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Cabinet / Cabinet Committee Documents

Reference Date

E (EA) (81) 18 24.3.81
E (EA) (81) 19 24.3.81
E (EA) (81) 7" Meeting, Minutes 26.3.81
E (81) 39 3.4.81

E (81) 46 6.4.81

LCA to E (81) 14™ Meeting, Minute 1 8.4.81

MISC 56 (81) 1 13.4.81
MISC 56 (81) 1** Meeting, Minutes 16.4.81
MISC 56 (81) 2 27.4.81
MISC 56 (81) 3 27.4.81
MISC 56 (81)4 28.4.81
MISC 56 (81) 5 Revise 11.5.81
MISC 56 (81) 2" Meeting, Minutes 1, 2, 3 and 4 14.5.81

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
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PRIME MINISTER L B A J A g

ENERGY PRICES rodota hia  fdiay

I am concerned that we have set no firm timescale for decisions

on the issues we face on energy pricing, which are being < /2

considered in—ﬁISC 56. We are seeking to arrive at a package

adequate to contain the industrial pressures for action, . 247%.—
without going beyond what we can afford or what would be wise
—

in energy terms. These pressures are not diminishing. I
expect them to be manifest again in the House when I answer
questions on June 8.

q
I plan to circulate to colleagues on MISC 56 on 1 or 2 June

; o Rn——

those further papers for which I was asked at the Committee's
last meeting on 14 May. I trust that the other papers which

were commissioned can be made available in the same timescale,

so that we can reach decisions as soon as possible thereafter.

I am sending copies of this letter to our colleagues on MISC 56

and Sir Robert Armstrong.

I

Secretary of State for Energy bl
28 May 1981




SECRETARY OF STATE FOR ENERGY
THAMES HOUSE SOUTH
MILLBANK LONDON SWIP 40QJ
TELEPHONE: Ol-2I1] 3000

01 211 6402

L

The Rt Hon John Biffen MNP : [’ -
Secretary of State for Trade b
Department of Trade

1 Vichoria St

London SW1H OET /7 May 1981
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MONOPOLIES AND MERGERS COMMISSION REPORT ON THE CEGB

I attach a copy of the press statement which I propose to
igssue on 20 May following the announcement by Sally Oppenheim
of the publication of the Report. I have already invited the
Chairman to let me have full comments on the' Commission's
various recommendations in so T as these fall to the

Board.

I should be very glad for our officials to remain in touch

during the follow-up to the Report, and will write again in
due course about the possibility of a further statement in

the light of discussions with the Board.

"1 am copying this letter to the Prime Minister, the Chancellor
of the Exchequer, the Secretaries of State for Industry and
Scotland and to Sir Robert Armstrong.

/Z

fasis G

/}CV .

D A R HOWELL
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DRAFT PRESS STATEMENT

MIIC REPORT ON THE CEGB

1 I welcome this major report from the Monopolies and
Mergers Commission which goes in great detail into the CEGB's
costs and efficiency. The result is a helpful study of the
Board's performance, and the Commission have made a number of
recommendations for action by the CEGB on which I am seeking

the Board's early comments.

2 The Commission criticise the Board's investment appraisals,
with particular reference to nuclear power station pro jects.
As I made clear in my statement on nuclear power policy on

18 December 1979, while the orders to which I referred offered
a reasonable prospect against which the nuclear and powerplant
industries could plan, the precise level of ordering wauld
depend on the development of electricity demand and the
performance of industry. Within this general framework, the
Board will appraise each project case by case. I shall expect
the Board to take full account in heir appraisals of the
improvements recommended by the Commission,

3 I remain convinced that in an uncertain world it is right
to seek to secure this country's future energy supplies, and
that continuing nuclear power station orders are required for

this purpose.

4 The Commission make recommendations in connection with the
calculation of Demand Charges in the CEGB's Bulk Supply Tariff,
At my request the Electricity Council are already engaged on a

review of the Bulk Supply Tariff,




CONFIDENTIAL

) The Commission also suggest that the industry's financial
target, if it were to be achieved in present circumstances, would
result in prices somewhat higher than those contemplated in the
industry's current plans. Since the target was agreed in

January 1980, circumstances have changed; including reductions
in electricity demand. The implications of these changes are :

already under discussion with the Council.

6 I was glad to note that the Report commends a number of
aspects of the Board's operations and that the Commission pay
tribute to the ability and dedication of many of those whom they
met in the course of their investigation, and to their
consciousness of the need to supply electricity at the” lowest
cost attainable with the present system.




DEPARTMENT OF TRADE
1 VICTORIA STREET
LONDON SWIH OET

TELEPHONE DIRECT LINE 01 215 5662
SWITCHBOARD 01 215 7877

Minister of State > i

for Consumer Affairs /’/m /‘Ml‘ a
Mike Pattison Esq

Private Secretary

The Rt Hon Sally Oppenheim MP —_—
; /1,
v
Prime Minister's Office
10 Downing Street
London SW1 ]*/’/( (6 May 1981

D“ Mike

lrs Oppenheim has heard that the Prime Minister has expressed interest
in advertising by the British Gas Corporation about their showroom
facilities. She thought the Prime Minister may Wish To Khow That she
h¥S written to Norman Lamont on the subject and I attach a copy of her
letter, e

A
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PETER McCARTHY
Private Secretary




DEPARTMENT OF TRADE
1 VICTORIA STREET
LONDON SWIH OET

TELEPHONE DIRECT LINE 01 215 5662
SWITCHBOARD 01 215 7877
From the

Minister of State
for Consumer Affairs

The Rt Hon Sally Oppenheim I1P

Norman Lamont Esq MP
Parliamentary Under Secretary of State

Department of Energy

Thames House South

Millbank LA

London SW1 I 5 May 1981

I must say I was most disturbed to encounter recent Gas Corporation
television advertising which seemed to me to be quite simply a direct
attempt to influence public opinion in favour of retention of retail

showrooms. s e ——

As you will be aware no official Government decision has been taken and
it certainly would be a misuse of the Gas Corporation's funds if
advertising were used for a campaign of this sort whether entirely
intentional or not and I must therefore ask you to bring this to the
attention of Sir Denis kcoke as soon as possible with a view to these
advertisements being discontinued.

VBV T e
el
8

SALLY OPPENHEIM

c¢c The Rt How i el Lawson MP
Jdohn MacGreor NMNF
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Fromthe Secretary of State

CONFIDENTIAL

N

Mike Pattison Esq
Private Secretary
10 Downing Street
Iondon, SW1 I May 1981

:kﬁf m&ea

MMC REPORT: CEGB

I understand that the Prime Minister has asked for a copy of the
report by the Monopolies and Mergers Commission on the Central
Electricity Generating Board which is to be published on 20 May.

T enclose a copy of the report and of the summary which it is
intended to attach to our Press Notice next week. As the latter is
rather 1long, we have side-lined the important passages.

I gather that you have received from the Department of Energy
Private Office a copy of a letter on this subject from IMr Howell
to my Secretary of State of 30 April. I enclose a copy of

Mr Biffen's reply.

I am copying this letter to Julian West.

Yoors ever,

Ncolas Mlwmes

N McInnes
Private Secretary

CONFIDENTIAL




COMMWRCIAL IN CONFIDENCE

SUMMARY OF MONOPOLIES AND MERGERS COMMISSION REPORT ON
CENTRAL ELECTRICITY GENERATING BOARD

The Central Electricity Generating Board was referred to the
Monopolies and Mergers Commission on 3 June 1980.

The Commission were asked to report on whether the Board could improve
its efficiency so as to enable it to reduce its costs or mitigate the
effect of any increases in costs in the bulk supply of electricity.

EFFICIENCY

Financial Framework (Chapter 3)

The financial framework within which the Board operates requires it
to obtain the Secretary of State for Energy's approval for its
capital investment programme for each year and his specific approval
before placing major orders. There are two general financial
constraints on the electricity supply industry which also affect the
Board's performance - the need to meet a financial target and a cash
limit on borrowing.

The Commission believes that the Board's cost minimisation programme
will help to limit increases in costs. There are, however, limits to
the savings in unit costs which any such programme can achieve or
which could be brought about by stimulating demand. They believe
therefore that if the necessary savings cannot be achieved by these

means one consequence of the present financial target will be a

considerable increase in the price of electricity to levels somewhat
higher than those contemplated in the present plans of the industry.

The Commission find that the Board has a sophisticated system of
revenue cost control, which is operated efficiently.

Investment Background (Chapter 4)

The CEGB's investment programme at March 1980 price levels, is
expected to double from £600m in 1979-80 to £1,200m in 1986-87.
Generation projects account for about 80 per cent of this.

/'I
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he Commission note that the Demand forecasting of both the CEGB and
the Electricity Supply Industry has been seriously inaccurate in the
past and has led to the premature ordering of new plant and
increased costs. They conclude, however, that there have been changes
of method and that the Board's approach is now sound. They recommend
that the Board's Demand Charges in the Bulk Supply Tariff should be
based on its plans for the development of its generating capacity over
the next 10-15 years, rather than on any longer term expectation. In
addition, the Demand Charges should be based on a central estimate of
the net effective cost of new plant. The Commission believe that the
industry's security standard requires further study under the aegis of
the Electricity Council. Finally the Commission recommend more
effective consultation between CEGB and the Area Boards on tariffs.

Investment Decisions (Chapter 5)

The CEGB's investment decisions are crucially affected by estimates
of the future availability of coal and its price and of the costs of
nuclear fuel. The Commission find that weaknesses in the CEGB's
forecasting of imported coal prices and NCB prices over the long term
give cause for concern, and they recommend that the Board should
develop an internally consistent view of future domestic and imported
coal prices and availability.

As regards nuclear fuel the Commission consider that, because of the
uncertainty surrounding the cost of reprocessing of nuclear fuels
and the market for uranium, the Board should adopt a sceptical
attitude towards nuclear fuel costs.

On construction costs, the Commission say that there is evidence that
the CEGB's power station construction programmes have suffered from
persistent real price increases. They therefore recommend that a
more realistic estimate of construction costs should take account of
the Board's experience of real price increases in the past.

The Commission also note that the project construction times are at
variance with the estimated contract programme and recommend that this
aspect of the work on project appraisal be improved as a matter of

urgency.

2
COMMERCIAL IN CONFIDENCE
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The Commission recommend that explicit account should be taken of market
'mditions in the supply of plant and of the relative price effects

during construction. They also recommend that the Board should

consider adopting a larger start-to-finish allowance for nuclear power

stations.

Finally the Commission believe it is important that future investment
projects should be assessed on more reliable economic grounds, so that
if projects are put forward on other grounds, the cost will be
appreciated. They recommend that appraisals should present results
associated with the central estimates of all the relevant determining

variables, and that sensitivity analysis should be developed further.

Operational Planning (Chapter 6)

Operational planning is designed to make the most efficient use of
capital and other resources. The objective is to meet temporal and
geographic demand for electrical energy at a pre-set level of security,
and to maintain frequency and voltage levels within defined limits at
least cost. This is achieved by using a suite of computer models

that simulate the national system of fuel distribution, generation

and transmission. The simulation procedure calculates the system
marginal cost (SMC) for given demands, fuel costs and generation
availability and selects the minimum fuel cost allocation.

The Commission conclude that the merit order based on system marginal
costing is an appropriate concept for cost minimisation. However
under some large divergence from assumed conditions the Commission
conclude that it might be better to revert to merit order based on
thermal efficiency for day to day planning and they suggest that the
CEGB should investigate this. The Commission are satisfied that the
Board has an effective operational planning system and that it can
respond quickly to changes in planning assumptions. Such failures

as occur are mainly due to errors in weather forecasting.

The Commission recommend that the Board jshould undertake a compre-
hensive cost/benefit study of central on-line scheduling and despatch
of plant, and if the net benefits are consistent with the Board's

normal criteria it should develop a plan for full implementation.

5
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Fuel Procurement (Chapter 7)

Qurchases of coal, fuel, oil, natural gas and nuclear fuel account for
some 60 per cent of the CEGB's total costs. Coal has always been the
most important fuel. The Commission say that the CEGB has two possible
ways of reducing its coal costs - it can seek cheaper sources of coal
and transport, and it can seek to ensure that the National Coal Board
and British Rail operate as efficiently as possible, and that the
benefits of this efficiency are passed on to the CEGB in the form of
lower prices.

but the CEGB has been prevented from taking advantage of such
opportunities as were available. This has had the effect of raising
the CEGB's costs because of the extent to which it has had to use
more expensive home-produced coal. The Commission criticise the

ST ————r
understanding between the CEGB and the NCB, because coal prices are
related to the retail price index rather than to changes in the costs

of the supplies, and because of the absence of any relationship with
long-run marginal cost. They therefore recommend that the CEGB should

aim to improve the terms and increase the duration of the understanding.

, As regards coal trénsportation the Commission find that the exclusive

dealing agreement with British Rail for the transport of coal is a

major restriction on competition from alternative forms of transport

Ly

and they recommend that it be abandoned.

st vy

They also recommend that the two industries (British Rail and CEGB)
should revise their price variation mechanism in their agreement so
as to give British Rail a greater inducement to limit growth of their
costs, and to enable the CEGB to benefit from improvements in
productivity in rail carriage of coal.

The Commission conclude that the Board is efficient and professional
in its procurement of oil. As far as nuclear fuel is concerned they
say that CEGB has secured long-term supplies of uranium at prices
lower than those on the spot market. They recommend, however, that
the Board should seek to negotiate 'call off' clauses in its contracts
to keep stock levels as close to requirements as possible, and they
should persist with a policy of diversifying its sources of supply.

4
COMMERCIAL IN CONFIDENCE




COMMERCIAL IN CONFIDENCE

The relationship between CEGB and British Nuclear Fuels Ltd presents
difficulties owing to the lack of competition. The terms of trading
provide for BNFL to supply specified information. While this is
satisfactory as regards operating costs, the situation is less so as
regards investment projects. This, and the Board's own slowness in
costing appropriate alternative options, has vitiated a part of the
investment appraisal for AGR power stations. The Commission
recommend that if a PWR programme is undertaken, the CEGB should seek
competitive tenders from BNFL and foreign organisations for supply
and reprocessing of the fuel.

Availability and maintenance (Chapter 8)

The Commission examined the maintenance of power stations and are
satisfied that they are well managed. They also note that availability
of large conventional stations has improved considerably in recent
years. However there are continuing difficulties concerning the
availability of nuclear plant.

The systems for reporting shortcomings are fragmented: improved
reporting systems could enable the CEGB's operating experience to be
taken more fully into account in new plant designs.

The Commission recommend that full quality assurance procedures should
be introduced at large power stations, with a nominated person’

independent of other functions responsible for quality.

Plant Spares (Chapter 9)

Plant spares fall into two main groups. Regional spares, which
include a large number of items of many different kinds and National
spares which include a relatively small number of substantial items

(for example, starters, rotors and transformers) usable in more than

one Region which it would not be economic for any individual Region
to hold. Regional plant spares are held at Power stations.

7
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'.hme Commission conclude that in matters of purchasing and stock

control the Board has in the past relied upon the judgement of
competent and resourceful engineers capable of managing risk, making
repairs, exchanging spares etc. This has helped to maintain a high
level of availability in the generating system. However this approach
has obscured the need for detailed Operational Research studies and
the introduction of more advanced methods of stock control.

Although this may be changing already, the Commission recommend that
the Board should develop these methods and, as an interim measure,
it should charge interest to Regions on the value of stocks held.

They also recommend that Regions should systematically record the
number and percentage of prices challenged in single tender contracts,
together with prices asked and prices to be paid, and then compare
the results.

On national spares they recommend that the Board should consider
whether its use of a 15 per cent rate of return and three-year pay
back is causirg under investment in national spares. Finally the
Commission recommend the increased use of standard designs owned by
CEGB to permit competitive tendering for, and reduced holdings of,
spares.

Industrial relations and efficient use of manpower (Chapter “10)

The Commission find that the Board's personnel function is well
organised and co-ordinated. Industrial relations are generally good
and there are few strikes or other forms of industrial disruptions.

There has been an increase in output per head, very largely due to

a 30 per cent reduction in non-~building industrial staff, improve-
ments in flexibility of working practices, reduced over-time working
and the introduction of work measurement and bonus incentives. There
is some evidence of overgrading among engineering staff and some
indications of reluctance to accept and cooperate in rationalisation
of their grading structure. The Commission believe that the manage-
ment should put forward a timetable for the introduction of job
evaluation; and they say it is important that the engineering staff

S
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. should cooperate in measures to improve the efficiency of their

utilisation and employment.

The Commission consider there is scope for greater efficiency of
administrative, clerical and sales staff and they recommend the
further implementation of the established clerical work measurement
systems and the application of modern office technology.

The CEGB are commended for their achievements in improving the
quantity of electricity generated per head over the past fifteen years.
In recent years, however, the rate of improvement has slowed
appreciably, while at the same time the CEGB's labour costs have been
rising faster than the national average. In consequence the Board

has been less successful recently in containing the rate of increase
in its unit labour costs. The Board and all the trade unions in the
industry therefore need to seek to improve productivity and reduce
costs further.

Management information systems (Chapter 11)

The function of a Management Information System (MIS) is to provide
the decision maker at all levels of management with the best informa-
tion available relating to the decision to be taken. MIS normally
acts as an aid to three categories of management activity, namely
strategic planning, management control and operational control.

The Commission find that the CEGB's main Management Information
Systems provide adequate information for operational control and
functional management control. The systems are not over elaborate.
However the Board has no information system which brings together
information across all resources so as to give an integrated approach
to strategic and corporate planning. At station level there is no
uniform system to serve in a convenient form the needs of general
management.

They therefore recommend that the Board's management information
systems should be comprehensively reviewed and a strategy for the
next decade produced.

7
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. The construction of power stations (Chapter 12)

The CEGB organises the construction of its power stations through

its Generation Development and Construction Division at Barnwood

near Gloucester. Nearly three quarters of its effort is directly
devoted to managing the client role of the Board vis-a-vis
contractors engaged in major power station construction projects.
There have been a number of previous enquiries in this area, notably
the National Board for Prices and Incomes in 1968, NEDO in 1970 and
1976 and the Price Commission in 1979. The Commission have therefore
restricted their investigations to an examination of the ways the
Board is implementing its new policies.

The construction of power stations has been bedevilled by labour
relations problems for many years amongst contractors undertaking
this work. The Commission conclude that whilst many of the
weaknesses and failings on power station construction sites discussed
in earlier reports remain, some important progress in site labour
relations and productivity has been made recently. In particular,
steps taken by the CEGB to improve coordination and control at Ince,
Littlebrook, Grain, and Drax are welcomed.

There has also been some progress towards the long delayed national
agreement for construction sites first proposed by NEDO in 1970. As
it is still uncertain as to whether negotiations for a national site
agreement can be brought to an early and successful conclusion,
however, the Commission recommend that the CEGB should introduce a
model agreement for use on its sites.

The design and construction of nuclear power stations have presented
severe problems in the past. These must be overcome if the nuclear
programme is to be pursued successfully. No arrangement has yet been
devised whereby design and safety risks can be borne by any party
other than the CEGB and ultimately its customers. The Commission
believe that the proposed arrangement for Heysham II, whereby the
National Nuclear Corporation (NNC) would act as the CEGB's ageht
rather than as a contractor is a realistic approach to the problem of
performance risk which recognises the inability of the NNC to meet
liabilities beyond its fee and capital without guarantees from its
shareholders.

8
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.The Commission recommend a number of principles which they consider

the CEGB should be guided in letting future contracts for nuclear
power stations. These include: seeking out potential suppliers

and contractors willing to bear performance risks or guarantees

of equipment performance; contracts should be let on a firm price
basis with appropriate price variation clauses; and there should be
unified control over the execution of contracts.

General comment

By way of a general comment, the Commission say that the inter-
relationship between nationalised industries raises important issues
of public policy about their respective costs and prices. Where
nationalised industries, each having a virtual monopoly, deal with
each other, the purchaser may not resist the seller's demands as
vigorously as it ought, since it can pass on its costs to its
customers. Also there can be no certainty that the bargains they
strike will lead to the most efficient use of resources. One
nationalised industry cannot be at all confident that the charges it
pays for another's service or product are actually related to the
costs incurred in providing that product or service.

The Commission recommend that the Government should give fresh
thought to the objectives set for nationalised industries which deal
largely with each other. If, for example, it is considered to be in
the national interest that high-cost coalfields shall remain open in
the medium term, this might be better done by adjusting the financial
objective of the NCB than by raising the price of coal and so making
users of coal and electricity pay prices set above long-run marginal

costs.

PUBLIC INTEREST

The Commission's terms of reference required them to examine five
areas of the CEGB's activities with a view to assessing whether the
Board was pursuing a course of conduct which operated against the
public interest:

9
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its internal cost control and project control systems
its management information systems
its purchasing policies and methods of stock control

its management of plant maintenance and the effect of
programmes for plant maintenance on plant availability

the planning and appraisal of new investment, and its
ability to carry out its proposals for such investment
within the cost and the time estimated.

In its internal cost control and project control systems, its manage-
ment information systems and its management of plant maintenance, the
Board is not found to be operating against the public interest.

In respect of its purchasing policies, the Commission feel bound to
conclude that the Board could have had lower costs in recent years if
it had been free to pursue the objective of cost reduction by every
means available. By being prevented from using cheaper imported
coal, by pursuing a 'buy British' policy and by ordering power
stations 'in advance of need' costs are not now, and are unlikely to
be in the future, as low as they could be. As this arises not from
lack of efficiency in the use of its existing resources, but from
concern on its own or the Government's part for the interests of
major suppliers, the Commission conclude that the Board has not been
operating against the public interest.

As far as planning and appraisal of new investment is concerned, the
Commission find that, while the Board's demand forecasting has
improved, there are serious weaknesses in its investment appraisal.

In particular a large programme of investment in nuclear power
stations, which would greatly increase the capital employed for a
given level of output, is proposed on the basis of investment
appraisals which are seriously defective and liable to mislead. They
conclude that the Board's course of conduct in this regard operates
against the public interest.

10
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.'l‘he Commission note that the CEGB has serious problems in carrying
out its investment proposals within the cost and the time estimated.
Productivity on site has improved and the Board is taking such steps
as are in its power to help solve the problems of industrial relations
in site construction. In view of these recent developments the Board
is not found to be operating against the public interest.

1
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SECRETARY OF STATE FOR ENERGY
THAMES HOUSE SOUTH
MILLBANK LONDON SWIP 4QJ

01 211 6402

Tim Lankester Esq

Private Secretary

No 10 Downing Street

LONDON SW1 |4 May 1981

PM has eun
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MONOPOLIES AND MERGERS COMMISSION REPORT ON CEGR

The MMC's Report on the CEGB is expected to be published next
week. I understand that the Department of Trade will be consulting
vou in the normal way about publication arrangements.

On the content of the Report, my Secretary of State thinks that the
Prime Minister may find 1T helpful to see the attached copy of his
letter to Mr Biffen of 30 April. Mr Howell has in fact now written
to the Chairman of the EE%, who received a copy of the Report on a
personal basis at the beginning of this week, to seek his urgent
comments on the Commission's various recommendations and, in particu-
lar, proposals for improvement in the Board's investment appraisal
procedures. Mr Howell pIans to issue a short press Statement to this
eff€ct once the Report has been published.

He will consider in the light of the Board's response whether any
formal directive under the Competition Act is needed. (8:12(3) oFf the
Act provides a power to require the Board to prepare a plan for
remedying adverse effects where a body is found to be pursuing

a course of action against the public interest).

The Prime Minister also asked Mr Howell yesterday for a copy of the
MMC Report, which request I have passed on to John Rhodes.

Towws ety

o

Jd D WEST
PRIVATE SECRETARY
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01-211-6402.

The Rt Hon John Biffen MP

Secretary of State for Trdde

1 Victoria Street . : & Tt

London SW1H OET . . 30 April 1981
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MONOPOLIES AND MERGERS COMMISSION REPORT ON THE CEGB

am writing to give you my ipitial reaction to this major Report.
Lazve not been able to consult the Chairman of the CEGB since he
i2g not yet received the torclusions of the report. ¢
sttoeh @s AnneYyes i & sumrary of the Conmrmiss
-“]ucjo“r gnd of “1 1r mzjor recommendations. Mos
require comm :n¢ ection by the industry.

1
-+
@
sion commended nunber of aspects of the Boara's
the system of revenue cost control is sophis-
ticated and well-documented
cash manggement is coupetent
c) dinternal audit is pursued elfectively

d) proper attention is : ven to the disposal of
surplus land

e) contract negotiatiorns are skilfully pursued.

In its day to dasy business tne Board is shown to be efficient and
generally operating according to well thought out procedures.

- The Commission show concern in three main areas;
i) forecasting of electricity demand
1 g J

ii) investment appraisal.technique

g

purchasing policies, both of fuel and of

pm;udub. —

isipda gy
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Fdfecasting

The 1ndustry are crltlclsed for over- optlmlsm in the past

- particularly about economic growth, but the Commission flnd that
current forecusting methodology reflects the lessons of the past,
and that, given the state of the art, it is sound. I shall
nevertheless wish to discuss this flndlne with the industry when
I am able to do so; the latest Electr1C1ty Council forecasts

still look optimistic.

Investment Appraisal Techniques

The Commission's criticism here is directed particularly to the
appraisal of nuclear power stations. It falls into two main

a) doubts about the basic assumptions (fuel. costs,
construction costs and times

the need for a fuller treetment of sensitivi-
ties (showing the combined effects of adverse
chenges in & number of assumptions as well zs
the effects of individuzl changes).

a“h*'ﬂeal metrnods co”st' LoD R0 congnGet

of the Competitior Aci 1980, operntes zgeinst the

avd aramebized this t1 ism by their Tinding
TCe s

ne Commission suggest thet the economic cese for Heysnem 11

ve\qustlfwublv reinforced the strategic case for the orcer.
elso state thet a lsrge progremme of investment in nuclecr
is proposed on the basis of investment eppraisels whicl
csly cefective and lieble to mislead.

s«—L“

sgrious criticisms But there ere points to be nuGe on

-
O

L0

4 O

side. PFor instance, & wide rans f sensitivities was
ir the spopreisal of Heyshar 1I, end it was possible to

i these a clear impression of the effect of deley and cost
escsleu on (The Commlsslon were not of course privy to tiae con-
clusions of last vear s CERS ‘study on the wider reesons for poing

anead.) There is snother point. My nuclear pollcv stetement of
Lece'r er 1970 mede it clesr that future nucdlear oz dering would
6cpenc on ejeetr1c1ty cemend end the performznce of the nuclesr
egnd plant industry; ealh otation will be fully appraised:

‘

everthcless, the findings of the IMMC report on this point will
attract wide public ettentaon, and w111 be seen by meny (&nd in
perticuilar by opponents of nuclear power) as. cb11lqislnuo gucstion
the economic basis for nuclear power statl « Opponents:
ﬁfTT-E3E3fEﬁEH'3T'?HTE'Ef'fﬁE'B%EEWETT‘B’E%%T?Ehfﬁgulry expected
next year. Confidence in our nucTear power policy wi be undermined.
NS S g, .
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“Against this background, -the finding that the Board's investment
sppraisal procedures operate against the public interest will
require carcfu i dling, as will the Commission's M \
criticisms in this general area. As I understand it, the findin: .

- may hove been framed to enable me to use the powers under the
Competition Act, should I so wish, to require the Board to produce

plans for improvements. When I am in a position to take this up

with the Board, I shall of course be looking for early proposels
for improvement; I shall consider in the light of these whether

a formal direction under the Act is needed.

Purchasing Policy - 1) fuel

There are sensitive points-here, and much potential for emberrass-
ment. The Commission conclude that;

2) costs have been higher than they might have been
because the CEGB have not been able, meinly for
reasons of Government policy, to take full

i )

advantage of imgort opportunities;

the customer mey face an even fuster rate of
incresse in electricity prices unless the Board's °.
cepacity to import czn be increassed;
L
kuoylede that they might be T
cozl hss affected the PBoerd

T i
The Conmissi se cuestions ebout NCB costs, closure and pricing
e & S e s L e b, -~ A S
policies. They ste that the CEGB know no uore about NCB costs
t¥an they clean from the Report zna Accounts.

Lol

conclude that fresh
: nationslised incdustries wihich tre yrgdly witlsvercs
and that if it is considered in the nat 2] inberes

h cost cozlfields should rewain open in the medium term, this
ni~ht be better done by adjusting the finrncigl - cbjective of the HCE
+hom by roisine the price of cosl. They add tuat there is ¢ danger
P Rl e SITR — L iR f e 4
thet prescnt cozl pricing policies ray meke nuclegl DOYCL CupeaT
+o ofTer on eXononic Ecventare which it might not have under o

: i g e = —
policy of LEMC pricing for coel.

ion

—

Ifuch of tris is pertinent to electricity costs. However, the ques
of imports is still under discussion in the tripartite context, &an
remsins hichly sepgitive. TFor the immediate future CEGB is being

encourared to 'buy sSritisn' and NCB is nesotiating to cut current

irports to the irTeaucible minimum. ' - :

s
v
Q

The Commission recommend thst the Board seek to improve the terms
and extend the duration of the CEGB{NCB‘understanding; we should
tske the line tlat this is for comnmercisl negotiation.




Purch851nggpollcy 11) Power Plant and Power Statlon Constructlon,'

- “Power Plant

The Comm1551on note that Governments have in the past asked the
Boezrd to help the UK plant industry, and that the Board has
incurred extra costs thereby. . They suggest. that if the Government
wishes facilities to be established in the UK to manufacture PWR
components, this should not necessarily be at the expense of the
electrlclty consumer. .

The” Commission note that the Board has tradltlonally pursued a
'buy-British' policy for plant. They raise, as did the Select.
Committee on Energy, the question of some element of international
competition for future UK power plant orders.

It is likely that some major items of plant can st present be
procured more cheaply abroad than from British industry. .- Cheaper
plant would improve the economics of new stations and make it

easier to defend new orders in the face of slack electricity demand:
it would also mske a modest contribution to reducing elecur1c1ty

costs.

On the otner hand, the conseauences for:parts of the UK
could be severe.

<~ some element ol overseas competition should be
151. v reply to the Select Committee on Lnezpv
ur sttitude on this; my officials are in touch wi
in that connection.
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say they are inmpressed by the results obtained by
Development &and Construction Division &t Barnwood
that contrezctors adopt improved quality essursnce
r the manufescture of power station ecuipument.

el
g
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e
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generally *endorse thc
periormznce s

moving Trom reinbursszble
with incentives and z "key-dete" procedure.

setting up site manageument groups to monitor

and harmonize industrial relations policies and
practice (especizlly bonns payments) scross

all contractors

working for a nationsl agreement for large sites

completing the design phase before sanction for
site work ‘is given ;

repiicating plant wherever possible.
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~They‘élséiépbrdvé'Barn@odd‘é'praétice of makinﬁ exécting checks
- +»0f contractors’® desigpsg'and its attention to the detail of costs,
 specifications and performance. : 3 : fs
General =~ = Pt a, 7 Bt P -_'
_Thére ére é»number of other points in the Report which I ‘shall
wish to take up with the Board as soon as I am in a position to-

do so.. I propose to handle these in separate correspondence,
bringing in other Departments as}appropriate.

Publtic Handling

.

This is the immediate question. T suggest that a'fairly short
statement should be made on publication, of which the main elements

would be: _

i) welcome this major study, noting that the Board
are Jjudged to operate with competence and
proficiency in many arezas; :

ii) note also that serious criticisms are made of the
Board's investment apprais:l methods. The
Government is seeking comments and proposals Irom
the Board with a view to improvement;

these criticisms do not however czll for fundauentsl
changes in the government's nuclear strategy; the
government's attitude will be steted in the response
to the Select Committee on Energy's nuclear Report;

the decision to proceed with Heysham II (and Torness)
was besed on streategic as well 2s economic considera-
B0NS SR '

th ommission heve rmade a nunber of other
recourendations which will be discussed with the Bosrd.

On the need for greater transparency of nationslised
industry (and especizlly NCB) coszts, we should say that this will
' to be considered in the context of generzl nationslised
stry policy, and thet the Commission recognise that the poing
e for government i.e. political cdecision.

The CEGB themselves are of course likely to produce a robust
response to many of the Commission's strictures when they are sble
to do so.

In view of view of their special interest I em copying this letter
to the Chancellor of the Exchequer and the Secretary of State for
Industry, and also to Sir Robert Armstrong. P :

¥ :
[ A
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"D A R HOWELL .
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‘sc REPORT: AN 'cblvciﬁSIOJx's

Tne MHC was asked to examlne flve areas Gf .ne C GB's act1v1t1e5.:

:Internai cost control and<p;9ject conyrul systens ; o' -

.

(i) The CLGB has a sophlstlcated and vell docunented systen of revenue cost

control.. Internal audit is pursued effect1ve1y. 'The Board'sQtash menaresent
is competent. Procedures for approv1ng capitel spendlng are well-defined anc
properly observed. - Costs of work ir Srogress ‘are properly monitored. Coritrac
'negotlatlons and claims under contracug are skllfully pursued by well-gualifie

staff.

(ii) The merit order based system of marglnal costing is an appropriate
method of cost minimisation. The Board has an effective operational «lamiinre.
_system. The procedures for short-term vlanninz of peneration are effective ir
“monitoring security of supplyat a cost consistent with good management.

‘ (iii) 1Industrial relatlons are generally good. Output per head has increased,
~but in recent years the Board's labour costs have been rising faster than the

nat10nal average.

B. Managemernt Information Systems

(iv) The Board's main management information svstem provide aaeouate
information for operational control ancd functional management control. But
there is a need to bring together information across all resources.

C. Purchaﬁlng Policies and Stock Control

(v) The CEGB should aim to improve ine terms and increase the duration oi
the understanding with the NCB.

(vi) The exclusive dealing arrangement with British Reil shoulc be abanaoned.
The CLGB should put greater pressure cn BR, though the terms negotiated, to
reduce its costs.

O .
(vii) The CLGB should seek to negotiate better terms for the purchase of
urcnium. The Board should also seek betiter cos: information from BIFL as
regarcs the latier's investmenti projecis. 1f z PWR programme is undertake:,
the CEGB should seek competitive tenders from ENFL and abroad. )

(viii) The Board shown.ld develop ovmeraticnel research studies and more advanced
methods of stock control. The Regions should systematically record the number
end percentage of prices challenged or single tender coniracts, together
with prices asked and prices to be paic, and then compare the resultis.
Increased use of sta ndard designe owned oy the CEGB is encourapged 1o permit

competitive tenaerx;g Jor, and rc duced holdings of, spares.

(ix) The Commission implies that the Boerd's "buy British'" policy has
increased costs to consumers. :
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Vana Eement of Plant Na1ntenance

‘

(x) halntenance at powcr s»atlons ie u=*¢—ma““ged and thg effect of
programmes for plant maintenance ‘has beern. to increase plant ava11ab111ty,
. though ‘the Comm1551on make &ome recommcﬁoat1o .5 for 1mprovement (eg on.

'qual1ty assurance procedures) ' o Y g '

B S O "-‘»  TEE el S Y A
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Plann:ng and Appralsal of new 1nvestne1t : it e A
oy . A 'e)

(xi) The esi should review the generat;oﬂ securlty standard. ffests the
Select Committee's rgcommencatlon that the Government should review
security of supply standards). ek : f '

(xii) The Board should develop an intérnally consistent view of future
domestic and imported coal prlces and avallablllty. :

(x111) The Board's basic estimate of net effective cost should be & central
restimate; their present assumptions are too miimistic as regards cost of
rlant, construction tlmes, an as regards new AGR plant, output rating and

availability. : : . -

o~

(xiv) The Board should develop its sensiiivity analysis, and present outcomes
associated with central estimates of all the relevant determining variables.
This woulc legd to & more dependable assessment of the economic case than
was presented for Heysham II.

Overall, the Commission finds that the Board's appraisal of new investmeni is

seriously defective and liable to mislead, and, in this respect, its course of

conduct overates against the public interest.

Eo

G.

/ipility to carry out provosals within the cost and time estimated

(xv) There are still weaknesses and feilings on power station co“utrucb:c"
sites, although some important progress in site labour relations and
productivity has been made recently. The CEGB should seek to introduce a
model agreement for use onits sites, while no national agreement. exiscs.

(xvi) NNC should act as the CEGB's agents in procuring plant for the nuclear
island at Heysham II. It is doubtful whether there is any way that the rislhs
associated with construction can be removed from the CEGB's shoulders.

(xvii) For the future, there should be urified conirol over the execuiion .ci
nuclear power projects. The Commission believe that this was the Secretary
of State's intention when he spoke of KNC assuming “total project management
responsibility"'.

Other matters

(xviii) Demand charges in the B8T should be based on the Boaru s plans ifor
development over the next 10-1 15 years. :

(xix) There should be more effective consultaticn between CEGB and Area Boarcs’
on tariffs so as to improve cost messzges.

/(%)
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(Joc) The Government shoula g:.ve i‘resn .,hough. to the . obJectlves sct for 'the
natlonalzsed industries which deal larzely with each other. It would seem

wrong that the elecnmczty consumer .snculd _pay. tne .costs_ of keepmg hlgh-~
cost coal- i‘leios operi in. ‘t“he medium- ter-x. o

-

Bgd. ) t"'
()DCl) Costs have been ‘increased by the c*derlng of power statlons ahead of".
- need at the ‘reguest of Government. P
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. MMC REPORT - oNS .

"BST (4.65 to 4.68) b
i) Demand charges should be based on the planned development
of generating capacity over the next 10 to 15 years; they
.should be based on what the MMC call "central' estimates

. of Net Effective Costs (ie more gessimistic than the
Board's present "basic" estimates

"_ii) There is a need for more,effectife consultation between
"the CEGB and Area Boards; this aspect of the Secretary of
State's statement of July 1980 is welcomed.

Security Standards and the Planning Margin (4.67 to 4.72)

The security standard requires further study by the Electricity
Council; the MMC urge that any future review should involve full
consultation with representatives of consumers.

Investment Planning and Appraisal (5.134 to 5.174)

i) The Board should devote more time and effort to developing

an internally consistent view of the future prices and availability
of both domestic and imported coal. In so doing, they should
consult closely with the Department of Energy.

ii) 1In developing estimates of construction costs for use in
investment appraisal, explicit account should be taken of
market conditions in the supply of major items of plant
(long intervals between orders lead to unreliable estimates
of the cost of new plant; negotiated tenders put prices up)
and of relative price effects (tendency of power plant prices
to rise faster than the general rate of inflation). The
Board should adopt a larger start to finish (contingency)
allowance for nuclear than for conventional stations.

iii) The Board should improve its estimating of construction
time.,

iv) Assumptions on nuclear plant performance (particularly AGR)
are optimistic; a more realistic (cautious) central estimate
should reflect past difficulties

v) Presentation of investment appraisal‘results, both
internally and externally, falls short of standards necessary

to understand the robustness of NEC estimates.

As a minimum, there should be a much more thorough explanation
of the results of combined sensitivity tests for outcomes
which are more likely than the CEGB's "basic" Net Effective
Costs (optimistic) and extremely pessimistic outcomes.

CONFIDENTIAL -




But the MMC recommend the further step of reorlat;ng
‘the approach, presenting outcomes associated with central :
estimates of all variables: the CEGB regard thls as plannlng *

Jfor fallure.

vi) The Board should develop its work on the analy51s
and forecasting of lifetime repair and maintenance costs;
this underpins estimates of the net avoidable cost of 1life
extension. Life extension potential should be reflected
in investment appraisal. .

bii) The economics of conversion of existing oil fired plant
to coal firing should be reassessed as a matter of urgency.

Fuel procurement

i) The Commission welcome the statement in the CEGB's annual
report for 1979-80 that a modest increase in coal imports

was planned for 1980-81, and that the Board was keeping

under review the scope for 1ncrea31ng coal importing facilities. .

ii) The CEGB should seek to improve the terms and extend
the duration of the understanding with the NCB.

iii) The exclusive dealing clause on theée transport of coal in
the CEGB's arrangements with BR should be abandoned; the CEGB
and BR should revise the price variation mechanism so as to
give BR more incentive to reduce the growth of its costs
end to enable the CEGB to benefit from improvements in
productivity.

iv) The Board should negotiate flexible "call-off" clauses
in new contracts for uranium supply; they should press forward
with diversification of uranium supply.

v) Consideration should be given to appointing one or more
CEGB representatives to the BNFL Board.

vi) The Board should urgently provide information to BNFL
on options for dealing with irradiated AGR fuel.

vii) If a PWR programme is undertaken, competitive tenders
for supply and reprocessing of fuel should be sought from
BNFL and foreign orgenisations.

lManpower (10.59 to 10.68)

The Board 2nd the unions should co—operate in securing further
~ improvements in the efficiency with which the. industry's manpower
is used at all levels.

CONFIDENTIAL
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& _fower'Station Conétrucfidn“(12;123.to Té(l}i)f

i) in view of unéértainty-about the prospects for a National . .
Agreement for large sites, the Board should use its recent '
"experience at Grain and Drax to produce and establish its

“own model site agreement: this should be initiated before it

contracts for the construction of a new power station. -

dar) - Tn letfing contracts for nuclear power stations, and

in particular for the first PWR, the Board should be guided
by the following principles: : !

a) it should ascertain from potential suppliers,

- British and foreign, whether they are prepared to
bear any of the plant performance risks, and weigh
this against probable cost of its own remedial
action or permanently sub-standard performance.

~.b) if the main contractor is to have the limited
resources NNC now has, guarantees of equipment
performance should be available direct to CEGB

c) as many contracts as possible should be let on a
firm price basis, with the Board's key date incentive

system applied . ' s
d) contractual responsibility, and size of contract should

be related to the contractor's financial resources and
the risk he is willing and able to bear

e) . there should be unified control over the execution
of projects; the Commission believe that this is in line
with the Secretary of State's policy for NNC as announced

in December 1979.

CONFIDENTIAL
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THE PRIME MINISTER 15 May 1981
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Thank you for your letter of 11 May.
I am delighted that the decision on electricity
\

charges in the Province has been so well

received and grateful for the role you played.
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R.B. Henderson, Esdq.
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Fromthe Secretary of State
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The Rt Hon David Howell IMP
Secretary of -State-for Energy - -« uwsm e

Department of Energy ' ’ 2
Thames House South l‘/YS,/

Millbank
Iondon, SW1P 4QJ
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 MONOFOLIES AND MERGERS COMMISSION REFORT - CEGB

[ L May 1981
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Further to my letter of 7 May, I confirm that I am broadly content
with the line you propose to take on publication of the CEGB report
on 20 May - as set out in the five points in the last page of your
letter of 30 April. I hope, however, that you will not be taking
too defensive a line in dealing with the Commission's criticisms
of the Board's investment appraisal. Clearly we should resist
attempts to use the report for attacks on Government policy. On
the other hand, the Commission's criticisms of the Board's past
performance in this field are well argued and we should avoid
appearing to dismiss them out of hand. Perhaps you could let me
see a draft of your press notice before it is finalised.

Sally Oppenheim will be announcing publication of the report on
the 20th by means of an arranged PQ and Answer, which will be
incorporated in a separate press notice to be issued on the same
day. We shall let you see a draft shortly.

Follow-up to the report lies chiefly with you. I should, however,
like my own officials to keep in touch with yours during the initial
discussions with the Board so that I can keep track of progress. I
think there is much to be said for the Government issuing a further
press notice when your discussions with the Board have been completed,

CONFIDENTIAL
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and it has been agreed what action is to be taken. This was the

procedure observed in the case of the Inner Iondon Ietter Post,

where, as in the present report, there was an adverse public interest— -

findings. ‘
e

I am copying this letter to the Chancellor of the Exchequer,

the Secretary of State for Industry and to Sir Robert Armstrong.

[

JOHN BIFFEN

CONIFIDENTTIAT
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Tos MRLANK&S{ER ﬂ/

From: J R IBBS

INDUSTRIAL ENERGY AND ELECTRICITY PRICES e Vw‘?b

117 In MISC 56(81)3/£he Secretary of State for Energy proposes,
as part of a package of measures, a scheme of the kind recommended by officials
in MISC 56(81)4; broadly equivalent to pricing electricity down to short-— ]\?_

run marginal costs for the largest consumers, Mr Howell's paper underlines

the problems inherent in such a scheme; there will be criticism from those

who do not benefit, and equally criticism from those who do qualify but
for whom the benefits have only a small impact on the overall price
disadvantage they face; in addition there are possible legal and EEC

complications.,

' However, in the view of the CPRS the economic implications of

energy price levels are more far-reaching than the immediate difficulties

in constructing a scheme, The fundamental issue at stake is whether there is
a case for keeping energy intensive industries based on electricity in

the UK, If not, then assistance on prices should not be given,

Ble If Ministers do believe that such industries should be retained,
then clearly a temporary scheme having only a fairly modest effect on the
energy price handicap would not encourage investment and keep such
industries in the UK, On the other hand, more long lasting substantial
discounts could be justified economically only as a bridge until
electricity costs are brought down to a competitive level, At the
previous meeting of MISC 56 the Secretary of State for Energy was invited
to circulate as soon as possible a memorandum on the longer-term prospects
for reducing the cost of electricity. If Ministers are attracted to a
scheme along the lines suggested by Mr Howell, the CPRS recommends that
they defer a final decision on implementation until they have discussed
the prospects for low cost coal and a more rapid nuclear programme,

However, Ministers should be aware that a necessary consequence of pricing

1
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down to short-run marginal costs is that the energy intensive industries
would, by definition, be making no direct contribution to the investment
in new efficient generating capacity from which they will ultimately
benefit,

L, Mr Howell implies in his conclusions that Ministers should be
looking at ways other than lower electricity prices if they wish to

assist industry, It is important that Ministers should realise from

the outset that to have significant impact such alternatives are likely to
entail large sums of money, and will not lend to the retention in this

country of energy intensive industries based on electricity.

De I am sending a copy of this minute to the Chancellor of the Exchequer
and to Sir Robert Armstrong.

2
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May 11, 1981.

The Rt. Hon. Mrs. Margaret Thatcher, PC, MP,
Prime Minister,

House of Commons,

LONDON. SW1A OAA

It was with great pleasure that I saw the news
announcing your decision on electricity charges
in the Province. This honoured pledge will
bring great heart to many here who see social

and economic reconstruction as being the real
answers to remove futile violence and talk. We
here simply seek an equal start in all matters and
this will give great heart to many who see with
sympathy the great difficulties which the present
situation here has posed.

I take the liberty of writing direct to you - as

I have also written to the Secretary of State - in

view of the fact that you were kind enough to discuss the
issue with me at Stormont and again at Downing Street.
Some pride is taken in this building in that it was

here that I was able first to submit the idea to the

main business bodies who meet informally in my office
three times a year on matters of common concern which

was accepted in due course by your colleagues.

I write, of course, in my capacity as past President

of the Northern Ireland Chamber of Commerce and Industry
but, if I may be so bold, we here would welcome a visit
and a screen interview with you on your nekt visit to
Northern Ireland.

With respects and thanks.

AL N

R. B. HENDERSON.

Copy to : The Secretary of State for Northern Ireland,
The Rt. Hon. Humphrey Atkins, M.P.

Registered in Northern Ireland No N.I. 4230 Registered Office: Havelock House, Ormeau Road, Belfast BT7 1EB
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NORTHERN IRELAND ELECTRICITY
TARIFFS

‘

This is just to confirm for the record,
that the Prime Minister was content with the
draft Written Answer which your Secretary of
State submitted with his minute of 6 May.

I am sending copies of this letter to
the Private Secretaries to the members of
E(Ea) and to David Wright (Cabinet Office).

T. P. LANKESTER

M. W, Hopkins, Esq.,
Northern Ireland Office.

CONFIDE
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PRIME MINISTER

NORTHERN IRELAND ELECTRICITY TARIFFS a G PBee rued, M Atas
howtd b KB avnamn by

1. VWhen you and the Chief Secretary and I met on é/AprillV@Mn«

to discuss tariff policy for Northern Ireland electricity, s

we agreed the way ahead on tariff levels, and that funding

arrangements should be settled between the Chief Secretary {F;ng5>

and myself. ‘

2 This has not been easy for either of us. I have, however, _—
now agreed with the Chief Secretary that, of the total of At~
£87.4m in cash terms which it was estimated would be required CF%&*)?
in 1981-82 to achieve the first step in bringing Northern
Ireland domestic and industrial tariffs into line with highest ITL
England and Wales tariffs, £44.9m will be found from the :
Contingency Reserve, and I will contribute £10m in addition to
£32.5m which is already provided for Electricity in my existing
PES allocation.

3 I have also agreed with the Chief Secretary that if, in the
event, the cash cost of the subsidy to the NI Electricity
Service in 1981-82 is less than the anticipated £87.4m, then
the drawing on the Contingency Reserve will be correspondingly
reduced. If it proves greater than anticipated, there will be
further discussion between myself and the Chief Secretary.

4, It has also been agreed that funding of the agreed tariff
policy for 1982-83 and beyond should be settled in the context
of the 1981 Public Expenditure Survey. Firm PES provision for
electricity for 1982-83 and 1983-84 at present stands at £10m

(at October 1980 prices). The Chief Secretary is aware that

I shall be making an additional bid in the Public Expenditure

Survey for whatever is required over and above the £10m.




C@ I\l BF""”\._"”“W”’!
oF
()

D I am confident that the terms of the announcement which

eesesesese.I enclose (in the form of an arranged PQ and answer) are
consistent with the agreement which I reached with the Chief
Secretary. I am sending a copy of this minute and enclosure
to him, and subject to his agreement tomorrow (he is heavily
engaged on the Finance Bill tonight), I propose to announce
the decision on Friday. This will be in time for a Northern
Ireland Electricity Service Board Meeting on that day -
further delay would add to the costs and I am anxious &t this
time of tension to remind the Province of the Government's
commitment on electricity.

6. I am also taking advantage of the announcement on tariffs
to announce the decision 3 to complete Phase II of the Kilroot
Power Statlon. There has been very considerable public interest
in Northern Ireland in the“future of Phase II as well as in the
tariff question and I consider that on balance it would be
better to round off all the major outstanding electricity issues
together.

7% I am copying this minute to all members of E(EA) and to

Sir Robert Armstrong.
We\’;

HoAs

(Signed on behalf of the
Secretary of State in
his absence)

6 May 1981
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To ask the Secretary of State for Northern Ireland if he will make
a statement clarifying the outcome of the review of eliectnicity
policy in Northern Ireland having regard to the Prime Minister's
commitment of 5 March to bring Northern Irelahd electricity charges
more closely into line with those in England and Wales and to keep

them there.

Mr rt hon Friend the Prime Minister indicated in Belfast on 5 March
that the Government has accepted, in the light of its review of
electricity policy, that the present differentials in electricity
tariffs between Northern Ireland and England and Wales constitute
an unreasonable burden on the Northern Ireland community and that
tariffs in Northern Ireland should be brought more closely into
line with those in England and Wales and kept there., Without
assistance from public funds a tariff increase of the order of

35% would have been required on 1 April.

In fulfilment of this undertaking I have asked the Northern Ireland
Electricity Service to limit this year's tariff increases to

produce the following results:-

(a) Charges to industrial consumers to be on a par

with the highest in England and Wales:

Charges to domestic consumers (last year some 14% above

the highest in England and Wales) to be not more
than 5% above x {1 LégLiﬂ/ LS Emjbbﬂ A ks

From 1 April 1982 the . remaining differential of 5% in domestic tariffs

will be totally eliminated. These relationships will be maintained

thereafter,

) o L~
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CORviGLNTIAL
It i1s estimated that the support required for the NIES in 1981-82
from public funds will be some £88m at outturn prices. £3%2%m
is already provided in Northern Ireland's PES, the Contingency
Reserve will contribute an additional &£44,9m and the balance can be
made available from the existing NI Programme geg because of revised
requirements for demand-determined services and the identification

of additional receipts) without reducing the level of other services.

In the light of the review of electricity policy I have concluded

that there would be no justification for completing the second
stage of Kilroot power station as an oil-fired plant nor for
incurring the additional costs which would be involved in its
conversion to céal—firing. I have, however, asked the NIES to
undertake, in conjunction with my officials, a comprehensive
re-evaluation of its future policy on generating plant, consulting
as appropriate the electricity supply industry in England and Wales
and Scotland and other relevant energy  interests such as the

National Coal Board.




. 01-211-6402

CONFIDENTIAL

The Rt Hon Sir Geoffrey Howe QC IMP

Chancellor of the Exchequer

Parliament Street

London SWAP 3HE - [6 April 1981

-
INDUSTRIAL ELECTRICITY PRICES

I thought it might be helpful to our discussion tomorrow if I
were to let you a other colleagues have my initial reactions to
the proposal in Jeith Joseph's paper on industrial electricity

i SC 5¢ . £nt
prices (MISC 56481)1). . 5(91)’*%’“%63 [ & e,

We all recognised at last week's E/Committee discussion the major
difficulties in the way of any selective solution to the problem of
industrial electricity prices. My original proposal (in E(81)39) was
an attempt to minimise these by concentrating help on a limited
number of compznies. I recognised that selecting these companies
would be difficult. Keith's paper confirms this and proposes an
alternative and wider form of selection to overcome the difficulty.

I am grateful for his helpful suggestion. At the same time it must
be recognised - as indeed the paper does - that this would not avoid
the basic problems of such selective help (legal difficulties over
payments to the esij the undue preference statutes and likely EC
complications). Indeed this proposal raises further problems; it
would not satisfy those with the biggest price disparities with
France and Germany; it excludes many companies (particularly in iron
and steel) who have been complaining most strongly; it is only
roughly based on the difference between prices and the esi's SRMC and
could be criticised as inconsistent with our policy of economic
energy pricing. -




Nevertheless I should be prepared to take this proposal further

if I could be convinced that it offered a solution that would -
satisfy our critics. We are already being told that the steps

we have so far taken on industrial electricity prices are not
enough. It would be foolish to offer more if this too were to
prove inadequate. I have doubts about the proposal on this score.
But we have not had time to look at the difficulties in detail.
Perhaps officials could modify the proposal so that it better
fits those companies Keith believes should be helped. In particular
officials might identify those industrial sectors which Keith
suggestscan Jjustify themselves economically.

I suggest therefore that officials should be asked to examine Keith's
proposal on this basis and report back quickly. In the meantime

I have asked mine to continue to explore as a separate issue the
possibility of one-off solutions to the problems of individual
companies (such as ICI) through the cheap coal route indicated in

my E Committee paper.

I am copying this to the members ' of MISC 56 and to Sir Robert
Armstrong. :

D A R HOWELL




Caxton House Tothill Street London SW1H INA

Telephone Direct Line 01-213............. 6400 _GTN 213
Switchboard 01-213 3000

Rt Hon Sir Geoffrey Howe QC MP

Chancellor of the Exchequer

Treasury

Great George Street

LONDON SW1 : ! AZ April 1981

BMC@{ fresy

HORTICULTURE

I have been following closely the exchanges you have been
having in recent weeks with Peter Walker and David Howell

about the glasshouse sector of the horticultural industry.

It seems to me from Peter's letter of 6 April in particular
that the case for helping this industry to meet unfair
competition from the Dutch, as the Germans, French and Belgians
are doing, is a compelling one - and stronger than it was

when we considered this question in E Committee in April

last year. I hope therefore that it can be agreed that we
should revert to the matter in E very soon.

I am copying this letter to the Prime Minister, members of
E, the Secretaries of State for Scotland, Wales and Northern
Ireland and tc Sir Robert Armstrong.
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10 DOWNING STREET

From the Private Secretary 10 April 1981

wfqm\—um,

INDUSTRIAL ENERGY PRICES

At the meeting of the Ministerial Committee on Economic
Strategy on 8 April the Prime Minister said that she would
arrange for a group of the Ministers directly concerned to
consider further the amount of the reduction of the duty on
derv, and the timing of the amendment to the Finance Bill;
the scope for further measures to reduce the cost of electri-
city to industrial users; and the possibility of reducing the
prices of foundry coke.

The Prime Minister has decided that she will chair this
group (MISC 56) and that the Members will be:-

Chancellor of the Exchequer

Secretary of State for Industry
Chancellor of the Duchy of Lancaster and
Paymaster General

Secretary of State for Scotland
Secretary of State for Energy

Mr. Ibbs

Each member may, if he wishes, bring one official with him to
meetings.

If it is necessary for the group to meet while the Prime
Minister is away she would like the Chancellor of the Exchequer
to take the chair.

I am sending copies of this letter to the Private Secretaries
of each of the members of the Group, to Robin Ibbs and to Sir
Robert Armstrong.

~AsJ. Wiggins, Esq.,
HM Treasury.
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CONFIDENTIAL

DRAFT LEITER FROM MR T P LANKESTER TO MR A J WIGGINS.

INDUSTRIAL ENERGY PRICES

At the meeting of the Ministerial Committee on Economic Strategy on
8 April the Prime Minister said that she would arrange for a group
of the Ministers directly concerned to consider further the'amount

of the reduction of the duty on derv, and the timing of the amendment
to the Finance Billj the scope for further measures to reduce the
cost of electricity to industrial users| and the possibility of

reducing the prices of foundry coke.

24 The Prime Minister has decided that she will chair this group

(MISC 56) and that the Members will be:=

Chancellor of the Exchequer

Secretary of State for Industry

Chancellor of the Duchy of Lancaster and Paymaster General
Secretary of State for Scotland

Secretary of State for Energy

Mr Ibbs

Each Member may, if he wishes, bring one official with him to meetings.

3e If it is necessary for the group to meet while the Prime Minister

is away she would like the Chancellor of the Exchequer to take the chair.

4. I am sending copies of this letter to the Private Secretaries of each

of the Members of the Group, to Robin Ibbs and to Sir Robert Armstrong.

T P LANKESTER,.

CONFIDENTIAL
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10 DOWNING STREET

From the Principal Private Secretary

SIR ROBERT ARMSTRONG

ENERGY PRICES

The Prime Minister has seen your
minute A04678 of 8 April 1981.

She has decided that she should
chair the new group herself and she agrees
that the other members should be those
listed at the end of paragraph four of
your minute. She is content for each
Minister to bring one official with him.

The Prime Minister agrees that the

group should be a MISC group and not a
sub-committee of E.

9 April 1981




Ref. A04678

PRIME MINISTER

Energy Prices

The Ministerial Committee on Economic Strategy decided this morning to

narrow down the range of options to be pursued to

(1) a reduction of the duty on derv in the Committee Stage of the Finance

Bill;

(2) something on electricity prices for intensive energy using industries,

preferably by adjustments of the tariff structure;
(3) foundry coke
and to remit these sﬁbjects for further study by a small group of Ministers.

2 This group may well need two or three meetings, but will not need, I
think, to be a permanent body, I recommend therefore that it should be a MISC
group, not a new Sub=-Committee of E.

Sie My impression this morning was that the Chancellor of the Exchequer

~
would like to chair the group, and was thinking in those terms. You may well

want to chair it yourself. But there are three reasons why it might make sense

to leave it to the Chancellor;
(i) the group will almost certainly need to meet while you are away;
(ii) your diary is already very full between now and the time of your
departure;
(iii) there may be something to be said for your not being in the chair of the
small group, so that you may be, and be seen by your other colleagues
to be, uncommitted to its recommendations when they come back to E,

v
4. The group should clearly include, besides the Chancellor, the

v -
Secretaries of State for Industry and Energy. As it will b‘e/concerned with issues

of Parliamentary tactics on derv, the Chancellor of the Duchy ought to be on it.
w
The Secretary of State for Scotland is the sponsoring Minister for the Scottish

electricity boards, and I believe could make a useful contribution, I doubt

e
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whether the Secretary of State for Employment need be included, unless you want
to add him for political reasons. Suggested membership, therefore:
Chancellor of the Exchequer
Secretary of State for Industry
Chancellor of the Duchy of Lancaster and Paymaster General
Secretary of State for Scotland
Secretary of State for Energy
Mr. Ibbs
5

I suggest that each Minister should be able to bringine official with him,
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8th April, 1981
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SECRETARY OF STATE FOR ENERGY
THAMES HOUSE SOUTH
MILLBANK LONDON SWI1P 4QJ

01=211=6402

Tim Lankester Esq
10 Downing Street
London SW1 4 April 1981

ELECTRICITY PRICES TO LARGE USERS

I attach the note on short run marginal cost pricing of
electricity for which you asked this morning as a contribution
to tomorrow's discussion of my Secretary of State's paper

E(81)39.

I am copying this to the private secretaries to the members
of E, the Secretaries of State for Scotland and Wales, the
Chancellor of the Duchy of Lancaster, the Parliamentary
Secretary to the Treasury and Sir Robert Armstrong.

o

e

J D WEST
Private Secretary




CONFIDENTTIAL

ELECTRICITY PRICES TO LARGE USERS

1 This note discusses the extent to which a change to prices
on the basis of Short Run Marginal Costs (SRMC) by the electricity
supply industry would eliminate the price disparities identified
in the NEDO Task Force Report.

2 -+ This Report showed a wide range of price disparities

(10=35% or more) for some large UK users of electricity with the
greatest disparities for consumers with the biggest load factors.
At lower load factors, particularly with Germany, the disparities

narrowed or disappeared.

3 For those large users able to take advantage of the
additional measures of flexibility announced in the Budget State-
ment and introduced by the industry from 1 April, the gap has
been closed by up to 8%.

4 We have considered whether pricing by the eleetricity

supply industry at SRMC for these large users would close the
remaining gap which is still substantial (the attached Annex
defines SRMC). The Elect5333€§—Council have confirmed that pricing
at SRMC for the largest users with the highest load factors would
reduce prices by around 5=10%. 'In general those with the largest
load factors will benefit least. Thus pricing down to SRMC would

not close the gap with continental prices for the largest

o
consumers,

5 The basic reasons for the wide disparities with France and

Germany are s=—

(i) France: higher proportion of hydro and nucleéar
capacity at present (45% as =Bainst 14% ﬁET:-with
the firm prespect of a predominantly nuclear system
by 1985 (50% as against 12% UK). This results in a
lower cost structure, with prices significantly below
ours across all categories of consumer;




Germany: a lower cost base (eg brown coal) and a
tariff structure in which the unit rates fall sharply
as load factor increases. This results in prices

to large users which are thought to be below SRMC,
The German electricity supply industry is composed
of many different utilities, and pricing practices
are not uniform,

These cost differences have been magnified with the appreciation
of sterling particularly over the past year.

6 If the supply industry were to price at SRMC 1evels to all

monthly=billed industrial consumers this would reduce prices by

apout 25% and r Huce the 1ﬂﬁﬁ§%fy S revenue by about 820m

L thls were to be confined to large users with a maximum demand
of 20 MW or more (74 consumers in England and Wales) the figures
would be 157 and £100m respectively. These include a number

of users W1th a relatively low load factor, including some stéel-
works., There are only 16 coMsumers over 20 MW with a load factor
{H-zicess of 60%, Thei?-brices are about.;:?b% over SRMC,

7 Reference has already been made in para 7 of E(81)39 to

the difficulties of féllowing a seleetive approach. These apply
whether selection is based on individual firms or a category of
consumer. Almost inevitably, competing firms in the same sector
would be treated differently. In addition the legal uncertainties
over undue preference and in the European context-state aids to
industry — could also apply. The electricity supply industry would
seek compensation, for which:there are no existing powers. The
practical aspects of assisting a category of customers as discussed
in this note, rather than selected individual firms-as proposed :
in E(81)39, would need discussion with the industry.

Department of Energy
7 April 1981




SHORT RUN MARGINAL COSTS

SRMC is the additional cost of increasing output without capital expenditure to

meet extra demand on the system.

2 This is primarily the fuel cost. It also includes an allowance for energy
losses in the transmission and distribution system plus some a88ociated repair,
maintenance and manning costs of power stations. These short run costs vary
considerably depending on the kind of power station being run at the margin to
meet demand. They will be higher during the day and at times of peak demand
and lower at night. The SRMC price to the individual customer will therefore

vary with his pattern of consumption.

B But in general the very large user will use electricity more continuously

and will seek to manage his demand more effectively. .If so his current price

will include a smaller element of fixed costs and will be closer to SRMC levels‘
so that the difference between his current price and SRMC will be less. An

average figure can be misleading as the load characteristics for thise consumers
are so varied. An indication of how widely these cam vary even within the same

industry was given in the NEDO Report (Table 12 attached).




TABLE 12
PHORILE OF LARGR INLUSTRIAL CONSUMTRS

Dintribution of Concumers by size and load Cfactor

Max_Domand in MW:- 1.0-2,5 2.5-5_5-10 10-20 20-40 40+ Total

load factors:=

wnder 30% “sig" b op
30-509% o9 345
507006 359 205 92
over 0% ey 4 34
Totals 1656 684 309

Distribution in Major Industry Sectors

by maximum demand (MW)
over

1.0-2.5 2.5-5 5-10 10-20 20-40 40-100 100 _ Tatal

N

Chemicals 34 23 11 5 12 5
Iron & Steel 84 495" " PRt B

Paper & Board 38 37 13 3 3 s

by % load factor

Under over
~20 _20-30__30-40 50-60 _60-70 70-80 30 To':

Over 1 MW
Chemicals
Iron & Steel
Paper & Board

Over 20 MW
Chemicals
Iron &ASteel

\Paper & Board

Sources i«

Wlectrieivy Council Surveys
Cov 1977/76 and 1978/79




SECRETARY OF .STATE FOR ENERGY .
THAMES HOUSE SOUTH.
MILLBANK LON.DON S\N!‘P 4Q) -

01=211-6402

John Wiggins Esq W

Private Secretary to the

Chancellor of the Exchequer i :
Parliament Street : : :
London SW1P 3HE 3 apri1 1981

Do e

DERV PRICES

As you will know there has been considerable concern over the
relative level of UK DERV prices compared to other EEC countries
following the Budget changes. The greater part of the
differences arises from our higher duty levels but there has
also been criticism of the relative level of net prices charged

by the o0il companies.

In part this has focussed on figures which were given in a
recent written reply to a PQ by Michael Brown on retail DERV
prices (reproduced in column 1 of the annex). ReTail prices
are not typical of the UK market where it is estimated that
about 83% of consumption is sold under contract at rebates
equivalent to about 15p/gallon off retail prices. Continental
consumers also enjoy comparable rebates on their contractual
purchases which are however typically a smaller proportion of
consumption (estimated to range from 35% in Italy up to

65% in Germany). When account is taken of different purchasing
patterns the disparity in overall average net prices is )
substantially reduced (column 2 of the annex).

My Secretary of State has considered whether to give these figures
some wider circulation, eg through an arranged PQ, but has
concluded that to do so would simply draw further attention to

the continuing wider disparity in duty inclusive prices. In
responding to questions however we intend to make the following

points:




the 0il companies did not raise DERV prices in -their
- latest increases; in taking account of competition
.in the market some of them have also acknowledged

to us that the disparity with the rest.of the EEC

was a factor in their decisionj;

the effects of sterling appreciation have also

overstated increases in the UK when prices are

converted into a common currency; when expressed

in national currencies figures produced by .the

European Commission show that UK consumers have faced

a lower overall percentage increase in DERV prices

than other members since the beginning of 1978.

I am copying this letter to Private Secretaries of Ministers
on E Committee, and to Godfrey Robson and John Craig.

Yoov L &N 6"

J D WEST
Private Secretary




Annex .

~ DERV - estimated net prices, p/gallon .

1 average, including2

commercial and
contract

retail sales

Belgium 68.5 61.8
Denmark '69.2 ‘-V
F R Germany ; o4.9 ; 55.3
France 62.9 ‘ 60.4.
~ Ireland : 68.2 -
Tty o G0 55. 1
Netherlands 65.1 60.6
USA 59.6 ; -
UK 772 65.1

As at 16 March (US: 16 February);‘EEC Weekly Bulletin
and "Oil and Gas Journal"

As at end February: Private estimates provided by Oil
Prices Assessments Ltd.




01-405 7641 Ext. 3417

Congupications on this subject should ~ ATTORNEY GENERAL'S CHAMBERS,
- be 1o :

THE LEGAL SECRETARY - T NT,
b’ vty M A T LAW OFFICERS' DEPARTMENT

ROYAL COURTS OF JUSTICE,

Our Ref: 400/81/72 LonpoN, W.C.2.

7 April 1981

G Claydon Esq
Department of Energy
Thames House South
Millbank SWI

Dt Aohon

n\‘ ¢

FRIGG OIL AGREEMENT

With reference to Denys Long's instructions of 2 April, I have now
taken the Attorney General's views on the proposal to remit HFO
duty on parts of manufacturing industry accounting for about 30% of
total consumption (on 1980 figures).

2 On the basis of his earlier advice to the Chancellor of the
Exchequer (copy attached), the Attorney Geral thinks that remitting
HFO duty to this extent results in a proportion far enough below the
"danger" level of 50% mentioned in that advice to allow a reasonable
chance that the Frigg contract would not be affected. Or, putting

it another way, to allow a reasonable chance that a court or tribunal
would hold that the contract was not frustrated and that the value

of "8§'" in the price formula remained the same.

S The Attorney General has commented, however, on what could
happen if in future years the consumption of exempted users increased
relative to non-exempted users. For example, suppose that in 1981
the steel industry reverted to its 1979 level of consumption but the
1980 figures were maintained for other users; this would result in
the exemptions for 1981 rising from about 30% to about 34% of the
total consumed. And the increase could rise much closer to the
"danger'" level if the growth of consumption in the steel industry
were matched by that of other exempted users in the manufacturing
sector, but not by that of users in other categories.

i, It is of course very improbable that precisely such changes would
take place but these examples illustrate that the 30% criterion is
good only in respect of the 1980 figures and that the proposal to
exempt particular users will have different effects in succeeding
years according to the growth and pattern of consumption. The
Attorney General's views must therefore be on the basis of

exemptions covering 30% or about 30% of the total consumed, and

cannot be taken as "proofing" the situation for 1981 or any future
years.

b Yo
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‘ - 01-405 7641 Ext.
A nications on this subject should ATTORNEY GENERAL'S CHAMBERS,

essed 10

THE LEGAL SECRETARY LAW OFFICERS' DEPARTMENT,
ATTORNEY GENERAL'S CHAMBERS
RoYAL COURTS OF JUSTICE,
LoNDON, W.C.2.

De You also mentioned to me,'yesterday another factor, namely that
exemptions are presently running at a figure of less than 10% of the
total consumed, so that exemptions raising that figure to 30% would
represent a large "quantum leap". The Attorney General agrees that
this is so but would not regard it as sufficient to frustrate the
contract or alter the value of "S". Powers of exemption were in
force and had been exercised at the time the Frigg contract was
entered into and the parties must be taken to have been aware, at
that stage, that the coverage of the exemptions could be altered at
any time under these (now consolidated) powers. The Attorney
General does not believe that the new proposal would amount to a
material change of circumstances sufficient to frustrate the contract
in the sense that its performance would thereby be rendered entirely
different from what the parties:contemplated at the outset (one of
the tests of frustrationg.

65 Although the Attorney General's advice is basically favourable,
it is subject to three '"caveats'.

(1) In forming his views the Attorney General has relied
heavily on the conclusion reached by the Working Group
on Fuel O0il and Gas Oil Duties that an international
tribunal applying the ICC Rules (the most likely forum
for challenging the proposal) would interpret references
in the contract to "the excise tax" as references to "the
duty levied on the majority of the oil consumed". The
“Attorney General has no reason to doubt this conclusion
but has no means of assessing it independently;

It does not follow from the fact that a court or tribunal
might conclude that "S" in the price formula was unchanged
by the proposal that the Norwegians would not respond
initially by challenging it; litigation could take a long
time and be very disruptive but your clients are probably
in the best position to guage this.

It follows that the Attorney General can give no guarantee
either that the Norwegians would not litigate or that a
court or tribunal would uphold HMG's position; Yyour
Secretary of State would have to be prepared to take a
calculated risk, although the Attorney General's assessment
is that his chances of success would be better than even.

T Since this subgect is to be taken at "E'" Committee tomorrow

((see paragraph 3(a) of paper E(81)3%9)), and the Attorney General

may not be present as he may be out of the country, I am copying

this to the Private Secretaries to all members of "E" and to the other
Ministers who are invited - the Secretaries of State for Scotland and
Wales, the Chancellor of the Duchy and the Parliamentary Secretary
Treasury. Also to the Chief Whip's Private Secretary and to Sir

Robert Armstrong.
\/M S\U\W‘/Q"
: : < R M alhason

ch R Mallinson




ROYAL COURTS OF JUSTICE
' LONDON, WC2A 2LL

01-406 7641 Extn 2201

CHANCELIOR OF THE EXCHEQUER

EXCISE DUTY ON HEAVY FUEL OIL AND THE PRICE OF GAS UNDER
THE FRIGG AGREEMENT

I understand that you have asked for my urgent advice
on how far you can go in removing this excise duty to help
manufacturing industries without affecting the price of

- Frigg gas. Obviously there has been no time to consult
those with experience of international arbitrations or to
search for precedents (though the Frigg price formula does
not reseumble anything I have seen before). My views are
as follows.

If you were to introduce a lower rate for certain
categories of user, it would no longer be possible to
discover "the excise tax" needed to calculate the price of
Frigg gas. I think the definition of "S" excludes the
possibility of equating "S" to the average duty paid in the
United Kingdom on heavy fuel oil. To have two rates of
duty would lead to a dispute which would be referred under
the Agreement to arbitration. The arbitrators would be
likely to hold that it was no longer possible to make the
price formula work and that the change had undermined the
basis on which the Agreement rests. The result would be
the need to re-negotiate a new price formula.

If you were to deal with the problem by allowing the
0il to be delivered to the favoured users without payment
of duty, there would still be only one figure which could
be substituted for "S" in the price formula. If, however,

/the
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0 ROVALGOURTS OF JUSTICE
" LONDON, WC2A 2LL

01-406 7641 Extn

' the proportion of oil delivered without payment of duty

~ became large enough, the Norwegians could claim that the
present exceptions (no doubt regarded as de minimis when
the Frigg Agreement was negotiated) had become the rule
and that this was a change which undermined the basis on

. which the Agreement rests. At what proportion do we
reach the point at which Tthis argument would prevail? I
'cannot give a definite answer. The nearer the proportion
of duty-free oil approaches 50% of the total, the more
dangerous our position. I think that it would be wise %o
assune that if the proportion reached 50%, we would be
faced with re-negotiation. ' No doub%t in considering where
to draw the line it will be necessary to consider also the
effect of the proposed change on current negotiations with
the Norwegians on other matters.

A 198').‘

CONFIDENTIAL




Ref: A04661
CONFIDENTIAL

PRIME MINISTER

Supplementary Brief on Energy Prices

This is an aide~memoire on the points which emerged at your briefing

meeting this morning in so far as they bear on Mr. Howell's specific proposals

on energy prices. The two main difficulties foreseen were:=~

(a) The stand on the fuel oil and DERV duties taken by the
JRUT—————— e

Chancellor in the Budgét spee‘ch.v
(b)  The practical difficulties of defending selective help to

named companies and industries against the assaults of
those excluded from relief,
2. Against this background the tentative judgments reached on Mr.Howell's
specific proposals were:~

(a) Heavy fuel oil: Leave alone, This not only because of the

problem of discrimination and possible difficulties with the
Frigg contract but also because the tax is, in reality, more
one on the producer than the consumer,

Derv: An across the board cut of, say, 5p is a starter. The
benefit, though modest, would work through to many companies
and consumers dependent on road transport. Cost
approximately £50 million.

Gas: Action already taken probably suffices for the time being.
Review in the autumn,

Electricity: Across the board cuts too expensive but

discrimination in favour of named companies too difficult.
Preferred solution to devise a new tariff which would aid the
heavy users without requiring them to be separately identified
in advance. Robin Ibbs is pursuing with Department of Ener'gy.

Foundry coke: A clear case for action with limited cost.

Possible complication arising from the fact that National
Smokeless Fuels is a limited company and cross subsidisation
by NCB therefore difficult. But ingenuity should find a way.
Department of Energy to be asked to explore,

]
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Longer~term issues. Among those identified were:=

(a) Speed up the PWR programme.
(b) Break up the Coal Board into regional units,

(c) Break the gas monopoly.

(d) A renewed drive for greater efficiency in the nationalised

fuel industries,

Robert Armstrong

7th April 1981
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MINISTRY OF AGRICULTURE, FISHERIES AND FOOD
WHITEHALL PLACE, LONDON SWIA 2HH

My

From the Minister

CONFIDENTIAL
R

The Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exchequer V57L1
Treasury Chambers

Parliament Street

London SW1 6 April 1981

el

My many thanks for your letter of 25 March in response to my minutes
of 5 and 18 March,

As you know, I wrote these minutes because I was concerned that in
the Neddy Report on energy and industry it was clearly disclosed
that the fishing industry and horticulture were the two most
suffering industries.

We have, of course, dealt with the fishing industry by giving grants
of a nature that can, if they wish, go towards meeting their
massively increased fuel bills.

I think you will agree that the measures you announced on 10 March
regarding electricity and gas charges to industrial users quite
clearly recognise the arguments of industry and for a number of
industries improve their situation.

We are, however, left with a situation in which one industry, namely
the horticulture industry in which 40% of its direct costs goes.on
heating, is being destroyed by a powerful Dutch horticulture industry
who are paying 30% less for their glasshouse heating than our own
producers, giving the Dutch producer an advantage of something like

9 pence per pound on a tomato crop.

The results are quite clear. The import of Dutch tomatoes last
summer was 60% up in volume on the previous year. The result of
this was that the British horticulture industry operated at a
substantial loss, particularly as since 1978 fuel prices have
advanced by two-thirds.
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Such is the ghastly distortion of competition which results from
this situation that the Commission have given permission for
national aids to be granted in order that national industries can
survive during the period that the Dutch differential remains.

The only other three countries adversely affected by the Dutch
action and the Commission's permission are Germany, France and
Belgium, all three of which have decided to proceed with national
aids in accordance with Commission agreement and aids which they
consider are sufficient to guarantee the survival of their
industries during this period of unfair competition.

It is because of the unique nature of this problem, the fact that
it is temporary and the fact that the Commission have approved of
action being taken that David Howell has supported me in the view
that an "adaptation" aid should be provided.

David Howell has further pointed out that other European countries
have recognised the importance of supporting their industries to
the extent approved by the Commission, and that the proposition is
not for the payment of an operational aid but for transitional aid
for a fixed period to enable an essentially viable industry to
withstand the temporary competitive pressure it is facing.

You will know from Press reports that recently I have had 2,000
small businessmen in the glasshouse sector demonstrating outside
my Ministry, genuinely arguing that the Governments of France,
Belgium and Germany have recognised the problem involved and that
we have not.

In this context I must reply to Keith's letter for three reasons.
Firstly, Community countries are not giving any energy aid to

other industries because there is no European country that is
providing the low cost energy to other industries that the Dutch
Government are providing to their horticulture. Secondly, the green
pound he mentions does not apply to tomatoes and, thirdly, such
disciples of the free market as Germany, Belgium and France all
consider that this aid is necessary.

But I must also ask Keith one further crucial question, that
having made massive losses in 1980 and being certain of bankruptcy
in 1981, is it really in the interests of our economic strategy to
refuse to give an aid that France, Germany and Belgium are
providing and so destroy hundreds of small businesses and become

a permanent importer of the crops they previously produced.
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I would be grateful if we could have urgent discussions with
either you or Leon Brittan on this problem, if you prefer in
E Committee, ;

I am copying this letter to the Prime Minister, members of E
Committee, and to the Secretaries of State for Scotland, Wales

and Northern Ireland.

ik

PETER WALKER




Industrial Energy Prices
E(81) 39

BACKGROUND

The Secretary of State for Energy argues, in E(81) 39, that the Budget
measures are seen as an inadequate response to the problems of industrial
energy prices and that further assistance is now needed.

2, The main relevant Budget measures were =

Increases

20p increase on petrol duty - yield £910 million a year.

20p increase on derv duty - yield £270 million a year.

Concessions

£ million
Increase in Gas External Financing Limit 73
Increase in Electricity External Financing Limit 45

Grants for conversion of oil fired boilers to coal use 50

Total 168

The increase in the gas and electricity EFLs were directed to helping large

industrial users.

3 The Secretary of State for Energy now proposes =
(i) Remitting 100 per cent of the duty on heavy fuel oil to selected
energy intensive industries (his paragraph 3a and Annex A)

- cost £40-50 million.

(ii) Reducing duty on derv by 3p/4p below that on petrol (paragraph 3b)
- cost £40-55 million,




(iii) Reductions in electricity prices to selected industrial users
(paragraph 7 and Annex B)
- cost £50 million plus.

(iv) Assistance for one-off schemes (paragraph 8)
- cost unquantified (and indeed the nature of the schemes left very vague).

(v) Subsidy of foundry coke (paragraph 9)

- cost £10 million,
Total cost, say, £150 million plus a year.

4, The Secretary of State for Energy has rejecteé across-the~board gas and
electricitj{price cuts for industrial users mainly on the grounds of the very
high costs - paragraph 5 of his paper. While the selective approach provides
for assistance to be channelled to those which most obviously need it, and

for the overall costs to be reduced, it raises a number of difficult questions
over the basis of selection of the firms or sectors to be helped, the legal
constraints of sugh help, the legislation to provide for that help, the need
to avoid EC compiications, and problems of confining the assistance both in
terms of time and of the industries to be covered. I suggest that the Committee
will need to consider these problems in relation to each of the measures
proposed by the Secretary of State for Egergy and I list below some of the

points which you might wish to cover.

HANDLING

5. After the Secretary of State for Energy has introduced his paper, you

might invite the Chancellor of the Exchequer to give his general views on -

(i) The problems of introducing so soon after his Budget further

measures which would increase the PSBR by around £150 million and the
iendueds

public expenditure totals by around £50 million a year.

(ii) The possibilities for any offsets to those increases.




(iii). Whether, if concessions of this order are to be made, he judged
that priority should be given to the proposals put forward by the
Secretary of State for Energy.

(iv) His general willingness to be seen to reverse engines so quickly

on his Budget proposals affecting diesel and heavy fuel oil.

The Chancellor of the Duchy of Lancaster, the Chief Whip and the Secretary of

State for Industry will all probably wish to give their views on the general

case.

6. You might then turn to the particular proposals and work through them

with a view to deciding which measures the Committee supports in principle

and which, therefore, should be the subject of further and more detailed
proposals. In particular you will wish to consider what should be the basis
of selecting the firms to be helped, how difficult it will be to hold the line,
and how realistic it is to assume that the concessions could last for one year
only. They will have to cover the whole of the United Kingdom and the costs
may turn out to be higher when the calculations are done for Scotland and for
Northern Ireland.

7o On the proposed concession on heavy fuel oil the Secretary of State for
Energy should be able to report what advice he has had from the Attorney General

on whether there would be any coqylications over the Frigg gas contract. An
s = g

amendment would have to be made to the Finance Bill, either to provide for

exemptions to be made by order or listing those ff;ms or sectors to be exempted.
Further work involving the Departments of Energy, and Industry and the Treasury,
would be necessary to select the exemptions. You might ask whether there is
any risk that, if duty exemptions were to be made, the oil companies would take
the opportunity to increase the underlying price. You might also ask whether
our fuel oil market is as competitive as it might be. At an earlier stage
there were suggestions that a reference to the Monopolies Commission might be

useful, Is there any mileage in this?

8. A cut in the duty on derv would be easier in legislative terms since it
would be across-the~board. The amendment to the Finance Bill would, however,

have to provide against concessions retrospective to the date of the Budget,




otherwise there would be severe administrative difficulties. You will wish
to probe the industrial case for this concession - its effects would appear
to be widely and thinly spread through reductions in transport costs - and,
again, whether there is any risk of the companies taking the opportunity to

push their prices up higher than otherwise.

9. If there is to be selective help on industrial'electgicitv prices the
Committee will again need to consider which are the firms and sectors to be

helped and for how long. The costing of £50 million plus is very much a

gueés by the Department of Energy, and further work will be necessary on it.
There is a risk that a selective approach could be challenged in the Courts -
most probably by those industrial users not selected, or by domestic consumers
if there were any suspicion of cross-subsidies = on the grounds that it
represented undue preference and Qiscrimihation contrary to the statutes. The
electricity supply industry would therefore need Government assurance of
amending legislation if there were such a legal challenge. The implication of
paragraph 3 of Annex B is that the National Coal Board might have their EFL
increased to enable them to supply cheaper coal to the CEGB who would then
supply large industrial consumers directly; this, too, needs further

examination.

10. It is not clear whether assistance of one-off schemes, as proposed in
paragraph 8 of the paper, would be necessary if the main proposal of selective

assistance to large industrial customers were to be implemented.

11, You will wish to establish how the £10 million to enable National
Smokeless Fuels Limited to reduce the prices of their foundry coke would be
found.

CONCLUSIONS

12, In the light of the discussion you will wish to reach conclusions on
the general case for new measures of financial assistance to industrial energy
users and on each of the particular proposals put forward by the Secretary of

State for Energy.




13. You will also wish to commission further detailed work on each of the
proposals which the Committee wants to be pursued. The aim would be to clarify
the financial, legislative, and EC implications and to put forward firm
proposals as a basis for implementation. You will wish to indicate how
quickly this work should be completed; and this, in part, will be determined
by the need to amend the Finance Bill in time. You might ask the Chancellor
of the Exchequer to take the lead on those items involving amendment to the
Finance Bill consulting the.Secretary‘of State for Industry, who will be
heavily involved in the selection of exempted industries, and the Secretary of
State for Energy. The Secretary of State for Energy might take the lead for
the remaining items consulting the Chancellor of the Exchequer and the

Secretary of State for Industry and also, as necessary, the Secretaries of
State for Scotland and for Northern Ireland.

Robert Armstrong

6 April 1981




SECRETARY OF STATE FOR ENERGY
THAMES HOUSE SOUTH
MILLBANK LONDON SWI1P 4QJ

01-211 6402

T P Lankester Esq
Private Secretary

10 Downing Street ‘
London B ? \\j O\Ii*}

SW1 é: April 1981
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I enclose a draft reply to Mr Horner's letter of 20 March to the Prime Minister about
energy prices which you sent me on 23 March.

The correspondence is the subject of a question from Sir David Price down for oral
answer (but unlikely to be reached) by the Prime Minister on 7 April. Ministers
will not by then have considered collectively the proposals for further concessions
which my Secretary of State is bringing before E. But it would be possible, if

the Prime Minister prefers, to delay replying to the CIA until decisions have been
taken on these.

Also enclosed, for your background information, are notes on the CIA's estimates of
the cost disadvantages they face and the value of the Budget concessions.

I am copying to John Wiggins whose officials have already consulted "’ ours.

5{0/& GVGD

e

J D WBST
Private Secretary




PRIME MINISTER

This memorandum deals with the
principles of energy pricing(baragraphs
1—% and the Department of Energy's
suggestions in their memo(paragraph 5)
This is for the meeting at 10.00 on
Tuesday, 7 April 1981, ooy e B
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MEMORANDUM ON THE PRICE OF ENERGY

als Basic Principle

The main point is that the prices of energy should behave as they
would do in a perfectly free, competitive environment. For a

s

given supply of energy on the market the price should be such that
that quantity is distributed to the people who most value it. The
price of a given supply then is determined by demand. The rule of
the energy authorities is to supply energy such that the supply
price is equal to the demand price and equal in turn to the
additional costs of getting the most expensive unit of energy to

market.

The cost of supplying energy in1981 includes not only the resources,
such as labour and capital, used up; we must also take account of
the fact that the quantity of energy available for future years
will be thereby diminished. This can be thought of a simply a
royalty payment for energy extraction today. That royalty payment
will depend upon the expected future levels of energy and other
prices and the expected ccsts of recovery.

2o Arguments for reducing energy prices

There is a valid argument that some forms of indigenous energy in
————

the United Kingdom should be priced lower than those of our
competitors. The most obvious case 1s where we have domestically
produced energy sources and the energy is exported, such as in the
case of North Sea 0il. Our energy price <hould be below the

delivered price in foreign ports by the amount of the freight charge.

But that is the only difference. If the price in the UK were below

this level, then we should be denying ourselves the higher volume
of resources which we will get by exporting that energy to
foreigners and we shall be using it inefficiently in domestic

consumption.

If per contra we have an energy source that is imported then there
is, of course, no reason why the price for domestic users should

in any way differ from the ordinary international market price with
the freight elements added it.

/There are, of course,




There are, of course, more problems with an energy source that
cannot conceivably, that is to say at any constellation of
relative prices, be exported. Such may be the case with certain
natural gas components. The principle, however, is that one

should price the natural gas according to the extent to which it
is substitutable for a traded energy source, such as oil. This
amounts to very much the same thing as saying that, for a given
supply of gas, the price <should be such that it just clears the
market - that is to say there is little or no interruption in
supply. (There may of course be contracts where such interruption
is negotiated.) Then the supply, and the rate of depletion of our
gas reserves, should be determined in the same way as those for
0il discussed above. The notion=21 royalty payment should reflect
the expected future prices and costs of energy. As before these
are primarily determined by expected world market prices for energy
sourres, and I suppose one also should take into accrunt the
probabilities of political disruption, although in principle these
should be also reflected in expected future market prices.

e Invalid reasons for lowering energy prices in the UK

There is no reason at all, except that discussed above, why the
energy price of an indigenous source should be less than that of an
imported source of energy. In fact if the two sources are not
perfect substitutes then therec may very well be a good reason for
keeping the price of domestic non renewable energy above that of
the imported source. This will economise on domestic supplies and
they can be regarded as the effective store against future expected
political or natural events which may interrupt foreign supplies

in the future. In other words there is an argument for having a
somewhat lower rate of depletion than a simple calculation of

economics might produce.

A second argument for keeping domestic prices low is to help in the
fight against inflation. The contrary is true, it will exacerbate
inflation. Inflation is brought about by the continuous pressure
of monetary demand. This causes a continuous and persistent

increase in the price level. A once and for all, "at a stroke"

/reduction in the price




reduction in the price level will in fact release more of the

existing money demand to drive up the prices of goods other than
0oil and other energy goods. The effect is not only to transfer
price increases to other goods but to reinforce them.

On an accounting level, it is clear that the reduction of energy
prices, insofar as they are publicly produced, will give rise to
an increase in the public sector borrowing requirement. This
gives rise to the usual problems: it will have to be financed
either by borrowing long dated gilts, so driving up interest
rates, or by increasing the money supply. This is, of course, the
normal source of inflationary pressure.

b, Advantage in foreign trade

It is often argued that our competitors, the French, the Germans
and particularly the Americans, subsidise the use of energy in
industry. If we do not do so our industry will be disadvantaged
relative to the industries of our competitors. We shall lose
markets and this will generate unemployment, falling on the PSBR,
and so generate inflation. Again this argument is erroneous. If
the Americans subsidise the energy industries then necessarily

they are taking money from other low energy industries in order to
provide the subsidies. Their energy intensive industries will
expand too much at the expense of the energy efficient industries.
If America wishes to supply Britain with energy, congealed in
energy intensive goods, at lower prices than the international
market price, then we should indeed welcome it and we should adapt
our industry accordingly. (I am assuming that this is not a short
term operation merely to damage our industry and for the Americans
to get markets, after which they will put up the price of their
products.) It seems impossible to complain of being allowed to buy
energy intensive goods at below market price. Furthermore if, as
everyone argues, the price of energy in real terms is going to
continue to increase then our industry, adjusted to a low energy
intensive profile, is likely to be in a much better position in the
future than those over-expanded energy intensive industries in the
United States etc. Indeed it might be argued from this that there
is some case for imposing a tax on energy over and above its
international price. I would, however, argue against this because I
believe that the free market is probably a much better judge of

/future energy prices
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future energy prices than anyone else. The best way to "help
industry" is to maintain monetary stability, reduce the PSBR

and the level of interest rates. This will not discriminate

in favour of energy intensive industries and will provide a
healthy basis for expansion of an energy-efficient economy. It
is probably true that energy intensive industry will give a very
small increase in employment per §imillion subsidy whereas other

industries will generate many more jobs.

Bis The Department of Energy suggestions

8. Budget Assistance

a9 HFO

The argument that HFO should be remitted but only
for a select group of heavy users (paper,
chemicals, textiles, etc) is highly discriminatory
and favours large firms with energy intensive
processes. If we can get away with 30% on the
Frigg contract, then it would be better to spread
the benefit equally over all HFO users (I do not
know the legal constraints here.)

ii. 3/4 pence off the 20p tax increase on DERV

This is among the more attractive of the proposals.

It avoids discrimination against small business,

and generally reduces the costs of the highly
competitive road haulage trade. Road haulage is an
input into virtually all industries, especially building
and contracting. A tax increase of 16 or 17 pence will
be still greater than valorisation.

Non Budget proposals

iii. Lower electricity prices to selected bulk users

This seems to be the worst of the Department of Energy's
suggestions. The evaluation of fuel prices at the present

low DM and high sterling may mean that the margin is quite
transitory and could disappear in a few weeks or months.

It is not clear whether the relatively high electricity

prices to customers with super-loads etc are due to fears

of undue preference in the UK or to subsidies on the continent.

/If the continent




If the continent supplies this bulk electricity at

a discount below short run marginal cost, then there
is no reason why we should make the same mistake.
If, however, Swedish or Norwegian hydro electricity
is low cost, must be consumed near source and so is
cheap relative to fossil electricity, then it is
best not to subsidise our paper or glass industries

to match their energy costs.*

ko
A good case for reducing tariffs exists/electricity

to bulk users is priced well above short run marginal
costs It may well be that the fear of charges of

"undue preference" prevents the esi from reducing

tariffs to retain demand. Then there should be

room for negotiation - rather like that practised by

the NCB with its large customers - to ensure mutually
profitable deals. (The present prices may be too high

if there 1is considerable excess capacity, and, as

normally planned, the tariffs are designed to cover the
amortized capital costs of the generating and distribution
plant.) This needs to be probed. But this should not

be allowed to increase the PSBR. It will give flexibility to
save demand which would otherwise disappear - but still
they will contribute a profit to the esi.

iv. Foundry Coke (NSF Ltd.)

The problem here is the over-capacity of the continuous
process - it is now working at about 50% of capacity.
Loading the long run marginal costs on this low through-
put have given the NSF high costs which cannot be cross
subsidised. This is quite a small item (about 3imillion
tonnes) with transitory problems with respect to the

ECSC subsidy. The Department of Energy does suggest an
appropriate policy. The fault is the over-capacity (as

in BSC) and the price must be internationally competitive.

The losses ought to be written off.

*This does nct mean that the industries will necessarily locate in
Scandinavia - Japan, for example, imports timber from Cregon and
exports plywood to California, because she is very efficient.




Gas

I agree with the Department of Energy.

General

The exchange rates play an enormous role in these

relative prices. Any subsidy ought to be conditional

upon exchange rate movements. A formular could be
derived which made the subsidy vary with the appropriate
basket of exchange rates.

6 April 1981




MEMORANDUM ON THE PRICE OF ENERGY

1. Basic Principle

The main point is that the prices of energy should behave as

they would do in a perfectly free, competitive environ-
ment . For a given supply of energy on the market the price
should be such that that quantity is distributed to the people
who most value it. The price of a given supply then is
determined by demand. The rule of the energy authorities is
to supply energy such that the supply price is equal to the
demand price and equal in turn to the additional costs of getting

the most expensive unit of energy to market.

The cost of supplying energy in 1981 includes not only the
resources, such as labour and capital, used up; we must also
take account of the fact that the quantity of energy available
for future years will be thereby diminished. This can be thought
of as simply a royalty payment for energy extraction today. That
royalty payment will depend upon the expected future levels of
energy and other prices and the expected costs of recovery.

2. Arguments for reducing energy prices

There is a valid argument that some forms of indigenous energy

in the United Kingdom should be priced lower than those of our
competitors. The most obvious case is where we have domestically
produced energy sources and the energy is exported, such as in the
case of North Sea 0il. Our energy price should be below the
delivered price in foreign ports by the amount of the freight
charge. But that is the only difference. If the price in the UK
were below this level, then we should be denying ourselves the
higher volume of resources which we will get by exporting that
energy to foreigners and we shall be using it inefficiently in
domestic consumption.

If per contra we have an energy source that is imported then there
is, of course, no reason why the price for domestic users should
in any?ggffer from the ordinary international market price with
the freight elements added in.

There are, of course, more problems with an energy source that




cannot conceivably, that is to say at any constellation of

relative prices, be exported. Such may be the case with certain
natural gas components. The principle, however, is that one should
price the natural gas according to the extent to which it is
substitutable for a traded energy source, such as oil. This amounts
to very much the same thing as saying that, for a given supply of
gas, the price should be such that it just clears the market -
that is to say there is little or no interruption in supply.

(There may of course be contracts where such interruption is
negotiated.) Then the supply; and the rate of depletion of
our gas reserves, should be determined in the same way as those

for oil discussed above. The notional royalty payment should
reflect the expected future prices and costs of energy. As

before these are primarily determined by expected world market
prices for energy sources, and I suppose one also should take

into account the probabilities of political disruption, although

in principle these should be also reflected in expected future
market prices.

3. Invalid reasons for lowering energy prices in the UK

There 1s no reason at all, except that discussed above, why the
energy price of an indiginous source should be less than that of
an imported source of energy. In fact if the two sources are not
perfect substitutes then there may very well be a good reason for
keeping the domestic source price above that of the imported
source. This will economise on domestic supplies and they can
be regarded as the effective store against future expected
political or natural events which may interrupt foreign supplies
in the future. In other words there is an argument for having a

somewhat lower rate of depletion than a simple calculation of

economics might produce.

A second argument for keeping domestic prices low is that to help
in the fight against inflation. The contrary is true, it will
exacerbate inflation. Inflation is brought about by the continuous
pressure of monetary demand. This causes a continuous and
persistent increase in the price level. A once and for all, "at

a stroke" reduction in the price level will in fact release more
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of the existing money demand to drive up the prices of goods

other than oil and other energy goods. The effect is not
only to transfer price increases to other goods but to reinforce
them,

On an accounting level, it is clear that the reduction of energy
prices, insofar as they are publicly produced, will give rise to
an increase in the public sector borrowing requirement. This
gives rise to the usual problems: it will have to be financed
either by borrowing long dated gilts, so driving up interest
rates, or by increasing the money supply. This is, of course, the
normal source of inflationary pressure.

4, Advantage in foreign trade

It is often argued that our competitors, the French, the Germans
and particularly the Americans, subsidise the use of energy in
industry. If we do not do so our industry will be disadvantaged
relative to the industries of our competitors. We shall lose
markets and this will generate unemploymenty falling on the PSBR,
and so generate inflation. Again this argument == is erroneous.
If the Americans subsidise the energy industries then necessarily
they are taking money from other low energy © . industries
in order to provide the subsidies. Their energy intensive
industries will expand too much at the expense of the energy
efficient industries. If America wishes to supply Britain with
energy, congealed in energy intensive goods, at lower prices than
the international market price, then we should indeed welcome it
and we should adapt our industry accordingly. (I am assuming that
this is not a short term operation merely to damage our industry and
for the Americans to get markets, after which they will put up the
price of their products.) It seems impossible to complain of
being allowed to buy energy intensive goods at below market price.
Furthermore if, as everyone argues, the price of energy in real
terms is going to continue to increase then our industry, adjusted
to a low energy intensive profile, is likely to be in a much better
position in the future than those over-expanded energy intensive
industries in the United States etc. Indeed it might be argued
from this that there is some case for imposing a tax on energy
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& over and above its international price. I would, however, argue
against this because I believe that the free market is probably

a much betterjudge of future energy prices than anyone else.

3 April 1981
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NORTHERN IRELAND ELECTRICITY SUBSIDY

As you know, the Prime Minister held a meeting this morning
with your Secretary of State and the Chief Secretary to discuss the
question of the Northern Ireland electricity subsidy. They had
before them Sir Keith Joseph's minute of 31 March reporting on the
E(EA) discussion on this subject on 26 March.

Mr. Atkins explained the difference of view which had'emerged
at the rm(kA) meeting. There was agreement on industrial tariffs,
and also on the level of domestic tariff as from 1 April 1981;
but there was disagreement on the level of domestic tariffs for later
years. He had suggested that domestic tariffs should be brought
down to the highest tariffs in England and Wales within two or three
years; the Chief Secretary, supported by other members of the
Committee, had argued that any commitment on domestic tariffs should
go no further than indicating that they would not be more than 5 per
cent above the highest level in England and Wales following the 1981
changes, though the possibility of further reductions would be kept
under review.

Mr. Atkins went on to say that he was most concerned about
the political reaction which was likely to follow if only the Chief
Secretary's proposals were adopted. He did not believe that the
latter would be regarded in Northern Ireland as fulfilling the
commitment which the Prime Minister had made in her recent speech in
Belfast. He very much hoped, therefore, that the Prime Minister
would agree that domestic tariffs should be brought down to five per
cent above the highest in England and Wales immediately and preferably
to the highest level itself in 1982. He recognised that the proposed
subsidy would be expensive; but it would not be possible to find
substantial savings from other Northern Ireland programmes, and
therefore the bulk of the money would have to come out of the con-
tingency »reserve.

The Chief Secretary said that there were essentially two
issues. First, there was the question of money: the extra expenditure
ampliecitsin h1s own proposal would be very considerable, and it would
be even more costly if Mr. Atkins' proposal was accepted. He felt
that his proposal would be taken as fully consistent with the Prime
Minister's statement that Northern Ireland electricity tariffs would
be brought "more closely into line with those in England and Wales'",
and thus defensible. Whatever level of subsidy was decided, he would
have to ask the Northern Ireland Office to make a substantlal
contribution towards it out of their other programmes. Secondly,
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there was the question of whether the Northern Ireland tariff should
be related to the highest or to the average tariff in England and
Wales., his impression had been that the Northern Ireland Office had
been pressing for a relationship with the average tariff. In the
Treasury's view, it would be far more defensible to relate the
Northern Ireland tariff to the highest tariff in England and Wales.

Summing up their short discussion, the Prime Minister said that
the Chief Secretary's proposal would not - in her view - be seen as
going far enough to meet the commitment which she had given in
Belfast. Hher own interpretation of the commitment was that domestic
tariffs would be brought more closely into line with the average
of tariffs in England and Wales. ©She thought it would be consistent
with this if there was a firm commitment to bring the domestic tariff
down to the level of the highest tariff in England and Wales by 1982.
The domestic tariff should, therefore, be brought down to. five per
cent above the highest level as from 1 April 1981, and this should
be accompanied by a statement that it would fall to the highest level
in April 1982. The Northern Ireland Office would have to make a
contribution to the extra expenditure involved, perhaps by reductions
in the health or education programmes; precisely how much would be
found from Northern Ireland programmes and from the contingency
reserve would have to be settled between your Secretary of State and
the Chief Secretary, as would also the method of paying the subsidy.
No announcement should be made until the financing arrangements were
agreed.

I am sending copies of this letter to the Private Secretaries
to tne members of E(EA) and to David Wright (Cabinet Office).

ER

Roy Harrington, ksq.,
Northern Ireland Office.
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NORTHERN IRELAND OFFICE
GREAT GEORGE STREET,
LONDON SWIP 3AJ

SECRETARY OF STATRE
FOR
NORTHERN IRELAND

Rt Hon Peter Walker MBE MP

Minister of Agriculture, Fisheries & Food

Whitehall Place

London SW1A 2HH 2™ April 1981

I have seen your letter of 18 March to Geoffrey Howe about the
highly critical condition of the glasshouse sector of the
horticulture industry.

I agree entirely with what you have said although I am sorry
it would bring only a limited benefit to Northern Ireland where
we have only 15 acres of heated glasshouses!

On the other hand Northern Ireland would benefit significantly
if the aid could be extended to the mushroom growing sector.
Northern Ireland produces about 10% of the mushrooms grown in
the UK despite having to face ever-increasing costs -~ especially
heating and transport. O0il is the principal source of heating

- about 1m gallons are used yearly for this purpose.

I appreciate that your argument about Dutch competition does not
apply to mushroom growers and therefore I understand that it
would be more difficult to make a good case for them, but I

hope you will consider doing so nonetheless.

I am copying this letter to the recipients of yours.

Kw‘qx L&
ﬁLcm / /




PRIME MINISTER : N - B - cc Mr. Alexander

Northern Ireland Electricity Subsidy

Sir Keith Joseph's minute below reports on a recent meeting
of E(EA) at which the Committee was unable to reach agreement on
the subsidy to be paid on Northern Ireland electricity. He has

passed the issue to you for decision.
AL

The Committee agreed that, as from 1 April, Northern Ireland
industrial tariffs should be set so as to be no higher than the
thEZE?'Hevel in England and Wales, and that domestic tariffs
should be set 5 per cent above the highest in England and Wales.

D § i SN A kg

The Committee disagreed on:-

(i) the method of subsidy;
(ii) the commitment for later years.

I think that you should tell the Secretary of State for
Northern Ireland and the Chief Secretary to sort out the question
of method of subsidy between themselves. The question of commit-
ment for later years is more difficult, and depends partly on
how people in Northern Ireland interpret the statement you made in
Belfast. The Chief Secretary, supported by everyone else on the
Committee except Mr. Atkins, argues that the commitment should go
no further than indicating that industrial tariffs in Northern
Ireland will never be higher than the maximum elsewhere in the UK
and that domestic tariffs will never be more than 5 per cent higher
than in England and Wales. He believes this would be consistent
with your statement that - '"We have decided to bring Northern
Ireland electricity tariffs more closely into line with those in

England and Wales and to keeB them there'. Mr. Atkins, however,
wants to say that there will be further adjustments within 2-3 years

which will bring domestic as well as industrial tariffs down to the
highest levels in England and Wales. He says that this is the least
that Ian Paisley and others are expecting.

Both the Chief Secretary and Mr. Atkins have asked if they can
see you to discuss this before a decision is taken. May I set up
an early meeting? I don't think we need any other Ministers.

e

31 March 1981
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PRTME MINISTER

NORTHERN TRELAND ELECTRICITY SUBSIDY

You will recall that in your speech in Northern Ireland on
5 March you referred to 'the high tariffs of the last few years'

for Northern Ireland electricity, and you went on to say that:

'The Government accepts that these tariffs are an unreasonable
burden upon the Northern Ireland community and that they are

a real obstacle to economic development. We have been
examining the best wagy of tackling the problem.. We have
decided to bring Northern Treland electricity tariffs more

R
closely into line with those in England and Wales and to

Cerciispiisa®

keep them there. The tariff increases due on 1 April will
be reviewed in the light of this decision. Because of the
importance of energy costs to the whole Northern Ireland

economy, this is a major decision of principle.'

| _ e(edley 7Fy.
2 E(EA) Sub-Committee congidered on 26 March, on the basis

of papers by the Secretary of State for Northern Ireland
(E(EA)(81)18) and by the Chief Secretary, Treasury (E(EA)(81)19),

two alternative methods of meeting that commitment. We agreed

CONFIDENTTAT
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that the increases on 1 April should be such as to reduce
Northern Ireland industrial tariffs forthwith to the level of
the highest in England and Wales and domestic tariffs to 5%
above the highest. The Sub-Committee could not, however, reach
agreement on the extent to which the Secretary of State for
Northern Treland should commit the Government now to further

reductions in future years. In view of this disagreement and of

its relevance to the commitment in your speech,it was agreed

that I should present the issues to you for decision.

The Secretary of State for Northern Ireland's Proposal

3 The Secretary of State recommends an approach whereby a
subsidy would be paid to bring Northern Ireland electricity
generating costs into line with the bulk supply tariff which the
CEGB would charge in England and Wales for an area board with
similar characteristics of demand to Northern Ireland. The
ultimate tariff would then be derived by adding on the (unsubsidised)
cost of distribution in Northern Ireland. The effect of this at
present should be to bring overall tariffs in Northern Ireland
down to the equivalent of the highest tariffs in England and
Wales. The Secretary of State would like to implement this
change in full over two years, or three if necessary, with an

interim step in April 1981 as described in paragraph 2 above.

2t The Secretary of State regards it as essential that he
should be able to announce, when the April 1981 tariffs are

implemented, that further changes to bring Northern Ireland

- CONFIDENTTATL
2
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tariffs down to the highest levels in England and Wales will

be completed within a specified time. He judges that otherwise
Mr Tan Paisley and others will claim that you and he are
reneging on both the specific commitment quoted in paragraph 1
above and your frequently repeated undertakings that the people
in Northern Ireland will be treated in the same wgy as those in
the rest of the United Kingdom. The Secretary of State argues
that his method would satisfy Northern Ireland consumers'opinion
by putting them on the same footing as those in the rest of the
United Kingdom where the CEGB and the Scottish Generating Boards
give their Area Boards a standard supply tariff with the effect
that consumers on the offshore islands are subsidised by main

land consumerse.

The Chief Secretary: Treasury's Proposals

& The Chief Secretary agrees on the figures for the interim
increases from 1 April 1981 but not on the method of determining
the subsidy or on the terms of the longer term commitment. He
recommends that the subsidy should be based on final supply
tariffs, rather than bulk tariffs, and set so as to ensure that
the industrial tariff in Northern Ireland is never higher than
the maximum elsewhere in the UK and that for domestic tariffs
the differential above the highest in England and Wales should
not widen beyond the 5% following the 1981 changes. It would be
announced that the differential would not be allowed to increase
and that the possibility of further reductions would be kept under

TEeVieW.
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6 The Chief Secretary argues that his approach, while

allowing for a generous and continuing subsidy, avoids the
unquantifiable and substantial commitment to public expenditure
inherent in the Secretary of State for Northern Ireland's
proposal and the possibility that, under the Secretary of State's

method, Northern Ireland consumers could be subsidised to the

extent that they would pay less than consumers in England and

Wales.

The Views of E(EA)

7 All Members of the Sub-Committee supported the Chief

Secretary's recommendations for the following main reasons:

Under the agreed interim increases from 1 April 1981
the subsidy to Northern Treland consumers will increase

from the present provision of £30 million to &£76 million;

The increase in the subsidy of £46m-is as much as the whole
of the concession in the Budget to industrial users of
electricity and they, and taxpayers in Great Britain
generally, would be highly critical of any open-ended

commitment to yet higher subsidies in later years; and

The Chief Secretary's approach could be presented as
a prompt and generous fulfilment of your commitment of
5 March as distinct from interpretations which Paisley

and others might choose to put on that commitment.

CONFIDENTTAT
4.
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8 Nevertheless, the Secretary of State for Northern Ireland
argued strongly that, in the unique circumstances of the Province,
anything less than his proposal and an undertaking to bring
Northern Ireland domestic tariffs down to the level of the
highest in England and Wales over a specified period could be

considered as a departure from your and his commitments.

9 In the meantime the Secretary of State for Northern TIreland
has told the Norfhern Ireland Electricity Service to defer
settling their tariffs for 1 April until a decision is reached.
He will be discussing with the Chief Secretary how the additional
finance needed for 1981-82 (&46 million) is to be found and he
wili also be considering urgently whether there is a possible
alternative to a long-term subsidy, through the conversion of
part of Northern Ireland generating capacity to coal, or through
the creation of a physical electricity linkage with Scotland.

10 I am copying this to colleagues on E(EA) Committee, to
Humphrey Atkins and to Sir Robert Armstrong.

J

K J
3| March 1981
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SECRETARY OF STATE FOR ENERGY
: . 'THAMES HOUSE SOUTH: :
MILLBANK LONDON SWIP 4QJ
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' The Rt Hon Peter Walker MBE MP ol
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Fisheries and Food

Whitehell*Place | ' g ‘ |
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INDUSTRIAL ENERGY PRICES

Thank you for copying to me your letters of 5 and 1§/ﬁarch to
Geoffrey Howe, in which you draw attention to the particular

problems facing the trawler and glasshouse industries. As
you say, neither of these heavily oil-dependent industries
ray duty and the package of energy-related measures announced
in the Budget will be of limited assistance to them. The
problems arise partly from subsidised or artificially low
energy prices available to some European competitors and, in
the case of trawlers, from price differentials which the
Lowestoft trawlermen have already shown they can do something
to close by bringing in cheaper oil from abroad.

As I mentioned in my letter of 1 December, I do see a strong
case for short-term, non-energy related, aid to enable these
essentially viable industries to withstand the competitive
pressures they are facing. Measures specifically to help with
horticulturalists' fuel costs such as those suggested in para 5
of your letter of 18 March,: could I think be justified because
of the recognition by both the Government and the European
Commission that Dutch pricing distortions have created unique
and very difficult problems for the'industry, though it would
still be presentationally preferable to avoid the label "fuel"
subsidy. I see merit on energy grounds in encouraging the
growers to convert from oil to coal, I hope, however, that

if there is to be additional encouragement we can avoid
offering it in the form of a higher capital grant than will

be available to industry generally or in a way that casts doubt
on the efficacy of the general conversion scheme. : ;

I am copying this letter to recipients'bf'yours;

D A R HOWELL
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Treasury Chambers, Parliament Street, SWIP 3AG
' 01-233 3000

J5March 1981

Rt. Hon. Peter Walker MBE MP
Minister of Agriculture, Fisheries and
Food
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INDUSTRIAL ENERGY PRICES Kopets —
2 J
You wrote to me on 5 Mgréh about the work of the'NEDC Task
Force on industrial energy prices and its bearing on the

fishing and glasshouse industries and again on 18 March
with a more specific proposal about the latter.

I have considered the points made in your letters in the light
of the Task Force's report and of the measures which were
announced in my Budget Statement regarding the prices for
electricity and gas charged to industrial users. As I
explain below, however, these measures in no sense constitute
a fuel subsidy to the industries concerned and they were
directed at a quite specific problem identified by the Task
Force of an entirely different kind from that faced by the
fishing and horticultural industries. Accordingly, I see

no reason for us to change the conclusions which we reached
in discussion at the E Committee last year that there was

no case for any further subsidies for the horticulture
industry and that any money preovided for fishing should not
be related to fuel costs.

The measures which I announced in the Budget Speech related
to a conclusion reached by the NEDC Report that "a limited
but important number of large users of electricity and gas
pay more for supplies than competitors in Europe”. There

is no suggestion in the Report that this problem arises
because of subsidies paid in other European countries.

The factors mentioned in the Report included differences
between countries stemming from different national energy

or energy programmes. and to differences in market structures
and pricing practice.

/The action
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The action to which I referred in my Budget Speech is
intended solely to permit a somewhat greater degree of

. flexibility in pricing policy by the gas and electricity
industries. The measures in question constitute neither

a fuel subsidy to the industries concerned nor are they
intended to compensate for subsidies paid to industries in

- other countries. 0On the contrary in announcing the measures
we have made it clear that the Government remains committed

- to the 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 the exchange rate. I am enclosing with this letter a note
of the detailed measures in question. You will see that they
relate to gas and electricity prices only and not to oil.

As you know, the horticultural industry uses fuel oil and
the trawler industry gas o0il and marine diesel o0il. The
report analyses the position regarding these fuels in some
detail, but reveals no evidence that there is anything in
the structure of the market for o0il products which is likely
to leave UK users at a permanent disadvantage compared

with their European competitors in general. Leaving aside
the effects of temporary fluctuations there appears to be

no question of the fishing and horticultural industries
suffering any hadicaps additional to those which may result
from the subsidies paid to the French and Italian fishing
industries and from the low gas prices charged in the
Netherlands. On the contrary in comparison with many other
fuel users in the UK the fishery and horticulture industries
already have the advantage (equivalent to a subsidy) of
widespread exemptions on duty on oil products.

We are therefore left, with the question of the appropriate
reaction to the subsidies paid to French and Italian
fishermen and to the lower prices enjoyed by Dutch horticultural-
ists. Having considered both points afresh, I see no reason
to change the view we reached in the E Committee last April
that to give fuel subsidies to either of these two industries
would be incompatible with our policies on industrial
subsidies generally and on the full economic pricing of
energy. And the risk of repercussions arising from the grant
of a fuel subsidy in these two cases is even greater than

it was last April, given the likely pressures from other
industries, such as paper and board and chlorine which are

at least as energy dependent as fisheries and horticulture.
More generally, you will know that there were strong
representations to me from manufacturing industry as a whole
before the Budget for exemption from the duty on heavy fuel
0oil. Given the effect of reducing the duty on the costs of
gas purchases by the British Gas Corporation and therefore

on the UK's gas import bill, the most I was able to do in
present circumstances was-to maintain the duty at its previous
level. It would hardly be possible to defend now giving
direct fuel subsidies to two industries only, - industries

/Which are
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which are already exempt from the fuel oil duty, and at an
additional cost to public funds.

As regards the fishing industry, we agreed in August last
year to give a temporary operating subsidy to the value of
£14 m pending a settlement in the Common Fisheries Policy
negotiations. It has already been agreed that we should
review the case for a further instalment of temporary
assistance, in view of the lack of agreement in Brussels

and the exceptional political sensitivities involved. I
understand that you will be circulating a paper to E Committee
on this question for discussion next week. I recognise the
strong arguments in favour of a further instalment of aid.
But this can readily take the same form as the £14 m given
last year since for the reasons set out above I would remain
opposed to giving any part of the assistance in the form of
a fuel subsidy.

Finally, in your 18 March letter you also mention the question
of grants to glasshouse growers for conversion of boilers

to coal-firing. I am prepared to agree that our officials
should consider on what terms the horticultural industry

might have access to the new conversion scheme, where that

is more advantageous to it than the Agriculture and
Horticulture Capital Grants Scheme. But there can be no
question of the industry benefiting from both schemes.

That would be quite impossible to defend to other industrial
energy users.

S

GEOFFREY HOWE

CONF.IDENTIAL
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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

incentxves are offered to industry to convert costly oil-fired boilers to coal.
 Main points from the package are:

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

industrial contracts at present levels until Decembier 1981,

- Coal} Industry is to get Government grants to convert boilers from
oil to coal.

Flectricity: Theelectricitysupply industry in England and Wwales

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. '
; o8 The new measures anrounced today will extend the relaxation of industrial
?“prlcing policy introduced last year and will be particularly helpful 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

o the éxisting 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 £390 million by £73 million.

.Coal

The Governmant is committing £50 million over two years for grantsito
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 aubout details of the

scheme which will be announced as soon as possible.

Electriciti

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 1nduutr1a1 consumers who can adgust
Sail) T onsumers.

their demand at short notice can cut the1r electr1c1ty coSts,

—
i

Additional flexibility will be intronduced by area boards into their
special agreements with industrial customers with the aim of reduc1ng

as far as possible the impact ‘of rising electriclty costs.
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These measures could yield benef%ts of up to eight per cent on costs
to some large industrial consumers. Tﬁey 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.

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

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

Measures aiready 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.

In 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 cn 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. -

2. 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.

3. BGC's renewal prices for the first quarter of 1981 were 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 32p/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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MINISTRY OF AGRICULTURE, FISHERIES AND FOOD
WHITEHALL PLACE, LONDON SWIA 2HH

From the Munister

Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exchequer
HM Treasury

Parliament Street
London SW1 18 March 1981
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GLASSHOUSE ENERGY L fe 3

I wrote to you onVS/&arch about the highly critical condition of the
glasshouse sector of the horticulture industry.

In the absence of a reply when I met the NFU President and represen-
tatives of glasshouse growers last Friday - and when I addressed a
demonstration of growers gathered in Whitehall in support of their
representatives - I was unable to be more explicit than that their
very serious plight was recognised by the Government and was receiving
our close attention.

The growers told me that without financial assistance towards heating
costs to offset gas price subsidies given to Dutch growers, the

future of many would be in jeopardy over the next few months when the
marketing season for their produce gets fully under way. They pointed
out that the glasshouse sector is highly efficient and labour inten-
sive, employing some 20,000 people. Compared with their Dutch
counterparts their energy costs represent between 44p and 9p a pound
extra on the price of tomatoes. They pointed out that it was scarcely
surprising that last year's imports of Dutch tomatoes were 63% up on
1979 in the months March to June, and 37% higher for the season as a
whole. Lettuce imports increased by 36% and flowers and plants were
up substantially, Put another way, the Dutch growers have a cost
advantage of £10,000 an acre against heavy fuel oil costs, and nearly
twice as much against light/gas diesel o0il prices. The broad thrust
of the NFU's case is beyond dispute,

I am finding it increasingly impossible to defend the position in
which the Government is now placed on this matter. The NEDC Task .
Force Report identified the sector as the most energy intensive of
all the major sectors of industry which were examined. It acknow-
ledged, moreover, that this sector out of the whole of industry is
uniquely disadvantaged because the energy costs of its foremost
competitors, the Dutch, are at artificially low levels which
Community action conspicuously fails to remedy.




b

When other seemingly less efficient industries are receiving such very
large sums from Government funds the glasshouse growers find it most
difficult to accept refusal of their request for temporary assistance.
The very survival of this industry is now at stake and I must ask you
therefore for your immediate agreement to the following measures of
relief.

First, I would require additional funds to be made available to my
Department to finance a temporary fuel subsidy scheme for oil used in
glasshouse heating on lines which David Howell has already indicated
would be acceptable to him in terms of energy policy objectives.

Such a scheme would need to accord with EC Commission guidelines under
which several other Mamber States have already introduced oil subsidy
schemes to assist growers to adapt to Dutch competition., The main
condition is that the aid must be related to the increase in oil
prices between January 1978 and 1980. The total costs of a scheme

of this nature would be of the order of £5.5m. Given the pressures

on my other programmes and the very tight limits which have been set
on our estimates for 1981-82 I cannot contribute any offsetting savings
towards the cost of this subsidy which would therefore represent a
claim on the contingency reserve.

Second, I would want to augment the grants already available to
glasshouse growers for conversion to coal firing., I have recently
been in touch with representatives of the National Coal Board about
the prospect of preferential volume prices for coal supplied for
glasshouse heating and am now in process of setting up tripartite
discussions with leading growers in the vicinity of the Selby coal-
fields with a view to pushing the changeover from oil to coal fired
boilers. However, neither the existing 15 per cent grant (with a

6 per cent supplement where a development plan is involved) under the
Agriculture and Horticulture Capital Grant Schemes operated by my
Department nor the marginally improved rate (by 10 per cent) under the
new boiler conversion scheme for industry announced in the Budget is a
sufficient incentive to encourage conversion by glasshouse growers who
already have efficient oil fired boiler systems.

If we seriously intend to get the most efficient growers to make the
change - and that is my objective - an adequate contribution from
public funds would be to aggregate the grants by allowing growers to
qualify under both the new boiler conversion scheme and the existing
capital grant schemes operated by my Department.

I hope very much that you will be able to give early agreement to
these proposals. In view of the urgency my officials have not been

able to talk to yours ahead of this letter about the figuring, but
I have asked them to get in touch immediately.

I am copying this to David Howell, George Younger, Nicholas Edwards
and Humphrey Atkins; and since my previous letter was also copied
to the Prime Minister and other members of E Committee, I am copying
this one to them also. As regards the parallel problems of the
fishing industry, to which my previous letter also erred, I hope
to be putting a paper to E Committee next week.

5
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PETER WALKER
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Rt Hon George Younger MP fﬂl
Secretary of State for Scotland e
Scottish Office

Dover House
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SCOTTISH ELECTRICITY BOARDS' TARIFF INCREASES

Your letter of/5 March to Leon Brittan invited me to let
you know whether I had any plans to revise the financial
targets agreed last year for the CEGB and Area Boards in
England and Wales.,

I have no such plans at present but the industry has indicated
that it will be making proposals to me sShortly on its
financial targets in the light of its latest circumstances.

I shall consider these proposals when they are received in
consultation with the Treasury and will keep you informed.

I am copying this to the recipients of your letter.

/ 1
v/

( Jarn

D A R HOWELL




® PART = ends:-

oA A o

BQ

~ PART begins:-

e




