by system requir plant
mix, operzting regizes and maintenance polici 1l as the
quality of engineering desigm and conmstructio There are 2lso
non-enginesring coustrzints such as staffing 1s, the use of
contractors for maintenance, the suitabilifty o

availability of cooling water a2rd so on.

The availzbility of any individual plant varies comnsiderably
from year to year beczuse it is depe T on chznce events
as well as plzanned work. The magnitude of the random changes

t are typical of individual plant zvailzbilities are sufficient
to cause sigzmificant weriztion in the plant class averzages
from yea- to year and to hide the differsnces due to many factors.
A sm2l) rample size accentuzates the prodlem.

Mezningful internationzl compzrisons of generzii ‘ 2ilabilicy cznno®
"

be mzde until da%z z2re collzctad a2nd published common odasis.

The CEGB is zctively involwed in working toward nent such dbases.
“

Table 2 shows a comparison of published CEG3E and

Althoush these datz are the nezrest squivalents o

are diffsrences besween them and *they should be

No othex utilities regularly publish comparable
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ICI: ELECTRICITY COSTS
- Heway Ra ctedbn
A atnen e~ b

1 There is a possibility that ICI may shortly be seeking to lvmihy
make a public issue of electricity costs at their Runcorn Chlorine** W4.
plant and threaten to close it down. I thought you should know

the background,

2 The work of the NEDO Task Force has shown that there is at
present a marked disparity between the prices charged to large

high load-factor chemical users in this country and the sterling
;aﬁivalent of prices charged to similar users in Germany’?ﬁﬁfﬁﬁ?énce.
Figures agreed between the electricity industry and the Chemical
Industries Association were annexed to my minute to you of

24 February.
———————————

3 Electricity costs at Runcorn have for some time been under

active discussion with the local Area Board whose prices. to ICI
are amongst the lowest in the country, reflecting the impo;EZEZe
of the {229, and its characteristics, ICI approached the Department
a few weeks ago to discuss whether there might be advantage in
direct supply from the CEGB., We encouraged them to take this up
Board level even though, since we understood they were buying
at not much above short-run marginal costs, it did not seem very
likely that significant further advantage would be identified.
They are shortly expected to send the Department a memorandum on
their discussions., This may suggest the need for a considerable
discount (perhaps as much as 50%) on current rates if the
electricity-intensive chlorine plant at Runcorn is to be fully
competitive on present prices with ICI's similar plant in Germany.

4 We shall need to discuss the memorandum carefully with ICI
and establish whether like really is being compared with like:‘

the Electricity Council suspect for instance that special assistance
from the Land Government has enabled significantly lower prices
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to be given. We have asked ICI for permission to use their data
about their German prices in talks with the German Government as

| G A i sr Ay
we can only point out untair competitive practices if companies
provide us with hard facts and let us use them., Although they

refused to agree to our doing so, we shall be pressing them again

on this point.

5 We are in fact examining further ways in which ICI might be
helped but there seems to be no way in which the Boards could come
close to matching German pric;§-§3} large intensive customers with-
out sellingrgt a very considerable loss, As I mentioned in my
%Eizgg_pf 24 February to Geoffrey Howe, I have asked my officials
to discuss withDOI and Treasury officials the possibility of

DOI providing assistance for Runcorn.

-
6 I am copying this minute to Geoffrey Howe and Keith Joseph.

0

SECRETARY OF STATE FOR ENERGY
A5 February 1981
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Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exchequer
Treasury Chambers

Parliament Street
London SW1 2k February 1981

|

{
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I have seen your Private Secretary's letter of 20 February.

I should first like to express my thanks for your having agreed
to my earlier proposals to raise the esi's EFL by some £45m

and BGC's by up to £5m in 1981/82, But I agree that the

way the Task Force's report is now shaping up makes it
‘unlikely that this alone will appear adequate to Parliament or
industry. I believe there should be four elements in the

package:

(a) 25% reduction in the HFO duty

The Attorney-General 1s now considering whether there

is any way round the Frigg difficulty. A preliminary
meeting between my officials and his did not throw . up

any new solution to the impasse. However, a 25% reduction
would involve a "Frigg cost" of only £3m in 1981/82 and
£30m in 1982/83. It should be possible to establish within
a year whether the Fri contract is renegotiable.

Given the small sums aé TI1SKk in the snort term I hope

you will -now agree to this reduction. 1In view of the
expectations of industry — we have both received more
representations on the HFO duty than on other aspects of
energy prices — I believe there is a strong political case
for such limited action. (I would add that with the
expected improvement in the economy there could be a case
on fiscal and energy policy grounds for raising the HFO
duty to its existing level again in 2 years' time, although
inevitably there will be some lagged "Frigg cost".) :
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(b) Electricity prices

My officials have had Turther urgent consultations with
the esi. The industry confirm that they have already
gone as Tar as they can without breaching their statutory
obligations not to give undue preference, A reduction of

a few extra percentage points would still not bridge the
ap between our and French and German prices Tor large

ﬁ'rxmnr——r——_'*g—r gh_ToomTHeTor Userg. (NEDO'S report shows that our
prices are still broadly in line with European ones for
the vast majority of the esi's 185,000 industrial customers,)
As the disparities for this limited but important class
of firms are to a large extent created directly by
exchange rate movements, it would be wrong to move away
fromf™our whole energy pricing policy to compensate for
problems caused by a quite different factor., In some
cases selective assistance would seem to be a more
appropriate solution, I have, for example, instructed
my officials to discuss this possibility with DOI and

. Treasury officials in respect of the problems faced at
ICI's chlorine production at Runcorn. (ICI are already
involved Th discusSions with the esi to establish whether
there is scope for further reductions in tariffs for the

Runcorn plant.)

(¢) Gas prices

The current and expected disparities between gas contract
prices here and on the Continent which have recently
emerged, are more worrying and_widespread th those for
electricity, I TNIAK 1t would be right to ask the
Corporation to hold their existing firm and interruptible
prices until the end of the year rather than only for 6 months.
On the assumption that prices then moved up at %He rate
previously planned this would cost a total of £30m,

ie £25m above the figure you have already accepted., It
would, of course, have an impact on BGC's profits for
subsequent years,

(d) Boiler Substitution Scheme ; . ’
You will see that the Task Force's report lays considerable
weight on the fact that British industry uses moge_energy
than its European counterparts and in particular that it
could do much to reduce its fuel bills by replacing oil:
boilers with new coal ones, I therefore attach importance
to including in the package my boiler substitution proposal.,
It clearly makes economic sense to help ensure that the
coal which will inevitably be produced is used by British
industry rather than added to stock and as long as we

) ensure that British coal stays competitive while overseas

prices seem set to rise, it will indeed be British coal

that is used,.
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Presentation

We shall need to devote very careful attention to the presentation
of the Task Force's report and our reactions to it. Industry

and the media will inevitably forget that the Task Force has
concentrated on the most problematical areas and that the
competitive position of most British companies is not adversely

affected by our energy prices.

Nevertheless, as you point out, there is likely to be a strong
reaction on the part of industry to the publication of the
report, One way of containing it would be for me to
anmounce the measures which the esi and BGC are taking and the
boiler substitution scheme in a Parliamentary statement
inffed1ately ter the C's meeting on 4 March, Alternatively, I

know that you would prefer to announce all the measures as a
ackage in the budget. The advantages of this approach are that

'

it would show our response to its best advantage, and reduce the
risk of unfavourable comparisons between that response and the
report's view of the problem it addresses.

You mentioned informally that you wished to take credit for

£100m_reyenue from the eighth licensing round in your budget
spéech., I must reiterate that my Departmental advice is still

that there is not suitable territory available at present to
attract such reveénue and the 0il Companies will be occupied
wig;h/gecent Licence awards. I camot see the £00m beng oHWainable in
1961/062-

I am sending copies of this letter and the earlier correspondence
to the Prime Minister and the Secretary of State for Industry.

i

8155

D A R HOWELL
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You and other colleagues will wish to have an interim report on the ™™

work of the NEDO Task Force.

2 Detailed discussions between energy consumers and suppliers
have been completed. The(;gﬁlan 1€ghg§§tomers have reached broad {we
agreement on the facts, Less agreement has been achieved between
BGC and its customers. Users of HFO and gas o0il have been very

critical of the oil industry for lack of competition in the oil market.

3 A first draft of the report was circulated to members of the
Task Force on 19 February and considered on 20 February. The extracts
from the draft which appeared in the Business Section of the "TIMES"
on 20 February are inaccurate. The draft report accepts that our
electricity prices for the vast majority of users are still in line
with those in Furopean countries and that gas prices were in line last
summer. 'Nevertheless, the report has revealed some recent disparities
for large electricity users and also for gas, These disparities,
which to a large extent are accounted for by the strengthening of
Sterling since last summer, are worrying and will certainly require
action by the Government.

Heavy Fuel O0il

4 In the latter part of 1980 and very early 1981 UK Heavy Fuel

0il prices including duty were amongst the cheapest in Europe.
FPollowing the Bali decisions our oil companies raised their HFO prices
by 1§%L while oil prices in Europe moved much léggf_-zé you will see
from the attached table, our pre-tax HFO prices are now in the middle
of the range of EEC prices but again to“L._? the top of the league
post—tax. The two reasons advanced for the disparity are the HFO duty
and the degree of competition in the UK oil product market. I am in
touch with the Chancellor on the former and will again be pursuing the
latter with the oil companies.
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Electricity
5 The report confirms that for the vast majority of the esi's

185,000 industrial customers, UK electricity prices remain broadly in
line with those on the Continent. But the Task Force's work has

confirmed that in The G&Se OT & limited number of large and high load
factor customers, notably in such industries as chemicals and steel,

there now are significant disparities in prices., By far the most
important cause of these disparities is the strengthening of Sterling,
This has a direct impact on Continental electricity prices expressed
in Sterling. The point is illustrated in the attached table covering
the extreme case of the figures agreed between the esi and the
Chemical Industries' Association for large high load chemical users

at July 1980, 2 January 1981 and 29 January 1981 exchange rates.

These show that, whereas the esi's prices were broadly in line with
those in Germany at mid=-1980 exchange rates, they are now markedly out
of line. There are, of course, a number of other factors which account
for the price disparities, notably the large nuclear and hydro
component in French electricity costs (some 50% of the total).

Gas
6 The draft report confirms that BGC's gas prices were broadly in

line with those in Europe in mid-1980, although the CBI representatives
are still contesting this conclusion. But recently our renewal prices
have moved EEEXE those in Europe, although the average price charged
by BGC covering all its industrial customers (including ICI) is
probably still broadly in line with those in Europe. Once again the
strengthening of Sterling accounts for a significant proportion of

the disparity, although the price increases decided by BGC last summer
are also an important factor. Unless we take early action and/or
Sterling falls significantly in the next few months these disparities

will almost certainly persist.

Coal
T Apart from the limited question of foundry coke, the Task Force

has little to say about coal prices. It does, however, make the point
that industry could do much to reduce its energy bills by replacing
0il boilers with coal ones. Despite short payback periods (3=4 years)
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industry is not making such investments now largely because of
capital rationing. I have already written to the Chancellor on this
subject as I believe that limited funds to encourage such boiler
conversion will greatly help us both in respect of energy prices and

in dealing with the miners.,

Next Steps
8 I will send you and the recipients of this letter copies of the

revised draft of the report of the Task Force as soon as it is ready =
copies of the first draft (which will be extensively revised) have
already been circulated to officials on the interdepartmental Working

Group on Energy Prices.

9 I have already been in touch with the Chancellor in the Budget
context about the package of measures which will be required in
response to the Task Force's findings. We cannot, of course, hope
to offset fully the impact of the strengthening of Sterling on
comparative energy prices, which are still only causing serious
problems forg limited number of companies.. But we have accepted that
where disparities exist and put our major companies at a competitive
disadvantage we shall look sympathetically at their problems, as we
did in the case of Bowaters, I will therefore be writing separately
about the package which industry will require when the work of the
Task Force is completed. One question to be decided is whether to
announce such a package immediately after the Task Force's report is
published on 4 March or, as the Chancellor of the Exchequer would
prefer, in the course of his Budget Statement the following week.

10 I am sending copies of this letter of members of E, the
Secretaries of State for Scotland and Wales, Sir Robert Armstrong

and Mr Ibbs,

Secretary of State for Energy
24 February 1981




ELECTRICITY PRICES: 2 JANUARY 1981

FOR LARGE HIGH LOAD FACTOR USERS IN THE CHEMICAL INDUSTRY

AT AVERAGE JULY 1980 EXCHANGE RATES: P/KWH

UK FRANCE FR GERMANY

LF

40 2.74 ) 3.20
60 1 2,60 2,60
80 2453 2+ 30

AT 20 JANUARY 1981 EXCHANGE RATES:

UK FRANCE FR GERMANY

LF

40 o . . 2.70
60 ‘ 2,23
80 . 1.94

AT AVERAGE 29 JANUARY 1981 EXCHANGE RATES: P/KWH

FRANCE FR GERMANY




HEAVY FUEL OIL PRICES OIL 57/138/1
16 FEBRUARY 1981
SOURCE : EEC REPORT-BACK TELEX

£1 tonne

NET DUTY-INC TREND IN
NATIONAL CURRENCIES

BELG IUM 99.99 -0 100.0
DENMARK 97.13 26, 37% 123.5%
GERMANY 88.72 2.96 91.7
FRANCE 96. 25 0.07 96.3
IRELAND 7 B8 A 106.9
ITALY 90.79 0.42 91.2
NETHERLANDS 92.25 2.74 95.0
UK 95.5 8.0 103.5

*Duty in Denmark rebated to VAT-registered traders
Exchange rate : £1 = £2.2523
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The Rt Hon Leon Brittan QC MP
Chief Secretary to the Treasury
Treasury Chambers

Parliament Street ; ‘
London SW1P -3AG - <3 February 1981

Your letter of,12/February to George Younger invited me to
comment on the different price increases proposed by the
Scottish Electricity Boards (average 11%) compared with those
proposed for England and Wales (average 13%). .

As you know, your letter crossed with mine of 16 February

in which I expressed concern at the presentational aspects

of these differences. While financial targets were set last
year for the esi in England and Wales I understand none has
yet been set for the Scottish Boards, Awkward questions could
“ therefore be raised about the possible influence on prices

of the financial regime (financial target and EFL) we are
seeking to impose on the supply industry in England and

Wales.

In the absence of financial targets for the Scottish Boards
there is no basis against which I can assess their pricing
proposals and I cannot usefully offer further comment.

I am copying this letter to the recipients of your letter.

D A R HOWELL
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THE GAS LEVY BILL

It is hoped that Members will find this useful
in the debate on the Second Reading on Monday,
February, 16th,

Contents,

1, purpose of the Bill,

2, need for a levy.

3e should benefit from the windfall?
the consumer?

the BGC?
the nation as a whole?

effect of the levy on the PSBR,
financial effects of the Bill,
The effects upon the BGC,

Attitude of the BGC.

Conservative Research Department,
32 Smith Square, SW1
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‘. The Purpose of the Bill is to impose upon the British Gas Corporation (BGC) a
levy which will allow the nation as a whole to participate in the windfall
which the BGC now enjoys on UK North Sea gas sold to them on contracts signed
before June 1975. This gas is exempt from Petroleum Revenue Tax (PRT). The
levy will be imposed not upon profits; nor upon consumers. It is to be a levy
on the BGC!s costs,

Clause 1 provides for the imposition of the levy in 1980/81 and in subsequent
years on the cost of gas which is bought by the BGC and exempt from PRT under
section 10(1) (a) of the 0il Taxation Act (1975). The levy will be applied
retrospectively to April 1980, although members will note that this is only
shortly before the intention to impose the levy was made public on 8th May 1980,

Clause 2 specifies the rate of the levy: 1p per therm in 1980/81; 3p per therm
in 1981782; and S5p per therm in 1982/83. (The average cost to BGC of gas
purchased in the current financial year will be about 8p per therm)., Further,
the clause would allow the Secretary of State, with Treasury approval and
subject to affirmative resolution of the House, to vary the rate from the above.
This is a precaution against unexpected changes’in circumstances. The need for
the BGC to have a stable financial framework is fully accepted. Finally, the
Clause sets out that the rate of the levy for years subsequent to 1982/3 shall
be specified by order, subject to affirmative resolution of the House.

Clause 3 deals with the timing of payments of the levy and provides for interest
to be paid on overdue and excess payments., It is intended that the levy should
be paid quarterly, in arrears.

Clause 4 ensures that gas stored in North Sea fields after production is not
subjected to the levy twice.

Clause 5 provides that the accuracy of instruments used to measure the amount
of gas taken which is subject to the levy should be the responsibility of the
BGC, and provides powers for this equipment and the BGC's records to be
checked by Crown servants,

Clause 6 allows for the proceeds of the levy to go to the Consolidated Fund;
for the expenses incurred by the Secretary of State in consequence of the
provisions of the legislation to be met from money provided by Parliament; and
for an account certified by the Comptroller and Auditor General to be laid
before Parliament each year,

l:’lc:’

The Need for the Levy. Almost all of the gas purchased by BGC, apart from the
20% imported from Norway at world prices, is exempt from PRT because it is
supplied on contracts which were signed before PRT had been envisaged., Many of
these contracts were signed in the 1960s, and there have been vast increases in
oil prices since that time., BGC, as the monopsony buyer, was able to negotiate
prices on the early contracts which were as little as one tenth of the price of
today's gas from the northern North Sea.

When this gas is sold in today's market, a considerable windfall accrues. The
Labour Green Paper (Cmnd 7101, 1978) recognised that the policy (advocated therein)
of long run marginal costing of fossil fuels "can give rise to large surpluses,

and decisions would be needed on the use to which these surpluses should be put".
(Annex 4, para. 10, p. 115). Opposition members who assume that a Labour
Government would have left the surplus with BGC or given it to consumers should

be reminded that, as late as 1978, the last Labour Government was leaving its
options open,

A levy on BGC's costs seems to be the easiest and most efficient way of securing
the windfall for the nation, Other options were examined, TFor example, gas
presently exempt could have been brought within the scope of PRT, but this would
have raised relatively little since the producers of exempt gas secure very
little of the windfall. PRT could only have been useful in this respect if old
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.contracts with the BGC had been renegotiated to current market values,

3.. . Who should benefit from the Windfall?

The options ares

a) that consumers could benefit from the windfall through prices below the economic
level, This was specifically discounted in the Labour Green Paper., For example,
para. 8.16 acknowledges that "the (gas) industry's prices need to be related to the
expected cost of future supplies ..., and this implies prices higher than can be
justified by the view that price increases should be limited to those made necessary
by cost increases actually incurred", The present Government agrees in principle
with this analysis, because this is the only way in which the was® of a valuable

yet finite national resource can be avoided. Prices reflecting long run marginal
costs are further the way in which all sound businesses operate.

Under Labour, gas to industry was sold at 100% of the price of the competing oil
product, The Cas Corporation reviewed this policy last year and existing gas
contracts are being renewed at about 75% of oil parity, Further, new contracts now
revert to the 75% level after the first year, and asignificant number of the BGC's
customers who have signed contracts in the last three years will benefit from
retrospective implementation of this policy. Oil-related industrial prices are
needed to prevent a "flight from oil" as oil prices rise; to match demand to supply
as far as possible; to ensure that there is adequate availability of gas users who
value it most highly because they have a particular use for it which could not be
met by a less valuable fuel; and to avoid wasteful and premature exhaustion of

our indigenous gas reserves.

In July 1979, the Price Commission reported that domestic gas was 30% underpriced.

The necessary adjustment towards full economic pricing is being phased over three
years and the domestic consumer does, meanwhile, enjoy some of the windfall, The
imposition of the levy will not change the previously amnounced pricing policy for o
domestic gas, which is based upon sound principles of resource management, and upon
the need to inform people through accurate price signals of the likely future trend

in prices, This is the only way in which they can be enabled to make rational
judgements upon investment in conservation.

b) that the BGC could use the windfall for its own purposes. At the moment, the
BGC is the main beneficiary of the windfall, and its effect is seen in the fact
that the BGC's profits have increased from £32 million in 1976/7 to £426 million
in 1979/80. The BGC was revealed to be a relatively efficient organisation in the
Price Commission Report of July 1979. However, this massive increase in profits
can by no means be accounted for by increased efficiency; nor by increased sales.
Within a year or two, BGC!s profits could approach £1 billion, not because of the
Corporation's own efforts, but because of the move towards economic pricing of
domestic gas and the rising price of oil, (Note that the £361 million profit
announced in March 1979 was achieved despite the fact that domestic sales were then
only breaking even).

Should BGC continue to retain an increasing proportion of the windfall? The
Government believes not, The Corporation's investment is already self-financed,
and there is no reason why this should change, The Corporation will still, having
paid the levy, earn a reasonable return on its assets.and the revised financial
target for the industry has been framed on this basis, There remains, however, the
need that the financial target should retain pressure upon the costs and efficiency
of the industry.

c) that the windfall should benefit the nation., This is the option which the
Government wishes to take, and is the rationale behind the present Bill, The
windfall results from the fact that, because our indigenous resources meet 80% of
our gas requirement, we are relieved of the need to import this or produce it from
coal, It is wholly right that everyone (not just those who consume gas) should
gain from’ this national advantage.
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The Opposition will decry the concept of "a tax on gas", Three points need
to be made in this context,

1. The 1978 Labour Green Paper (Annex 4, para. 2) advocated market pricing
of North Sea oil, and that "the nation's participation in the surplus thereby
yielded (should be) secured by taxation and other policies rather than by
artificially low prices to the UK consumer", Why is gas not the same as oil
in this respect? (The CGreen Paper'bearsfthe-signaturefpf'Tony'Bell);

2, Mr, Edmund Dell, then Paymaster General, told Standing Committee D (6.2.75)
during the Committee Stage of the 0il Taxation Bill, that, in principle,

" ,..the gas supplied from the North Sea really should be as liable to PRT

as 0il", Pre-1975 gas was exempted for particular reasons, but the principle
of taxing gas was accepted, Post-1975 gas from UKCS will be taxed under
Labourt!s 1975 0il Taxation Act. :

Labour did tax gas in 1977, and in such a way that the tax burden fell directly.
upon consumers, The then Chancellor, Mr. Denis Healey, announced (Hansard
15:12:70, coX5 1529) that, as part of the package of measures designed to

cut public expenditure, (in order to comply with conditions for the provision
of stand-by credit from the IMF) domestic and commercial gas prices would rise
(in the event by 10%) in April 1977. The BGC was not consulted about this,

The 1978 Green Paper is explicit (para. 8.16 p. 43), "The BGC was requested

to increase prices from 1st April 1977 by an average of 10% as a contribution
to the Covernment'!s policy of reducing the PSBR, following the agreement with
the IMF in December 1976",

The Effect of the Cas Levy on the PSBR,

Opposition members might refer to the Government!s "obsession with the PSBR".
Labour'!s tax (see above) was specifically for this purpose of reducing the PSBR,
but the present Bill will not have this effect.

At present, BCC!s surplus is deposited with the National Loans Fund, where
it bears interest., The effect of the levy will be to prevent this surplus
building up beyond the present £300 million, However, although funds, under
the Bill, would be transferred from the National Loans Fund to the Exchequer
there will be no net effect upon the Government'!s need to borrow money.

The Financial Effects of the Bill, The Levy is expected to amount to £130
million in 1980-813; £420 million in 1981-82; and £750 million in 1982-83.,

The rise in the levy in this period is in line with the steady movement
towards the economic pricing of domestic gas, and the anticipated increase in
oil prices. Beyond 1983, the rate will be set at a level dictated by the
situation, as it unfolds, The revenue from the levy will however, start to
decline as the old gas fields become exhausted. While about 75% of gas
supplied will be subject to the levy in 1980, this will decline in the next
ten years to about 40%.

The Effects upon the BGC., The BGC accounts will show the levy as a cost, and
it will be a proper charge for the purposes of Corporation Tax, which BGC will
begin to pay in 1981/82,

The BCGC forecasts post-levy profits of about £300 million this yéar, and
perhaps around this level in subsequent years., In view of the levy, and the
implementation of current cost accounting, the financial target for the
industry has been revised to 3%% return on assets valued at current cost. This
is agreed by the BGC as a reasonable target. The revised target is an
arithmetic changes it does not reflect a change in the principles which under-
lay the target as previously announced,

BGC!'s investment plans will amount to about £4 billion in the next five years.,
The new financial r€gime should allow self-financing of this from profits,
depreciation, and (if necessary) the £300 million NLF deposit. The
Corporation!s investment plans have to be approved by the Government, even
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when they are self-financed, (Members will note that the gas gathering pipeline
will be financed outside the public sector),

Attitude of the BGC,

The BGC have been consulted on the effect the Levy will have on their finances,

and upon the method of timing and payment, and upon the post-levy financial target,
Of course, the Corporation does not welcome the Levy, but the CGovernment has taken
pains to ensure that it will not adversely effect their future operations,

Conservative Research Department, : IMR/Sg—R
32 Smith Square, SW1 1342,81
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Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon George Younger TD MP g

Secretary of State . TN’

Scottish Office \

Dover House fb//
Whitehall ;

London SW1A 2AU 12 February 1981

qu

/

SCOTTISH ELECTRICITY BOARDS -~ TARIFF INCREASES FROM APRIL 1981

Thank you for your letter of GfSPK;uary about the Scottish
Electricity Boards' intention r tariff increases from April 1981.

I note that the Chairmen of the two Boards have decided to hold
their average tariff increases this year to 11 per cent. This
compares with the forecast 12 per cent tariff increase assumed
~when the two Boards' EFLs for 1981-82 were set. David Howell
“will no doubt comment v the different price increases in’
prospect for Scotland and for England and Wales, where a 13 per
cent increase has been decided. I want to comment on the reason
put forward for the Boards' proposed increase of 11 per cent
compared to the 12 per cent assumekd in the EFL calculation.

You say that the Boards' EFLs were calculated on the basis of
figures which were "about a year out of date when the EFLs were
'set" and that subsequent work on "up-to-date figures" has now
demonstrated that the tariff increase need not be so large as had
been anticipated towards the end of last year. This is surely
unsatisfactory. The two Scottish Electricity Boards ought to be
told that their EFL submissions should be prepared on the latest
and most up-to-date assessment of their financial prospects for
the year ahead. The decision to set EFLs in the autumn of 1980
cannot have been a surprise to them since this followed the same
timetable adopted for the previous year's EFL.

Could I ask that the Boards should be told now in the firmest
terms, that the calculation of their EFL for 1982-83 should be
based on up-to-date figures, and not ones which will by then be
a year out of date.

You say in your letter that the 11 per cent tariff increase is as
low as the two Boards can go without running the risk of breaching

1.
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their "combined" EFL for 1981-82. But the two Boards do not have
a combined EFL. They are separate statutory bodies and separate
EFLs have always been fixed for them. They have no authority to
vire between their EFLs. They must manage their financial affairs
so that each meets its published limit. I would appreciate it if
this could be made clear to them.

Finally, I think that there should be an announcement of the two
Boards' financial targets as soon as possible and certainly before
the beginning of the next financial year. The target for the
industry in England and Wales was announced over a year ago and an
announcement of the Scottish Boards' targets is long overdue.
Perhaps you could let me know if you see any problems with this
timetable. Otherwise, I suggest that our officials should quickly
prepare proposals, in full consultation with the Department of
Energye.

I am sending a copy of this letter to the Prime Minister, David
Howell, Keith Joseph, Francis Pym, Nicholas Edwards and
Sir Robert Armstrong.

S

e

LEON BRITTAN
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The Rt Bon 35ir’ George Younger MP
Secretary of utdte for ‘Scottish Office:
Whitehall -

LONDON

SW1A 2AU
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. ENERGY PRICES AND THE PAPER INDUSTRY ¥~ +* ¥

/
Thank you for your letter of 10 December following your meeting with
representatives of ‘the British Paper and Board Industry Federation

(BPBIF).

The evidence présented to you and summarised in the brief they left
with you is based on a full report which they have prepared and sent
to this Department.

The figures are based on a very small sample - four companies in all -
and given the very wide variations in prices for any fuel in a single
country this severely limits their significance. However it is clear
that UK industry faces very much higher prices for natural gas than

do its North American competitors and also much higher electrlclty
prices than those in Canada and Scandinavia.

So far as North American gas prices are concerned, this reflects

tight Government regulation which has held prices well below the
economic level. Althouch there are plans for progressive deregu?atlon,
the pricetol ™ tgigh 1nd1genous gas will rise only slowly before 1985 or
1987, though imports and '"new'" indigenous gas will tend to pull up the
price. As you know, I have been taking a number of initiatives to
press the United States and Canada to move more rapidly to economic
pricing principles.

Canadian and Scandinavian electricity prices are much lower than our
own. This is because such a high proportion (three quarters or more)
of their electricity comes from cheap hydro-electric sources. The
same applied to a lesser strip-mined coal helps keep down electricity
prices. There is no way we can hope to compete with such countries
on electrictiy costs.




So. far as ‘comparison with our Furopean Community partners is concerned
the BPBIF presents no strong evidence to show, that there is any
substantial price diffexrential. . But I have told them that if they

- believe they can identify clear cases of price distortion elsewhere
in Europe, they should work with the fuel supply industries to.
produce hard evidence s0 that the Government can act quickly. And,

as you know, following January's NEDC meeting a task force including
NEDO, CBI, TUC, Government and hationalised energy industry rep—

resentatives has been set up to narrow down remaining differences of _
I understand that discussions

view on international price relativities.
with the BPBIF are planned.

D A R HOWELL
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From the Press Secretary

9 February, 1981

Lot

. It is perfectly clear that none of us is happy with
the way that fuel price increases are announced - or, for
that matter, many other nationalised industry prices. But
gas and electricity prices present a particular difficulty
because of the consultative process.

I think it is fair to say that we have improved on
last year's debacle but we still do not have the presentation
under our control. The projected increases, subject to
consultation, are still presented on the most disadvantageous
terms by either the industry or the consumer lobby.

I wonder whether there is any possibility of trying
to ensure for next year that once the Gas Corporation and
Electricity Council have taken decisions - and preferably
they might do it on the same day - they could immediately
make their announcements, making it clear that the price
increases are subject to consultation.

In my view we need to take far firmer control over
presentation, if that is possible. 1In practice, we are
working towards it. But can we make the final jump and cut
the ground from under the feet of the industries and the consumer
lobbies and get the price proposals announced immediately the
basic decisions are taken? I don't see why we shouldn't. After
all, yourDepartment, as representative of Government, is their
banker.

These points are, of course, over and above those made
by the Secretary of State for Industry in his letter to your
Secretary of State of February 5.

I am copying to the Chancellor of the Duchy.

INGHAM

Ian Gillis, Esq.”
Director of Information,
Dept. of Energy
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SCOTTISH OFFICE
WHITEHALL, LONDON SW1A 2AU

The Rt Hon Leon Brittan QC MP
Chief Secretary to the Treasury
Treasury Chambers ;

Parliament Street ; . :
LONDON : : , _

SWIP 3HE o - & February 1981
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SCOTTISH ELECTRICITY BOARDS - TARIFF INCREASES FRCIM APRI 198

I have seen a copy of David Howell's letter to you of January sobocut
+he tariff increases recommended by the Electricity €ouncil and I eu
now in a position to provide information about the Scottish Electricity
Boards' intentions in this area.

s ]

As you will be awere, the Scottish Boards, in common with the rest
of the electricity supply industry, are experiencing falling demand
at present and are in addition faced with the problen of a large
excess of generating capacity. In these circumstances the Boards
have concluded that it makes commercial sense for them to avoid

to the financial pressures on their consumers in this period of
recession. The Chairmen have therefore decided, subject to :
ratification of their proposals by the Boards, to hold their average
tariff increase this year to 11%, which is as low as they can go
without running the risk of breaching their combined EXrl for 1681/82.
Because of differences in the method of forecasting fuel cost lacreases,
industrial and domestic tariffs in Scotland have not got out of

line with each other over the past year to anything like the same extent
as they have in England and Wales and the Boards' intention is that

the increases for all the main tariff groups, once fuel cost

adjustments have worked their way through, should be broadly similar,

I should perhaps explain why it is that the Boards are now proposing
an 11% average tariff increase when the EFLs for 1981/82 were set

on the basis of a forecast 12% tariff increase. The EFL discussion
coincided with the early stages of the Boards' process of revising
load forecasts in preparation for the updating of their finesncial |
forecasts for this year's Investment and Financing Review. It was
therafore necessary for the Roards to estimate their financing

v

requirements for 1981/82 on the basis of figures prepared Ior last




set. Subsequent work on up to date figures had demonstrated that the
tarif{ increase need not be so large as had been anticipated towards
the end of last year. i

year's IFR which were about a year out of date when the EFLs wer

I expect that the Boards will finalise their proposals at meetings
later this month following discussions with their Consultative
Councils, which are at present in hand.

I am copying this letter to the Prime Minister, Geoffrey Howe,
David Howell, Keith Joseph, Francis Pym, Nicholas Edwards and
Sir Robert Armstrong.

)

GECRGE. YOUNGER




DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET

LONDON SWIE 6RB

TELEPHONE DIRECT LINE o01-212 23071
SWITCHBOARD 01-212 7676

Secretary of State for Industry

5 February 1981

The Rt Hon D A R Howell MP

Secretary of State for Energy

Department of Energy

Thames House South ot 5
Millbank o e o
London SW1P 4QJ \

Thank you for your letter of 2% January to Leon Brittan about
the proposed electricity pri increases.

2 You are aware of the indignation felt by industry about
recent trends in electricity prices. I think, therefore, the
electricity industry needs to present the increases now proposed
with considerably more care and tact than was apparent in the
Electricity Council's recent announcement of its recommendations
in the press. Perhaps it would be helpful if some thought were
given to the following presentational points before a firm
announcement of the price increases 1s made.

3 It should be explained why the increase (with fuel cost
adjustments) to industry in 1981/82 is expected to be higher

than the increase to domestic consumers. It should also be made
clear whether the increases make any concessions at all to the

high load factor users, whose disadvantage in respect of electricity
costs was a matter of general agreement in the January NEDC. The
Task Force will of course report on this subject at the March NEDC,
just prior to the price increases.

4 The industry (and to some extent the Government) should be
prepared to justify those cost increases which are leading to the
proposed price increases, bearing in mind that many industrial
consumers are convinced that part of the reason for electricity
price increases is that the electricity supply industry is
covering its fixed costs in a declining market - an option which
is not open to any industry facing international competition - in
order to meet its external financing limit.

5 The Government should also be prepared to meet the criticism that,
in a recession, it is unreasonable for nationalised industries to

put up prices to meet the same financial targets as in more favourable
trading circumstances when private industry is making much lower
returns.

6 I am copying this letter to the recipients of yours.

bt f =




01 211 6402

Rt Hon Leon Brittan QC MP .
Chief Secretary to the Treasury [kf’%“‘ 44“”
Treasury Chambers . ‘ p
Parliament Street

LONDON %
SW1 : : 2 Janvary

ELECTRICITY PRICE INCREASES - APRIL 1981

When I wrote to John Biffen ontg}/ﬁbvember in the context of
the industry's 1981/82 EFL I indicated that the Electricity
Council were proceeding on the basis of an average tariff
increase from 1 April 19€1 of about 12%. The Council has now
confirmed That 1t has recommended an average increase of 13%
to Area Boards.

This overall average is made up of an average increase of just

over 11% to quarterly billed (mostly domesticg consumers and a basic
&% for monthly billed (maiInly industrial) consumers, Plus a
further amount, estimated at around 7% over the year, resulting from
fuel cost adjustment. This difference results from the industry's
over—estimate of its 1980/81 fuel costs, to which I have referred

in previous correspondence. In consequence average prices to quar-
terly billed (domestic) consumers have increased by some 29% in

the past year. This compares with an increase of under 25% to
industrial consumers whose prices are adjusted monthly in line with
the movement in fuel costs.

These figures are not yet firm as they are still under consideration
by the Electricity Council; but I understand they are unlikely to
change significantly. Nevertheless the industry maintains that

even with these increases achievement of their - £210m EFL remains

A st

As you know Area Boards have a statutory duty to put tariff
proposals to their Consultative Councils at which point they
will be made public. For implementation of the revised tariffs
from 1 April these consultations have to start very shortly. I

/understand. ..




understand - though this is still to be confirmed - that the
first consultation meeting will be held on 22 January. -The
Council intends to issue a press statement to pre-empt damaging
leaks. :

I am copying this letter to the Prime Minister, Geoffrey Howe,
Keith Joseph, Francis Pym, George Younger, Nicholas Edwards and
Sir Robert Armstrong.

%A WP DS
D A R Howell \ﬁ s
Cre s
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

{6 January 1981

The Rt. Hon. David Howell MP
Secretary of State for Energy

_Ql//?L\f llf?vt~uh

GAS LEVY BILL

Thank you for your letter of ﬁ/}éﬁ;;ry in which you

register three concerns on the“points in my letter of
22 December. Taking these in turn:

(i) Since BGC's profit figures are optimistic and
uncertain, I agree that their post levy target
should be expressed as the rounded 3i per cent,

rather than 3.7 per cent. But it should be

understood that this does not imply Treasury

agreement now to any changes in the underlying profit
and external financing figures which will be used

in preparing the next White Paper on Public Expenditure.
These will be considered again in the next Investment
and Financing Review.

(ii) I note that you wish to reserve your position
on the potential impact of the new oil tax on BGC.

We can consider its consequences for BGC's EFL and

the levy rate in the light of officials' advice

on the application of the new tax to gas.

(iii) It is disappointing that you are not prepared
to include in the Gas Levy Bill powers to enable
the removal of BGC's cash surpluses. While the
application of the levy will reduce BGC's cash
surpluses for the next few years, this is not the
levy's principle purpose, and there can be no
certainty that a proper rate of levy would always
cream off surplus cash. Nor would it seem likely,
as you suggest, that the presence of the cash claw
back powers in the Bill would confuse presentation
of the purpose of the levy itself. The levy is
directed at BGC's economic rent derived from the

/special
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speical circumstances of the PRT exempt contracts,
whereas a power over cashgurpluses would have been
directed at the more general question of dealing
with nationlised industries which generate surpluses
over time.

Nonetheless, provided that you are convinced that the
application of an appropriate level of levy will, over
the next few years, remove the prospect of BGC building
up semi-permanent cash surpluses, I will not press for
claw back powers to be included in the present Bill.
However, I believe that such powers should be taken the
next time there is general BGC financial legislation.
Indeed, we might have to propose legislation for claw back
powers before then if BGC started to amass substantial
cash surpluses which could not be dealt with by the
Levy powers. '

I am copying this letter to the Prime Minister, members
of E Committee and to Sir Robert Armstrong.

GEOFFREY HOWE

CONFIDENTIAL




Mr Wolfson
Mr Hoskyns
Mr. Ingham
Mr walters

10 DOWNING STREET

From the Private Secretary 13 January 1981

Energy Prices

As you know, the Prime Minister held a meeting yesterday
afternoon with your Secretary of State and the Chancellor of
the Exchequer to discuss energy prices. They had before them
your Secretary of State's minute of 31 December.

Mr. Howell outlined the various possibilities which he had
been looking at to provide some relief to industry on energy
prices (as set out in his minute). Options (i), (iii) and (iv) -
which would involve certain concessions to bulk users of gas
and electricity and somewhat greater flexibility in the application
of electricity tariffs generally - would bring a minor but
immediate easing of prices charged to some users. The other three
options - involving an across the board cut in gas and electricity
prices and the possible reduction of the heavy fuel oil duty -
would be more radical and more expensive. In the case.of the
electricity bulk supply tariff option, the electricity boards
were already providing some improvements in their charging
policies; but he was very keen to see this option and at least
some of the others pursued further. On the other hand, he was
well aware of the adverse PSBR implications of pursuing the more
expensive options - although in the case of the fuel oil duty,
making no concession would be very hard to justify given the
existence of North Sea oil.

The Chancellor said that there had been a good discussion in

NEDC at the meeting held the previous week. There had been
general agreement that the problems faced by British industry
in regard to energy prices, compared with their competitors over-
seas, related almost entirely to bulk use of gas and electricity
and the heavy fuel oil price (although in the last few months

. the latter had fallen below fuel o0il prices in Europe). He was
quite content for options (i), (iii) and (iv) to be pursued, and
to the extent that these would have implications for the PSBR, he
would be prepared to look constructively at them. Option (vi) =
reducing fuel oil duty - was an option for the Budget, and he
would be prepared to consider it seriously. Officials in the
Treasury and your Department were already looking at this. One
aspect which would have to be considered carefully was the
arrangement whereby, under the Frigg contract, part of any con-
cession would involve payment overseas to Norway and to the French
companies operating the Frigg field. As for the possibilities of

/across




across the board price reductions, he did not think these would
be justified.

Summing up a brief discussion, the Prime Minister said that
your Department should pursue options (i), (iii) and (iv)
urgently; indeed, they should be pressed to the limit of what
could be justified commercially and, in the case of electricity,
in terms of the constraints imposed by the Electricity Acts.
Options (ii) and (v) should not be pursued further at this stage;
the Treasury and your Department should continue their examination
of the fuel oil duty option with a view to a decision prior to the
Budget. In view of the consensus they had reached, it did not
seem necessary to discuss the proposals further in E Committee.

I am sending copies of this letter to John Wiggins (HM
Treasury), Ian Ellison (Department of Industry), David Wright
(Cabinet Office) and also John Craig (Welsh Office).

Julian West, Esq.,
Department of Energy.
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Sir Kenneth Couzens
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Mr Cardona
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MONTHLY NOTE FOR THE PM ON THE CGBR IN DECEMBER AND 1980-81

I attach a copy of a mote which the Chancellor sent to the

Prime Minister on Friday night, together with the monthly note on
the CGBR. The outturn in December to be published today - was
disappointing and has led to an upward revision to the PSBER
expected for the year.

L

RS,

-

PATRTCTA BROWN
12 January 1981




PRIME" MINISTER

CGBR in December and Prospects for the rest of 1980-81

I am afraid that -December's figure for the CGBR brings more
bad news. The number which I ﬁave learned today and will be published
on Monday is £2.3 billion. This follows £2.8 billion in November and
is bound to be a shock. One implication is that the money figures
for banking January - to be published in February and the last working
figures before the Budget - ‘are unlikely to show a reduction in the
underlying rate of monetary'growth.

We are pressing the revenue departments to get all the money
they can to the Consolidated Fund, and the Bank to maximise gilt
sales; we have till 21 January before the banking month epds
(though Monday's figure will not make the Bank's task easier). There
will also be some help from the raising of the ceiling on holdings

of the 19th issue of national savings certificates on 14 January.

The enclosed note: sets out the main reasons why the December
CGBR has turned out so much worse than expected. It also gives a new
appraisal of the PSBR as a wnhole for the year to end March - over
£13-billion = "inSthe light ofsit;
; L |
I went into this with officials on Frlday afternoon and evenlng,
problng the re11ab111ty of the latest assessment.

On the revenue side, the experts in both revenue departments
hold to thelr present forecasts for the flnan01al year, desplte the
shortfalls: in December

On departmental expenditure, the latest figures confirm the
problems which we already know about defence and the costs of

employment /unemployment. There do not appear to be any new problems.

/Finally,




i

Finally, I am, of course, stepping up the effort that is

already being made to rectify the deficiencies revealed by these
forecasts.

9 January 1981
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THE PROFILE OF THE CENTRAL GOVERIIMENT BORROVING REQUIREIMENT (CGER)
TO END MARCH AND THE PUBILIC SECTOR BORROWING REQUIREMENT (PSBR) FOR
1980-81: NOTE OF JANUARY 1981

A. ' Oubburn of the CGER in December

The provisional'outtﬁfn of the CGBR in December, at £2,311 million,
is seriously above the forecast of £1,450 million made at the
beginning of the month. The outturn will be published on 12 January.
Table 1 compares the outturn in December with the forecast made in
Table 3 of last month's note. :

2. A shortfall in receipts by Inland Revenue and Customs and Excise
accounted for £500 million of this difference. About £400 million
'of the shortfall of £497 million shown next in ‘the table had no
implication for the CGBR: various receipts had not been transferred
by the end of the month to the Consolidated Fund from other funds ~
and accounts masking a shortfall in that line, which is explained
below. :

e On expenditure, Supply Issues were Jjust over £100 million above
forecast. Issues for the Ministry of Defence did not fall

£50 million as assumed; and the surge in expenditure under the
temporary short term working compensation scheme meant that issues
to finance it were some £50 million more than had been assumed.
This is part of the extra finance that it is now known will be
needed for the rest of the year. Iocal authorities continued to
borrow heavily from central government in December (an indication
of their total borrowing will be available shortly). In the last
~séction of the table -~ other funds and accounts -~ a shortfall of
about -£100 million is masked, 4as described in the previous paragraph,
by receipts not yet transferred to the Consolidated Fund. Two
factors account for much of this. Interest liabilities of national
savings rose more than had been allowed for and interest receipts
from the Exchange Equalisation Account were below the path
interpolated from the forecast for the year.

o e




CONYFLDENILAL
4. The first instalment of the refunds from the EC under the
%0 May agreement, amounting to £98 million, was received as expected.

The money was drawn from the EC balance at the Paymester General's
office. :

5. The outturn of the CGBR in the December banking month

(20 November to 10 December) at £1,890 million (£610 million after
seasonal adjustment), had been £120 million below forecast. Almost
'all of this gain had been due to high Inland Revenue receipts in
the early days of December. Thus, @ll the deterioration in calendar
December, compared with the forecast, came after 10 December.

Do Rolling forecast for CGBR in banking - January

6. Banking January runs from 11 December to 21 January. TFor the
period up to 31 December the CGBR was £ﬂ,7Z9 million and the current
figure for the banking month as a whole is/net repayment of

£160 nillion, in both cases before seasonal adjustment. Banking
January contains the annual peaks of receipts of mainstream
corporation tax and Schedule D income tax and the gquarterly peak of
VAT receipts. After seasonal adjustment, therefore, the small
surplus becomes a large borrowing requirement of £1,850 million.

U Rolling forecast for CGBR in January = Merch and the vhole year

7. With two sﬁbceSSive'months when the outturn of the CGBR has been
significantly over the forecast, the latest estimate for the year as

a whoie, at £12,850 million, is over £ billion higher than the CGER
forecast implicit in the Industry Act forecast of the PSER

published on 24 November. .Most, though not at all of this raises the .
PSBR now expected. ' iy

B bi-aoince Nbvember,Inland Revenue and Customs and Excise have each
reduced their forecast of receipts for the year by £0.4 billion. In
the case of Inland Revenue the subsequent shortfall in December
absorbed much of this. Customs have, in effect, taken account of

P




CONFIDENTIAL
monthly shortfalls between forecast and actual so far but assumed
their previous forecast will be valid in coming months. The question
is how far the recent shortfalls reflect a misjudgement of the trend

or (éspecially in the case of Inland Revenue) of the timing effects
of the long Christmas breek. :

O On the expenditure side, the forecast of Supply Issues has
increased by £0.4 billion. This allows for defence expenditure to
be about £500 million above the revised cash limit and reflects ALYy
extra provision for special employment measures. The unemployment
situation has also led to a reappraisal of the speed of run dovn of
the Redundancy Fund. The mis-forecast in respect of national savings
interest in December is (pending further enquiry) assumed to have
affected also previous forecasts for the remaining'months of the
year.

-

-

10. Extra net lending from the National Loans Fund of £0.5 billion
is now expected to both local authorities and public corporations,
but in both cases this is expected to be a switch in the sources of
their finance and not an increase in their total borrowing or the
PSER.

11. Some of these excesses were allowed for in last month's note.
The latest forecasts for January to March are as follows:
) & million
January - -850 (net repayment)
February 1,050 '
March - 400 (net repayment)

12. Table 2 sets out the CGBR outturn since A pril 1979 together -
with the new forecasts to the end of the financial year. The
cumilative excess over last year of the CGBR rose to £2.9 billion

by the end of %&u%ffeaggblx:cuu,h»o« Ot i A .
oA Rl Ui by fn —u~d :SB. QMU&W‘LU\A/ 4

13. The net repeyment in January is smaller than previously

-3 -
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forecast, as a direct consequentzof the latest view of the outturn
for the whole year. In particular, the important changes are a
reduction in Inland Revenue receipts, an increase in Supply Issues
and. an increase in net lending. The January surplus is below that
of a year ago; receipts are forecast to be a little higher than last
- January whereas expenditure is considerably higher, partly because
of the large payments-due under Rate Support Grant Increase Orders.
The latter should have an effect'on what local authorities borrow.
The second instalment of the EC refunds under the 30 lMay agreement
is expected in the month and it is assumed that this will necessitate
a transfer of £100 million across the exchanges from the EC.

14, The figure for February shows a slightly smaller borrowing
requirement then was previously thought likely. This is due to a
. reduction in the forecast of net lending. :

15. The forecast for March is a repayment of £400 million. This is
larger than last March's repayment primarily because of the growth
in petroleum revenue tax. PRT receipts of nearly £1,500 million
are expected this year compared with £700 million in lMarch las®
year. As last year, receipts by BNOC of advance payments for oil
will bring in around £600 million which would otherwise have been
received in 1981-82. Further receipts from the EC under the 30 May
agreement are expected in March bringing total receipts for the
year of £680 million. Of this £120 million has been assumed to be
vfunded by a reduction in the balance on the EC account with the
'Paymaster General's office.

D. Forecast of the PSBR for 1980-81

- 16. Most of the upward revisions to the CGBR carry through to the
PSBR. The forecast outturn for 1980-81 is now put at around

£1%1 billion. This is some £1% billion higher than published in

the Industry Act forecast on 24 November. Since then there has been
no change in the view of total borrowing by local authorities or by
public corporations although (as noted in para 10) both are now

e
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expected to borrow more from central government than previously
thought likely.

17..fThe new forecast outturn of £13% billion is above the Winter
economic forecast of £12% billion. The larger figure reflects the
consequences of the higher than expected CGBR in December. The
najor components of the PSBR are now forecast as follows:

T et han S  rec ek e Bidld ab
CGER 10% 123

CG borrowing for owvn account i 6 - 72

: Iggaﬁiﬁggggfitied'borrowing pit s o1

Public corporation®s’
borrowing requirement 3% 21

FSBR 1% 134

1) Only the total for the PSER
was published.

18. Evan at this stage of the year, there is a substantial
margin of error around these estimates. Further updating of the
forecast outturn for 1980~81 will take place before the Budget
estimates are published.
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TABLE 1

CENTRAL GOVERNMENT BORROWING REQUIREMENT -~ DECEMBER

-

£ million

Forecast Effect on CGBR

RECEIPTS

Consolidated Fund

Inland Revenue
Customs and Excise
Other

National Loans Fund

Interest etc receipts

Total receipts

EXPENDITURE

Consolidated Fund

Supply services and Contingencies Fund
Other

National Loans Fund

Service of the national debt
Net lending

Total expenditure

Other funds and accounts

(of which: changes in the European
Community's balance at PGO)

CGBR
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. TABLE 2
CENTRAL GOVERNMENT EORROWING REQUIREMENT

£ billion

: - Cumulative
1979-80 1980-81 1979-80  1980-81 Difference

0.9 135 0.9 T 0.4
2.4 2.8 3.3 +0.5
B 3.8 4.6 +0.8
July 0.8 3.8 5.4 +1.6

August 1.6 4.9 7.0 +2.1

September i 0.8 6.6 7.8 : +1.2

October RO ) 6.8 8.0 +1.2
‘November 2.8 8.6  +2.2
December 2.3 10.2 +249
iy (=0.9) 7.7 (k1)
February (1.1) 8.1 (+5.1)
March : (-0.4) 8.2 (+4.6)

Note: Some rows may not across add because
rounding. Each column is correctly
L I‘Ounded.
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Qa 05217 CONFIDENTIAL

To: MR LANKESTER

From: J R IBBS

ENERGY PRICES

Background

s T understand that the Prime Minister is to discuss
Energy Prices with some of her colleagues on Monday. You
may find the following notes helpful in that they highlight

. » . . . e —
in simple terms some of the malin points at issue.

2 At this week's NEDC discussion on industrial energy costs
the CBI made it clear that they were not advocating a general
relaxation from the principles of economic pricing of energy;
their case was the more limited one that British Industry

should not be disadvantaged on energy costs vis—a-vis its

competitors in Europe. The papers prepared for the NEDC showed

that in general while UK prices were not out of line, there
were three particular areas of concern - Cun .
v

—— 7 u.:. L"
electricity prices to the large consumer; ol 2 “:Z”

L4

firm gas prices in certain instances;: and

, fuel oil prices during the first nine months of
1980 including the level of duty.*" .

It was agreed at the NEDC meeting to set up a small‘gﬁﬁi

Qgﬁpe with representatives from all sides to investigate claims
and counterclaims and report back definitively on their substance
for the March NEDC meeting

S The Secretary of State for Energy has already implemented
some measures aimed at alleviating these areas - on electricity
he has asked the area boards to be more flexible within the
limits already open to them, and the Bulk supply tariff is also

1
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being reviewed by the CEGB; on gas he asked BGC to reduce the

price for new contracts; market forces have made the fuel

0il disparity disappear at least for the moment. Overall,

energy costs are reported to be only 4 or 5% of Industry's
total costs. In so far as special assistance is provided

it is important that it should be concentrated where it will
make?difference, i.e. on users for whom energy is a substantial

proportion of total costs (some may be quite small companies

and so not be regarded as large consumers).

—

Digparities already clearly established.

4, On the evidence produced so far the price of electricity
to large consumers and the level of fuel oil duty do seem to

result in British industry being disadvantaged. In the
period before the NEDC report in March the CPRS suggest that
the Department of Energy might, as well as ensuring that

the review of the Bulk supply tariff is completed as soon as
possible, clarify whether the price to large consumers of
electricity could?gubstantially decreased without contravening

the statutory requirement that the electricity supply industry
shall not discriminate; prices on the continent are more
tilted in favour of the large consumer - is this discrimination

or just a proper way in which the market should work?

On the question of fuel oil duty, doubtless the Chancellor is
giving consideration to the level of this in his deliberations
for the Budget.

The domestic/industrial price balance.

e Perhaps the most striking difference in comparing UK
energy prices in general with the continent is the substantial
under-pricing of the domestic vis-a-vis the industrial market,

particularly in respect of gas. However, the CPRS would support
the Secretary of State for Energy in his judgement expressed

in his minute of 7 January to the Secretary of State for Wales,
that the current policy of an annual 10% real increase in domestic
prices to redress this imbalance probably runs pretty close

2
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to the limits of public acceptability. It is of course,

important to ensure, so far as the balance is concerned,
that the effect of this is not being offeset by similar

C;::"; price increases to industrial users.
N

The U.S. energy price advantage.

Gy Pricing parity with European competitors in the industrial
sector would, still leave a substantial .unfavourable differential
for industry when compared to the USA. Whilst Furope cannot

hope to match the USA's huge cost advantages that come

from cheap coal resources, the slow rate of de-regulation
particularly of gas prices, contributes greatly to the
substantial under-pricing of products that is causing damage,

for example to our textile and chemical industries. The CPRS
believes that Mr Reagan's administration should be exhorted to
give high priority to much more rapid deregulation of gas

prices.
————————

Energy Conservation.

7o The present cash flow pressures on the manufacturing sector
mean that what funds are available are directed by industry
to primary strategic investment rather that to energy conservation

E‘gmeasures which even with a good return often appear to companies

to be of secondary importance. Ministers might like to consider
whether further incentives (financial or otherwise) to industry
A i s e

for conservation could be justified.

8o I am sending a copy of this Minute to Sir Robert Armstrong.

]

|
|
f

J

9 January 1981
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Ref. A03951

PRIME MINISTER

Energy Prices

You are to have a discussion on 12th January with the Chancellor of the
AN

Exchequer and Mr. Howell on energy prices. This meeting will both continue the

discussion you had with them and others before Christmas and will set the scene
for discussion in E later in the month when Mr. Howell is due to bring forward a
———y

general paper on energy prices.

24 The basic text for the meeting is Mr. Howell's minute to you of
3lst December. In this, and in the papers he has been submitting to the NEDC
(notably NEDC(80) 84 on industrial energy pricing), Mr. Howell is effectively
saying that much (though not all) of the case industry makes (that United Kingdom
energy prices are excessive—\:hen compared with thosm-our competitors) has

‘
crumbled away on examination; that nevertheless there are points of difficulty

for particular industries which he is doing his best, with the energy industries,
——————

to meet; and that broader measures of relief on energy prices would be very
e sca

costly in PSBR terms, inefficient as a means of bringing short-term help to

industries in recession, and damaging to the Government's long-term interests.
e ———————— it g,

3% The basic issue is whether the Government can or should spend (or forgo)
sy

sums of money running into hundreds of millions of pounds in order to provide

British industry with cheaper energy. If not, there is probably little option but
to back Mr. Howell's present actions, designed to provide relief where detailed

work shows that a particular industry or firm has a case, but to avoid

generalised relief. If on the other hand your judgment is that colleagues would

be prepared to see substantial sums spent on reducing energy prices, then the
questions become how can this best be done and how quickly? These questions
will be of particular significance to the Chancellor who is already deeply involved
in preparing the March Budget and needs to know whether he is to contemplate

action on the fuel oil duty and whether he needs to modify his assumptions about

the financing of the nationalised energy industries in the year ahead.
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4. If Ministers conclude against any generalised relief, it will be the more
important to consider what can be done to influence energy pricing policies in
other countries with a view to improving the competitive position of British
industry. Although industry's case against current United Kingdom energy
prices as compared with those in Europe has, for the most part, proved weak,

the case to be made against United States energy pricing is strong. Some action

—— e ——
is already in hand through the EC but colleagues will need to decide whether, and

if so, how the pressure can be kept up or intensified once Mr. Reagan has taken

over. This will need to be viewed in the general context of our relations with the
i-n_;)-r—n_i‘ng Administration and the likelihood of mustering effective support from
our European partners.

23 The case for and extent of help to industry on energy prices needs to be
considered in relation to other possibilities for action by Government to ease the
problems of industry. If it were thought that relief for industry's problems might
ceme through an easing of the pressures of the exchange rate and of interest rates,
or by other measures which the Chancellor may have in mind for the Budget,
Ministers might think that extra general help through energy prices was not worth
the longer-term costs inevitably associated with such action.

6. You may want to press Mr. Howell further on the scope for putting

( ~————opressure on the nationalised energy industries to increase their efficiency.

—

are largely immune from the pressures of competition, but there are
.

possibilities: for instance, would there be anything to be said for enabling

companies that produce gas from the North Sea to supply large customers direct

rather than through the BGC (paying the BGC an appropriate tariff for the use of
BGC transmission facilities, if need be)?

15 Is there scope for the Government to do more by way of encouraging
industry to reduce its energy consumption? In the field of energy conservation,
there are still many worthwhile investments to be made, and too many firms do
not appear to have grasped (or perhaps feel able to afford) the potential benefit to
themselves from cutting their energy bills. If there is to be no generalised

relief on energy prices to industry, would there be political and economic

el
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advantage in spending limited extra amounts of Government money on the
encouragement of energy conservation measures in industry which would benefit

both the firms concerned and the economy generally?

ROBERT ARMSTRONG

9th January, 1981
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enk you for your letter of 15 December. dwluy in sending
rther reply to your November letter was 1

mi Juﬂqo'“‘“mdiﬁ", et official level,

detailed background to some of the ing:

nelsh Office, whereas the elsh Office

contact before providing additional material

reply also takes into account your three subseq

individual companies,

I welcome your support for the long-term ob
principles underlying our present energy
r01terate that I consider economic energy pri
apiole etz ki ;.'O‘I-.‘ CY.

This means that the energy indvstries gl L chharge at-levels

which reflect the long run cost of s 013 2L 80
they should teke into account short and medium run market factors,

o (R 4
HiGclly Glld

For most of UK industry, energy costs ar not large,

of total industrial costis, and, furthe: r evidence
whole, industrial energy grices here are not out of
our FBuropean competitors, As I said in my previous letter
a case of identifying and considering how we can help tl :
intensive companies now in finencial trouble which have a viable
future once the recession is over, But the possibility of such
help must be viewed within a general industrial policy framevork:
there are many companies in financial trouble for whom enersy

are of small concern.

" afe g

Turning to your comments on the papers for 'E' Committee, we may
be fortunate in our energy resources, but we are not rich in cheap
resources, and we have limited reserves of oil and gas. 131
not fritter away those resources. Both the US e&nd o a lesser o
Canada have realised that they must price their oil more realisti
and the Netherlends has gone to great lengths to reise her gas
prices both at home and abroad to market levels. You may be rig
L 2D




in saying that progress in eliminating the worst unfair competition
will not be swift, but I do not think this is sufficient reason

to reverse our policies and suffer the longer term conseguences

of Tast depletion of our resources, and reduced incentive to

develop alternatives,

I note that say our coal prices are based as much on socio—
economic requirements. as the world manket price, but this is not
correct. The NCB's customeis are not constrained by socio~ecconomic

N

considerations to take Board coal snd the NCB theref
take account of the prices of competing fuels,
imporivs, when setting its prices. You gquestion
point that most NCB delivered to CEGB power stations i
competitive with imported coal, The Commission's data in table Ei
(Annex 3 of E(80)120) showing low prices for coal imported o
Denmark, Italy and the Netherlands is suspect in quelity and

the latest figure given is for January 1980, Coal import prices
have risen substantially over the last two years from sbhout F40
per tonne c,i,f. Roterdam at the beginning of 1979 to over g50
per tommne in early 1980 and over ZF50 per tonne currently. At
present, NCB steam coal prices are competitive on a delivered
cost basis with imported coal except at plants close to purpose-
built importing facilities, such as Thamesside power stations.

The NCBE also supplies coking coal to the BSC on a competitive
basis; the Board and Corporation have recently concluded a new
long-term contract under which NCB prices are aligned to world
levels,

For electricity, the estimates of the current level of long run
marginal cost of electricity supply are based on the cost of
Tfossil fuels because at present, and indeed for some considerable
time to come, the marginal unit of electricity is generated by
fossil fuel fired power stations, Of course, as the nuclear
programme develops this situation should change and we would expect
to see the marginal cost of production fall as nuclear recaches
the ol But the esi would not even be covering its short
term masrginal costs if prices were based now on current estimates
of the costs of nuclear generation, Such a policy would regquire
substantial and continuing Excheguer subsidies.

You and Keith Joseph have both suggested that we might consider
the possibility of increasing domestic gas prices faster if this
enables us to hold down gas prices to industry. In my letter to
Keith, I coumented that we would have to think very carefully
about urging BGC to put up domestic prices faster. Is this really
what industry wants when it comes to negotiating with its workers
on pay? Is it what wewant? Domestic gas prices have increased
by nearly 30 per cent in money terms this year alone, with the
prospect of a further 25% increase next year. I think myself

that this runs pretty close to the limits of public acceptability.
As for intending to hold down industrial prices in general, I
mentioned that it would be a departure from the pricing principles
agreed with British Gas whereby they relate the price of gas
(though by no means fully) to the alternative oil fuel. This
approach rests on market forces, and if the Government wished BGC
to move away from this it would mean a high level of intervention
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in the management of a nationalised imdustry with Jovelitrentd
being held direetly res g onsible Tor pricins with g1l itls ‘
We would also be moving contrary to price

attendant pressures.
trends all over Europe,

Energy prices are clearly considerably lower in the United States
than in Burope. I believe that most representations make
comparisons with Europe rather than with the US partly, as you
say, because these comparisons are more relevant to many
industries, but also because industry accepts that we cannot
afford to price our energy at North Zmerican levels., But they 4o

bl
expect competitive pricing, and therefore see Buropean prices

as

a correct comparison, This said, companies in sectors such
chemicals and textiles are rightly extremely concerned about
impact of competition from North America., Where this stems
underpricing we must attack as we are doing through the IEA by
proposing the adoption of economic energy pricing principles,
end through the EC by encouraging concerted action against tt
slow deregulation of US gas prices, However, North fmerica
has natural cost advantages through its vast coal resources
hydro-electric power, We cannot match their industrial coal and

electricity prices without vast continuing subsidies.

This brings me to an important point which you yourself raise on
the future of energy. intensive industries, We cannot automatically
assume that some of our energy intensive industries in present
difficulty during the recession will share in a general economic
recovery. As the world economy recovers from the recession, there
is likely to be an increased bressure on limited energy resources,
and energy costs will remain high. You will recall that Bowaters
took the commercial decision to close the Ellesmere Port plant
despite offers of substantial Government assistance towards zn
investment programme which we thought could make the plent
profitable once more, North America's natural cost advantages

coal and electricity supplies was not the only factor involved
here, of course, but it was sufficiently important in the eyes

of Bowaters' management for them to demand a considerable and
continuing energy cost subsidy if they were to keep the plant open,
Government assistance in restructuring and modernising some companies
is a worthwhile use of limited resources, but we cannot open-
endedly support operating costs; the penalty would have to be

paid elsewhere in the economy. We clearly have to be selective

in our support, and if as you say, other EC countries appear to be
supporting their energy intensive industries, we need clear
evidence before we consider action,

The question of offering 'bridging' help to specific compsnies
should be raised at the forthcoming 'E' Committee meeting. Apart
from the problem of finding the money, identification of the most
deserving recipients does not lie within my Department's expertise,
and, as I mentioned above, there are many other companies without
energy cost problems in grave financial trouble. Two of

Keith Joseph's proposals in his letter of 8 December are limited
to actions which might be taken by the energy industries across
the board. The third concerns a reduction in HFO duty at which

I am also looking. But direct Government action to rescue certain




companies is a different matter.

I hope that the attached comments on the particular cases which

you have raised are helpful.

I am copying this letter to recipients of yours,

s legas sl
Y,

. [pPARWO WELL

(Lpproved by the Secretary of State and
signed in his absence).




Dealing first with the losses currently being incurred by the

JEGB on their contract with inglesey Aluminium, the figure I .
quoted.of £30 million pa is 1ndeed an estimate based on the
difference between the price Anglesey Aluminium is currently paying
for its power and the price that the company would have been rayin
if the power was being supplied at present Bulk Supply Tariff

rates which reflect the present marginal costs of production.

The comparison also takes into accouvnt Anglesey Aluminiwmn's

demand pattern, with a relatively high proportion of units taken

at the low night rate, and does reflect the rate they would be

quoted today as a major bulk user.

On your recent trip to the US, Kaziser Aluminium, the parent
company, told you of its interest in the possibility of purchasing
CEGB generating plant, in considering an expansion of its UK
operations. To my knowledge, this has not been pursued far, but

I vnderstand that Airco are providing input for a study
commissioned by the Department of Industry into the feasibility

of private electricity generation.

But private generation is clearly not an option for the vast
mzajority of companies., It is therefore important that they should
discuss existing flexibilities within the esi tariff structure
with their area boards., I understand, for instance, that Alcoa
have not made any representations to either the South Wales Board
or the Electricity Council about their prices?

On 19 December, however, the South Wales Board did receive a
letter requesting a meeting following notice to Alcoa that their
contract pricerwould be revised from 1 April, 1981, I hope that
this meeting proves useful. The Electricity Council have given

vs examples of specific assistance recently offered in Weles
following discussion with companies. Reductions in nominzted
supply capacity have resulted in savings to two firms of £12,000
and £75,000; transfer to an alternative available published tariff
produced savings of £9,500 pa; and special rates were offered for
e 12 W load to be supplied over the Christmas/New Year holiday.
In general, loadmanagement terms are being extended to a greater
range of industrial consumers, The local area boards are offering

a positive service,

I would very much like to hear how Alcoa's gas contract negotiations
develop. It would also be interesting to see the background ;
figures to the comparative information Alcoa and Duport gave you,
as it is importent to compare like with like., Clearly the length
of a contract, the date signed and its terms, eg interruptibility
of supply, are important. Electricity prices are significantly
affected by voltage, load factor, load management, patterm of
daily and seasonal demand etc. In France, for instance, it is
quite likely that a large, high-load factor electricity consumer
could have a lower electricity bill than in the UK, because of the
high proportion of nuclear end hydro-electric plant in France
compared to the UK. But I am surprised that Alcoa is paying less
for their electricity in the Netherlands; generally electricity
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prices to large users in the Netherlands are in line with our own.
Such anomalies need to be looked at in greater depth. For
instance, the Iron and Steel SWP study shows that the Dutch
Hoogovens steel company has & close relationship with their
electricity utility, the steel company supplying large amounts
of gas to the utility for electricity generation, This clearly
brings dovn the price which Hoogovens pay for their electricity,
but the reason for the low price would not be apparent without
a close look at the case, '

A gt Ferodo an
Iloss Gears, they are in line with increases for all industr
consumers, Ferodo's firm contract renewal at 28.15p/therm
compares with the figures quoted by the independent research
organisation, NUS of 27,.8p in Germany and 24.2p in PFrance for
September 19é0. In Germeny, renewal contracts for premium uses
are now reported to be close to the full gas oil equivalent price,
eas in the UK, British Gas is rénewing contracts at about 75%

a
2l

Turning to the gas price increases facing Duvort,
al

TE

cas 0il prices.

Gas prices on the Continent generally have been rising over the

past year, with the consequences of higher gas import prices

still to work through., The evidence suggests the rate of industrial
real price increases since early 1979 on the Continent has been
faster than in the UK in local currency terms, The impact of

fast rising world energy prices is not just being felt in the UK.
Duport is'e particularly worrying case, I have corresponded with
the Chairmen, lMr Sayers, who is familiar with energy pricing
realities as chairman of the CBI's Energy Policy Committee, about
his concern for many of his subsidiaries who are unable to pass

on rising costs. He has welcomed the Govermment's determination

to take up cases where other countries are unfairly subgidising
costs. I have already mentioned the Iron and Steel Sector Working
Party report which we are examining carefully for such evidence.

But the position of both private sector steel compenies and BSC
must be viewed in the wider context of industrial strategy. Even
if we were to intervene in the nationalised industries's operations
to the extent of reducing energy prices below commercial levels

for certain specially singled out companies with all the problems
that entails for our pricing policy, international reaction and

in practical implementation, I doubt that it would be a satisfactory
solution in the steel industry where the cost of energy is only ;
one of many factors contributing to their present plight, However,
if financial support by Govermment was considered appropriate, I
hope that it would include support for energy saving investment.

I note that the B3C Corporate Plan includes proposals for such

action,

It is unlikely that Ferodo would find themselves in a similar
position to Bowaters if they were forced to announce closure.
Bowaters were indeed offered better terms by the Coal Board for
their coal supplies, but this was on the basis of a commercial
decision by the NCB, which clearly had a greater financial interest
in keeping up their sales by retaining a large customer: than would
British Gas. There was no Government intervention., This of course
does not mean that Government support should not be offered if
Ferodo warrants it, but clearly we and the Department of Industry
would need to lnow a great deal more about the financial state




oft the company and its prospects before considering help, It is
difficult to comment 3Ms and Signode without further information
- g e Eates - yca it e

Perhaps you could provide this?

To return to Airco, and the contrast in new contract prices for
firm gas in 1979 and 1980 they were offered by BGC, the explanation
is that rising demand has made BGC's supply position very tight

and they can take on very few new customers as I have explained
above. The Corporation has therefore discourazed new customers'

by offering supplies at the full gas o0il equivalent price., As

you know we have asked British Gas to review this practice, but if .
they do bring down prices demand will rise and they will have to
ration on a more arbitrary administrative basis, which may also
bring complaints from companies which will claim that they have
been discriminated against in being refused a gas supply. In
Burope, supplies are also tight, and Airco would not necessarily
be successful in obtaining a new gas: supply there. In France,
only those who cannot possibly use an alternative fuel are being
considered for supply, and in Germany major suppliers are very
reluctant to give new contracts. Availability as well as price is

an important consideration for industry, and on the Continent,
Prance, interruption has been far more frequent

particularly in
than in the UK.
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ENERGY PRICES

I have seen a copy of David Howell's minute to you of
il J—
B tember in which he sets out his preliminary views

of the possibilifies of helping industry on energy prices
T T U AN, WL

in the recession.

24 I agree with David's general approach. It seems to

me to be both positive and sensible and 1 welcome his
proposal for a full discussion of his final recommendations

in E Committee when he returns from the Gulf.

2 I am sending a copy of this minute to David Howell,
Sir Keith Joseph and Sir Robert Armstrong. (/

(G.‘Hl)
é January 1981
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The Rt Hon Sir Geoffrey Howe QC MP

Chancellor of the Exchequer

M Treasury

Parliament Street

TLondon SW1P. 3HE S “danuary 1981

-
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GAS LEVY BILL

Menk you for your letter of| 22~December., I intend to press
ahead quiokly with the drafting and Jﬂtxouuchion ofvbhis B1ll,
which will set the rate of lcvy on British Gas at the levels we
have agreed, There are, however, three particular points in
your letter that concern me.

i 't I /suggested rounding the post-levy target to 317 SO as’ito
' 1 giving the mevp% yion of spurious precision, against
round of a medium term outlook invariably flu sht with
JnintV. I would not regard the ESI financial te arget as a

'LU11r1y desirable precedent; an original 2 per cent return
was adjusted down to 1.8 per cent as a concession to the industry,
LO reflect the staging of pilce increases ‘qucqrpntly agreed,
No;huv“ﬁ, 3.7 per cent® would hgve no different effect in
practice, compared with "3 per cent!, since BGC would not expect
to reasch either, on the basis of the latest forecasts gnd agreed
pricing policies, For these reasons I would prefer to stick to
a post—=levy target of 3% per cent.
Sccond, you express reluctance to see any adjustment to the rate
of . levy to deal with relatively minor effects of the new tax on
North Sea revenues I agree that we ought to try to avoid
departing from a levy exkxeﬁsed as a -ovnd number of pence per
therm. I would, however, expect BGC to ask that any impact of
the new tax should be reflected in the levy, and certainly in
their EFL, We will clearly need to consider these matters further
in the light of forthcoming advice from our officials on the
scope of the new tax., Until then, I would wish to reserve my
position on adjusting the rate of the levy.

\
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Finally, I would be most reluctant to include a "claw back"

power in the present Bill for a number of reasons., First, we

are setting the rate of levy and the timing of payments so as to
control both the level of profits and the size of the Corporation's
cash balances, I expect that the levy will be a sufficiently
flexible device in these respects for many years to come, despite
declining supplies of PRT—exempt gas. So I do not think that a
claw back power, in addition to that already provided in
Section 16 jof the Gas Aect 1972, is at all urgent. .I would hope
that the PAC could be persuaded of this, : )

Second, our opponents will argue that the levy is a thinly
disguised profits tax for revenue raising purposes, and we shall
play into their hands if we introduce a Bill which provided for
removing monies from British Gas both through a levy on PRT-exempt
gas (which we can justify) and, in effect, on excess profits levy
which we recommended against in our joint paper to 'E'(E(80)19).

Moreover, BGC would be suspicious of our intentions in taking

such a power and their present reluctant acquiescence in the

Levy could be forfeited.

I am copying this letter to the Prime Minister, members of
E Committee and to Sir Robert Armstrong,

QA_JfV

/ cwd
S

D A R HOWELL

S




PRIME MINISTER

You wish to see Mr. Howell on Monday,

12 January, on energy prices.

Would you like the Chancellor to be

present?

4
\@\.:\‘p %@tﬂe,
G\

5 January, 1981.




MISS STEPHENS

You were going to fix up a meeting for the
Prime Minister with Mr. Howell on 12 January.
I asked Debbie at Chequers to ask Clive to ask
the Prime Minister whether the Chancellor
could attend this meeting. Did ybu get
an answer? If not, please could you follow up.

2 January, 1981.
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PRIME MINISTER @ Nu\

December, you asked for a note on what‘®the Govermment could do now, yow
immediately, - to help industry on energy prices in this very'azzg' Lot
recession. This minute sets out the possibilities on which I have 4“&“
been working. As I told you I would propose to put my recommendations
to 'E' Committee very soon after I return from my trip to the Gulf in

—— ol

eari§-January. However, if you think it would be helpful, I would be K,
very willing to call on you on 3 January - the day before my departure
ai§>

for an informal discussion on this note, in which I could perhaps expl
more fully the background to these possibilities and the wider impli-
cations for our overall economic policy and its presentation. C
L)./I-e--
f’*j

2 There can be no doubt that it is vital to achieve much greater
efficiency in all the nationalised industries, In the energy industries,
substantial progress has already been and continues to be made. The l:%
gas and electricity industries have achieved a faster growth in labowr%i'
productivity and a slower growth in employment costs per unit of output
than in the rest of the economy over the last decade. In coal the
pressures of the financial strategy have recently led to.a big ZL
acceleration in the rate of colliery closures which had fallen To a
negligible level under the previous Government. + million tonnes W1llgy
be closed this year. But much remains to be done in all the industries
and there can and will be no letting up in the pressures on these

industries to cut their costs.

3 Private industry will reap the benefits of this work in due course.
However, as you said, the pressure on industry from the world recession
is immediate and demands immediate relief. And greater efficiency end
lower costs in the nationalised energy industries will not affect the
price of o0il or gas prices to industry which, in a situation of excess
demand for gas, are set by market forces, Indeed, as BGC cuts its costs
its profits are further enlarged.

€ b U~ hemts, ke  shovtd
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4. Our general policy which I am sure we must stick to is to require
the nationalised energy industries to base their pricing policy on

sound economic principles and to refrain from the detailed intervention
by the Government which has done so much damage under previous admini-
strations. This means letting them charge so as to reflect the cost
uﬂ“'Of supply on a continuing basis: but it also means that the industries
‘S" should behave sensibly and flexibly in response to both short and long
w ' MW term market factors. It also gives consumers a clear picture on the

Sovr-wgéost of their fuel consumption, enabling them to make rational decisions

dUr about fuel use, investment in fuel appliances and in energy conservation.
Artificial under-pricing or general price control would both promote
wasteful use and reduce incentives to develop new sources of energy.
I have therefore been looking for possibilities which are consistent
with our long term objectives. Some (Nos (i), (iii) and (iv)) could
bring a minor but immediate easing of pricég-chd?géd to some users.
Others (I;-and v) aFE'EEFé radical and expensive. They would involve
a substantlal gross cost to the PSBR - partly offset by PSBR savings
through the jobs they would help to preserve. Number (vi) = the

duty on heavy fuel oil - is really a question of energy tax policy
rather than energy pricing policy. However, I offer some views
below.

5e The possibilities are:-

ON GAS
(i) I have asked the BGC to consider two changes of

pricing practice:-

(a) Their present policy is to provide interruptible
gas at a discount to industrial consumers who

e b o ol

would otherwise use heavy fuel oil. The discount

on interruptible gas would however be of greater
value to consumers who would otherwise use the more
expensive gas oil. I have asked BGC to consider
whether it is practicable to create a category of
"priority interruptible" supply for such customers.
This might save them 3p/therm and it would remove
one of the dlscrepan01es between pricing practice

in the UK and some Continental countries.
pe—
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(b) I have also asked whether the structure of firm gas
renewal prices adequately reflects the discounts for

bulk which would be available in an unconstrained

—— A 2 .
competitive market. Bulk discounts might save large
P

users a few _p{therm.

A e ek 3 A b o SO

Both these possibilities would have some immediate PSBR implications on
which I am awaiting the advice of the BGC, although the ultimate net
PSBR effects could well be smaller.

(ii) a more far-reaching step would be a reduction of, say,
3p/therm on the price of gas to %EE industrial con-
QGEE?Efof firm gas. This-;Buld involve direct and overt

\}O i intervention and be inconsistent with our pricing
principles; it would create an additional demand for
gas which could not be met; and it would cost the PSBR

(gross) some £80 million in a full year.

On Electricity

(iii) T asked the CEGB in July to undertake a comprehensive
review of the Bulk Sugply Tariff under which they supply
electricity to the Area Boards. Some marginal benefits

should be available to customers with special agreements
in the Spring. The full review will be completed next
i Y

year. o

————

T have also asked the electricity boards to show as much
flexibility as possible in the application of the exist-
ing tariffs. This too is now producing some small
benefits for industry: as one example, a joint investi-
gation by an Area Board and a large industrial consumer
(steel) into process and other improvements will realise
savings af:%é on an electricity bill of £10 million per

annum.

Because of the statutory position under the Electricity
i;;Acts tariff cuts would have to be across the board. A

M i e ity
o e

cut of the order of 5% would cost the PSBR (gross) about
£250 million
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a yearj; would be inconsistent with our general pricing policy;
and would not be a cost effective way of helping industry.

It would be hard to tailor any concession to help large

users without changing the legislation against undue
discrimination., This would be seen as a very hostile move
against smaller industries, which we want to encourage not

e

hurt more.

1]

I am examining the question of the £8 per tonne duty on

Heavy Fuel O0il - the matter which Keith Joseph has also

raised with me. I believe there could be a case on energy
policy grounds for, say, halving this duty. This would

bring it much closer to the level in other Communlty countries
and help ensure that our fuel 0il prices, which are currently

<ijb\‘J9ﬁ( below most of those elsewhere in Europe anyway, stay in a

573

AN
/\//$u Q’ (- getting round this disadvantage.

good competitive position. However, the direct and indirect
cost to the PSBR would be about £200m (gross) in a full year,
), of which £100m would, under the Frlgg contract, be payment
“*9 overseas fg-ﬁg;way and to the French companies operating the
( PFrigg field. We are looking urgently at possible ways of

~
6T ha;; not mentioned coal in the list of measures. There is now
acute pressure on coal price increases. Although the industry is facing
some severe short term problems it is making good progress towards an
economic and efficiené?long term future,

Wﬁ

7 Finally, a general point. If we want to bring short term immediate
help to certain industries in this very deep recession, as I under-
stand we do, then to attempt this by general intervention to reduce
energy prices is bound to be highly inefficient, very costly and the
most damaging form of help when it comes to our long term interests.
Finding more efficient ways of helping those industries and firms which
face immediate difficulties but have good long term prospects goes
beyond my Departmental responsibilities. But collectively we should be

looking for them urgently.




CONFIDENTIATL

®.

8 I am copying this to Geoffrey Howe, Keith Joseph and
Sir Robert Armstrong.

G
/

p Secretary of State for Energy
3| December 1980

(Approved by the Secretary of State and signed in his absence)
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29 December 1980

The Rt. Hon. David Howell, MP
Secretary of State for Energy

Uz, %

INDUSTRIAL ENERGY PRICES

4
.{\/PV no' \ ;

I have just seen a copy of your letter of,B;Décémber to
Keith Joseph in which you comment on his letter of
27 quéﬁber on industrial energy prices.

While I do not necessarily dissent from the approach in
your letter, I do not think we can yet be quite sure that
we have got to the bottom of industries' complaints about
the level of energy prices in this country compared to
those in other Community countries. I recognise that
industry is bound to put the best light on its case and
the facts are often obscure both because of the
inevitable difficulties of international comparison and
the complexities of the markets for each fuel in the
countries concerned. I also know of the efforts which
you and your Department have put in over the last few
months to investigate and discuss with industry their
complaints. But I think that you would agree that
industries' complaints have not lessened.

I therefore welcome your proposal for a further discussion
on energy prices in E in the New Year. Could I suggest
that before your paper is circulated to E, there should

be a renewed effort to make sure that we have got the
facts right on energy pricing in this country and abroad.
Your paper could then provide an authoritative summary,
which might provide the basis for some public document.

It might also be helpful if the Committee were to consider
what more might be done to get the Government's case on
energy pricing across to industry and to the public
generally.

/The meeting
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The meeting of the National Economic Development Council
on 7 January will provide a further opportunity for the
CBI to renew their campaign and the TUC could well give
them some support. My officials have already passed on
to yours my request for an appraisal of the papers on
energy pricing from NEDO, the CBI and the CIA. Could I
also suggest that it would be helpful if we had in our
brief for the Council a summary of the Government's

policy responses to date, those which we might contemplate
and those which are clearly ruled out.

I am sending a copy of this letter to the Prime Minister,
the other members of E Committee, George Younger, :
Nicholas Edwards as well as to Sir Robert Armstrong and
Robin Ibbs.

GEOFFREY HOWE
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As you know, the Prime Minister held a meeting this afternoon
to discuss the nationalised industries. The following were present,
in addition to the Chancellor of the Exchequer: the Secretaries

of State for Industry and Energy, Mr. Ryrie, Sir Donald Maitland,
Mr. Croft, Sir Robert Armstrong and Mr. Ibbs.

Nationalised Industry Financing AL

The Prime Minister said that she was becoming increasingly
concerned at the financing burden of the nationalised industries.
This was proving a huge drain on the PSBR and the prospects did not
seem to be getting any better. After 20 months in office, the
Government had achieved far too little in terms of improved
efficiency and reduced financing requirements. The Government was
now being severely criticised for not having achicved more. It was
essential that sponsor Departments should drive harder at the industric
to get them to achieve better efficiency. 1In addition, she wanted
the various proposals which had been put forward for removing certain
types of financing from the PSBR to be carried forward urgently.

She understood that the Treasury had been considering the coptiouns,
including removing the Government guarantee from certain types of
borrowing and sale and lease-back arrangements, for several months.
She wanted a report from the Treasury by 6 January on where the
review of options had got to, what further work needed to be done,
and -~ if possible - with some specific proposals for decision.

‘The Chancellor and Mr. Ryrie explained the well-known objections
to removing from the PSBR financing which was guaranteed by the
Government. The Treasury were trying to identify areas where the
giving of guarantees could be avoided so that the relevant financing
could be taken out of the PSBR. One example already identified was
the gas-gathering pipeline; there were other possibilities in
British Rail, the NCB and British Telecoms. In all of these areas,
there were likely to be difficulties -~ including the need for ;
legislation. But the Treasury would continue to pursue the various
options urgently, and would prepare a progress report for the Prime
Minister as requested. Sir Keith Joseph added that in the case of
British Telecoms, there were a number of hopeful options; he.
intended to write to the chairman of the Corporation about them
shortly since he would have to go along with whatever the Government
decided to do. %2

-

‘

/ Energy Prices
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\ ’nergy Prices.

The Prime Minister said that she was also most concerned about
the high energy prices which private sector industry were having to
bear. There was nothing the Government could do to bring down the
exchange rate, which was also causing increasing problems for

‘certain industries, without undermining the monetary strategy;

but’ she felt that more could be done to make cheaper energy available
to industry. High energy prices were partly caused by inefficiency
in the coal industry and electricity industry; and as she had said
already, the Government must press the industries harder to bring
about improvements. But many industrialists, particularly bulk
energy users, felt they were being unfairly treated compared with
their competitors abroad. ) :

The Secretary of State for Energy said that his Department had
been conducting an intensive review of energy pricing, and he would
be bringing forward proposals for collective consideration in early
January. Certain small changes had already taken place: for exaunpleg.'A
BGC were now adopting a policy for charging slightly lower prices
for new contracts and the electricity industry was showing somewhat
greater flexibility in its prices for bulk users.  In addition,

the Electricity Council had been conducting a review of the bulk

supply tariff since the autumn, and this work would be completed

by early January as well. Contrary to what many in industry were
saying, small and medium size electricity users were not being
charged higher prices than their competitors abroad; it was only
the bulk users who were at a disadvantage. He had freely recognised
this, and that was why the bulk supply tariff review was being under-
taken. Ministers would have to consider the option of reducing

bulk supply tariffs, though this would be at a cost to the PSBR.

But there would be some industries who would be unable to survive
even with competitive tariffs. As for heavy fuel prices, these were
now the lowest in Europe - and he would let the Prime Minister have
chapter and verse. The current pricing regime for gas feed-stocks
was very advantageous to British industry. As regards the proposals
he would be coming forward with in January, these would include the
option of reducing or abolishing the tax on heavy oil and also
limiting the increase in gas prices to industrial users; but again,
Ministers would have to weigh up the advantages to industry against

. the losses to the PSBR. In short, Ministers would have to decide
* whether to make relatively minor changes which would be presentaticnall
‘helpful, or much larger reductions in energy prices which would cost

substantial amounts of money. He would include in his paper to
colleagues various possible packages within the latter category.

The Prime Minister said that, against the difficult prospects

 which manufacturing industry were facing, it would be desirable to

make ‘some substantial concessions on energy prices; and in looking
at the PSBR consequences, it was important to take into account the
PSBR consequences of industries going out of business if concess-
ions were not made.

Mr. Howell said that he would let the Prime Minister have a
paper by 4 January; and I would be grateful if his office could
let me have the information on heavy fuel prices by tomorrow
(Tuesday) close of play. B

/ Other points
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Other points

The following further points were raised:

TR Sir Keith Joseph said that BSC's Corporate Plan was
optimistic about the Corporation's market prospects. It did
not include the "lower case' option, which would involve closing
Llanwern and Port Talbot. Although more expensive in the short
term, it was possible that the "lower case' would be more likely
to make BSC competitive again; and his Department would be
looking at this closely.

(1) The Prime Minister questioned the need for the NCB to use
Hobart House as their headquarters: wasn't there a strong case
on employment and other grounds for having their headquarters
outside London? Mr. Howell said that their present lease was
on favourable terms, but he would look into the matter and let
the Prime Minister have a report.

(iii) The Prime Minster said that she was concerned that more
progress had not been made by British Shipbuilders in selling
off the ship repair companies. She had been impressed by the
arguments put forward by Mr. Christopher Bailey on this matter;
she would like a report from Sir Keith ‘Joseph as soon as
possible.

I am sending copies of this letter to Ian Ellison (Department
of Industry), Julian West (Department of Energy), Sir Robert
Armstrong and Robin Ibbs.

A.JJ.Wiggins, Esq.,
HM Treasury.
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The Rt. Hon. David Howell, MP.,
Secretary of State for Energy

Waed v

GAS LEVY

Thank you for your letter of\;z/ﬁecember.

Subject to the points below, I am broadly content with the
approach you propose.

(1) I accept that we should not revise BGC's
financial target at this early stage of the
target period other than to take account of the
SSAP 16 adjustments. But I accept that some
account must be taken of BGC's lower forecasts
of profitability in assessing the rate of levy
to be applied.

(ii) On the revised financial target, I am

content with the proposals set out in the tab;e

in your letter. But I see no reason to round

the 3.7 per cent target down to 3} per cent. There
is nothing absurd about a target of 3.7 per cent -
after all, that for electricity is 1.8 per cent,
not rounded to 2 per cent, and I propose that you
should set the target calculated to the nearest:
decimal point which is derived from the profit
forecast and the chosen rate of levy.

(iii) As to the rate of levy, I recognise that

on BGC's current profit forecasts your proposed
1p/3p/5p levy would result in profit levels
consistent with those suggested in the Chief
Secretary's letter of 15 August. These profit
levels are, I think, about the highest that can
be presented with a reasonable prospect of
avoiding embarrassing criticism. If BGC ask to
be allowed to keep higher profits through a lower
rate of levy, I am sure that their request must
be refused. I am also somewhat concerned at the
level of profits which would arise if BGC's latest

/pessimism
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pessimism about future profits is overstated and
the outturn shows their achieving the restated
financial target. This would, of course, be
highly desirable for the PSBR, but could be
difficult presentationally; depending on public
reaction we might be forced to review the rate
of the levy. But I am content to leave this for
the present and consider it if there is real
presentational difficulty.

(iv) I recognise that your proposals take no
account of the possible impact on the price BGC
pay for their gas of the new tax on North Sea
revenues. I know your officials are in touch with
Inland Revenue about this and we may have to
reconsider the position when they report to us.
But I ought to point out now that I would be
reluctant to see adjustments to your proposed levy
rate to deal with relatively minor effects of the
new tax on BGC, particularly as the numbers you
suggest for the levy are rounded.

(v) .I am content with the proposal that the
levy should be collected quarterly in arrears.

Subject to these points, I am content for you to propose
legislation on the lines you suggest. I also wish to ask
you to consider, as my officials have already mentioned to
yours, that the legislation should provide additional powers
for the Secretary of State to remove BGC's cash surpluses,
along the lines of the provision intended for BNOC in the
Petroleum and Continental Shelf Bill. I suggest this for
the following reasons.

The levy is not primarily intended to remove BGC's cash
surpluses, but to reduce their profit. And it bears only
on profits from PRT exempt contracts. We cannot therefore
be certain that the levy will remove BGC's cash surpluses
for the foreseeable future. An explicit power would give us
this assurance. It is relevant here that the PAC in their
recent 20th Report proposed that industries should make
additional payments to the Exchequer when they were in a
position of cash surplus. There are already indications
that Exchequer and Audit Department are interested in this
point in connection with BGC. A decision to take powers
in the Gas Levy Bill to claw back surplus cash would help
forestall criticism. I should be grateful for your urgent
views.

I am copying this letter to the Prime Minister, members of
E Committee and to Sir Robert Armstrong.

GEOFFREY HOWE
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My concgrn over the long term future of BP Chemicals' operations in South Wales =
{700 being employed at Baglan Bay and Barry - prompts me to comment on your minute
ecember to the Prime Minister, a copy of which I have seen.

T would not dissent from the statement of objectives set out in your minute but do
believe that in "making as much ethane as possible available to the British chemical
industry at the most advantageous terms" we need to have very much in mind the position
of present operators and their need for continued supply of appropriate feedstock. As

T understand matters, the proposal to pipe ethane to Grangemouth would provide a degree
of underpinning for BP Chemicals' operations as a whole and thus represent as much of an
insurance as is possible for the South Wales plants ‘n the context of this important
project. But I would ask you to hear in mind my concern over the long-term viability of
the Baglan Bay and Barry plants and my need to know of any developments that could
significantly affect their future.

I am copying this letter to the Prime Minister, members of E Committee, George Yourger,
Normen St John Stevas, Angus Maude and Sir Robert Armstrong.

The Rt Hon David Howell Esq MP
Secretary of State for Energy
House of Commons

LONDON

SW1




Y SWYDDFA GYMREIG 0, WELSH OFFICE
GWYDYR HOUSE GWYDYR HOUSE
WHITEHALL LONDON SWIA 2ER & WHITEHALL LONDON SWIA 2ER
Tel. 01-233 3000 (Switsfwrdd) g8 : Tel. 01-233 3000 (Switchboard)

01-233 6106 (Llinell Union) ‘ 01-233 £106 (Direct Line)

Oddi wrth Ysgrifennydd Gwladol Cymru The R: Hon Nicholas Edwsrde MP From The Secretary of State for Wales

\‘\>""’“‘ QC'J:A ‘ Wﬁﬂ‘ﬂ‘v

I am seriously concernszd at the lack of 2 detailed responce to my letter of
///IB November on industrial energy pricing, and at the lack of progress in tackling
“ the urgent issues it raised.
) ,, .
: Time ic not on our side and more important it is not on the side of the industries
that are affected, .as the case of Ferodo Limited illustrates,

1S Decenbher 1980

Mr F G Carter, Chief Executive of Ferodo limited, has sent me 2 copy of his letter
to you of 25 November. Ferodo's Caernsrfon Plant is= one of the four major employers
in North West Wales. Its gas pricing problems have an importance similar to those
- of Duport end other companries whose difficulties you are currently investigating.

I would particularly draw attention to Mr Carter's final comment. It would be a
tragedy if more jobs were to go vhilst we are lookinz for a solution.

Keith Joseph has put a number of importan® proposals in his letter of 27 November.
If they could be implemented quickly, viable industries might be safeguarded long
enough for the problems caused by foreign energy subcidies to be tackled at source.

It seems to me imperative that firm proposals chould be put to 'E' Committee very

soon. In view of the fact that Keith Joseph and Peter Walker have copied their

letters on the subject more widely than I did my originzl letter, I am now copying

thie letter to the Prime Minister, the other membersof 'E' Committee, George Younger, .
Sir Robert Armstronc and Robin Ibbs and enclosins copies of the earlier correspondence,

<g\_///zr*'“1 @re—

¢
The Rt Hon David Howell Esq MP A
Secretary of State for Energy
Department of Energy '”"”"
Thames House South
Millbank
TLONDON
SW1P 4QJ
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ENERGY PRICING

I had to leave the meeting of E Committee on 5 November before the
brief discussion of your memoranda on energy prices. I am glad to

hear that there is to be a further discussion on a future occasion

and I know that you are anxious that that should not be long delayed.

To avoid the need to raise a whole lot of detailed points in E I hope
you will forgive me for setting out in this letter some of the questions
that worry me and I should be extremely grateful if you could let me
have your comments on them.

- We face mounting criticisms from industry who do not understand why
monopoly nationalised industries should be requircd to increase their
profits at the expense of the private sector when profitability is
disastrously low. During my recent United States visit, I found that
energy pricing wes one of the most important single obstacles we race
in attracting inward investment. I am also acutely aware that the
existence of a number of major companies is now in doubt because of
uncompetitive energy pricing. :

I fully undeérstand and indeed support the long term objectives and the
underlying principles of the present energy policy. But I do have
serious reservations about aspects of the policy and I question some

of the assumptions and conclusions in your papers. First,however.
desirable the objective ‘may be,we have to consider what our competiters
are doing and at a time of severe recession it may be perverse for a
country rich in energy resources to move much faster than its principal
competitors eg I understand that of the four OECD countries with indi-
genous oil resources only one (the United Kingdom) charges OPEC prices
to industry. I agree with the efforts that are to be made internationally
to eliminate the grosser forms of unfair competition, but it. would be
foolish to assume that progress will be very fast and in the meantime

I do not believe that we can ignore the substantial evidence that many
leading companies are facing greater increases in their energy bills
than are their principal competitors. Your paper emphasises the need

/to conserve <...

The Rt Hon David Howell MP
Secretary of State for Energy
Department of Energy

Thames House South

Millbank LONDON SWAP 4QJ




to conserve energy but we also have to consider industry so that i

is still there to use energy when the present recession ends. E

Your paper admits that economic pricing is a complex and inexact
concept. You say that it requires pricing our oil at world levels

and pricing our other fuels at levels which cover their costs, but

there are many cases where the purity of the principle has had to be
tempered by other considerations. In the case of coal (and therefore

of electricity) it can be said that our pricing policy is based as

much on socio-economic requirements as it is on a world market price
(for reasons which of course as Secretary of State for Wales I have
special reason to appreciate). Our gas pricing policy has been sub-
stantially affected by a political judgement as to the speed with

which we can increase domestic gas prices, with the result that we

have put up the price of gas for industry more rapidly than we have

the price of gas for the domestic consumer. When it comes to electricity
I have to confess that after having read the detailed explanation on

the system of long run marginal cost policy several times I do not

fully understand it, and perhaps I am therefore mistaken in my suspicion
that a policy that is based on the cost of fossil fuels takes insufficient
,account of the benefits to be obtained from the gradual introduction of
‘nuclear plants and the present under-utilisation of existing capacity.
However, I welcome your conclusions that some reductions may be possible
for individual users.

I question a number of specific statements in your paper. It does not
seem to me that the evidence that you yourself supply, for example

in Table E1 (page 3/13) about Steam Coal Prices in the countries
dependent upon impcrted coal, Denmark, Italy and Norway, bears out :
the contention that NCB coal delivered to the power stations is likely
to be competitive with the delivered price of imported coal. What BSC
has told me about coking coal confirms my doubts. It surely is not
right to say that coking coal for BSC is now competitive with imports.
It is only competitive as a part of a package deal with BSC that
involves selling steel; in other words BSC are prepared to pay more
than the world price for coking coal in order to get rid of their own
product.

It is stated (3.11) that most representations from industry relate
to the comparison between UK prices and European prices. It may be
that this is the comparison that is relevant to most industrialists
but many of the biggest energy users are equally or more concerned
about their lack of competitiveness with countries elsewhere in the
world. For a firm like Alcoa whose Swansea plant is now threatened

/with closure eeeses
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with closure and the loss of 1,400 jobs it is their inability to.
compete with the United States that is relevant. I get the impression
‘that a series of comparisons based on averages disguises the scate of
the problem and its devastating consequences for individual heavy
energy users for whom the critical factor is not the average Luropean
or US price comparisons but the actual price disadvantage that they
face at the present time against their particular competitors. It

is little consolation to a company in this position that somewhere

in Burope some organisation seeking a new contract is being quoted
higher rates. We must face up to these issues squarely. It seems to
me that too often your paper seeks to dispute or discount the arguments
of industry rather than to clearly quantify the relevant individual
price comparisons. I suspect that industry is partly responsible
because it has not found it easy to provide specific evidence but I
believe it would be a mistake to dismiss the strongly held belief

of most industrialists on that account. We must take further urgent
neasures . to establish the actual facts. :

Some of the information presented in the memoranda does not appear to
give a complete picture. For example, on the information that I have I
. doubt that it is fully accurate that the Anglesey Aluminium contract
is losing the CEGB £30m a year. The Anglesey Aluminium situation arises
from the fact that the CEGB have failed disastrously to build Dungeness B -
on time or on budget so that a contract baszed on the original estimate
of Dungeness B costs has proved much too optimistic. However the £30m
figure must, I believe, be based on a comparison between the con:ract
price related to the original anticipated cost of Dungeness B and current
bulk tariff rates. Surely a fairer comparison would be with the unit
with the lowest unit production costs, not the average reflected in the
bulk tariff price, or at least with the rate they would have been quoted
as a major bulk user.

More important than these detailed doubts and queries is the fact that

I do not accept the conclusion that more flexible industrial energy
pricing would not make a significant difference to decisions by
particular companies, or that a general reduction in industrial energy
prices would do little to help industry across the board. I am disturbed
by how many companies there are who do believe that energy pricing is a
significant factor in their performance. For some it is the significant
factor. Alcoa informed me that their energy costs in Indiana are a
quarter of those in Swansea and that their energy bill of £12m is conm-
parable to their wage bill. While we cannot hope to make energy in
Swansea fully competitive with that in Indiana, we might achieve savings
which could make all the difference between closure and survival.
officials are in touch with the Wales Gas Board and will be keeping in
close contact with your department on this urgent issue. Airco who are
considering establishing a plant in the tungsten industry were quoted
gas prices of 21p a therm in 1979 and 40p a therm in 1980. The project

™
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o Al have obs is now unlikely to go ahead
iﬁlﬁﬁevﬁiiged King 2 Duport, whose steel mill
in West Wales is a i tell me that until

recently energy represen
- 5 L it is expected shortly to be 20%. They say

15 and 17% and tha .
their European competitors pay 1.4p to 1.7/p per kilowatt compared
the United Kingdom. You will know that there is a

with 2.5p in at tr .
major question mark over the future of the steel division of this
M's (UK) Ltd informed the Welsh Office that the cost of

company. 2 Il

energy is 10-13% higher at Gorseinon than in several of their
European branches. Signode report energy costs at Swansea signil-
ficantly higher than in West Germany. BSC say European prices give
continental steel producers an €8 a tonne price advantage. All

this evidence CcO
disturbing proof
indeed.

ming from a vVery small geographical area represents
that taken as a whole we face a very major problem

I therefore believe:-

. 1) that it is right and proper to probe and question some of the
assumptions and conclusions in your paper.

2) Before taking ourselves out of high cost energy processes eg
paper, glass, steel, should we not ask ourselves what the long term
consequences would be and why our European competitors are not doing

S0.

ut further debate the possibility of

'3) We should not dismiss witho
faster if that is the price for lower

increasing domestic gas prices
gas prices for industry..

4) We should assist companies with temporary difficulties.

5) We should work energetically to persuade other countries to
move faster towards economic pricing.

6) We should give every incentive: to initiatives by the private
gector such as that by Kaiser to produce their own electricity
competitively. I very much welcomed Keith Joseph's interest in

this areae.

/I recognise <.




I recognise that you are already taking action under some of these
headings in order to meet the demands that industrialists are nakinge.

T would just like to emphasise the extreme urgency of these decisioens
and the need to react imaginatively and quickly when we have the
possibility of seeing individual companies through the present critical
period. Of course we Wi 2 y carefully in mind the
overall implica 1i ! i ¢ borrowing. DBut L
believe that for a T ive i possible to

.

gignificantly assist major sectors of

T am sending copies of this letter to Sir Keith Joseph, Jim Prior
and George Younger.
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The Rt Hon Sir Geoffrey Howe QC MP

Chancellor of the Exchequer

HI Treasury

Parlizment Street Y

London SW1P 3HE /2 December 1980

At E(80)8th we agreed to impose a levy on the British Gas Corporation in
respect of gas purchased from the UKCS under contracts not subject to
Petroleum Revenue Tax, I was invited to give further consideration to
the issues involved in consultation with you. On 8 August I wrote to you
enclosing a paper, prepared by my officials in consultation with yours,
which suggested that the levy be set at a level whi'cth would allow BGC

to retain profits of about £00m in 1980/81, £400m in 1981/82, and

£500m in 1982/83.

John Biffen replied on 1 ‘ﬁagust accepting the general approach but
suggesting that the profit levels mentioned above might still provoke
criticism; he proposed the somewhat lower figures of £250m, £300m, and
£350m respectively in the three years, or £900m overall,

BGC's position has, as you know, deteriorated since our August paper

was prepared (we considered the 1981/82 situation in the context of
setting the Corporation's External Financing Limit). The main reasons
for the adverse chenges are: the effects of the current recession which
in the short-term has reduced forecast gas sales to industry, despite the
underlying unsatisfied demand; and faster rising gas costs, resulting in
part from higher forecast oil prices, which British Gas do not in the
present circumstances feel able to recover fully by raising prices
further to industrial users.

Clearly, we will need to take some account of the changes in the
Corporation's circumstances since the earlier calculations were made, It
has always been recognised that their current financial target of a

9 per cent average return on revalued assets would need to be modified
following the inflation accounting standard (SSAP 16) and the levy once
imposed. One possible means of dealing with the changed circumstances
would be to reduce the financial target on account of both these
arithmetical factors and the worsened trading outlook.” It would, however,
be difficult to justify a substantive revision to a 3-year target on new
trading forecasts half-way through the first year after its being set.
There will no doubt be other facts and forecasts over the next year, and
if we were to change the target, I would prefer to wait till we are
further down the path when forecasts are more realistic. Moreover, I see




some advantage in leaving the Corporation with a target that could only
be achieved by exceptionally vigorous efforts (to the advantage of the
PSBR) and they themselves do not demur. I would therefore propose not

to change the financial target on account of the worsened trading outlook,
though in setting the rate of the levy we shall need to take account of
the most recent (October) forecasts so as to leave the Corporation with
average profits of £300m over the three-year period in line with

Johm Biffen's suggestion,

Our public stance would be that the Corporation's financial target is
unchanged in substance though an arithmetical adjustment to the originel
9 per cent target has been made on account of the levy and the SSAP 16
changes; that British Gas would need to work particularly hard to reach
this target, given changes in trading conditions; but that we would on
latest forecasts expect post-levy profits to be perhaps nearer the
bottom end of the range £300m-£500m on average over the 3-year period,

I would wish to announce a revised financial target for the Corporation
at the time the Gas Levy Bill is introduced which would need to be before
British Gas announces its domestic tariff increases for 1981 in mid-
January. Without such a revised target BGC would feel on uncertain
statutory ground in justifying the price increases consistent with our

declared policy.

The details of the rate of levy I propose and the consequences for the
original financial target (based on January forecasts) and for forecast
profits (based on the October forecasts) are as follows:

80,/81 81/82 - 82/83 Average
A ) Proposed levy pence/therm 1.0 20 bie.0)
Proposed levy &m 135 425 758

SSAP 16 changes to -130 ~140 =155
profits &£m

January 1980 profit 654 1028 1544
forecast &m

January 1980 profit less 389 463 598
levy and SSAP 16 &m

Return on assets, 3.5% 3.5% 4.0%
from v)

October 1980 profit 879 ity
forecast &m

October 1980 profit less 314 328 306
levy and SSAP 16 &m

Return assets, from g 2.4% 2.3% 2.4%
viii)




On the basis of the above figures the post-levy target would be an
average return on revalued assets over the 3~year period of 3.7%
(Line vi) which I suggest we round to 3i%. However, on latest fore-

casts, the expected outturn would be about 234, (line 'ix).
T should make a number of points in connection with these figures:

i) The post-—levy profits are calculated on the basis of current
forecasts of sales of PRT-exempt gas. No account has been taken of
the possible impact on the price BGC pay for their gas of the new
petroleum production tax that you announced last week, I think

we must proceed with the Gas Levy Bill on the basis that the precise
rate of the levy may need to be adjusted, depending on the impact
(if any) of the new tax.

ii) Whilst the general arguments for the imposition of the levy
should be capable of straightforward explanation, it will be
difficult to justify the rate set for each particular year if we ftry
to be too precise to a decimal point., It scems desirable there-
foreto pitch the rate in round numbers of pence per therm which could
more readily be defended by general arguments than could fractions

of a penny.

iii) I propose that the levy should normally be paid quarterly in
arrears. Your officials are familiar with the broad cash flow
consequences of this procedure which will result in the Corporation's
cash balances deposited with the National Loans Fund declining from
about £300m at present to about £150m over the three-=year period.

As agreed, my officials have discussed informally a levy at the rate
described above with their opposite numbers in British Gas. The
Corporation will not consider the post-levy target formally until I put
to them our specific proposals., There is nevertheless a reasonable
prospect that the Corporation would just about go along with the approach
mentioned above, and a 3%% financial target. A higher rate of levy,
which would force British Gas to borrow from the NLF, would almost
certainly provoke their public opposition both to the levy and to the
resultant financial target. This could be damaging both in terms of
presenting the levy itself and in respect of the other important matters
under way including handling next year's domestic tariff increases;
meeting this year's and next year's EFL; and the disposal of the
Corporation's oil assets. In all these matters their co—operation will
be important to achieving our policy objectives.

T hope therefore that you can agree to my introducing a Bill which would
set the levy along the lines proposed above at 1p, 3p and 5p per therm
for the successive years of the three-year period of BGC's financial tar-

get.

T am copying this letter to the other members of E Committee and to
Sir Robert Armstrong.

D A R HOWELL
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ENERGY PRICES AND THE PAPER INDUSTRY

I met today with representatives of the British Paper and Board
Industry Federation on the problems of their industry in the UK
particularly as it affects Scottish Mills.

One of the points on which the Federation members' laid great /
emphasis was the disadvantage to UK mills of our current energy,/
pricing structure. The Federation handed me the attached brief/
giving further information which had been drawn from their
members in an attempt to bring out international energy price
comparisons on a strictly "like for like" basis by making enquiry
of owners who have mills both in the UK and elsewhere.

This is the kind of evidence which we need following our discussion
at E last month and seems to me more precise than anything I have
seen before. The evidence is guite startling at face value. Given
the grave difficulties faced by the paper industry in this country

at the moment I am sure that we will wish to give every consideratiocon
to the concrete evidence which the British Paper and Board

Federation have presented and to any action we can take to ensure
that there is a fair basis of international competition.

T should certainly be interested to have your reactions. Iu the
meantime I am copying this letter to the Prime Minister and the
other members of E Committee.
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1. Keith Joseph's letter to you/of 27 Noﬁember prdposes

a number of specific measures to alleviate the difficulties
'which British industry attribues to the current level of
certain energy prices.

2. In examining ways in which these measures might be
implemented I hope that you will take the international
implications of any'revision éf,our energy ;;TZIEE arraﬁgef 
ments into account. In discussions in the Community, the
IEA and elsewheré we have argued'strongly that realistic
energy pricing is the key to promoting the rational and
efficient use of energy and encouraging energy conservation.
Our public commitments on energy matters at Summit meetings
have reflected this line. Any action which could be
interpreted as a departure from these principles of
economic pricing would obviously have implications for ouri
position in such discussions. |

Sle It will also be impbrtant to ensure that action to
reduce certain energy prices to UK'industfy_does not under-
‘mine our approach to the US, either bilaterally or in '
concert with our Community partners, over the level of_US'A
enérgy'prices — an issue on which certain sectors of UK
industry feel very strongly, and on which officials are‘
currently working. tatat

4. Care will have to be _taken to see that'ﬁéasures such
as the suggested rebate of heavy fuel oil tax to industrial
_ consumefs, are consistent with thevterms,of the Treafy}of
Rome,'in paiticu1ar thqse articles'deal@hg”with:state aids
~and competition. A rebate of duty on heavy fuel oil for the
manufacturing Seétorvwbﬁld presumably constitute a-state ‘
aid, be notifiablé,_énd requiré Commiésionlapprovalf ;

/before




~ before it could be:granﬁed. In addition,.the Norwegians
mighf well regard.With suspicion a scheme whose purpose
was to avoid payihg them the higher price for Frigg gas
~which straightforward abolition of the tax would
entitle thém‘to.- An&isﬁch scheme wouldxneed.to be
 legally water-tight. i

S, None 6f these points in itself rules‘but the
- possibility of action on the 1ines,proposed by Keith
Joseph. But I should like our officials to consult
~closely over the detailed preparation of'any changes in
the~exiSting pattern of UK-energy prices; and I endorse
Keith Joseph's wish to‘haﬁeﬂa’full discussion of the
subjéct in E Committee.

6.  Copies of this minute go the Prime Minister and
Members of E Committee, George Youngér, Nicholas Edwards,
Robert Armstrong and Mr J R Ibbs, Cabinet Office.

(CARRINGTON)

Foreign and Commonwealth Office

.10 December 1980
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Department of Energy
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INDUSTRIAL ENERGY PRICES

1 The Departments of Energy and Industry have received a mass N
of representations from industry about the relative level of ‘ T
energy prices in this country and overseas. lMuch of the evidence A+
is inevitably patchy including the CBI memorandum which, as mebAN;1
have pointed out in your minute to the Prime Minister of 21 2
November, is disappointing. But I am.sure you will agree that Kewin ¢
some of the evidence is balanced and convincing, notably the
contributions from the chemical and steel industries. I think T*%"
there is now common ground between the two Departments on the win
three areas where our prices put industry at a competitive
disadvantage: electricity prices fr high load factor (hlf) users,
(firm) gas prices, and heavy fuel oil prices. I would now like iy
to propose an approach to removing these sources of grievance,

which, as far as possible, has a neutral effect on the g°

!

Exchequer. : 5~
Electricity » i oot e

2 There now seems to be general agreement that British hlf
users fare less well than their overseas competitors. The
initiative, which you proposed in E Committee, to encourage the 'ZL
electricity industry to shade prices to large users in difficulty,
although welcome in itself, cannot close the substantial gap ;
between the tariffs paid here and on the Continent by hlf users F)\
(with load factors of 0.6 ahd above). This is illustrated in the’
attached chart produced by the Chemical Industries Association.
I believe that the solution lies in reforming the structure of
the bulk supply tariff (BST) so that hlf users pay only the costs
of the most efficient generating capacity which supplies the base
load and to load the costs of supplying peak demand on to, those
users whose demand patterns give rise to these peaks, which is
where they logically belong. My suggestion involves a re-inter-
pretation of the BST on the basis of the economic pricing
principles, which you rightly advocate as the basis for energy
pricing. I do not propose a departure from such principles
which, apart from any effect on resource allocation, would run
; Reie
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foul of the electricity supply industry's: statutory obligations
not to favour particular consumers unduly.

3 Some hlf users have indicated that they would need a price
reduction of 40% to restore their international competitiveness.

I doubt whether a reduction of this size would be consistent

with economic pricing principles. It seems possible, however,
that a reduction of 20% for those users with load factors in
excess of 60% might well be consistent with economic pricing and I
invite you to consider pressing for such a reduction. The
Department of Industry is not in a position to make detailed
calculations of the cost of such a proposal but I understand that
a reduction of this order, equivalent to around O. 5 pence per unit,
might imply a loss of revenue to the electrlclty supply industry
which amounts to around £80 million in a full year and that it
should be possible to recoup this from other users by a price
increase of approximately 2%. Clearly, precise figures would

have to be calculated but it should be possible to demonstrate
that hlf users' competitive disadvantage can be substantially _
reduced at no net cost to the Exchequer. -Other parts of industry
would, I realise, have to pay more, along with commercial and
domestic users, but there is an economic case for altering the
tariff to their disadvantage and they are in a better position to
cope with higher charges; electricity accounts for a small proportion
of their costs and their unexploited opportunities for energy
.conservation are probably considerable.

Gas

4  The position on gas is more uncertain. Although the Dutch

have renegotiated nearly all their supply contracts, the phasing

of the resulting price increases seems so gradual as to leave

much of British industry paying substantially more than many of
their competitors, notwithstanding the Ruhrgas policy of renewing
contracts at 30-%5 pence per therm and BGC's most welcome relaxation
of the link with gas oil prices.

5 The domestic market is, I fear the logical place to look for
a means of financing the cost of further concessions on industrial
gas prices. At present domestic consumers appear to be under-
charged by around 10 pence per therm (the marginal cost of supply
in 1980/81 is %4 pence per therm, whereas the average price charged
is 24 pence per therm) Last year we took a courageous step in
announcing successive annual increases in charges paid by domestic
consumers of 10% in real terms. This was needed to correct the
growing imbalance between the industrial and domestic sectors.
We took our decision at a time when our freedom of action was
constrained by rising inflation but now, when inflation is coming
under control I think we should envisage a more rapid adjustment
in domestic rices. If, for example, domestic” prices were -
raised more rapidl than planned to their economic level of 34 pence
“Tacher Eﬁa Th

- per therm ra n e planned 31 pence per therm in 1981/82, BGC

/would .
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-would earn additional revenue in the next financial year of

£250 million. This would be sufficient to reduce firm gas prices
to 25 pence per therm andinterruptible gas prices to 22 pence

per therm over the coming year, bringing industry's gas costs
into line with the marginal cost of supply and with prices pald
by Continental competitors and at the same time protecting
Goeffrey Howe's need for revenue from the gas industry. We

would need to discuss staging. I accept that we would exacerbate
the current shortage of gas by acting in this way and would have
“to consider how else gas could be allocated.

Heavy Fuel Oil . . ) :

6 There is convincing evidence that British industry pays more

' than its competitors for HFO. A substantial part of the
differential is due to the 8% duty. ZEarlier this year I wrote
to Geoffrey Howe proposing its abolition. An inter-departmental
‘committee is currently considering the implications of abolition
but I think it appropriate to raise the matter here in the
context of energy pricing policy. The duty is strongly resented
by industry; it is twice as high as any major competitor's duty
on oil and it has lost whatever relevance it once had as a means
of protecting coal and the balance of payments. The major
stumbling block to its abolition is the escalation clause in the
Frigg contract, which, as you know, raises the PSBR cost of
abolition beyond the likely benefit to industry. I now propose
that we side-step this difficulty by rebating the duty to
manufacturing industry. -This would entail some administrative
costs but it could leave the Frigg contract .undisturbed and would
focus the benefits where they are needed. I would expect that
the Exchequer cost of rebatlng the duty to industry would be

in the region of £100 million in 1981/82. I realise that this is
the only element in my proposals which might increase the PSBR
and would therefore have to be offset in some way. An increase
in the duty on petrol is the obvious source of additional revenue;
an additional 2 pence per gallon could offset the cost of rebating
HFO duty to manufacturing industry.

7 I hope we can discuss these specific ideas in'E Committee;
8 I am copying this letter to the Prime Minister, the other

members of E Committee, George Younger and Nicholas Edwards as
well as to Sir Robert Armstrong and Robin Ibbs.

3/“/@
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CHART 5

Average Tariff Prices of Electricity in Year 1980/81
in UK, W. Germany and France
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PRIME MINISTER
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ENERGY PRICES: CBI REPORT '\/GQ;—" [ e

1 I have now received copies of an interim report of the CBI's

S s S
ggﬂustrial Energy Consumers' Group. I enclose copies of this report
and of Sir Terence Beckett's covering letter and of my reply.

)Qf/tfv b~1L4\a

2 It is evident from Terence Beckett's letter that he intends to
publish the report probably at the beginning of next week, although
it could well leak in part or in whole over the weekend, I should
mention that Norman Lamont has agreed to write an article explaining
the Govermment's position on energy prices in the Sunday Telegraph
this weekend.

3 The CBI report is disappointing. British industry generally
undoubtedly {gpes serioﬁg-sggziems at present. Some large energy
intensive companies with a long term future have particular
difficulties which their competitors in Europe and North America
ars mot facing. I had hoped that the GBI, who can call on the
reSources of the whole of British industry, would provide me with
up=-to=date and detailed information on comparative international
655?3:'50 that we can see where the problems lie. TIndeed I urged
f;;;nce Beckett to do so when he recently came to see me. In the
event the CBI have produced a short interim report, based on a
samply of only some 25 companies, which contains more assertions
than facts. The Chéﬁ?ﬁal Industries Association have produced
superior data which my officials and the electricity supply industry
are studying urgently.

g

4 I have therefore repeated my request to Terence Beckett to
provide the detailed figures underlying the report so that we can
get at the facts., While urging us to reduce public expenditure the
e et s e s Sy
CBI cannot really expect us to adopt policies, some of which could
cost hundreds of millions of pounds to be found from taxpayers, on
the basis of general and sometimes dubious assertions. While a full
analysis of the CBI's paper and proposals must await their detailed

information, I invite your attention to one or two points now.
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First, heavy fuel oil prices in July 1980, which is the date used
by the CBI, were depressed on the‘EEEEIZEht. On the basis of
unpubligﬁga EEC déza:-ﬁEEGy fuel o0il prices in France, Belgium and
Luxembourg are now higher post tax than in the ﬁET-Seco;Ei&, the
chart on gas prices is misleading. 1t includes a random mixture of
0ld, renewed and new contracts without distinction. It does not

oven include some very low prices in the UK. The German figure around

33p could suggest that Germen new/renewed rates are going above the

BGC's renewal rate of around 30p a therm.
e i gy

5 We cannot, however, wait for the CBI to complete their work.

I am pressing ahead with the package of measures which with E's
agreement on 5 October I have already announced and which have me%
with a positive response. It is particularly important to stimulate
international action, notably now that there is a new Administration
in the USA, and to maintain our pressure for increased efficiency in

the nationalised industries.

6 I am sending copies of this minute and enclosures to the other
\ members of E, Sir Robert Armstrong and Mr Ibbs.

i

Secretary of State for Energy
21 November 1980
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MEMORANDUM OF THE INDUSTRIAL, ENERGY CONSUMERS' GROUP
ON COMPARATIVE ENERGY PRICES

As promised at our discussion on 31 Octcber, I now enclose two copies

of the report which has been prepared by the Industrial Energy Consumers'
Group which we set up recently, as you know. As I mentioned to you at
our meeting, we have not been able to get as large a sample as I would
have wished, but this survey is designed to supplement rather than
replace other data you have received for individual coampanies and trade
associations. ;

I would emphasise that this is a report by the Industrial Energy Consumers'
Group, but it has been seen by our Energy Policy Comuittee, who agreed
with the intention to send it to you. :

We were anxious to make this information available to you as soon as
possible, with a view to assisting in the Government's consideration of
the difficulties being experienced by the energy intensive industries
arising fram the level of UK energy prices. This is an initial report
fram the Industrial Energy Consumers' Group, and we shall continue to
monitor the situation with the industrial consumers and indeed the energy
suppliers and producers. I undertook to pass this information to you
before releasing it to the Press, and I would therefore be grateful if
you could let me have any reactions quickly. I would certainly like to
be able to relezse the material to the Press within a week from now.

I am also sending a copy of this letter and the paper to Sir Keith Joseph.
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UK ENERGY PRICES: MEMORANDUM FROM THE CBI INDUSTRIAL ENERGY CONSUMERS' GROUP

The concern of the industrial energy consumer
.1 During recent months there has been mounting concern among many industrial
sectors with regard to the rate of increase of UK energy prices and even greater
concern that energy prices in the UK are higher than those enjoyed by our major
international campetitors. For the energy intensive industries, the level of
energy prices is a major factor in intcre.mational ccméetitiveness and at a time
when industry's costs are under extreme pressure on all sides, the additional
burden of high energy costs can seriously threaten the viability of certain
sectors of industry. '
2 Various sectoral organisations and individual campanies have already mounted
strong representations to the relevant Government departments identifying the
particular problems being experienced. Through the Industrial Energy Consumers'
Group, the CBI has been examining the areas of cammon concern to the industrial
consumer. A substantial amount of information on camparable internaticnal energy
prices was contained in the various reports and studies produced by the :
individual sectors of industry. However, notwithstanding this information nor
the possibility of a more detailed long term study,the Consumers' Group undertock
a specific exercise of identifying price levels,particularly in EEC countries,
actually being paid on three specified dates, by selected multi-naticnal
campanies, with comparable operatiohs and plants in the UK and abroad. The
study was not intended to be comprehensive and the limitations of such an
approach were fully acknowledged. 'However, when the enclosed bar charts for
heavy fuel oil and firm gas prices, derived from this study, are considered
alongside the information contained in the individual submissions from the
various sectoral organisations, the scale of the prcblem is evident.

.




il

3" Fuel oil prices in the UK over the last six to twelve months have been
notably higher than in the majority of other EEC countries. The most recent
figures in the enclosed bar chart for July 1980 indicate UK prices as being up
to 20% higher than our major continental campetitors. The high rate of excise
duty levied in the UK is a significant factor in this disparity. The table

below summarises the current rates of duty ‘levied on heavy fuel oil in various

EEC countries.
duty (£/tonne)

United Kingdam 8.00
Germany ek O3l
France : 0.08
Netherlands : 3,63
Belgium 0.00
Italy ; : 0.50

4 However, excluding tax and duties, oil product prices were higher in

July 1980 in the UK than in other EEC countries. A number of factors relating
to the oil industry's marketing policy, the structure of the oil market and
indeed the distribution systems in the variocus countries have to be considered
when trying to identify the reasons for this disparity. Although the industrial
consumer can acknowledge that these factors have to be taken into account, the
end result, at specific times, is a higher price in the UK than cn the continent.

G&s

5 The enclosed bar chart for firm gas prices indicates the wide price
variations that exist within a country irrespective of the inter-country
camparisons. However, the UK prices particularly for the large users have been
substantially higher with differences of up to 40% when campared to France and
Germany. This is in part a reflection of the more rigid and rapid application

of an oil-market relating policy in the UK, which has aligned firm gas prices

ceeee/
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to gas oil whereas on the continent, where such a market relating policy has

 existed, firm gas prices have been aligned to heavy fuel oil prices. Although

" continental prices are likely to rise as a result of the higher prices now

being sought by the gas exporting countries, it is by no means certain that

this price differential will narrow, let alone be eroded, unless corrective

action is taken to ease the Droposed rate of UK gas price increases. It is
important to note that by relatmg gas prices to those of .fuel oil inclusive of
duty there is an inevitable price’disadvantage: to the R c:as consumer as compared
to his continental comterpart resulting fram the higher UK oil product prices.

6 Irrespective of internaticnal camparisons, the industrial consumer is
particularly concerned at the sheer rate of increase of gas prices in the UK
which in the last year has averaged 30-40% and in certain instances has been as
high as 70%. To an energy intensive _industry, increases of this nature can be
crippling. The industrial consumer is also aggrieved at the overall
relationship between UK prices to the damestic and industrial consumers. As a
result of successive Govermments' iptervention, the price of gas to the
domestic consumer has been held down such that in the last financial year
practically the entire profit of the British Gas Corporation was generated fram
its industrial and commercial business. At a time when the British Gas
Corporation is being required by the Covernment to achieve a substantial
financial return the industrial consumer sees the situation as being little
short of an indirect tax on industry.

Electrici

7 Comparisons of electricity prices are only valid on the basis of camparable
maximm demands and load factors. The information derived from the specific
multi-national study was not sufficiently detailed in this respect to enable a
par chart for electricity prices to be drawn up similar to those on oil and

gas prices. Nevertheless, from informaticon contained in individual sectoral
studies and indeed frcm published sources, it is clear that electricity prices |
to the small Aredium sized UK industrial consumers are,at low load factors,
roughly camparable with those in most other EEC countries. However, for the
large user where electricity is an integral part of the process and indeed for




&8 | (e

those users operating at high‘ load factors, significant disparities exist to
the disad.vantage of the UK consumers. It is evident that where disparities
exist they are particularly marked in campariscn with France and Germany.
There is therefore oonsiderable scope for further discussion between the users
and the electricity supply industry on detailed tariff considerations and, in
the more immediate future to establish whether particular locad characteristics

could be more realistically reflected in the price, as appears to be the case
on the continent. it : ‘ ;

Coal

8 The question of coal priées has not been raised tp the same extent as prices
for the other fuels mainly because the _usage of coal in general industry is
restricted to a relatively small number of sectors, albeit same of wham use
significant quantities, and for this reason a bar chart on prices has not been
presented. Although indigenous EEC coal tends to be priced at a level similar
to the UK, prices for imported coal used in Europe are seen to be between 13%
and 30% lower than UK prices. It has to be noted that because of contractual
agreements with the NCB, the additional inland distribution and transportation
costs associated w:.th the use of imported coal, do not make recourse to such
coal a viable opticn for most general industrial coal users. In the medium/long
term coal is likely to substantially increase its share of the general industry
fuel market and the present questions regarding the price of UK produced coal
‘via-a-vis imported coal and the level of subsidies for the coal industries in
the various EEC countries are l:i_kely to g'rcw in importance. However on a more
general point the industrial consumer is obviously concerned at the impact of
coal price increases on the cost of electricity generation and would not like to
"see UK electricity prices adyersely affected because of uncampetitively priced
UK coal.

Assessment and conclusicns

9 From the foregoing comparisons it is clear that significant disparities
exist between the level of UK oil, gas and electricity prices when campared to
various other EEC countries. If canparisons are made with certain non-EEC

| countries, USA and Canada for example, then the disadvantage becames particularly
marked. A recent study by the chemical industry,which accounts for approx 15% of
UK industrial energy consumption,compared the UK chemical industry "energy bill"
with the size of the bills which would apply in France and Cexrmany and quantified
: Saiesull
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the differentials as being approx £200m to the disadvantage of the UK,

10 The industrial consumer finds it ironical that a country in such a
favoured éo'sition with regard to indigenous energy supplies, far fram using
these natural resources to the benefit of its industry is actually penalising
its industry by the high level of energy prices.

11 - The significance of energy costs to industry should not be minimised as
there are a considerable number of key industrial sectors,where energy
represents a substantial proportion of manufacturing costs. In the cement
industry ene.rgy. costs are up to 50% of manufacturing cests, in non-ferrous
metals up to 40%, paper and board up to 30%, glass up to 26%, clay and ceramics
up to 40%, textiles up to 15%, chemicals an average of 6% but up to 40%. There
are many other such examples and it has to be recogriised that in addition to
being' significant contributors to manu’facturing'GDP in their own right, such
industries in turn are suppliers of raw materials to a wide range of
manufacturing industry. Even for an industry with a relatively small direct
energy camponent in its costs, there is the knock-on effect of high energy
prices in terms of the indirect energy'component in the cost of bought in ;
materials. Therefore the concern regarding the impact of energy prices is
widespread as indicated by the representation of industrial sectors on the
Industrial Energy Consumers' Group who account for over 40% of manufacturing
GDP and just under 40% of manufacturing employment.

12 The argument is often put forward that high energy prices act as an

inducement to energy conservation. However, the incentive already exists for
increased efforts to increase the efficient use of energy but the implementation
of conservation measures, requiring substantial investments and often showing
returns over a relatively long period of time will not be enhanced by a high
price energy policy at a time of a tight squeeze on profit margins. i

Recamendations

\
13 Against this background of the importance and significance of energy costs,
particularly to the energy intensive sectors of industry, the Industrial Energy
. Consumers' Group stresses the severe impact of rapidly rising energy prices on
manufacturing industry, which exacerbated by a high exchange rate, threatens

ceses/
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international campetitiveness. As a matter of priority the Group recamends
that: . ; e

i) The Govermment includes international campetitiveness of British
industry as a major factor in its energy policy.

The excise duty on fuel oil should be abolished immediately.

The Government should be urged to recognise the impact on prices of
cnerous financial targets for the naticnalised fuel and power
industries and to take steps to alleviate this burden. .

The Government should urgently review the situation with the British
Gas Corporation to ease the rate of price increases to the industrial
gas consumer and with a view to making prices campetitive with other
EEC countries.

Further detailed discussions should be held between the electricity
supply industry and the large industrial electricity users to ensure
that the particular load characteristics of these industries are fully
reflected in their prlce , as appears to be the case on the continent.

The Covernment should ensure that the price of electricity is not
adversely affected by uncampetitively priced UK coal.
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NOTE:

HEAVY FUEL OIL PRICES IN VARICUS EEC COUNTRIES
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National currencies converted to sterling equivalents at
the three respective dates. Samne campanies did not
submit figures for each of the specified dates. Therefore
the bar charts do not necessarily reflect a price trend
within a country.

. Prices exclude recoverable taxes.




FIRM GAS PRICES IN VARIOUS EEC COUNTRIES
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National currencies converted to sterling equivalents at
the three respective dates. Sane carpanies did not submit
figures for each of the scecified dates. Therefore, the
bar charts do not necessarily reflect a price trend within
a country. _

Isolated figures falling outside the main range of samples.
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Sir Terence Beckett CBE
Director-General

CBI

Centre Point

103 New Oxford Street
London WC1A 1DV 2| November 1980
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MEMORANDUM OF INDUSTRIAL ENERGY CONSUMERS' GROUP ON ENERGY PRICING

Thank you for your letter of 18 November covering a copy of the
report prepared by the CBI's Industrial Energy Consumers' Group.

As I told you when you came to see me on 31 October I am very
conscious of all the problems with which British industry is currently
having to grapple. Norman Lamont has given me a full account of

the debate at the CBI Conference at Brighton., I therefore welcome

the fact that the CBI has been working on the question of energy
prices and will continue with this work,

I shall certainly study the report most carefully and may well wish
to make substantive comments later. I readily accept that the report
is only an initial report and that you have not been able to get as
large a sample as you would have wished = I believe you mentioned
that the sample covered some 25 companies, I also understand the
difficulties in getting fully comparable data, In order to take this
matter forward I should be grateful if you could now let me have the
detailed data from these companies, which underlie the points made

in this report. There is no need to let us have the names of the
companies, although it would be helpful to know from what industries
they came., As we have received only a limited amount of detailed
data, it would be particularly valuable to have the full data from
the large companies covered in your sample, I hope that my staff

and yours can then get together as we proposed in August to go into
the question of case=by-case international comparisons in depth so
that together we can try to establish what the facts really are.

As you know, the Government and the energy industries have already




’

taken a number of steps in the energy field to help deal with the
problems facing industry, and the proposals in your paper need
therefore to be considered against a clear mutual understanding

of the real underlying difficulties.

// (i ;J,(«J L..'

D A R HOWELL \/\(ch3 s el

—
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Rt Hon John Biffen MP MM

Chief Secretary
HM Treasury

Parliament Street
London SW1 ‘ 7| November 1980

/
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ELECTRICITY SUPPLY INDUSTRY (ENGLAND AND WALES) EFL 1981/82

\

We had a word about the position of the electricity industry. As

you know, the EFL of =£210m which I put to them was way ahead of

what they had said they could manage. Nevertheless, I made it clear
that I looked to them to use their best endeavours to achieve this
EFL without an average tariff increase from 1 April 1981 of more than

about 12%,

Following our discussion I saw Tombs and again emphasized that I

was looking for a commitment on the basis of best endeavours. The

- Electricity Council agreed yesterday that, while present assumptions
on 1981/82 trading suggest an external financing reguirement of

about = £70m, they will use their best endeavours to meet the

EFL of - £10m. They are proceeding on the basis of an average tariff
increase from 1 April 1981 of about 12%. They consider that against

this background, and with faster than expected movement towards

economic pricing in 1980/81, some relaxation of the industry's

current financial target is justified. I have told them that I agree

that we now need to take a careful look together on the implications

of these factors for the target. .

A key element in securing the industry's agreement to use their

best endeavours to achieve the EFL was my readiness to write formally
to Tombs to confirm that the Government accept that since nationalised
industries are trading organizations with large flows of expenditure
and revenue, EFL's cannot be immutable; that I recognise that the
industry face difficulties in achieving the 1981/82 EFL; and that I
shall of course be ready to discuss the situation as it develops.

Your officials were consulted.

- .
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We and the Council will be seeking to avoid speculation about
the likely size of tariff increases next Spring.

I am copying this letter to the Prime Minister and to the
Secretary of State for Scotland.

D A R HOWELL




10 DOWNING STREET

NOTE FOR THE FILE

I was asked way back in October
to set up a further meeting on
energy. I was told by Tim to
contact the Department of
Energy and they would tell me
when they were ready for their
next meeting. They have never
come back to me despite various
enquiries from this end.

This is still pending.

7Y,
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CONFIDENTIAL
Qa 05176

To: MR LANKESTER

From: J R IBBS

Industrial Energy Pricing

1. In E(80)128 the Secretary of State for Energy seeks colleagues'
approval to his encouraging the Electricity Council and Area Boards to

show what flexibility they can in bringing prices down closer to short-
run marginal costs on a provisional basis for large users in temporary

difficulties.

2. The CPRS agrees that the plight of the large users of electricity

does seem to demand special examination. For them electricity costs

usually constitute a large proportion of their overall costs and they
have been the most vociferous in their compIETﬁfE‘aﬂﬁﬁt'ﬁfftig relative

to international competition. At the same time viewed from the commercial

interests of the electricity supply industry, it can ill-afford in present

circumstances to lose income if large users disappear.

o

5 The CPRS does, however, have reservations about the selective
assistance scheme for companies in difficulties proposed by Mr Howell both

on the grounds of -

(i) principle - how does one defend giving temporary assistance to
one particular consumer and not his competitor who may well be able

to point to energy conservation investment, higher productivity,

lower wage settlements or other efficiency gains as the reasons for

his better performance. When there is in general spare capacity

BN

throughout industry it seems perverse to support the inefficient.

There may be exceptional cases where Area Boards shade the teriis
in their own commercial interests, but it seems doubtful whether

the Government should explicitly encourage it.

(ii) practicality - who is going to decide on whether a particular
s oy b s N

consumer deserves temporary assistance; officials or area boards

and on what basis? Will not the withdrawal of assistance in due

course itself cause difficulties?

1
CONFIDENTTAL
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4, As an alternative, the CPRS suggests that the review of the
Bulk Supply Tariff that is currently being undertaken be accelerated
be cause to be useful in the present context a quick answer is needed.
Consideration should then specifically be given to providing scope for
some reduction in charge to all large users by offering a more flexible

range of terms.

5 I am sending a copy of this minute to Sir Robert Armstrong.

W
£
\

4 November 1980

2
CONFIDENTTAL




Ref. A03441

PRIME MINISTER

Industrial Energy Pricing
(E(80) 120 and 128)

BACKGROUND
You raised a number of questions, summarised in Mr. Lankester's
letter of.20th October (not copied to members of E other than the Chancellor of
the Exchequer), on the Secretary of State for Energy's long paper, E(80) ;LZ/O
The Secretary of State replied to these in his minute to you of 31st October.
E(80) 128 is that minute with minor drafting changes to make it suitable as a
Committee paper.
2, The papers are long, but the key general points are:-
(i) Economic pricing is central to energy policy - encouraging oil
substitution, more efficient energy use and conservation of resources.
(ii) The level of energy prices has a crucial impact on the PSBR. Of course

greater efficiency is important, especially for coal and electricity
——

prices, but nevertheless the cost of %rice concessions to help

industrial consumers can be very high (c.f. the experience of the last

Conservative Administration in 1973-74).

(iii) On average fuel accounts for 5-6 per cent of industrial costs - for that

and PSBR reasons any assistance should be highly selective if it is to be
cost-effective.

(iv) While international energy costs, in the EC rather than the USA, are now
moving more into line with our own, there is still scope for action in
international fora to attack disparities.

HANDLING

35 In practice a number of questions on energy pricing will probably have

N*\“d' :"3 been discussed under the previous item on the agenda - the nationalised

*’Qﬁﬂ-ﬂ. —~e industries' EFLs, E(SO)(I/Z'S. Subject to that, after the Secretary of State for

Energy has introduced his paper the Chancellor of the Exchequer and the

Secretaries of State for Industry, Scotland, Wales and Northern Ireland will want

to comment.
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4. Given that time will probably be short, you may wish to suggest that
Ministers should follow up any detailed points they may have on papers
separately with the Secretary of State for Energy. You might then base the
discussion on the proposals listed in paragraph 12 of E(80) 128, which subsume
those in the earlier paper E(80) 120.

5% In particular, and always bearing in mind the interaction with the objective
of reducing the nationalised industries' EFLs, the Committee will wish to
decide whether they are satisfied with the limited action proposed for gas,
electricity and oil prices; and with what is said on international action.

6. You will also wish to confirm whether you are in agreement with the
proposal in paragraph 14 of E(80) 120 for a statement on energy prices.
CONCLUSIONS

T In the light of the discussion you will wish to record conclusions on the
recommendations summarised in paragraph 12(a)-(f) of E(80) 128 and on the

proposal for a statement on energy prices in paragraph 14 of E(80) 120.

ROBERT ARMSTRONG

4th November, 1980
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' O] £29 1 45802
Rt Hon John Biffen NP
Chief Secretary to the Treasury
HM Treasury
Parliament Street

LONDON
SW1 S November 1980

)
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ELECTRICITY (ENGLAND AND WALES); EXTERNAL FINANCING LIMIT 1980/81

Thank you for your letter of/Z?”Octob%r.

I agree that the 1980/81 position described in my letter of 13 October.
is welcome news. There will be an opportunity to consider the
general position at E Committee in December in the light of end-.
November fuel stocks. As I said, however, there is a reasondble
prospect that the reduced estimate of fuel cost in 1980/81 will
offset the effect of the drop in demand, and the decision on fuel
stocks which we took in August. As for the Financial Times
articles at the beginning of this month, I like you thought that
they were unfortunate, but they were not followed up, and I prefer
to leave matters as they are.

As you know, we have been pressing the NCB to keep within their
EFLs for this year and next. John Moore will see Ezra shortly for
a monitoring meeting to discuss with him what steps the Board are
taking and T will write to you again then.

A\
’

I am copying this letter to the recipients of yours.

]

"\/\/\)

D A R HOWELL
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From the Private Secretary 3 November 1980

Johna

¢

The Prime Minister was grateful for your Secretary of
State's minute of 31 October on industrial energy pricing. She
considers this to be a much more convincing analysis of the
pricing issue, and she is content for the minute, together with
Mr. Howell's earlier paper - E(80)120 - to be taken in E Committee
this coming Wednesday. ;

In advance of that meeting, you may wish to be aware of the
Prime Minister's comments on some individual points in the minute.

The Prime Minister believes the crucial, and most difficult,
issue which has to be tackled is the industries' inefficiency and
cost-plus mentality. On this point, she has queried the assertion
in paragraph 2 that for the coal industries "a decent return on
assets offers the best hope of escaping from the cost-plus mental-
ity which can otherwise bedevil them": it seems to her that the
coal industries' approach is cost-plus.

In addition, on paragraph 3, she does not regard the current
EFL for the NCB as an "extremely tight financial discipline";
she agrees that it is vital that these industries should be set
performance indicators which put pressure on them to improve
efficiency rather than put up their prices in order to achieve
their financial targets; and on the question of the 19 GW nuclear
programme, she has commented that we need an organisation that is
capable of seeing that the investment is cost-efficient and com-
pleted on time. On the question of competition, she has commented
that the lifting of restrictionns on private electricity generation
ought to be more widely known and we ought to do scmething to
encourage private sector investment.

On the question of the CEGB/NCB agreement, the Prime Minister
has commented that the CEGB should be aiming to negotiate Ton g :
price equivalent to the international coal price. Lastly, in
regard to paragraph 14, she doubts the assertion that ''we would
disastrously delay the vast process of re-tooling and new invest-
ment' if energy prices do not go up further. In her view, prices
are already high enough to encourage this.

- /I am sending
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I am sending copies of this letter to Peter Jenkins
(HM Treasury), Ian Ellison (Department of Industry) and
David Wright (Cabinet Office).

’

Julian West, Esq.,
Department of Energy.
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Prior to taking further action on my paper on Energy Prices ovyWi-

1
J (E(80)120), I thought it would be helpful if I minuted you on the & hi«
points which you raised on industrial energy pricing and which are ion

m% set out in your Private Secretary's letter of 20 October. M, "’E..:

\

2 No-one questions that the recent doubling of world oil prices
and the consequent enormous upward pressure on all other energy k“‘““i
prices is an uncomfortable and harsh process to which to have to ﬂC?
adjust as the whole world is trying to do. Here in Britain we have
every reason to let these prices work through = both in allowing oil
and gas to be traded at market values and requiring the coal and
electricity industries to_pay their way by the earliest possible
w,,.l " date. Market prices for oil and gas are the only alternative to
OP" * detailed state control of the price = and therefore the returns and
investment = in these limited, internationally-traded resources and
would make sense even if they did not have major beneficial implications
for the PSBR. Similarly, electricity and coal industries. that make
g decent return on assets offer the best hope of escaping from the
Lot W é&;t-plus mentality which can gtherwise bedevil them - and has
““;"‘:a bedevilled them = and will allow them to make essential cost-saving
“:"). investments from their own resources. The pace at which fuel prices
w move towards the levels required to achieve these objectives should,
c"\vo\d;.of course, be carefully considered. It cannot be dictated solely by
“L’ the apparent consequences for the PSBR because these can be offset
or negated by the costs of adjustment which can result in lower
public sector revenues and increased expenditures if the strains on
industry are too great. Nevertheless, the broad strategic direction

must be correct.
EFFICIENCY IN THE NATIONALISED INDUSTRIES

3 Of course, none of this provides an iota of excuse for our energy
supply industries to be inefficient and live "fat". On the contrary,
the pressure on their efficiency should be ever tighter so that the

maximum benefits can be ploughed back into further expansion. I
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agree with you that this applies especially to the nationalised
energy industries from whom we, as shareholder, are entitled to
expect the most vigorous performance on costs, whether their prices
are market-=driven (gas) or cost=driven (coal and electricity).

I have made this clear from the start to these huge concerns and
backed words with actions in the following ways;

39 d%a) setting extremely tight financial disciplines for each of
\+0‘

" the energy nationalised industries. For example, the financial
lﬁ{ strategy set earlier in the year for the NCB has undoubtedly
« strengthened the Board's resolve in accelerating the closing
of uneconomic pits from the rate proposed by the Board last
year of 15m tonnes pa to their current target of 23m tonnes pa;
this year they plan to achieve 3m tonnes and I hope there will
be further improvements in future years. The elimination of
high cost pits not only helps the financial position of the
NCB, but also that of the CEGB which takes two=thirds of the
NCB's production; coal and other fuels account for some two=
thirds oF the CEGB's total costs. The same tight discipline has
sharply accelerated the CEGB's plans for power station closures
and manpower reductions;

(b) performance indicators. It is vital that we ensure
monopoly state industries do not meet financial and profit
targets merely by putting up prices. I shall therefore be
‘settlng performance indicators for the gas and electricity
industries in the near future and will consider a performance
1m for the NCB early in the New Year when we have reviewed
thelr financial strategy targets as it is important not to
set them inconsistent targets;

requiring priority for investment programmes which cut
a~4“"'costs. For example the 15 GW nuclear programme is designed to
reduce the cost of the electricity, while low cost high=
praduct1V1ty pits such as Selby will have a similar impact on
coal costs, especially when coupled with the faster closure of
uneconomic pits;
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(d) independent assessment and investigation. We have
recently taken powers to have the cost and efficiency of
nationalised industries examined by the Monopolies and Mergers
Commission., -The CEGB has been under rapid investigation under
these powers, and the results will be available shortly;

(e) coal import facilities. At my request the CEGB is
actively studying the possibility of new coal import facilities,
which would further increase the pressure on UK prices;

&) competition. We will be lifting restrictions on private
generation to encourage long term competition in the electricity

market; Ve AV (dv d:‘ k Voakd nd, U\.% AA’\-’

4—1Lb JCaﬂlﬁ:%' A (,yubn~¢tp Nulhe Ll pnnd~
(g) Board appointments. We are strengthening the Boards of
the nationalised industries, particularly the NCB and CEGB,
by bringing in outside directors from the private sector with
a more commercial background and outlook.

4 I agree with you that it is particularly important to improve
A 8L U

efficiency and productivity in the coal industry because of its

effects on electricity prices. Many of the policies I have outlined

above are designed precisely to do this. We must also keep up the

pressure on other nationalised industries. In this context you

might be interested in seeing the attached note on some of the steps
' being taken by the CEGB to improve efficiency. (ANNEX)

5 But it is necessary to bear in mind the timescale in which

these measures will have their full effect. Efficiency cannot be
increased fast enough to make any significant difference to energy
costs, and thus to the prospects of energy-intensive industries,
during the immediate recession period. While we will be unrelenting
with measures to improve efficiency in the nationalised industries,

I believe we will need to consider their relationship with Government
and the sanctions which can be used to substitute for market
competition.
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6 As regards efficiency in the coal industry, you were concerned
about the CEGB/NCB agreement. As the CEGB mentioned at the meeting
which we arranged with David Wolfson on 24 October, the NCB's prices
to the CEGB were rising faster than the rate of inflation prior to
that agreement} The first step was therefore to bring down the
rate of price increase to no more than the rate of inflation. The
CEGB are now pressing the NCB to raise prices at a rate below that
of inflation = an outcome which would be highly desirable but which

s W | the NCB will find it very difficult to achleve.

e o | e Wt cedn oo s A hu-:. sMWaﬂgM

%~ WHAT OTHER COUNTRIES ARE DOING Lo,

I It is still true to say that average UK electricity and gas
prices are broadly comparable with those on the Continent. (I deal
with the North American position in paragraph 8 below). Most of the
representations we have received are not about average prices, but
rather about electricity prices for large and energy-intensive users
and the price of new or renewed firm gas contracfgf—*While we do not
have full data = despite repeated requests the CBI have still not
given us their data, although I hope they will when Terence Beckett
comes to see me today = I accept that at least in Some cases our
competitors in Europe may have a price advantage over us in respect
of some electricity and gas contracts.

8 There are three possible causes of these disparities. PFirst

in the case of electricity (which in general is not internationally
traded) some countries' costs are much lower than ours as a result -
of a large nuclear programme (France), abundant hydro power (Canada, =9
Norway and to a lesser extent, France and the USA) or abundant open-—
cast coal (USA). This we must accept. Secondl sy in the case of gas,
all members of the EC other than ourselves have decided to load costs
more on to domestic prices and less on to industrial prices. Even
when the price increases to our domestic gascu§tomer€;already agreed
are fully implemented they will be much more favourably treated than
their European counterparts. Thirdly, there are undoubtedly cases

of unfair competitive practices both in the USA and in the EC. This
calls for a robust response and for eighteen months we have been

applying increasing pressure to the USA, in the IEA and elsewhere.
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We must intensify this, As a result of the efforts of Peter Walker

and his colleagues, the European Commission have taken the Dutch to
the Court for subsidisig§¥their §Easshouse industry. I suspect

that this case is by no means unique and that there are other cases
of subsidisation to larggfusers. But in order to take effective
action we need hard facts about subsidisation. Our industry has
often failed to provide this. Much of the work will inevitably have
to be done by our industries themselves. But my Department has been
in touch with the other Departments concerned about identifying
cases where unfair competition is damaging our industries.

9 I share your concern about the slow rate of deregulating gas
prices in the USA. We must press the new Administration to accelerate
this process. But this will not be easy to achieve. We must
therefore use all the weapons we have at hand., First, I agree with
the recommendation in the report by officials (paragraph7.3) that

the decisions on a more rapid move to economic g;icing at the various
Summits must be tightened up. Secondly, we must press our Community

partners to ensure that the Commission tackles the Americans on

this issue; (I raised this matter with Davignon when he was here last
e
week and he is keen to act). Thirdly, my officials are working with

other Departments on what additional pressure can be brought to bear
on the Americans, including the imposition of countervailing duties
in appropriate cases.

MARGINAL COST PRICES IN THE ELECTRICITY INDUSTRY

10 Turning to the points you raised on this issue, David Wolfson
will no doubt have told you that we arranged for him to discuss this
with Frank Tombs and Fred Bonner (Deputy Chairman of CEGB) on
sl s
24 October, The Council said then that since short run marglnal
cost (SRMC) respresents a large part of the total cost of producxng
electrlclty, selling it without covering fixed costs would not help
companies who want a ;Egge and continuing reduction (eg Bowaters
who were seeking 50%). Nor would selling at SRMC to companies in
difficulty have any significant effect in generating extra revenues
or increasing sales. Most companies want cheaper electricity, not
more at present. However, I have asked Keith Joseph whether we can

get his people to draw up a list of companies in particular
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difficulties on electricity costs (eg in gzggl or ceramics) to

see what can be done.

11 There are legal problems which prevent Area Boards openly
giving particular customers preferential treatment (which would in
any case be greatly resented by small industrial and commercial
users). But some Boards can and do cut prices a little to customezg
in temporary difficulty and they should be encouraged to do so.

Area Boards also help their customers to programme their electricity
demand to obtain the maximum benefit from the Bulk Supply Tariff.

OUR LINE FOR THE FUTURE

12 I am fully aware of the present predicament of that part of
British manufacturing industry which gets QEEF, rather than boosted,
by high energy prices and of the need to give what help for adjust-
ment we can in energy and other fields without over-turning our
whole medium term financial strategy. I believe the approach out=
lined in my E_paper and this minute will make some contribution to
easing these industries' difficulties. In summary this was:

(a) an intensification of our efforts to improve efficiency
and productivitx_in the energy nationalised industries, notably

the coal industry;

(b) endorsement of the BGC's proposals to charge only some
75% of the equlvalent of gas o0il prices for renewed firm gas
Contracts (currently on 28p=30p) = & price that is well below
the prices now being charged by the largest German gas utility
(cost to PSBR £100m);

(e) pressure on BGC to reduce their price for new firm gas
contracts from 40=42p to the price of renewed contracts for
firm gas (cost to PSBR £10m);

b et g

(a) encouraging the Electricity Council and Area Boards to
show what flexibility they can in bringing prices down closer
to SRMC on a temporary basis for large users in temporary

difficulties, and to help their customers obtain the maximum
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benefit under the existing Bulk Supply Tariff;

(e) tougher international action along the lines set out in
paragraphs 6=8 above;

&) pressing the three large o0il suppliers to reduce their

product prices.

13 I believe the above represents a positive response to the needs

of industry. But our line has to take into account our economic

S Ty N

strategy, on which the Chancellor has recently submitted papers to

the Cabinet, as well as the position on EFLs which we discussed

last Wednesday. We must also accept the harsh fact that a number

of cases which have been drawn to our attention concern labour=

intensive and energz-intensive industries which would be in

LTy S s e

difficulties in any case (segments of our steel, textiles and

paper industries) regardless of the present recession, hlEE interest

rates, high exchange rate and increased energy prices, Many of

the companies could do more to help themselves, eg Bowaters should

have approached Manweb and not vice versa, Some of the complainants

have not applied existing energy conservation technologz to their

operations. I am especially concerned when I learn of the massive

reorganisation and new manning going into Japanese industry, so as
A A Ak T D 1

to cut sharply energy use and costs, and when I compare it with

our own more dilatory approach = with certain creditable exceptions.

14 Finally there are three further equally important reasons why
it is deeply in our interest to allow economic forces to work as far
as possible in energy pricing., First, if we did not, we would
000' dlsastrously delay the vast process of re-=tooling and new investment
1n 1ndustry required to increase energy efficiency and cut energy
QFQEEI_-§EEEﬁ21we would delay the investment in new alternatives which
almost every other country is pursuing = and those that do not will
be the orphans of the 90's. Third, high energy prices, however
painful for some, bring enormous opportunities for new industries
in a major energy producing economy like ours., The more our business
community seizes these opportunities, by investing more in our
energy industries, offshore and onshore, as well as in energy
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equipment industries and all their suppliers, the stronger we will
be relative to others, Already 363% of all industrial investment

is in energy  and energy-related industries in Britain, This is

bbb b e

R T ¥
job creation, not job destruction, and what is more, job and wealth
creation in precisely the areas where world demand is going to

expand most vigorously.

15 I am sending copies of this minute to Geoffrey Howe, Keith
Joseph and to Sir Robert Armstrong.

Secretary of State for Energy
3l October 1980




COSTS AND EFFICIENCY IN THE CEGB

1 The CEGB has for many years published a series of performance
indicators (including some international comparisons)., These
have recently been extended and the 1979/80 figures are attached,

2 The CEGB has the objective of trying to keep unit costs of
electricity constant in real terms; this notwithstanding that fuel,
which accounts for over 60% of its costs, has been rising faster
than the general rate of inflation. The measure of the Board's
considerable success in this can be seen in Figure 1 attached.

3 The Board is also making special efforts to contain its fuel
bills. The agreement with the NCB (aiming to get coal price
increases below the inflation level) is a case in point. Further
improvements are being sought by holding 0il burn to a minimum and
securing high availability and thermal efficiency from 500 and

660 MW coal fired sets.

4 The Board's 40% expenditure on items other than fuel is
roughly divided between capital fixed charges (20%) and salaries,
plant repairs and maintenance, research and administration, In the
current financial year these latter items total some £100m (out of
total net expenditure of over £6,500m). Half that £100m will be
concentrated on maintaining nuclear Plant, high merit coal fired
plent and the transmission system. The Board is striving for the
right balance between cutting repair and maintenance work to the
minimum to produce immediate cash Savings and ensuring that enough
maintenance work is done to get the plant performance necessary to
achieve the Board's cost per unit target this year without
imperilling performance and costs in sSubsequent years,

5 More specifically the Board is taking a number of actions to
meet its EFL and financial target not by price rises (which could
further depress demand) but by redoubled cost cutting efforts and
pruning out marginal capital expenditure. The main features have
been:




close scrutiny of the Board's programmes, For instance,
in the 1980 Programme aggregate capital expenditure for
the quinquennium has risen by £700m at March 1980
prices compared with earlier budgeted figures.

Tight restraints on manpower, including a ban on recruitment
during January to March 1980, ensured that the number

of men in post at 31 March 1980 was no higher than a

year earlier. Recruitment of staff from outside the

CEGB is being restricted. To achieve this, despite the
need to build up manpower to commission stations under
construction, the budget submissions from operating units
have been reduced by 1000 men, at a salary saving of £10m.
Manpower in various Headquarters formations is to be
reduced by 5% by 1982,

cuts in purchases of materials, goods and services

(a reduction of £34m was achieved in 1979/80).

accelerated closure of older and less efficient plant.
The Board has announced plans to decommission 3.4 GW of
capacity in 1981/82. Some 3000 to 4000 jobs will go

as a result.

introduction of more stringent appraisal rules for
optional investment; a 3=year pay back is now required,

placing oil=fired units on a two=shift regime. This is
a complex and difficult operation. The Board is also
reviewing system secﬁrity to establish whether there are
commercial benefits from a degree of voltage reduction
before bringing high cost peaking plant into operation
at times of peak demand.

reduction in travel costs and postponement of work on
improving office accommodation coupled with severe attention
to good housekeeping.




6 The investigation into CEGB's efficiency and costs currently
being carried out by the Monopolies and Mergers Commission will

provide a valuable cross=check on the Board's efficiency.
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BGC: 1981/82 EXTERNAL FINANCING REQUIREMENT

It was agreed at E Committee last week that we should consider
further the measures necessary to achieve the EFLs for 1981/82
listed in column 2 of Annex A to E(80)121, The figure for BGC is
-£399m (outturn) although this was based on a domestic price’rise

of 27% in April 1981, together with a slightly less relaxed approach
to industrial pricing. Without these and with a more realistic
inflation-based domestic increase of 15% in April followed by 10%

in Octohexr BGC forecast their external financing requirement would

be =£284m.

2 I have discussed with BGC ways in which they could meet an
external financing requirement of —=£399m. They made the following
points =

(a) their forecasts have already been revised substantially
upwards from =£99m and they will be very hard pressed to
meet them. In particular their trading position can be
significantly affected by the level of economic activity,
the weather and the exchange rate; factors over which they
have no control;

their forecasts assume that the Government does not decide
to implement the radical solution proposed by the Monopolies
and Mergers Commission for their appliance retailing ‘
activity. Turnover in this area and the related area of
installation and contracting is forecast to be £478m in
1981/82 against operating costs of £71m. BGC advise me
that the revenue losses which would result from implementing
the radical option would not in the short term be matched
by similar cost savings, As a result the radical option
could initially significantly reduce their forecast cash
flow., I do not accept that this factor need have any

impact in 1981/82;




CONFIDENTIAL

this year's April domestic price increase was based on
the inflation rate prevailing when the increase was
announced (ie the December 1979 rate) followed by 10% in
October. They are forecasting that the rate of inflation
in December this year will be 17% and that it would be
quite consistent with the domestic pricing policy to
announce a 17% April increase in January followed by 10%
in October. If in the event inflation were lower than
17% in December Then the April increase could be
correspondingly lower and some, if not all, of the lost
revenue would be recovered by the impact of this lower rate
of inflation on their costs. They feel therefore that it
would be quite acceptable to count on +the £30m that the
17% April increase would bring;

they also plan not to relax their industrial pricing policy
any further than they have already done in response to
market forces (this has accounted for £100m of the
deterioration in their forecasts). This means that their
contract renewal prices for firm gas would continue to be
about 75% of the current industrial gas o0il price and
should be significantly below German and possibly other
Continental gas prices. This slight change from their
previous assessment of what the market would require seems
acceptable to me and would generate £20m. They have
stressed that any further move away from their indugbrial
pricing policy would reduce their cash flow, B

bringing forward the 5% increase in their non-domestic
tariff to April would generate £5m. Since it would be
significantly less than the domestic tariff increase this
would seem to be unobjectionable particularly as after the
October domestic increase the two tariffs would be largely

the same.

3 All these changes would bring their external financing requirement
to =£33%9m. We must accept that BGC will be hard pressed to meet

these revised forecasts and the scope for significant cost savings

in 1981/82 is limited. In arriving at the =£284 external financing
forecast they are already assuming an upturn in economic activity

in the second half of next year as a basis for their sales forecasts.
They have also cut their capital investment by £120m and their wages
and other costs by £75m,

4 Although they would need to examine the question in more detail,
they felt that the remaining £0m could be met by a combination of
cutting manpower by 5,000,  reducing profitable investment, and various
other small savings, The manpower cut would be split roughly 50/50
between contractors and BGC employees, In cutting profitable invest-
ment they would be eliminating proposals which had a 25% forecast

rate of return. it : ;
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5) I have however serious doubts about accepting their

proposal to assume a 17% domestic increase in April. Currently
inflation is running at below that rate and will be still lower

in April, and I would see very grave difficulties in explaining
whiy BGC should increase their domestic prices in April by more
than the rate of inflation. I am therefore not inclined to accept

their proposal.

6 Their proposals for raising a further £60m largely by manpower
and investment cuts could also cause us problems., Half of the
manpower cuts will be in contractors' labour which is more expensive
than their own labour. Such a move would add to any problems
facing the construction industry. I am not therefore inclined to

recommend this.

T As for their proposal to cut investment further I see
difficulties here also., This investment is profitable and we will
see the effects of cutting it out later in reduced cost savings and
efficiency. I think BGC have already cut enough capital investment,
much of which they assure me is profitable. To accept further
reductions would not only have an impact on their efficiency but
also reduces opportunities for private sector industry. I do not
therefore recommend this either. It would also go directly against
our aim of trying to minimise cuts in highly profitable investment

pro jects. :
A

8 Thus the external financing requirement which I think BGakcan
. achieve on the basis of the present forecasts is =£309m.,

9 BGC have however said that they could not commit themselves to
meeting an EFL set at this level without having a revised 3 year
financial target. Their reason is that because we have announced
our intention to impose a levy on their purchases of PRT exempt gas
they cannot assert that the profits being generated by the
Corporation are needed to meet their statutory duties. As a result
they feel that their prices both domestic and non-domestic are open
to challenge in the courts. They have asked therefore for a post-—
levy target and have suggested that this should be set at a level
which will allow them to retain all of the £739mpretax and interest
profits they are forecasting for next year.

10 I do not accept this, although we must take note of the possible
challenge to their prices. I propose therefore to press ahead
quickly with the levy now that we have received their revised fore-
casts for the three years up to 1982/83, I aim to write to .
Geoffrey Howe shortly with proposals. I would hope that we could
then announce how much the levy was to be and a revised target for
BGC in advance of publishing the legislation, I would also aim to
have-.the legislation enacted as far as possible by the time BGC

had to implement their domestic price increases,
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I am copying this to the members of E Committee, the Attorney
General in the light of BGC's comments on their statutory position
and Sir Robert Armstrong.

D A R HOWELL
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Dear Dasd, ‘(\IJ\ l‘7)l,\,

Treasury Chambers, Parliament Street.

ELECTRICITY INDUSTRY (ENGLAND AND WALES):
EXTERNAL FINANCING LIMITS 1980-81 AND 1981-82/
Thank you for your letter of 13 October informing me that you are
not now seeking an increase in the EFL for the electricity supply
Iﬁaﬁstry in England and Wales to take account of the decision
on fuel stocks taken by E Committee in August.

R it
This is welcome news. It makes doubly unfortunate the damaging
report in the Financial Times of Wednesday 8 October that the
Government had accepted that the industry may exceed its cash limit
this year by as much as £80m. There was a further reference to
this the following day in~Tthe Financial Times leader on Tombs'
resignation which referred to "... a further setback in the
Government's increasingly unsuccessful struggle to impose unrealistic
cash limits on the pationalised industries." Could I“suggest that
now an increase in the industry's cas imit is not in prospect,
you might make a public statement, eg through an inspired PQ, that
the Government has discussed the EFL with the industry and that
there are no plans to increase 1tY

I note from your letter that the NCB have said that the CEGB will
have to take their full 75m tonnes of coal under the "understanding"
between the two industri®s if the NCB are to have any prospect of
keeping within their EFL this year. I assume from what you say ;
about the electricity supply industry's EFL that it is indeed their
intention to lift 75m tonnes. I also assume that if the electricity
supply“industry 1ift 75m tonnes, the NCB will be able to keep
within-their EFL, provided the Board takes the corrective action
wHTZE_§SE?‘U€55thent has already urged on them. I should be glad
if you can confirm that this action is being taken, and that a
breach in the NCB's EFL is no longer in prospect.




) "I am sending a copy of this letter to the Prime Minister, the
other members of E Committee and the Secretary of State for
Scotland so that they can be aware that an increase in the
electricity supply industry's EFL for 1980-81 is no longer in
prospect. A copy also goes to Sir Robert Armstrong.

iz B

JOHN BIFFEN
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SCOTTISH ELECTRICITY BOARDS: EXTERNAL FINANCING LIMITS 1981/82

1. It occurred to me, on seeing a copy of David Howell's letter of 13 October

about 5FLs for the electricity supply industry in England and Wales, that you

might find it helpful to have the overall picture for the industry in Great Britain
before tomorrow's meeting of E Committee. I am therefore writing in George Younger's
absence to explain the position of the Scottish Electricity Boards.

2. The Scottish Boards put forward for the IFR the following proposals for their
external financing requirements for 1981/82:-

SSEB NSHEB TOTAL
£m £m : ‘ Zm

65 PEet v 92

These, in common with all the other figures in this letter relating to the Boards'
financing requirements, are at 1980 survey prices.

3. In advance of their major revision of forecasts for next year's capital investment
review, work on which has only recently begun, the Boards have made no adjustment

to the load forecasts submitted in April, which are based on the assumption that GDP
will fall by 2% in 1980 and rise by 0.5% in 1981. The other main assumptions
underlying the Boards' current forecasts are as follows:-

(a) coal price increases totalling 20% in 1981/82

(b) a year on year increase in inflation of 12% at March 1982

(¢) an increase in salaries and wages in 1981/82 of 10% (originally set
~ at 15% but revised recently in the light of the decision by the
Electricity Council to reduce its forecast of salary increases to 10%).

(d) An average interest rate on new borrowings of 1%7%.

These assumptions do not appear to be significantly out of line with those made
by the Electricity Council. ‘




4, Uhe Scottish Boards have not as yet taken any decisions about the level of
tariff increase to be applied next year although they have indicated that their
recent, and continuing, experience of falling sales suggests that it would

not be commercially sensible for this to be higher than the going rate of
inflation. The IFR external financing requirements quoted in paragraph 2
above are consistent with a forecast tariff increase of 15% and other
assumptions as in paragraph 3, with the exception of the salary increase
assumption which would be 15%. In the course of your bilateral with

George Younger on 2 October you agreed that part of the £18m (8% of the
Boards' capital investment programmes) saving on the IFR figure then

required could be achieved by reducing the salary increase forecast to

10%, and some minor cuts in the Boards' capital investment programmes were

of fered and accepted. Thus the adjusted IFR figures are now as follows:-

SSER . NSHEB TOTAL
£m £m £m

58 23 81

" 5. If it were necessary to find the remainder of the £18m saving from
increased revenues, the 15% tariff increase suggested for illustrative
purposes would have to be increased to 18%. While I sympathise with the
Boards' desire to have no real increase in tariffs next year, I accept that
we could not avoid giving serious consideration to a tariff increase above
the expected rate of inflation if, as originally anticipated, the increase
required in England and Wales were to be of the order of 183%. The use

of tariff increases to achieve savings in excess of £18m would, however, be
very difficult for us to accept and would be most strenuously resisted

by the Boards. :

6. The tariff situation is complicated by the consideration which has very
recently been given by the Electricity Council to adopting a tariff increase
assumption for England and Wales of 12%. If this tariff regime were

adopted, the tariff increase to be applied in Scotland would have to be of
the same order. Assuming a tariff increase of 12%, and a reduction in the
coal price assumption to match the Electricity Council's lower fuel price .
increase assumption, the Scottish Boards' external financing requirements for
1981/82 would be as follows:-

SSEB NSHEB TOTAL
£m £m £m

61.6 23,0 84.6

Thus the savings of £11lm already offered would in that event have to be
reduced by £3.6m.

7. The accumulation of restrictions on the Boards' capital investment
programmes over recent years, added to their own efforts to achieve savings,
is now regarded by the Boards as having reached the level at which
reliability of output, security of supply and improvements in efficiency
are at real risk.  There is no scope for further savings on capital
programmes to be achieved other than by means of delaying the Torness AGR
construction programme. For the reasons set out in David Howell's letter




to you of 13 October, we would regard this course of action as being wholly
unacceptable.

8. Although the Scottish Boards have substantial excess generating capacity
at present, their position is not comparable to that of CEGB as regards
scope for closures in that most of their fossil-fired plant is relatively
large and modern. Staff numbers at Inverkip and Carolina Port are being
reduced in recognition of the likelihood that these stations will in

future be used only intermittently and the possibility of Inverkip being
mothballed in due course is at present under consideration with SSEB. Even
if an early decision to mothball the station was taken, however, additional.
expenditure would have to be incurred in the short term and no savings would
accrue in 1981/82. ;

9. Given the current difficult circumstances of the Scottish Electricity

Boards, I would echo David Howell's view that the electricity supply

industry should, if at all possible, be spared the necessity of achieving
. further savings.

10. I am copying this letter to David Howell and other members of E Committee.

ALEX FLETCHER
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I hope you agree that
we should have another meeting
on the energy redraft before
it is circulated to E Committee.
If so, could Caroline please
set it up?

20 October 1980
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From the Private Secretary 20 October 1980

As you know, the Prime Minister held a meeting this afternoon
to discuss the Memorandum (E(80)120) on energy pricing which your
Secretary of State had circulated to E Committee. Besides
Mr. Howell, the following were present: Mr. Lamont, Mr. Moore,
Sir Donald Maitland, Mr. Guinness, Mr. Hoskyns and Mr. Wolfson.

The Prime Minister said she was unhappy with the paper. In
particular, she made the following points:

(a) It adopted far too much of a cost plus approach, and
there was not nearly enough in it on the possibilities
and necessity of improving efficiency in the energy
industries. :

There seemed to be little appreciation that, by putting
up energy prices, this would put private sector
companies out of business; and that, taking into
account the aggregate effects, the PSBR could well be
increased rather than diminished.

The need for the industries to develop truly marginal
cost pricing, particularly at a time of recession,

did not seem to be properly discussed. The industries'
approach seemed much too narrow, ignoring the effect

on their finances of losing customers through prices
they were unable to afford. From the Government's point
of view, it was crucial that they should take a wider
view; otherwise, more and more industries would be put
at risk.

The legality or otherwise of short-run marginal cost
pricing in the electricity industry ought to be cleared
up forthwith.

The analysis of the coal and electricity industries
was incompatible with the NCB's reported approach to
their pay negotiations. On a rational view of the
facts, there was no justification for the offer which
they were planning to make.

/ (i) The paper

=N AL




The paper seemed to indicate that European energy
prices were, in many cases, lower than in the UK.
Yet, she had been defending our own prices on the
basis that they were at approximately the same
level. The latest figures very much weakened the
Government's defence of current energy pricing
policies.

It now seemed that US gas prices would not be
approaching world prices until 1985 (or - even’
possibly 1987). It was essential, in these
circumstances, that we should consider adopting
countervailing duties to offset the lower costs
which energy-intensive industries in the US enjoy.

She was appalled by the CEGB/NCB contract: the
CEGB were being far too generous by, in effect,
allowing the NCB an automatic price rise each year
in line with inflation.

A number of points were made in response, and it was agreed
that Mr. Howell would circulate a revised draft, taking into
account the Prime Minister's comments. I am sure it would be
helpful if the new draft could be discussed with the Prime
Minister before it is sent round to E Committee; and we will be
in touch to arrange a date.

I am sending a copy of this letter to Peter Jenkins (H.M.
Treasury) and David Wright (Cabinet Office).

J. D. West, Esq.,
Department of Energy.
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As you know, the Prime Minister held a meeting this afternoon
to discuss the Memorandum (E(80)120) on energy pricing which your
Secretary of State had circulated to E Committee. Besides
Mr. Howell, the following were present: Mr. Lamont, Mr. Moore,
Sir Donald Maitland, Mr. Guinness, Mr. Hoskyns and Mr. Wolfson.

The Prime Minister said she was unhappy with the paper. In
particular, she made the following points:

(a) It adopted far too much of a cost plus approach, and
there was not nearly enough in it on the possibilities
and necessity of improving efficiency in the energy
industries.

There seemed to be little appreciation that, by putting
up energy prices, this would put private sector
companies out of business; and that, taking into
account the aggregate effects, the PSBR could well be
increased rather than diminished.

The need for the industries to develop truly marglnal
cost pricing, particularly at a time of recession,

did not seem to be properly discussed. The industries'
approach seemed much too narrow, ignoring the effect

on their finances of losing customers through prices
they were unable to afford. From the Government's point
of view, it was crucial that they should take a wider
view; otherw1se, more and more industries would be put
at rlsk

The legality or otherwise of short-run marginal cost
pricing in the electricity industry ought to be cleared
up forthwith.

The analysis of the coal and electricity industries

was incompatible with the NCB's reported approach to

their pay negotiations. On a rational view of the

facts, there was no justification for the offer which

they were planning to make. (r A

/ (£) The paper




The paper seemed to indicate that European energy
prices were, in many cases, lower than in the UK.
Yet, she had been defending our own prices on the
basis that they were at approximately the same
level. The latest figures very much weakened the
Government's defence of current energy pricing
policies.

It now seemed that US gas prices would not be
approaching world prices until 1935 (or even
possibly 1987). It was essential, in these
circumstances, that we should consider adopting
countervailing duties to offset the lower costs
which energy-intensive industries in the US enjoy.

She was appalled by the CEGB/NCB contract: the
CEGB were being far too generous by, in effect,
allowing the NCB an automatic price rise each year
in line with inflation.

A number of points were made in response, and it was agreed
that Mr. Howell would circulate a revised draft, taking into
account the Prime Minister's comments. I am sure it would be
helpful if the new draft could be discussed with the Prime
Minister before it is sent round to E Committee; and we will be
in touch to arrange a date.

I am sending a copy of this letter to Peter Jenkins (H.M.
Treasury) and David Wright (Cabinet Office).

J. D. West, Esq.,
Department of Energy.
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