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CONFIDENTIAL

10 DOWNING STREET

LONDON SWIA 2AA
From the Private Secretary 15 November 1990

ELECTRICITY PRIVATISATION: FILOTATION TIMING

The Prime Minister was grateful for your Secretary of
State's minute of 31 October, proposing firm dates for the
flotation of the two Scottish electricity companies.

The Prime Minister understands that the Chancellor of the
Exchequer and the Energy Secretary are also content with the
proposed dates. Accordingly the Prime Minister is content to
proceed with the timetable proposed.

I am copying this letter to John Gieve (H.M. Treasury) and
John Neilson (Department of Energy).

>G\N§
YEQNTj

(BARRY H. POTTER)

Jim Gallagher, Esq.,
Scottish Office.
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PRIME MINISTER

TRECs FLOTATION: IMPLICATIONS OF THE GULF SITUATION
I have seen John Wakeham's minute of 7 November.

.3 As we have recognised, the threat of a war in the Gulf poses
real problems for this privatisation in relation both to the force

majeure provisions and to the disclosure of highly sensitive

L

proposals represent the best way forward, with Schroders being the

infg;mation. I am content to accept John's judgement that his

judge of whether the shares are likely to opéH’at a significant
discount.

3s I am copying to Douglas Hurd, John Wakeham and to
Sir Robin Butler.

(







CONFIDENTIAL

10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

8 November 1990

TRECS FLOTATION: IMPLICATIONS OF THE GULF SITUATION

The Prime Minister was grateful for your Secretary of
State's letter of 7 November setting out his revised proposals
for a force majeure provision in the agreement with the
underwriters and sub-underwriters and for a disclaimer provision
to be included both in the agreement with the underwriters and in
the prospectus.

The Prime Minister is content to proceed broadly as proposed
by your Secretary of State, subject to comments from colleagues.

I am copying this letter to the Private Secretaries to the

Foreign Secretary, the Chancellor of the Exchequer and to Sir
Robin Butler.

(BARRY H. POTTER)

John Neilson, Esq.,
Department of Energy.

CONFIDENTIAL
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PM/90/083

PRTME MINISTER

TRECS Flotation: Implications of the Gulf Situation

1. Further to my earlier minute of todays date, I have
now seen John Wakeham’s second minute dated 7 November.

I am content with his approach.

2. I am copying this minute to the Chancellor of the
Exchequer, the Secretary of State for Energy and to
Sir Robin Butler.

4

(DOUGLAS HURD)

8 November 1990
Foreign and Commonwealth Office

CONFIDENTIAL
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PM/90/081

PRIME MINISTER

TREC Floatation: The Force Majeure Clause in the

Underwriting Agreement

— G{)
I have seen John Wakeham’s minute o October.

2. I am sure he is right that a force majeure clause
will be necessary. On the specific foreign policy point
I doubt whether even the Iraqgis will be able to read it
as a signal of our intention to take military action on a
specific timing. They may of course take advantage of it
for propaganda purposes - but I have no difficulty with
this since it is part of our plan to show that the
military option is there to be used if Saddam Hussein

does not withdraw from Kuwait.

3. I do, however, have difficulty with some of the
language in paragraph A(i) of John Wakeham’s draft letter
to Schroders. As I see it there is at present a state of

armed conflict between Iraq and Kuwait. I should prefer
(A) (1) (1) to read:

"a state of armed conflict between Iragq and any
state other than Kuwait".

Furthermore, if the "event which is evidence of such
state of armed conflict" (in the amplifying matter below)
means actual hostilities it would be better to say so, eg
"actual armed hostilities in pursuance of such state of
armed conflict",.

/4.
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4. The language in A(i) (2) about an ultimatum might
risk battles over interpretations of whether the
foreseeably ambiguous turn of actual events, eg a certain
kind of Security Council Resolution, did or did not
constitute such an "ultimatum". My preference would be
to omit this, unless advisers can come up with a
substitute clause that does not raise the same problem.

I have asked my legal advisers to contact their opposite
number at the Department of Energy to discuss these

points.

5. I am copying this to the Chancellor of the
Exchequer, the Secretary of State for Energy and to Sir
Robin Butler.

I

(DOUGLAS HURD)

8 November 1990
Foreign and Commonwealth Office

CONFIDENTIAL
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PRIME MINISTER

TRECS FLOTATION: IMPLICATIONS OF THE GULF SITUATION

There are two issues which potential developments in the Middle
East give rise to. First the need to offer the underwriters and
subunderwriters an adequate force_giispre provision to enable the
underwriting to proceed successfally and second the need to make
it clear that the Government cannot disclose either to the
underwriters or the puéiig any information which it may have

e —

relating to developments in the Middle East. You have already

agreed to my offering the former but the two issues are
interlinked and this minute sets out the approach I believe we

should adopt for both issues.

On force majeure, following my earlier minute to you, I have held

e ——
further consultations with the lead underwriter and with the

brokers to the issue. As a result of these consultations, and
advice gigéﬁ to me by our financial advisers, I have concluded
that if the underwriters and subunderwriters are not confident
that the fordg_ﬁgfgﬁ;é clause gives them adequate protection we
will have to offer a lower price. This woﬁid ;6t be in the
taxpayers 1ntere§£~ﬂgafglcularly since in practice we are
ourselves likely to wish to terminate the offer if there is an
adverse development in the Middle East which were to lead to
there being a real prospect of the offer opening at a significant
discount. As Eﬁg‘éigﬁéellor has pointed out this would have
siéﬁz%icant implications for our wider share ownership

objectives.

I therefore propose that the force majeure clause should be

triggered if either

(i) there is an outbreak of hostilities in the Middle East;

and .
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there is a fall in the market and the fall in the
market is due>to the developments in the Middle East;

cnmm——

and

the fall in the market is likely to lead to a

51gn1f1cant dlscount on the offer price;

i 2 — -
or alternatively, on impact day there were a widespread rumour of
an outbreak of hostilities and as a result of this, or an event
on impact day, the offer failed to get more than 80%

_—

subunderwritten.
I have considered carefully who should be the judge of whether
the offer is likely to open at a significant discount. I am
advised by the brokers and by my financial advisers that the
right approach is to leave this judgement to the lead
underwrlters The brokers believe that thisE;;II~regult in our

R ——

ach1ev1ng a better yield and will result in our being able to

market the issue more'successfully than if we were to leave that

judgement to be made by the Government or an independent party.

I believe that we should accept this advice.

I have also, together with the Law Officers, been giving
consideration to the potential disclosure problems for the
prospectus and in relation to the underwriters that could arise

in the event that, before or during the offer period, the
S——— ~——

Government had knowledge of impending developments in the Middle

East which could have a material impact on oil prices and hence
e, s

on the profit forecasts and prospects of the RECs.

- Y

The Law Officers advise that under Section 146 of the Financial
Services Act investors should not reasonably expect to find

disclosure of war plans in the prospectus. However, under

Section 47 of the FSA it could be an offence to issue a forecast
i

or other statements based on an assumption, for example about oil

prices, knowing it to be invalidated by imminent developments in
- A—— ——

the Middle East. There would also be a problem under Common Law

and in relation to the warranty to underwriters.
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Clearly it is out of the question to disclose war plans in the

prospectus or to underwriters. There is a remedy, however, in

tggijudgement of the Law Officers, in inserting a suitable

e '\____-_____________.———-——-‘
disclaimer into the prospectus and the arrangements with
underwriters. This disclaimer will need to be carefully drafted.
Its exact terms are under discussion with the Law Officers but

will essentially need to make it clear that the Government will

not accept respon51b111ty for disclosing information relating to

the Middle East which could specifically affect statements or
forecasts-contalned in the prospectus. I believe this disclaimer
makes it all the more essential that we go forward with a force
majeure clause that the underwriters and subunderwriters believe

meets their legitimate concerns.

As I mentioned in my earlier minute our approach on force majeure

may attract public attentlon, as it will have to be seen by all

m—i——l

the 20 underwrlters and the 300 subunderwriters. The disclaimer

will subséqﬁently appear in the prospectus. However, I believe

that we should be able to get across the message that, in the
interests of national and international security, the Government
cannot disclose war plans in a prospectus. There must also be

some risk that it could be misinterpreted as the Government

forecastlng that there will be developments in the Middle East.

Agaln, as I indicated in my earlier minute, I believe we should
be able to get across the message that this is simply prudent

action to enable the issue to go ahead and to enable it to be

underwrltten.
B e

I should be grateful if you and other colleagues would let me
know tomorrow morning if you are content with this approach on

force majeure and prospectus disclosure.

I am copying this letter to the Foreign Secretary, The Chancellor
of the Exchequer and to Sir Robin Butler.

e

Secretary of State for Enerqgy
7 November 1990
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From the Private Secretary

2 November 1990

Dlévv j&%¢\

TREC: FILOTATION: THE FORCE MAJEURE CLAUSE IN THE
UNDERWRITING AGREEMENT

The Prime Minister was grateful for your Secretary of
State's minute of 31 October proposing that there should be a new
form of force majeure provision in the underwriting agreement (as
specified in the attachment to the letter). She has also noted
that the Chancellor supports this proposal. The Prime Minister
is content to proceed as your Secretary of State proposes.

I am copying this letter to Stephen Wall (Foreign and
Commonwealth Office), John Gieve (HM Treasury) and Sonia
Phippard (Cabinet Office).

\/W

(

Eow\j

Barry Potter

John Neilson Esq
Department of Energy
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Treasury Chambers, Parliament Street, SW1P 3AG
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PRIME MINISTER

TREC FLOTATION :
THE FORCE MAJEURE CLAUSE IN THE UNDERWRITING AGREEMENT

I have seen John Wakeham's minufe of 31 October.

I fully support John's proposal to proceed with a force majeure
clause along the lines of the draft attached to his minute which
deals specifically with the war risk. I can appreciate the
sensitivity of underwriters to this particular risk. As John
says, this sensitivity will also apply to individual investors
and, a failure to provide comfort of the sort he proposes, could

badly damage our objective for wider share ownership on this sale.

Like John, I consider it unlikely that a clause of this sort would
be seen, domestically or internationally, as some indication of

our intentions in the Gulf.

The alternatives to the clause are not attractive. We do not want
the underwriting of the offer to fail. To postpone the issue in
the absence of any other convincing explanation, could well be
interpreted as an indication of the likely timing of events in the
Gulf. 1In addition the loss of privatisation proceeds would make
this year's PSDR some £2% billion worse.

As John anticipates, I am not in favour of a clause which required
us to terminate the offer if the market fell 15 per cent
regardless of the reason for the fall. This would create a most

unfortunate precedent for subsequent privatisations. If such a




clause had been in place in the past, it could, for example, well
have required us to terminate the 1987 BP offer. John is right to
say that, with BP, it was fortunate that the collapse came before

we had applications from many individual investors but, even it if

had come later, there are other ways in which we could have dealt

with the problem.

I consider the right way focrward i tce deal directly with the
understandable concern of underwriters and investors about the
possible impact of a Gulf war on the markets. I am content with

the way John proposes to do this.

i am copying to Douglas Hurd and John Wakeham and to
Sir Robin Butler.

[T.H.]

1 November 1990
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1 November 1990

TREC FLOTATION: THE FORCE MAJEURE CLAUSE IN THE UNDERWRITING AGREEMENT

Objectively, I am quite sure that underwriters and sub-underwriters
cannot be obtained for the TREC flotation without a force majeure
provision. Many fund management institutions say that, whatever the
initial outcome of any military action, the situation in the Gulf
would then be very unstable for sometime and world markets very

nervous as a result.

Selling the stock is not an end in itself; encouraging the public to
buy shares is in practice of equal importance. As Mr Wakeham says, it

is iqgggggiygble that many individual investors would apply if war

were likely. The public must be given the same assurance as the

underwriters.

Mr Guise makes the point that a war in the Gulf need not have a major
impact on the business of the TRECs and that, on any longer term

view, underwriters could expect to make money if they ended up with

the shares. I agree; but the public would not be involved in the issue

and we would be failing to achieve one of our consistent long term

objectives.
i

Mr Guise accepts that it 1is too late to appoint another lead
M e

ungggggiter but he says that Schroders should be told quite clearly

that, if they do insist on this clause, their underwriting fees should

be substantially reduced. My feeling is that the investing

institutions see the risks involved in a Middle Eastern war as being

sui generis. I share that view and I think the decision to concede a

... e —

force majeure clause is rational and not a surrender to a cartel.

@DWM/ AL b

HOWELL HARRIS HUGHES

HHH.TREC.1/11/90




Department of Energy
1 Palace Street
London SWIE 5HE
071 238 3290

The Hon Francis Maude MP

Financial Secretary

HM Treasury

Parliament Street

LONDON

SW1P 3AG / November 1990

MQ‘PML,&_,

REC FLOTATION: 100% SALE f\

7’;/" g
Thank you for your letter oﬁ/;ﬁ/ﬁg:;ber.

I very much welcome the suggestion that the pathfinder prospectus
to be published on 2 November should indicate our preference for
a 100% sale of shares in the regional electricity companies. I
believe that the steps that the companies have taken to make
positive statements about their prospects, coupled with the
satisfactory outcome on dividends, make a 100% sale the right
course.

I also agree that, at the same time we make it clear that we have
a preference for a sale of 100%, we should add that this remains
subject to market conditions. Given the large number of people
involved in the final drafting of the pathfinder, a low key press
briefing along these lines has now been given, to pre-empt any
suggestion that the Government was giving in to industry
pressure.

The REC chairmen recognise that we might still be forced away
from a 100% sale by exceptional market conditions, but they would
be very disappointed if this happened. I too hope this can be
avoided.

I am copying this to the “Prime Minister.

JOHN WAKEHAM
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Prime Minister
ELECTRICITY PRIVATISATION: FLOTATION TIMIN

1. You will no doubt recall that colleagues agreed last February that,

subject to market conditions, the flotation of Hydro-Electric and Scottish
B e s

Power should take place in May or June of 1991.

—

2. In order to set in train the necessary arrangements, we must now

fix a firm date for the flotation of the 2 Scottish electricity companies.
— .

In consultation with my advisers I have concluded that the offer for sale

of Scottish Power and Hydro-Electric should be conducted to the following

timetable:
_

Impact Day (share price announced) Thursday 30 May 1991
Offers Close Wednesday 12 June 1991

Basis of Allocation Announced Monday 17 June 1991

Dealings start Tuesday 18 June 1991

e e ———
This will allow a sufficient length of marketing campaign following the
flotation of the England & Wales generators but would be completed in

time for Scottish investors to receive share certificates before the schools

break up at the end of June.

3. I recognise that our commitment to privatise the Scottish companies
within the lifetime of this Parliament is only likely to be met if you decide
to go to the country after the Summer of 1991. I do not believe that

alternative impact dates consistent with a successful flotation in May or

—

June would offer any greater room for manoeuvre.

g
—

4. 1 am copying this minute to the Chancellor of the Exchequer and to

John Wakeham.
TR

MR

Scottish Office
3 ]October 1990

EML00828.100 CONFIDENTIAL
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TREC FLOTATION: THE FORCE MAJEURE CLAUSE IN THE UNDERWRITING
‘_____-—————_'____,_’———————-—.
AGREEMENT

Schroders, who are the lead underwriters for the flotation of the

TRECs, have had a first round of discussions with other potential

members of the underwriting group. While virtually all the

would-be underwriters have expressed an interest in principle in

P

becoming underwriters, almost all the banks concerned have made

___—/
it clear that this willingness is dependent on there being a

————

force majeure provision relieving them of their obligations in
e O

the event of an outbreak of hostilities in the Middle East.

Schroders have advised my Department that there is no realistic

prospect of persuading a sufficient number of banks to underwrite

without such a provision and hence no prospect of the issue being

sub-underwritten. In these circumstances the issue could not go

r—/___—’_—_—————‘—'
ahead. We have pressed Schroders very hard on this advice. 1

B —

pbelieve that it is well founded. I understand that Treasury

Ministers have been made aware of this position.

As you will know, fairly standard force majeure clauses have been

inserted in all recent underwriting agreements for privatisation

issues. A draft of the latest text is attached at Annex A. In a
‘/—"

nutshell, while the underwriters can ask to be discharged from

their obligations, the Government retains complete discretion

about whether to accede to their wishes. 1In addition the

Government retains the right to pull the issue, should it so
desire. You will recall that, when Wall Street fell by 22% in
October 1987, the then Chancellor refused to pull the BP issue on

G

_grounds of force majeure, although the Government later provided

a financial safety net. As a result of this past history,

would-be underwriters are just not willing to rely solely on

CONFIDENTIAL
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individual investors only come forward in small numbers. The

media will undoubtedly want to know our response to the outbreak
of war before they decide whether to recommend the shares. We

will need to give them assurance in similar terms to the

EEEEE!ElE§£§° A failure to do this would certainly badly damage
our objective on wider share ownership.

This clause will need to be known not only to the 15-20 UK

underwriters, but also 300-400 sub-underwriters and the overseas

underwriters and, for the reason described above, to the Media.
_—-—

It will therefore be public knowledge. It is conceivable, but in

my view unlikely, that such a clause would be taken by the Iraqgis
as a definite sign of our having plans to take military act}on
against Iraq. Both you and President Bush have made the Allies'

position absolutely clear on this issue on a number of occasions.

This clause does not add or subtract from the basic situation.

If we are not able to satisfy the underwriters, we shall have to

postpone the issue until any war is over, or the market sees the
threat of war as much diminished. It is just as likely that the
Iragis would interpret any such delay as portending the imminent

outbreak of hostilities.

It would be possible to draft a force majeure provision which

made no reference to ﬂostilities in the Middle East, but which

N

was dependent only on an objective test, eg the market had fallen

by 15% between Impact Day and Allocation Day. However, such a

fall might be caused largely or indeed wholly for reasons quite
dlfferent from hostilities in the Middle _East, eg the crash of

one or more large US banks, which would be regarded as normal
underwriting risks. We would therefore be setting a precedent
which we have gone to great lengths to avoid in the past.
Treasury Ministers, with their wider responsibilties for
privatisation, would no doubt be particularly against such a
reversal of policy. On the other hand, if there was such a fall

CONFIDENTIAL
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the Government's good will to pull the issue in what would

normally be considered situations where a force majeure clause

el 2

would be held to apply in the private sector, eg the outbreak of

hostilities in the Middle East. The impact of such risks on the

market are potentially so great and so uncertain that the

underwriters would not be willing to underwrite even if the

commission was a multiple of the current levels.

I should add that there is no uniformity of view about what

impact an outbreak of hostilities in the Middle East would have

on markets. The impact would inter alia depend on the nature of
i i

the hostilities, their duration and their outcome. At one end of

the spectrum some bankers have argued that Wall Street would

initially rise before falling. Others argue that markets have

largely discounted the prospect of hostilities and are mainly

influenced by concerns about the domestic economies of the major
Western countries, including the position of the US banks. At
the other end of the spectrum it is argued that there would be

massive falls, say 25%, especially if a sizeable proportion of

Middle Eastern o0il resources were to be out of action.

—

My Department in consultation with Treasury officials and a very

limited number of advisers have therefore drafted an additional

Force Majeure/War provision, which would be acceptable to
sufficient other would-be underwriters. I attach a copy at Annex

E T - =
B. My officials are consulting with Treasury officials about who
would be the best expert to advise on the causes of the fall in

the market.

Our response to a war in the offer period is important to

e s ety
individual investors as well as to the sub-underwriters. Over

6 million people have already registered with the Share

Information Office. Past privatisations have shown that

individual investors rely heavily on the endorsement of the

shares by the Media. If that endorsement is not forthcoming,
CONFIDENTIAL
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in the UK market regardless of the reasons, there would be a case
for arguing that we should not leave perhaps several million

small investors stranded holding sizeable losses. It was

fortuitous that Black Monday came right at the beginning of the
BP offer period before many small investors had filed their

applications. 1In any case such a failure might imperil the

Generation companies flotation in February, except on

unjustifiably generous terms, and undermine seriously our
objéctive of wider share ownership.

I believe the right course is to include a new force majeure
provision along the proposed lines in the under-writing
agreement. I should be grateful if you and other colleagues
would let me know if you are content with this approach. At the
Pathfinder Press Conference on 2 November, if questioned, I shall
restrict myself to indicating that the Government is considering

very seriously the representations of the underwriters.

I am copying this to the Foreign Secretary, the Chancellor and to
Sir Robin Butler.

Secretary of State for Energy

2| October 1990




TERMINATION

If, between the execution of this Agreement and the time when
the conditions in Clause 2.01 are satisfied in respect of all
the Companies, there shall have been any occurrence of such
significance that the UK Underwriters conclude that it would be
reasonable for them to be released and discharged from their
obligations under this Agreement in respect of all or any of the
UK Offers the Lead Underwriter shall, on behalf of the UK
Underwriters, so notify the Secretary of State. Such
notification shall include details of the occurrence and the
reasons why it had led the UK Underwriters so to conclude.
Following receipt of such notification, the Secretary of State
shall determine whether or not all or any of the UK Offers
should proceed and shall notify the Lead Underwriter on behalf
of the UK Underwriters accordingly. In reaching such
determination the Secretary of State may conduct such
consultations in such manner and with such persons as he thinks

appropriate.

If, between the execution of this Agreement and the time when
the conditions in Clause 2.01 are satisfied in respect of all
the Companies, there shall have been any occurrence of such
significance as to lead the Secretary of State to the
preliminary view that all or any of the UK Offers be withdrawn
and obligations under this Agreement be terminated in relation
thereto he shall notify the Lead Underwriter on behalf of the UK
Underwriters that he has reached such a preliminary view. Such

notification shall include such details (if any) of the

occurrence as in the opinion of the Secretary of State it would
not be contrary to public interest or otherwise improper for the
Government to disclose. In reaching a determination whether or
not all or any of the UK Offers should proceed, the Secretary of
State may conduct such consultations in such manner and with
such persons as he thinks appropriate. If the Lead Underwriter
shall notify the Secretary of State of reasons why the UK
Underwriters conclude all or any of the UK Offers should not be
withdrawn, the Secretary of State shall take such notification
into account. The Secretary of State shall notify the Lead
Underwriter on behalf of the UK Underwriters of his
determination whether or not all or any of the UK Offers should

proceed.

/) A /'4
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Draft #(2) 31.20.90

[Letter DEn to Schroders]

21st November, 1990

Offers for Sale of the

Twelve Regional Electricity Companies

I refer to the agreement (the "UK Underwriting Agreement™)
proposed to be entered into between the Secretary of State for Energy
(the "Secretary of State") (1), the twelve Regional Electricity
Companies ("RECs") (2), The National Grid Company plc ("NGC") (3),
yourselves and the other underwriters named therein (the
"Underwriters”) (4), and the Directors of the RECs and NGC (3)
pursuant to which the UK Underwriters will agree to underwrite the
Offer for Sale of ordinary shares of the RECs. Words and expressions
defined in the UK Underwriting Agreement have the same meanings when
used in this letter. "Impact Day" when used herein means the date of

this letter.

The purpose of this letter is to describe certain circumstances
which, in consideration of the other of them entering into the UK
Underwriting Agreement, the Secretary of State and the Underwriters
have agreed shall be regarded as an occurrence which would cause the
Secretary of State to determine, pursuant to Clause 8.01 or 8.02 of

the UK Underwriting Agreements, that the UK Offers should not proceed.

The circumstances referred to above will have occurred if the

requirements of (A) or (B) below are satisfied:-

204341/10042 CWYU0357.90D 311090:0950
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(A)

Each of the following requirements is satisfied:-

(1)

there being:-

(1) a state of armed conflict between Iraq and any

other State; or

an ultimatum issued to Iraq by [HM Government],
failure to comply with which is stated to result

in an immediate commencement of hostilities

and, in the case of (1), an event which is evidence of such
state of armed conflict or, in the case of (2), the terms of
such ultimatum, being reported in London on Reuters news
service or otherwise becoming generally known to market
makers making markets in the shares comprised in the Index

(the "London market") between the time the UK Underwriting

Agreement is released from escrow and the commencement of
dealings in the Ordinary Shares of any of the RECs on The

Stock Exchange; and

the level of the Index at 4.30 p.m. on the business day the
Allocation Announcement is made (or if it is not made on a
business day, on the next business day after the day on
which it is made, such day being referred to as the

"Allocation Day") is less than 857 of the level of the Index

at 4.30 p.m. on the business day prior to Impact Day (being,

for the avoidance of doubt ); and

the fall in the level of the Index between Impact Day and
the Allocation Day is predominantly attributable to the
coming into existence of the state of armed conflict or the
issue of the ultimatum referred to in sub-paragraph (i)

above;

204341/10042 CWYU0357.90D 311090:1048
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and for these purposes the "Index" shall mean the FT-SE 100 share

index and references to "business days" are to days on which

dealings in shares take place on The Stock Exchange.

If the circumstances described in sub-paragraphs (i) and (ii)
occur, the requirement of sub-paragraph (iii) shall be deemed
conclusively for the purposes of this letter to have been

satisfied if:-

(a) the Secretary of State and the Lead Underwriter (on
behalf of the UK Underwriters) agree that such is the
case (such agreement to be evidenced by a memorandum
signed by or on behalf of the Secretary of State and

the Lead Underwriter); or

following a reference of the question to it as provided
below [ AN EXTERY ] gives notice in writing [(in
the form of the letter attached hereto as Annex A)] to
the Secretary of State and the Lead Underwriter (on
behalf of the UK Underwriters) not later than [ ]
on [the day on which dealings in the Ordinary Shares of
any of the RECs on The Stock Exchange commence] that in

its opinion such is the case,

and in the absence of agreement in accordance with (a) or notice

being given in accordance with (b) the requirement of
sub-paragraph (iii) shall be deemed conclusively for the purposes

of this letter not to have been satisfied.

If the circumstances described in sub-paragraph (i) occur and the
circumstances described in sub-paragraph (ii) above have occurred
or the Lead Underwriter considers it likely that such

circumstances above will occur, the Secretary of State will if so

requested by the Lead Underwriter consult with the Lead

204341/10042 CWYU0357.90D 311090:1130
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Underwriter for the purposes of considering whether the fall in
the level of the Index which has then occurred or is anticipated
by the Lead Underwriter was predominantly attributable to the
coming into existence of the state of armed conflict or the issue
of the ultimatum referred to in sub-paragraph (i) above. If by

[ ] p.m. on the Allocation Day the Secretary of State and the
Lead Underwriter shall not have reached agreement on whether the

fall in the level of the Index was so attributable either of them

may refer the matter to [ RNV EXERT ], by giving notice

in writing (in the form attached hereto as Annex B) to [

], a copy of which shall be given to the other of them.

[The Secretary of State and the Lead Underwriter (on behalf of
the UK Underwriters) acknowledge and agree that [

] shall owe no duty to any of them in considering the
matter referred to it as provided above, save that it shall act

in good faith.]

Each of the following requirements is satisfied:-

(i) between the time the UK Underwriting Agreement is released

from escrow and 3.00 p.m. on Impact Day either:-

(a) there being:-

(1) a state of armed conflict between Iraq and any
other State; or
an ultimatum issued to Iraq by [HM Government],
failure to comply with which is stated to result

in an immediate commencement of hostilities

and the first occasion occurs of, in the case of (1),

an event which is evidence of such state of armed

204341/10042 CWYU0357.90D 311090:1130




CONFIDENTIAL

conflict, or, in the case of (2), the terms of such
ultimatum, being reported in London on Reuters news
service or otherwise becoming generally known to the

London market; or

there being in the London market a widespread belief or
expectation that such a state of armed conflict was
imminent and within seven days after Impact Day such
state of armed conflict shall have come into existence;

and

the number of Underwriting Units comprised in Priority
Application Forms received duly signed and completed by ([the
last time for receipt of applications on public application
forms] is less than 80% of the aggregate number of

Underwriting Units.

The Underwriters have agreed that they shall keep the existence
of this letter and its contents strictly confidential. The Secretary
of State may disclose the contents of this letter to any person or

persons and in such manner as he thinks fit.

Please sign and return the enclosed copy of this letter to

confirm your agreement, on behalf of the Underwriters, to its terms.

Yours sincerely,

204341/10042 CWYU0357.90D 311090:1130
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

29 October 1990

D,&w\/ ?GM'

ELECTRICITY PRIVATISATION: SPECIAL SHARES

The Prime Minister has seen the correspondence between your
Secretary of State, the Secretary of State for Industry, the
Scottish Secretary and the Financial Secretary, culminating in
your Secretary of State's letter of 22 October and the Financial
Secretary's letter of 26 October.

The Prime Minister has commented that, in her view, the
arguments put forward by the Industry Secretary and the Treasury
in favour of time limiting the Government's special shares in the
generating companies to five years after privatisation are
persuasive.

I am copying this letter to Jim Gallagher (Scottish Office),
Martin Stanley (Department of Trade and Industry), Philip Rutnam
(Financial Secretary's Office, H.M. Treasury) and to Sonia
Phippard (Cabinet Office).

Yourg

ZWVJ

Barry H. Potter

John Neilson, Esq.,
Department of Energy.

CONFIDENTIAL
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COMMERCIAL IN CONFIDENCE

T}easury C]unnbors,F%nﬂunnentfSU@ot,SqulD ZﬁAﬁl

The Rt Hon John Wakeham FCA JP MP

Secretary of State

Department of Energy

1 Palace Street

LONDON

SW1E 5HE ZGOctober 1990

gk\ ¢

Thank you for your legtér of 22 October.

I remain unconvinced. As Peter Lilley emphasised, timeless
special shares are inconsistent with an important objective of our
privatisation programme: to increase efficiency and
competitiveness by exposing enterprises to private sector
disciplines. 1In the case of the generators, I see no strategic
case for a permanent special share. As I said previously, nor do
I believe that there is a case in Scotland, although the different
structural characteristics of the industry mean that the position
in Scotland can be addressed separately.

But your letter seems to go on to concede these points. In asking
that you keep in reserve a change in the terms of the special
shares you are, I am pleased to see, prepared to contemplate time
limiting these shares. I do not think that it follows that no
change should be announced now. In the case of the TRECs, you
were in a position to threaten a period of less than 5 years; you
would be in the same position with the gencos if you announced now
a change to 5 years for their shares. I commend this approach to
you.

I am copying this letter to the Prime Minister, Malcolm Rifkind,
Peter Lilley and Sir Robin Butler.

/\/\,¥ o
/.

|

|

FRANCIS MAUDE
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PRIME MINISTER

ELECTRICITY PRIVATISATION: SPECITAL, SHARES

You saw earlier the recent correspondence on special shares
(Flag A). Policy Unit recommended that you support the Industry
Secretary and Chancellor: they favour time limiting the duration
of the Government's special shares in the two generating

companies after privatisation, to five years.

As you know the Energy Secretary has argued for no time limit, so

the Government could block directly unwelcome takeovers or

amalgamation, rather than relying on the MMC. But his resistence

to a limit of five years seemed a little diminished in the latest

letter (Flag B).

e

I wanted to confirm you were content to support the Policy Unit
line. A further letter from the Financial Secretary (Flag C),
again commending a five year limit on special shares, has

arrived. . ———

i) Content to support the Industry Secretary and
Chancellor in favour of special shares for 5 years
only; or \7 -

[eo
Content to support the Energy and Scottish Secretaries

in favour of unlimited special shares?

Gy B =

/ (/va‘, VWVE— /Ww.a y

BARRY H. POTTER oo R - /)9(/“3 Udr 7
26 OCTOBER 1990

bkkoQﬁtxrlqu‘
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Treasury Chambers, Parliament Strect SWIP 3AG

The Rt Hon John Wakeham FCA JP MP

Secretary of State

Department of Energy

1 Palace Street

LONDON

SW1E 5HE October 1990

REC FLOTATION: DIVIDEND FORECAST

Thank you for your letters of leQchber, and 24’/ Qctober.

The outcome of dividends is, as you say, very satisfactory. It
is a considerable achievement for you and your officials.

There remains the finalisation of the sections of the prospectus
dealing with the companies future prospects. Assuming this comes
out satisfactorily, I could see advantages in making clear that we
have a preference for a sale of 100% of the TRECs equity. At the
same time we would have to make clear that, despite this
preference, market conditions could yet force us to sell a smaller
proportion. I take it that, if we had to sell a smaller
proportion in response to market conditions, the companies would
not resile from the agreements reached on their dividends and
prospects.

You mention the pressure you face on the "force majeure" clause.

I understand our officials are examining the position with the
City advisers. Wherever we come out on this clause, the timetable
in your letter makes clear that an outbreak of war in the Gulf
between now and mid December could severely jeopardise our ability
to complete the privatisation in this period.

Finally, I should confirm for the record that I am content that
the offer should be a standard fixed price one.

I am copying to the Prime Minister.

FRANCIS MAUDE
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PRIME MINISTER

ELECTRICITY PRIVATISATION: SPECIAL SHARES

You are aware, from earlier correspondence, of a difference in
view between the Energy Secretary and the Scottish Secretary on
the one hand, and fﬁgﬂggggggllor and Industry Secretary on the
other, about the future of special shares for the two generating

companies in England and Wales afEéfﬂprivatisation.

In brief, both the Energy and Scottish Secretaries want the

proposed special shares to be timeless. The effect would be to

give central Government a permanent power to prevent certain
takeovers. Both the Indusfry Secretary and the Chancellor favour
time-limiting the special shares to five years. So does the

Policy Unit (note attached at Flag A).

e —

The Energy Secretary's latest letter is at Flag B. It makes

three points: e —

g

(i) that the Government cannot rely on the MMC to prevent
undesirable takeovers or the two generafing companies

getting together;

that it would be illogical to grant a timeless special

share to the Scottish companies but not to those in

Enéignd and Wales and;

that the special shares were important in achieving the

agreement on the first year profits and dividends of

the regional electricity companies.

You will see from the Policy Unit note that none of these

. AP —————————————
arguments 1s viewed as persuasive.
‘h\—~77--_. ————————— ——— ——

Content to support the Industry Secretary and
Chancellor in favouring time-limited special shares?
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Content to support the Energy and Scottish Secretaries

in favour of timeless special shares?

Prefer not to intervene at this stage in the

correspondence?

THp

BARRY H. POTTER

23 October 1990

c:\economic\elec
(slh)
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Rt Hon Peter Brooke MP

Secretary of State for Northern Ireland
Northern Ireland Office

Whitehall

LONDON

SW1A 9AZ /5 0ctoher 1990

Xy

e |ehe
l.f' pore

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY, /[ AV

I have seen the paper circulated to E(‘Al)rcolleag’ues with your Private
Secretary's letter of 28 September. I have also seen Peter Lilley's letter
of 8 October and Francis Maude's minute of 9 October.

My own interest lies principally in the establishment of an interconnector
between Scotland and Northern Ireland. There may, however, be more

general lessons to be learned from experience hitherto in Scotland as well
as in England & Wales.

I must confess to some disappointment that your proposals for supply
competition are so limited, apparently 'on system -security grounds.
Notwithstanding the absence of a complex pooling and settlement
arrangement in Scotland, I have been prepared to allow the franchise
limits on supply competition to be reduced in parallel with those in
England & Wales. In the absence of supply competition, I tend to share
Peter Lilley's misgivings about the creation of an integrated utility. At
the same time, I entirely sympathise with your difficulties in following the
England & Wales route. I believe your plans could be more acceptable if
they set out a clear timetable for the opening up of supply competition.

As far as the interconnector with Scotland is concerned, connection to the
Scottish transmission system, and thereby to England & Wales, would
clearly be conducive to competition in generation. Without competition in
supply, NIE would no doubt treat the generating companies in mainland
GB as alternative providers of generating capacity to NIE itself.
Structuring ownership of the interconnector so as to deny NIE control of
it would not, however, prevent the exercise of monopoly power. Indeed,
there may be a good case for NIE to own any interconnector, since it will
then require to make a return on the investment, which it will fail to
recoup if the interconnector is not properly utilised. [ can see no reason

CONFIDENTIAL
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why giving NIE responsibilities as a properly regulated transmission
licensee should operate any less effectively than in Scotland, where
ownership of the interconnector circuits by ScottishPower cannot be used
to prevent National Power or PowerGen from competing for customers.

In summary, I have no objection to your proposals for a vertically
integrated NIE with some generation assets sold separately. To mitigate
monopolistic behaviour once NIE is privatised, however, I believe further
steps could be taken to free up the arrangements for supply competition.
Moreover, I believe that there are material advantages in ensuring that
ownership of any interconnector with Scotland is wholly vested in NIE.

I am copying my letter to members of E(A) and Sir Robin Butler.

MALCOLM RIFKIND

CONFIDENTIAL
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PRTME MINISTER 22nd October 1990

SPECTAL, SHARES

The main threat from a supply monopoly is not its power to

do evil but its power to be incompetent. The difficult road

to electricity privatisation has, unfortunately, led to a

generating duopoly of two producers between which there will

bé 1little true competition for many years. Ultimately, a
free market should devgiab as the distribution companies and
industrial electricity consumers develop alternative sources

of supply.

During the period before a free market develops, customers
will have no power to impose efficient management on the

generatlng duopoly. Such pressures must come from somewhere
other thQHfEH;\Regulator if National Power and PowerGen are
to develop the internal efficiencies and productivity which
will enable them to 1live with genuine competition as it
evolves. Since such pressures will not come from consumers
for many years, they can only come from shareholders whose
ultimate sanction against an incompetent management is to
dismiss it. Therefore, shareholders 1in electricity

production should not be permanently prevented from accepting

a take-over bid if tﬁay‘?égéEa their company's assets to be

1neff1c1eﬂ@y deployed by the incumbent management.

A perpetual special share will remove that power of

acceptance unless some future Secretary of StateArestores £ o

by an arbitrary act, probably taken under political pressure

1
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rather than sound commercial logic. Any special share should

therefore be time limited so that the Secretary of State's

power to resist take-over automatically terminates after five

years.“ If Jaguar had been given a perpetual special share

tﬁeﬂDTI would have spent ages as the referee in a public
fight between Ford in one corner and John Egan with General

Motors in the other!

Conclusion and Recommendation

Both the DTI and the Treasury argue strongly in favour of

time limiting the spec1al share in the generatlng companies.

If Hanson had been the buyer of PowerGen this would have been

obligatory. 1Indeed, it was the threat of Hanson which curbed
the PowerGen management into proposing more positive cash

hs‘-—‘
flow projections - a perfect 111ustratlon of how the

possibility of replacement concentrates the mind of

e i—— e

e ——
management! Furthermore, John Wakeham's own letter mentions

how the TREC's came into line when the threat of losing their

5 year special share appeared The time limiting of PowerGen

and National Power's takeover immunity should be welcomed in
the City and the commercial world generally, particularly by
those critics who have attacked the proposed duopoly.

Scotland, which apparently has no faith in the OFT/MMC
system for protecting the national interest, to impose a bad

It 1is quite wrong to allow the special pleadings of

decision upon the rest of Britain. A perpetual special share

means lifetime protection from take-over and I know of no

situation where that has enhanced management efficiency. 1If

the customers are to have no real power over their
electricity suppliers, let us at least give some to the
shareholders. Any special share in PowerGen or National

" 2
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Power should have a maximum life of 5 years and that should
be announced well in advance of nengiafiohé”aboqgﬁfiggg_ygag_
dividends.',\Wakeham will then have the additional card of

threatening an even shorter period of protection if

management are difficult.

%aan

GEORGE GUISE
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THE RT HON JOHN WAKEHAM MP

Department of Energy
1 Palace Street
London SWIE 5HE

071 238 3290

The Hon Francis Maude MP

Financial Secretary to the Treasury

Treasury Chambers

Parliament Street

LONDON

SW1P 3AG 22 October 1990

Qsad Ao

ELECTRICITY PRIVATISATION: SPECIAL SHARES

Thank you for your letter of 27 September. I have also seen
Peter Lilley's letters of 3 and 4 October.

I continue to believe that there are strong strategic reasons for
retaining permanent special shares in the two generators in
England and Wales; that competition in the generating market
itself will impose sufficient disciplines on the management of
the two companies that to rely on the MMC (or the EC Commission,
now that the rules have changed for certain takeovers) would at
best be cumbersome and at worst uncertain; and that, if the two
Scottish companies were to have permanent special shares, it
would be difficult to justify a different treatment for the
generators in England and Wales.

There is one further factor that suggests that now would be the
time to make the change you suggest. As I think you know, the
negotiations over first year profits and dividends with the TRECs
were particularly difficult. One of the few credible threats I
had to persuade the Chairmen to be more reasonable was to change
the terms of the special share, or to do away with it altogether.
I am confident that the equivalent negotiations with the two
generators will be as or more difficult. I am not prepared to
give away now a potentially very valuable negotiating weapon.

I am sending a copy of this letter to the Prime Minister,
Malcolm Rifkind, Peter Lilley and Sir Robin Butler.

O
L~

JOHN WAKEHAM
CONFIDENTIAL
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Department of Energy 1'¢ ]K)

1 Palace Street
London SWIE 5HE

071 238-3290

The Rt Hon John Major MP

Chancellor of the Exchequer

HM Treasury

Parliament Street

LONDON

SW1P 3AG |€ October 1990

MTM

REC FLOTATION: DIVIDEND FORECAST

Over the last few weeks a lot of work has been directed at the
profit and dividend forecasts of the RECs. I have now reached
agreement with all twelve RECs and am writing to record the
outcome of these discussions.

The basis of my discussions with the RECs was their profit
forecast for 1990/91 and the financial profile for the next few
vyears. In reaching agreement consideration was given to five key
parameters:

- dividend cover on the published pro forma earnings.
was advised that around 2 was an appropriate level;

dividend cover on a reasonable view of maintainable
earnings where a cover of 2.5 was felt to be appropriate;

dividend cover on current cost earnings which would need
to be greater than 1 on a sustainable basis;

gearing, our advisers recommended that levels above 50%
were to be treated with caution but that the actual
maximum depended upon the profile over time;

interest cover which should not drop below 4.0 for any
long period of time.

CONFIDENTIAL
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The financial profiles and key parameters were discussed with
Kleinwort Benson and your officials and they both agreed that an
aggregate dividend of £345 million was an appropriate level at
which to open negotiations. Subsequently we have reconsidered
the position and in the light of more information and some of the
points made by the RECs believe that a more realistic assessment
would be in the range £330 million to £340 million.

I have agreed final dividends of £326.5 million with the RECs
having pushed them as hard as possible. This should be compared
with the TRECs' opening position of £257 million and their
position at the beginning of last week of about £290 million. In
the case of one REC, London, it was necessary to reduce the
amount of debt injected by £28.5 million in order to be able to
secure a satisfactory dividend.

Kleinwort Benson have advised that the proposed dividend figures
on a collective basis, are reasonable and lie towards the top end
of the range of justifiable dividend levels. The disclosed
dividend cover levels will in fact on average be below 2 but I am
satisfied that this is acceptable.

The level of equity proceeds for an initial dividend of

£326.5 million will of course depend on the yield at which the
companies are floated and we will now need to ensure we achieve
the best yields possible. However, assuming an 8'/2% pre tax
yield, £326.5 million would produce equity proceeds on a 100%
sale of about £5.1 billion. When added to the initial Government
debt of the companies total proceeds of the sale of the TRECs
would be about £8 billion. This compares with £1 billion less
using the initial £257 million dividend proposed by the TRECs.

After two weeks very hard negotiations we have reached what I
regard as a very satisfactory conclusion and will be proceeding
on this basis.

We are now on the last lap of the flotation of the TRECs. The
key dates are: e

Publication of the Pathfinder 2 November

Pricing Decision %Qﬂﬂgxgmbgr

Impact Day 21 November

Start of/First Dealings 11 December
e i
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We shall need to keep in very close touch during this period
about market conditions, which will inevitably have an impact on
the stance adopted by the underwriters and sub-underwriters, who
are likely to press us hard for a change in the force majeure
clause to cover the eventuality of a war in the Middle East.

I am sending a copy of this letter to the Prime Minister.

CONFIDENTTAL
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THE RT HON JOHN WAKEHAM MP

Department of Energy
1 Palace Street
London SWIE 5HE

071 238 3290

The Rt Hon Peter Brooke MP

Secretary of State for Northern Ireland

Northern Ireland Office

Whitehall

LONDON

SW1A 2AZ |§ October 1990

e
2 319_1’\))

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY

Thank you for copying to me the proposals in the paper attached
to the letter of 28 September from your Private Secretary to the
Prime Minister's office. I have also seen the comments of

Peter Lilley, Francis Maude and the Prime Minister recommending
further consideration of options D and E.

I believe you are right in attaching importance to the
introduction of competition into generation. As you say, this
points to your options D and E. Neither of these goes as far as
the new regime in England and Wales, since that involves an
entirely new spot market and competition in supply. Investment
in new power stations will be driven by price signals, whereas in
your options it is presumably driven by central planning.

However, whilst I can understand your preference for Option E,
the retention of transmission, distribution and supply in NIE may
make it difficult for potential new entrants into generation to
believe that they will be able to compete on equal terms with the
generation side of NIE.

As part of Option E, you propose that NIE should be prevented
from bidding to supply new generating capacity. I can see the
regulatory and competition advantages, but this raises the
question whether investors will give value for NIE's generation
assets if they are clearly wasting assets. I assume your
advisers have given you comfort that any impact on proceeds would
be minimal.

The arrangement may also remove NIE's incentive to seek timely
tenders for new capacity if it is not allowed to participate
itself: allowing a shortage to develop and the price to rise

CONFIDENTIAL
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would increase its profits and the value of its own plant,
whereas it would not participate in the profits of providing new
capacity.

Your paper recognises the problems of reconciling competition in
supply with a statutory obligation on one supplier to meet all
demands for electricity. As you say, we have got round this in
England and Wales by introducing a single pool. In effect, there
is an obligation on all competing suppliers to meet their
customers' requirements by buying in the pool; and the pool price
ensures that it is profitable to build sufficient capacity. But
there is no unqualified obligation on a single supplier.

I therefore wonder whether an obligation to supply placed on the
transmission, distribution and supply side (TDS) of NIE is
compatible with competition in supply, even if this is limited to
generators of 20 MW or below. As the annex to your paper says,
TDS may argue that even limited competition will result in their
having to recover, from a dwindling customer base, costs that are
fixed by their obligation to meet all demands for electricity.
Exit charges to recover these costs from customers going to other
suppliers is one solution for TDS. Another is for TDS to set its
charges for back-up supply to competing suppliers at a level that
recovers the cost of meeting their obligation. Either way, there
is a risk of TDS driving competitors off the system.

Competition in generation means competition in fuel supply. In
constructing our regime, a lot of thought went into ways of
providing some transition for British Coal into a fully
competitive market. But I believe you are unlikely to be faced
with similar problems.

I note your intention to publish a White Paper before the end of
1990. As you may know, dealings begin in the shares of the
twelve regional electricity companies on 11 December. It is
important to the marketing of the offer that media attention is
not diverted before this date. I must therefore ask you to avoid
publishing your White Paper before 12 December. Similarly the
marketing campaign for the sale of the generators in England and
Wales begins on 8 January. It would therefore cause me problems
if the timetable for publishing your White Paper were to slip
beyond Christmas. I shall be grateful if your officials will
keep in touch with mine on your timetable for publication.

I am copying this letter to the Prime Minister and other members
of the E(A) Committee.
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

15 October 1990

‘DMNV’7&W3‘

PRIVATISATION OF NORTHERN TRELAND ELECTRICITY

Thank you for your letter of 28 September setting out your
Secretary of State's revised proposals for the privatisation of
Northern Ireland Electricity. The Prime Minister has also seen
the Financial Secretary's minute of 9 October and a copy of the
Industry Secretary's letter of 8 October on this subject.

The Prime Minister has noted that, while your Secretary of
State now favours Option E, both the Treasury and Department of
Industry have reservations about pursuing this approach.

Accordingly, the Prime Minister believes that it would be
appropriate, as suggested by both the Industry Secretary and the
Financial Secretary, for officials to consider Option E further
and to report back urgently on the relative merits of pursuing
this approach vis-a-vis the earlier preference (Option D).

I am copying this letter to the Private Secretaries to
members of E(A) and to Sonia Phippard (Cabinet Office).

Barry H. Potter

Tony Pawson, Esq.,
Northern Ireland Office.
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PRIVATISATION OF ELECTRICITY

I understand from Mr Wakeham's Private Office that negotiations
with the 12 regional electricity companies on the financial terms

of their flotation have now been completed.

Starting from projections of revenues, costs, tax liability and

hence net profits, total dividend payments in the first year have
e e e e
been negotiated at around £325 million. Translating this into

equity value depends on the implied gross dividend yield.
Market response to the flotation will depend upon getting this

right.

——

The Department of Energy consider a gross dividend yield of 8%

per cent is appropriate. Because the shares cannot realistically

be expected to show strong capital growth (utilities would

normally reflect GDP growth), a premium above the average
dividend yield is to be expected. At present, the FT-All index

gross yield is 5.7 per cent: the proposed premium of around 50
per cent is consistent with both the initial yield on water

shares and the gap between US utilities and individual shares.

o

There are arguments for a slightly lower yield, which Treasury

might advance. If successfuTT—Ehey would imply a higher equity
figure than the £5.1 billion implied by Department of Energy
proposals. In short, more would come into the Exchequer from the

privatisation.

Finally the proposed debt for the regional companies is £2.8
billion. This implies a favourable average gearing (debt:

equity) of 1:2 - but the picture will vary from company to
company. The implied valuation of assets in the balance sheet is
therefore of the order of £8 billion.

A formal DEn letter is expected.

B e = Sk

BHP

12 October 1990
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PRIME MINISTER

NORTHERN IRELAND ELECTRICITY

The proposed privatisation of Northern Ireland electricity (NIE)

is running into difficulty. The problems mainly reflect several
changes of mind about the right approach within the Northern
Ireland Office. S ——

Originally, the Northern Ireland Secretary favoured privatising

NIE as a single unit (known as Option A). The transmission,

distribution and supply (TDS) network plus the various generating

stations would have been privatised as one company. Other
departments, including the Treasury, were unhappy; and under the
influence of the Northern Ireland PUS, Mr. Needham, a reappraisal

was undertaken.

Then NIO came forward with a revised plan - the so-called

Option D. This would involve:
(i) a single TDS company;

(ii) splitting the generating side into two or more separate

companies, to be privatised by trade sale.

Last month Mr. Brooke wrote setting out these proposals (Flag A).
You approved (Flag B); so did colleagues.

QQQQC)
Now, unexpectedly, Mr. Brooke has written again/but favouring a

ey

different option - the so-called Option E. This comprises:
P —————————
(a) TDS plus most of the generating capacity in one
company ;

one or more separate generating companies (to be
privatised by trade sale) consisting of the Kilroot
. R—. . .
Power Station plus possibly two smaller generating
facilities; but

e ——————

the company at (a) to be prevented from bidding for

the construction of new generating capacity;
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new supply firms to be allowed to compete by
contracting with generators; but this would be
confined to small scale supply, so that no 'pool' need
be established.

The reasons for this latest change of mind seem to be as

follows.

Option A is the safe approach. It is certain; would spread

/

g— . . e
share ownership in Northern Ireland; and would attract NIE

management support and trade union acquiescence. But it

simply privatises the monopoly: it does notﬁfng to promote

competition or stimulate improved performance in an
inefficient (by English standards) organisation. For these

reasons, Mr. Brooke has rejected Option A.

He sees the choice as lying between Option D and option E.
Option D is the more radical but the most risky. NIE

1E T
management argue that TDS, with no generating capacity of
its own, would be more vulnerable to supply interruption

—————————————

(perhaps politically or union motivated). It is this

alleged neeggsgﬂgetain some generating capacity plus TDS in
one company that has persuaded Mr. Brooke to go instead for
Option E.

. it

Option E is seen by Mr. Brooke as representing a later
Option D. Greater security of supply would be obtained
-IHIEI;II§ by keeping major power stations within the TDS
company. But in time (quite a long time), the TDS company

would lose control of generation and possibly supply as its

power stations were retired. Thus it would evolve into

Option D. Unlike Option D, NIE management would be prepared

to support some form of Option E.

Clearly Mr. Brooke has become worried about political or union-
motivated interruption of supply. He is placing considerable
weight on this, and on the support of NIE management, in

favouring Option E.

CONFIDENTIAL
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But the Treasury (Flag P) and the DTI (Flag E) do not like
Option E because:

there would be no real injection of competition: the

——

new generating company (or companies) would for at

least twenty years be the smaller source of supply

facing a monopsonistic buyer. This would not lead to

e e AP ————

improved efficiency.

to keep control of prices, profits, etc. heavy
regulation is required.

——

given the barriers to entry, there must be doubt

whether new generatlng companles and suppllers would

—

develop

e m—

The parallel would therefore be more like British Gas than the
restuk ettt osin

privatisation now underway of eleqtr;plty ;n England and Wales.

e —

In short, Treasury and DTI are not persuaded that Option E is

P ———

close to Option D: rather - they fear - it could end up as
“ Wl S s e

D SRR

Option A.

Mr. Brooke seeks approval for his proposals or discussion at

E(A). Treasury and DTI want a further meeting at official

level, because Option E emerged at a late stage and has not been

fully evaluated.

P
This should not mean delay in publlcatlon of the proposed White
Paper (previously targetted for end year).

- (oniden

/Content for officials to come forward with the revised

proposals  a~d Ao WO~ Wsewe. /v*(’~

OR

Prefer to go to an immediate E(A) discussion?

Eitr

BARRY H. POTTER
10 October 1990 c:\wpdocs\economic\nie (slh)
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FINANCIAI. SECRETARY
9 October 1990

PRIME MINISTER

PRIVATISATION OF NCRTHERN IRELAND ELECTRICITY W M ij/

I have now seen the further paper tha: has been circulated to E{R)

PRI A e e i e e A e T L O N -
L,ul.L:;-_:\JueS on cae structure ct a [13.4_"::.':4.::8('1 NIE.

As you know Norman Lamont supported the conclusion Peter reached
in his minute to you of 19 July, that privatiszng NIE in its
present form would not be desirable, and that spliitting gensraticn
would offer a better chauce of introducing competition, and would
avoid the need for intrusive regulation. I am not convinced by
Peter's arguments for abandoning the potential benefits of that

approach.

I fully understand Peter's concern to ensure there is a secure and
economic electricity supply in Northern Ireland, but I cannot see
why option D should in practice impose significant risks. On the
contrary, it is only by introducing real competition into
clectricity generation in WNorthern Ireland that the economy will

derive the full benefits of privatisation.

Option E does not offer a satisfactory alternative. Peter
suggests that, under this option, NIE might ccntrol as many as 3
of the 4 power stations in Northern Irelend - and perhaps an
interconnector with Scotland as well. If that came about, what we
would have achieved is the sale of the present NIE monopoly,
hiving-off only Kilroot. As Peter says such a structure would
require heavy regulation: it was just this possibility that we
found so unattractive when we considered the privatisation cf NIE

in the Summer.
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Peter's paper also sets out proposals for introducing competition
into electricity supply. I am disappointed that these proposals
are also very restrictive: I think that we need to look further to
see if a phased approach to the introduction of competition is

possible here.

Any change from the present structure of Northern Ireland
electricity would obviously be a step into uncharted territory.

It is understandable that NIE would prefer as little change as
possible. But before any decision is taken about the future of
this industry, I think that we need to be sure that the new
structure incorporates the maximum feasible competition. If Peter
is concerned about the risks that competition might bring I

suggest that his officials discuss the point further with mine.

I understand that Peter wishes to publish a White Paper before the
end of the year. I agree that this would be a useful target, and
suggest that our officials take forward the issues in discussion

before we attempt to reach a final decision.

I am copying this minute to members of E(A) and Sir Robin Butler.

.

FRANCIS MAUDE
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I have seen your prgposals for the privatisation of NIE, as

outlined in the per enclosed with your Private Secretary's

.letter dated September.

Your decision to propose a departure from the public flotation
of the transmission, distribution and supply business; and
splitting the electricity generation into two or more
businesses to be privatised by trade sales; is both surprising
and disappointing. When the Prime Minister's Private
Secretary wrote on 25 September, reporting her agreement to
that original proposal and suggesting that the issues could be
agreed in correspondence, it did seem likely that there would
be no reason to challenge the basic principles of your
recommendations.

Faced with your new recommendation for the structure of the
industry, it is necessary to point out that it is so little
different from the single integrated utility option ("A") -
which comprised your first working assumption for the industry
and which you have now decided to abandon - that the
additional benefit to be derived from the new recommendation

must be open to question.
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Structure of the industry

Your recommended option (option "E") would create a vertically
integrated private company comprising : generating capacity
(including Ballylumford, which provides 50% of current
capacity and has a life of 20 - 25 years); the transmission
and distribution system; and the supply function. One
generating station would be sold separately, and perhaps the
two oldest stations also, if feasible. The rest of NIE would
be privatised in its existing structure.

NIE would therefore retain ownership of some generation and
the supply business - the competitive, or potentially
competitive, elements of the business. It would also retain
ownership and control of the monopoly element - the
transmission and distribution network. In practice, we have
the precedent of British Gas to show the difficulties of
concentrating competitive and monopoly elements in the hands
of one company.

The remaining generating capacity might well be unattractive
to potential investors, given that NIE would be the only &
customer for their output. And NIE would still have control
of all the transmission and distribution system plus its own
generating capacity.

Promotion of competition in new capacity

I am not convinced that your recommended option will achieve
the benefits to consumers which you seek through encouraging
new independent generators to compete for the provision of new
capacity.

On the one hand, to prohibit a major generator from
participating in the tendering process would seem to undermine
the intention of providing "the basis for future competition
in new generating capacity". Moreover, it seems likely that
such a prohibition would lead to career and morale problems in
NIE's generating business since it would effectively limit the
life of the business.

On the other hand, if the regulator - in the not too distant
future - were obliged to authorise participation by NIE in a
competition for new capacity, there would be a real danger
that the vertically integrated structure which you have sought
to avoid would be exacerbated. The resulting combination of

o>
&&
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NIE's market power and the burdensome regulation needed to
prevent its abuse may well dissuade new entrants to the
electricity generating market in the province.

You will understand, therefore, that I cannot accept your
recommended structural option for these reasons.

Concerns over dependence on commercial contracts

Turning to your rationale for recommending the new option "E",
it is not immediately apparent what advantage will be gained
over the more competitive option "D" in terms of reliance on
contracts. 1I1f, as you propose, the Kilroot, Belfast West, and
Coolkeeragh generating stations are all split from the rest of
NIE and sold, around half of the available generating capacity
in the province would be in independent ownership, and would
require fully commercial contracts to be in place. It is
difficult to see what advantage is conferred on the TDS
business (in terms of security of supply or prices) by
allowing it to keep the other half of the generating capacity
if it depends on all of the capacity being made available in

order to maintain supplies. Except, of course, the commercial
benefit which would accrue to NIE in terms of profits and
opportunity to abuse a privileged position in the market.

For these reasons, option D still appears to offer the
greatest opportunities of creating a competitive market in new
generating capacity, and of facilitating real commercial
pressure on the market to produce better prices and a more
competitive economy in the province.

Interconnector

1 agree that the ownership of any interconnector should be
structured to avoid control by NIE.

Supply competition

I also welcome your proposal for initial competition in supply
for generators of 20MW or less. It would be preferable,
however, to allow the regulator discretion to introduce full
supply competition without the requirement to modify licences,
with the attendant need to refer the issue to the MMC. While
I can recognise concern over the complexity and cost of the
pooling and settlements system in England and Wales, it seems
reasonable to expect that the cost of a system in Northern
Ireland could be on a more modest and streamlined scale, given

3
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the relative sizes of the markets and the limited number of
players in the province. You may also wish to consider
whether a limited form of pooling and settlements system may
not be required from the outset.

Further action

Since your preferred structural option only emerged as a
possibility rather late in the day, I propose that officials
discuss the matter in the forum of the Steering Group, and
report back on their findings at an early date.

I am sending copies of this letter to the Prime Minister,
other members of E(A), and Sir Robin Butler.

Recycled Paper
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ELECTRICITY PRIVATISATION: SPECIAL SHARES L /)
v

I have seen a copy of Francis Maude's letfer to you of

27 September.

I entirely agree with Francis Maude that the case for timeless
special shares in the generators was effectively negated when
the decision was taken to exclude the nuclear business from
the sale. Also, given the acceptance of the principle of a
five year limited protection for PowerGen in the event of a
trade sale, there can be no justification for now promoting a
timeless special share.

The case for a time-limited special share to permit a period
of adjustment to the private sector, and to allow a track
record to be established, is recognised. But a principle
objective of our privatisation programme is to increase the
efficiency and competitiveness of enterprises by exposing them
to private sector disciplines, including those imposed by the
capital markets. Going beyond a time-limited share would
undermine that objective.

I hope that you can now agree that time-limited special shares
are the most appropriate instruments to provide the correct
balance between helping to ease the transition of the
generating companies into the private sector, and ending
Government involvement in the future commercial decisions of
private sector companies.

I am sending copies of this letter to the Prime Minister,
Malcolm Rifkind, and Francis Maude.
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ELECTRICITY PRIVATISATION : SPECIAL SHARES

I have seen a copy of Francis Maude’s letter to you of
27 September.

I entirely agree with Francis Maude that the case for timeless
special shares in the generators was effectively negated when the
decision was taken to ex¢lude the nuclear business” from the sale.
Also, given the acceptance of the principle of a five year
limited protection for PowerGen in the event of a trade sale,
there can be no justification for now promoting a timeless

special share. — . i

The case for a time-limited special share to permit a period of
adjustment to the private sector, and to allow a track record to
be established, is recognised. But a principle objective of our
privatisation programme is to increase the efficiency and
competitiveness of enterprises by exposing them to private sector
disciplines, including those imposed by the capital markets.
Going beyond a time-limited share would undermine that objective.

I hope that you can now agree that time-limited special shares
are the most appropriate instruments to provide the correct
balance between helping to ease the transition of the generating

CONFIDENTIAL
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.companies into the private sector, and ending Government
involvement in the future commercial decisions of private sector
companies.

I am sending copies of this letter to the Prime Minister,
Malcolm Rifkind, and Francis Maude.
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B H Potter Esq

10 Downing Street

London

SW1A OAA 28 September 1990
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PRIVATISATION OF NORTHERN IRELAND ELECTRICITY
- (’4/ e 7
Thank you for your lettef of 25 September to Stephen Leach,
-
I have succeeded as Mr Brooke's Private Secretary.

As we discussed, I attach my Secretary of State's proposals for
Northern Ireland Electricity privatisation. Like the Prime
Minister, Mr Brooke hopes that these can be agreed in
correspondence, but for convenience they are in the form of an
E(A) paper in case colleagues wished to discuss them in Committee.

I am copying this letter and attachment to the Private
Secretaries to members of E(A) and to Sonia Phippard (Cabinet
Office).

%OJ&.L;CQQLW)
7h?3

o SR
A J D PAWSON
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CABINET

MINISTERIAL STEERING COMMITTEE ON ECONOMIC STRATEGY

SUB-COMMITTEE ON ECONOMIC AFFAIRS

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY (NIE):
OPTIONS FOR RESTRUCTURING THE INDUSTRY

Memorandum by the Secretary of State for Northern Ireland

INTRODUCTION

In my minute of 19 July, I reported progress on the
privatisation of NIE. The Prime Minister subsequently asked
for E(A) to be consulted on the future structure of the

industry.

The alternatives are either to sell NIE as a single unit by
flotation or to split all or part of the generation side
from transmission, distribution and supply and sell it
either by flotation or by trade sale. Annex A contains
factual information on NIE; a note on competition in
electricity supply; and broad estimates of sale receipts and
costs. My objectives in this matter are:




the introduction of competition which results in the

lowest possible prices for consumers;

further diversification of the Northern Ireland
economy, in this instance by bringing new players

with new ideas into the power sector;

wider share ownership and especially local
participation in the ownership of the industry; and

the minimum level of regulation.

The original proposal was to sell NIE as a unit. However,
it has become clear that it will be difficult for me to
achieve the most significant of my objectives by this route
and I have therefore examined other structures for the
privatised industry. My conclusion is that a major
proportion of generating capacity in Northern Ireland (at
least Kilroot Power Station) should be split off from NIE at
privatisation and that when new capacity is needed in future
NIE should be excluded from the competition to provide it,
unless the Regulator considers at the time that there are
reasons which justify its inclusion.

Competition for the provision of new generating capacity is
the form of competition which is likely to bring the
greatest benefit to consumers in Northern Ireland. The

capital investment required for new generating plant is very
high and the tendering process could produce substantial
reductions which would be passed on to consumers. I believe
that the structure of the privatised industry must be such
as to promote this kind of competition as strongly as
possible. The other forms of competition seem likely to be
less significant. Competition between existing power

stations is unlikely because of the small number of power




stations and the differences in their age, size and
fuelling. The scope for supply competition also appears to
be limited. The following paragraphs examine the main
structural options for the privatised NIE in the light of
these considerations.

THE OPTIONS

The main options are:

Option A: public flotation of the whole as a single,
integrated utility (ie in its present form);

public flotations of the Transmission,
Distribution and Supply (TDS) side of NIE and of

the Generation side (Gen) as separate companies;

a public flotation of TDS and a trade sale of
Gen to a single company;

a public flotation of TDS and a trade sale of
Gen to two or more separate companies by
competitive auction; and

trade sale of at least the most modern power
station (Kilroot) and sale of the rest of NIE,
with minimal feasible generating capacity, by
flotation.

Option A: the main advantage of this option is that it is
much the most certain way of privatising NIE; the

organisation is well known in its present form and there is
little doubt that it could be successfully floated, with
acceptable proceeds, in 1992. It would also offer scope for
maximising the number of Northern Ireland shareholders and
the cost of the sale would be kept low. There would be no




need for complex contracts between TDS and Gen and no
duplication of central functions, so costs could be kept
down.

However, this option has serious disadvantages. First, it
is likely to discourage competition for the provision of new
generating capacity, because potential independent
generators will doubt the objectivity of TDS in running a
competition for new capacity even with intrusive

regulation. Second, it implies very close regulatory
control, with the prospect of the Regulator's role being in
the end almost indistinguishable in the public's perception
from that which Government now performs. Finally, I believe
that to leave NIE in its present form on privatisation would
not give the organisation the impulse or incentive it needs
to make it find more efficient and cheaper ways to provide
its product in the future.

Option B: with this structure, TDS would be in different
ownership from Gen and would have no reason to favour it
over other generators in competitions to provide new
capacity. Potential new generators would be more likely to
compete for entry to the market (though Gen would
nevertheless have a dominant position vis-a-vis new
entrants) and the Regulator's involvement could be less
extensive than under Option A. The split would shake up the
organisation and create pressures for more efficient
operation and cost reduction on both sides. It would,
however, also introduce some additional running costs
because of the need to finance a second senior management
team and Board, together with separate headquarters and a
separate company registry.

Generation is the risky part of the electricity supply
industry and the separation of Gen from TDS would make its
sale more difficult. A combined TDS and Gen business would




be a safe income stock which could be mass marketed to all
categories of investor. Gen on its own would not be
suitable for small investors and would have to be sold
primarily to the institutions. This would reduce the level
of Northern Ireland participation in the ownership of the
generation business. My advisers tell me that it is also
likely that investors would not pay as much for a separate
Gen and that overall receipts might be reduced by some
£40/£50 million. In addition, the extra costs of arranging
two flotations could be around £2 million. The split would
also delay the privatisation programme since new top
management arrangements would have to be put in place before
the development of the privatisation proposals could
proceed. It is unlikely that the industry would be ready
for sale before April 1993, Difficulties would arise from
having a monopoly generator facing TDS, at least in the
initial period before substantial new generators could enter
the market.

Option C: Option C overcomes a number of the difficulties of
Option B by selling all of the exiting generating plant to a
trade purchaser, perhaps with provisions for a management/
employee share option scheme. The right purchaser would be
able to provide solid capital backing for Gen and is likely
to pay more than investors would pay under Option B (the
purchaser would be buying total control of Gen, which
separate investors under Option B would not have).

Aggregate receipts under Option C could be about the same as
for Option A. The additional costs for a second flotation
would not arise and it would be unnecessary to install in
advance new top management in Gen as the purchaser would
wish to resolve that issue in his own particular way.

Aggregate running costs for TDS and Gen should not exceed

the costs incurred under Option A; indeed corporate
ownership of Gen might force greater efficiency savings than
a flotation. Option C also offers the possibility that TDS




could obtain more favourable terms in its contracts with Gen
for bulk electricity supplies; the contracts would be
toughly negotiated with a trade purchaser rather than framed
to attract the institutions, and this would benefit
consumers. It might also be possible to sell Gen by

October 1992.

Against this, Option C would further reduce the opportunity
for the Northern Ireland public to participate in the
ownership of the generation business and the difficulty of
having a monopoly generator for an initial period would
remain. This option is almost certain to attract increased
opposition from the trade unions and local MPs, all of whom
are already opposed to the privatisation of NIE in principle
and would probably find trade sale of a monopoly generator
less acceptable still.

Option D: Option D provides for a trade sale of Gen in two
or more lots. As in Option C, the plant could be sold with
tougher contracts than would be possible under a flotation.
The aggregate receipts for the business as a whole would be
around the same as for Option A. The generating plant could
be sold at an early stage, perhaps as early as April 1992.
A further advantage of this option is that it would
introduce immediately an element of competition in the form
of competitive auctions for the generating plant and ensure
that there would be more than one generator from the
outset. This would provide a sound basis for future

competitions for new capacity and underscore the possibility
of having a less complex regulatory regime. Splitting the
generation side into smaller lots may also make it easier

for employees and Northern Ireland investor groups to be
involved in bids than would be the case under Option C.
Furthermore, the disaggregation of Gen is more likely to
expose potential savings which could make the aggregate
running cost of this option lower than Option A.




On the debit side of Option D is that it is uncharted
territory and would make the success of the privatisation
less certain. The TDS side of the business would have a
duty to supply but no generating capacity of its own nor
access to a pool. This would be a unique situation so far
as I am aware and NIE believes that this would create risks
to the security of supply and to prices. TDS's ability to
meet consumer demand would depend entirely on long-term
contracts with generators in which there would be potential
for dispute and disruption. This option could therefore
increase the level of risk in the restructuring. It would
also reduce TDS's ability to invest in generating capacity
outside the Province or to maintain its present earnings as

a consultant on generation in the third world.

Option E: This option would immediately create two

generators in Northern Ireland and provide the basis for

future competition for new generating capacity. As in
Option D, the new owners of Kilroot Power Station would be
responsible for building the second phase (Kilroot II) and
so the sale of Kilroot would also be, in effect, a
competition to build new capacity, which would be valuable.
The costs of the sale would also be similar and the scope
for local participation in ownership of the industry would
probably be greater than in Option D. The level of
uncertainty and the risk of disruption would be less than in
Option D because the restructuring would be less extensive
and, in the early years at least, there would be less
dependence on contracts. In any of the split options, there
is a risk of strike action by the Unions who might fear a
loss of jobs, and opposition from the Board and management
of NIE who prefer sale as a unit (Option A). However, this
option is close to an arrangement that NIE management has
indicated it could accept and so should prevent delays to
the privatisation process and help to counter union
objections.




Option E would however leave NIE a substantial generator and
could re-introduce the need for substantial requlation,
since TDS would have incentives to bias day-to-day
operations and, much more importantly, future competitions
for new capacity, in favour of its own generation side.
Therefore, unless there is a restriction on NIE's right to
participate in new capacity competitions, this structure
would be prone to the major weakness of Option A, in that it
could deter potential new generators from entering the
market. If NIE is barred from competing to build future
power stations, however, we will eventually achieve the
complete separation of TDS and generation which Option D
seeks, but only in the longer term. Such a bar could be
lifted if the contractual system proves not to be workable
or if a real competition for new capacity cannot be created
at some future time.

CONCLUSIONS ON STRUCTURE

15,

If the privatisation of NIE is to be of real benefit to the
Northern Ireland economy and to consumers in the longer
term, it is essential that new independent generators should
be encouraged to compete for the provision of new capacity
when it is required. 1In seeking to create a structure which
will favour such competition, I must, however, at the same
time, avoid taking unnecessary risks with this vital

industry or imposing costs which will not be offset by
potential benefits. I believe that Option A would inhibit

new capacity competition and must be rejected. Options B
and C would be better in this respect but less than perfect:
they would promote no competition in the short-to-medium
term, while in future capacity competitions potential new
generators would be likely to be deterred by an existing
monopoly generator. I believe therefore that the choice of
structure lies between Options D and E.




The advantages of Option D are that it would ensure full and
open competition for new capacity in the future and create
an element of competition in the privatised industry from
the outset, by breaking up the generating monopoly. But
this option has the disadvantage that it would be an
all-or-nothing commitment to an untried structure, with the
risks and uncertainties that that entails, as outlined in

paragraph 12 above. My conclusion is that it is too radical

a change to attempt in a single step, given the vital nature
of the electricity industry and the serious consequences if
things go wrong.

I therefore feel that I must allow NIE to retain some
presence in generation. I cannot, at this stage, reach a
firm view on how substantial that presence need be. NIE
have argued that they should retain all the present
generating capacity other than Kilroot and there has been a
presumption that they would own the Scotland/Northern
Ireland interconnection if that project proceeds. If that
were the outcome, then the risks that NIE would exploit
monopoly power would necessitate intrusive regulation as in
Option A. However, it may be possible to reduce NIE's
continuing generating presence significantly below that
level, thus creating a more competitive structure and
reducing the need for regulation. I therefore propose to
explore whether Belfast West and Coolkeeragh power stations
can be sold separately or in conjunction with Kilroot, and I
will seek to structure ownership of any interconnector so as
to deny NIE control of it.

The benefit of Option E is that it will break up NIE's
generating monopoly, and create immediate competition for
completion of Kilroot II. It will also allow the
feasibility of reliance on contracts between TDS and a
generator to be tested in practice before there is any




full-scale commitment for every station on the system. If
the contracts prove satisfactory, the system might then
evolve, with the benefit of experience, towards the
structure envisaged in Option D.

Under Option E, NIE would remain a substantial generator and
the problem of arranging fair and unbiased competitions for
new capacity in future would therefore have to be tackled.
It would be possible to do so by means of a licence
condition prohibiting NIE from entering such competitions,
which would mean it had no incentive to favour any of the
bidders and the latter would therefore not be discouraged by
fear of bias. Over time, as its existing stations reached
the end of their lives, NIE would cease to be a generator.
There are some dangers in such a prohibition (for example,
if there were only one bidder for construction of new
capacity, NIE could be compelled to take the price offered,
even though it might be able to provide the capacity cheaper
itself); but, since the prohibition would be a licence
condition, it could be revoked to allow NIE to bid if that
should happen or if other circumstances should arise which
would justify NIE's inclusion. The licence would spell out
carefully what these circumstances might be.

There is evidence that there are real cost improvements to
be made as against NIE's present performance and splitting
the organisation offers the best prospect of securing
these. It is difficult to quantify the savings but there
are a number of areas which might be expected to be tackled

vigorously. NIE's manning levels, for example, are high
compared to other UK electricity companies. Statistics
published by the Northern Ireland Economic Council show that
by comparison with other regions of the UK, NIE has
significantly more employees per 1,000 customers, has higher
labour costs per employee and has higher labour costs per




unit. I understand that substantial reductions are expected
in the workforce in Great Britain after privatisation and,
in light of the above, I would expect that there must be
scope for similar cost savings in Northern Ireland also.

The introduction of new ownership at Kilroot, with different
ideas on manning levels and labour practices, could provide
a stimulus and an opportunity for NIE to review the position
in its own power stations. The costs of the TDS side would,
of course, be controlled by the Regulator, but I would hope
that, in negotiations with NIE about the structure and about
the rules for participation in competitions, it might be
possible to obtain a commitment in advance to the efficiency
savings which could be made in TDS.

Any change in the present structure of NIE will carry some
risks, but for the reasons given I have concluded that
change is essential. It would be easy to leave things as
they are, but it is in the long term interest of consumers
and the Northern Ireland economy to create a more
competitive environment. I must however balance the risks
of change against the potential benefits and I have reached
the view that it would be dangerous to try and introduce
very sweeping change too rapidly. I would therefore propose
to proceed with Option E, as set out in paragraphs 13-14 and
17-19 above, and announce it in a White Paper.

SUPPLY COMPETITION

22.

Allowing consumers to choose who supplies electricity to

their premises - supply competition - can be the most

effective means of making the electricity industry
responsive to customers' needs. However, extensive supply
competition involves many competing suppliers wishing to use
the transmission and distribution network to serve their
customers. Without central control this can undermine merit
order despatch and threaten the network's stability. One




possible consequence is the collapse of the whole system,
causing a total black-out; if this were to happen it could
take several hours to restore supplies.

In England and Wales this problem has been tackled by the
introduction of a centralised and highly complex pooling and
settlement arrangement to control the despatch of
electricity from generating plant. In Northern Ireland such
an arrangement would not benefit consumers because the small
number of relatively large generators on the system would be
able to manipulate it to increase their profits at the
expense of consumers. Other potential difficulties would
arise out of the obligation to supply which will be placed
on the established supplier, in this case TDS.

I believe that the appropriate arrangement for Northern
Ireland would be to limit supply competition to small
generators of up to about 20MW who would be able to despatch
electricity whenever they wished. This would avoid the
complexities of a pool, though for reasons of network
stability the aggregate amount of electricity the small
generators could supply would have to be limited.

Though limited initially, the arrangement for supply
competition could be allowed to develop as the system

grows. The draft legislation being prepared at present
would enable the Regulator to introduce more extensive forms
of supply competition in the longer term by licence
amendment following an MMC reference.

RECOMMENDATIONS

26. Colleagues are invited to endorse my conclusions that:

(a) at least Kilroot Power Station should be split off
from the rest of NIE (TDS and the three older power




stations) and sold separately; if feasible, Belfast
West and Coolkeeragh should also be split off from
NIE;

the ownership of any interconnector with Scotland
should if possible be structured to ensure that NIE
does not control it;

NIE with a residual generating capacity should be
sold by public flotation, Kilroot should be sold to a
trade purchaser with a contract to complete Phase II,
and suitable arrangements should be made for Belfast
West and Coolkeeragh;

NIE should be prohibited by licence from entering
competitions for new generating capacity unless the

Regulator decides that there are valid reasons for

lifting the prohibition; and

provision should be made for supply competition to be
introduced in a limited form for generators of 20MW

or less.

I would plan to announce the arrangements for the
privatisation of NIE in a White Paper to be published before
the end of the year. Colleagues would of course be kept

informed.

NORTHERN IRELAND OFFICE
28 September 1990







DRAFT
E(a)
MEMORANDUM FROM THE SECRETARY OF STATE FOR NORTHERN IRELAND

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY (NIE): OPTIONS FOR
RESTRUCTURING THE INDUSTRY

INTRODUCTION

3 In response to my minute in July reporting on the
privatisation of NIE, the Prime Minister asked for a
discussion at E(A) on the future structure of the industry.

The alternatives are to sell NIE either as a single unit or
by splitting the generation side from transmission,
distribution and supply and, if the latter, to sell
generation either by flotation or by trade sale. My
objectives in this matter are:

the introduction of competition which results in the
lowest possible prices for consumers:

further diversification of the Northern Ireland
economy, in this instance by bringing new players with
new ideas into the power sector;

wider share ownership and. especially local
participation in the ownership of the industry; and

the minimum level of regulation.
L ——

The original proposal was to sell NIE as a unit. However, it
has become clear that it will be difficult for me to achieve
the most significant of my objectives by this route and I
have therefore examined other structures for the privatised
industry. My conclusion is that there should be a split and
that generation should be sold by trade sale, preferably to
more than one buyer.




The form of competition which is likely to bring the greatest
benefit to c¢onsumers in Northern Ireland is competition for
the provision of new generating capacity. The capital
investment required for new generating plant is very high and
the tendering process could produce substantial reductions
which would be passed on to consumers. I believe that the
structure of the privatised industry must be such as to
promote this kind of competition as strongly as possible.

The other forms of competition seem likely to be less
significant. Competition between existing power stations is
unlikely because of the small number of power stations and
the differences in their age, size and fuelling. The scope
for supply competition appears to be limited (para below).
The following paragraphs examine the main structural options
for the privatised NIE in the light of these considerations.

THE OPTIONS

The main options are:

Option A: public flotation of the whole as a single,
integrated utility (ie in its present form);

Option B: public flotations of the Transmission,
Distribution and Supply (TDS) side of NIE and of
the Generation side (Gen) as separate companies;

Option C: a public flotation of TDS and a trade sale of Gen
to a single company;

Option D: a public flotation of TDS and a trade sale of Gen
to two or more separate companies by competitive
auction; and




Option E: (proposed by NIE): trade sale of one major power
station (Ballylumford or Kilroot) and sale of the
rest of NIE by flotation.

Option A: the main advantage of this option is that it is
much the most certain way of privatising NIE; the
organisation is well known in its present form and there is
little doubt that it could be successfully floated, with
acceptable proceeds, in 19%2. It would also offer scope for
maximising the number of Northern Ireland shareholders and
the cost of the sale would be kept low. There would be no
need for complex contracts between TDS and Gen and no
duplication of central functions, so costs could be kept
down.

However, this option has serious disadvantages. First, it is
likely to discourage competition for the provision of new
generating capacity, which, as mentioned above, is
potentially the most beneficial form of competition in
Northern Ireland. Second, it implies very close regulatory
control, with the prospect of the Regulator's role being in
the end indistinguishable from that which Government now
performs. Finally, I believe that to leave NIE in its
present form on privatisation would not give the organisation
the impulse or incentive it needs to make it find more
efficient and cheaper ways to provide its product in the
future. It is for these reasons that I decided to look again
at the possibility of splitting NIE.

7 Option B: with this structure, TDS would be in different
ownership from Gen and would have no reason to favour it over
other generators in competitions to provide new capacity.
Potential new generators would be more likely to compete for
entry to the market (though Gen would nevertheless have a
dominant position vis=-a-vis new entrants) and the Regulator's

3.




invelvement could be less extensive than under Option A. The
split would shake up the organisation and create pressures
for more efficient operation and cost reduction on both
sides. It would, however, also introduce some additional
running costs because of the need to finance a second senior

management team and Board, together with separate
headgquarters and a separate company registry.

Generation is the risky part of the electricity supply
industry and the separation of Gen from TDS would make its
sale more difficult. A combined TDS and Gen business would
be a safe income stock which could be mass marketed to all
categories of investor. Gen on its own would not be suitable
for small investors and would have to be sold primarily to
the institutions. This would reduce the level of

Northern Ireland participation in the ownership of the
generation business. My advisers tell me that it is also
likely that investors would not pay as much for a separate
Gen and that overall receipts might be reduced by some
£40/£50 million., 1In addition, the extra costs of arranging
two flotations could be around £5-10 million. The split
would also delay the privatisation programme since new top
management arrangements would have to be put in place before
the flotations could proceed. It is unlikely that Gen would
be ready for sale before April 19%3., Difficulties would
arise from having a monopoly generator facing TDS, at least
in the initial period before substantial new generators could
enter the market.

Option C: Option C overcomes a number of the difficulties of
Option B by selling all of the existing generating plant to a
trade purchaser, perhaps with provisions for a management/
employee share option scheme. The right purchaser would be
able to provide solid capital backing for Gen and is likely
to pay more than investors would pay under Option B (the

4.




purchaser would be buying total control of Gen, which
separate investors under Option B would not have). Aggregate
receipts under Option C could be about the same as for
Option A. The additional costs for a second flotation would
not arise and it would be unnecessary to install in advance
new top management in Gen as the purchaser would wish to
resolve that issue in his own particular way. Aggregate
running costs for TDS and Gen should not exceed the costs
incurred under Option A; indeed corporate ownership of Gen
might force greater efficiency savings than a flotation.
Option C also offers the possibility that TDS could obtain
more favourable terms in its contracts with Gen for bulk
electricity supplies; the contracts would be toughly
negotiated with a trade purchaser rather than framed to
attract the institutions, and this would benefit consumers.
It might also be possible to sell Gen by October 1992,

Against this, Option C would further reduce local

participation in the ownership of the generation business.
The dAifficulty of having a monopoly generator for an initial
period would remain. This option is almost certain to
attract increased opposition from the trade unions and local
MPs, all of whom are already opposed to the privatisation of
NIE in principle and would probably find trade sale of a
monopely generator less acceptable still.

Option D: Option D provides for a trade sale of G in two or
more lots. As in Option C, the plant c¢ould be sold with
tougher contracts than would be possible under a flotation.
The aggregate receipts for the business as a whole would be
around the same as for Option A. The generating plant could
be sold at an early stage, perhaps as early as April 1992. A
further advantage of this option is that it would introduce
immediately an element of competition in the form of
competitive auctions for the generating plant and ensure that

5.




there would be more than one generator from the ocutset. This
would provide a sound basis for future competitions for new
capacity and would further underscore the possibility of
having a relatively simple regulatory regime. Splitting the
generation side into smaller lots may also make it easier for
employees and NI investor groups to be involved in bids than
would be the case under Option C. Furthermore, the
disaggregation of Gen is more likely to expose potential
savings which could make the aggregate running cost of this
option lower than Option A.

The main point on the debit side of Option D is that it is
uncharted territory and would make the success of the
privatisation less certain. It would open up issues, the
outcome of which cannot be confidently predicted but which
have the potential to delay the privatisation significantly
or even frustrate it. The trade unions might see it as a
precursor to serious job losses in the power stations and
threaten, or actually take, strike action. (The existing top
management might become less co-operative regarding the whole
privatistation process than it has been so far. Sale of
generation in two or more pieces could bring in bidders such
as the Republic of Ireland's Electricity Supply Board (ESB)
or Electricté de France, both state-owned undertakings whose
ownership of part of the industry would run c¢ounter to the
very concept of privatisation; and in the case of the ESB,
the political dimension would certainly be exploited by the
unions. The very process of breaking up generation may
reveal technical or commercial problems which are at present
unforeseen. I return to these issues after considering the
final option.

Option E: this option (trade sale of a major power station
and flotation of the rest of NIE as a unit) has been proposed
by NIE, as an alternative to its preferred solution,

6.




Option A. Like Option D it would create two generators in
Northern Ireland and provide the basis for future competition
for new generating capacity. If the station sold were
Kilroot, the new owners would be responsible for the building
of the second phase (Kilroot II): the cash flow of the rest
of NIE would be improved and overall privatisation proceeds
might be about the same as in Option D. The costs of the
sale would be also similar and the scope for local
participation in ownership of the industry would probably be
greater than in Option D.

Option E would however leave TDS a substantial generator and
would re-introduce the need for heavy regulation, since TDS
would have incentives to bias competitions for new capacity
and the day=-to=day operations in favour of its own generation
side. This structure therefore shares to a significant
extent the major disadvantage of Option A, in that it could
deter potential new generators and squeeze the most

beneficial form of competition out of the system.

CONCLUSIONS ON STRUCTURE

5.

If the privatisation of NIE is to be of real benefit to the
Northern Ireland economy and to consumers in the longer term,
it is essential that new independent generators should be
encouraged to compete for the provision of new capacity when
it is required. 1In NI that could mean that 20/30% of total
capacity could pass into separate ownership in the first new
capacity competition after privatisation., The best way of
ensuring that such competition does arise is to separate TDS
from Gen at the outset to provide a more level playing field
for potential new entrants. I believe that this tells
decisively against the original proposal to sell as a unit,
and also against NIE's Option E.
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18.

The reduction in receipts and the additional costs that would
arise from the flotation of an independent Gen makes Option

B an unattractive route. I also believe that, of all the
ngplit" options, this is the one that would imply the highest
running costs. I would therefore prefer to sell Gen to trade
purchasers and I believe that this would send the strongest
signal to potential new generators that there is room for
them in the industry. A multiple split of the existing
generating plant under Option D has additional advantages
over the single generating company in Option C in that it
breaks up the generating monopoly and creates a competitive
element in the industry from the outset.

There is evidence that there are real cost improvements to be
made as against NIE's present performance and eplitting the
organisation offers by far the best prospect of securing
these. It is difficult to quantify the savings but there are
a number of areas which trade purchasers might be expected to

{\tackle vigorously. NIE's manning levels, for example, are

high compared to other UK electricity companies. Its wage

« . levels are aligned with those of the GB industry and are high

in comparison with the generality of wages in NI; and the
proportion of staff with wages in the higher ranges may be
greater than elsewhere. Moreover there is likely to be a
significant overhead charge for providing central services to
the generation side, which could be considerably reduced if
the power stations were run by separate owners as part of
their wider business. Option D should therefore add short-
to-medium term benefits to those that would arise in due
course from competition for new capacity.

The problem of the uncertainty of Option D already mentioned
is not negligikle, but I do not believe it should deter me

from choosing that option. Any change in the present
structure will carry some risks, but for the reasons given I

8.




have concluded that change 1s essential. It would be easy to
leave things as they are, but it is in the long term interest
of consumers and the Northern Ireland economy to create the
most competitive, least cost structure for this industry. I
therefore propose to proceed with Option D. 1In doing so, I
will explore the possibility of stimulating interest in
management/enployee buy=outs, purchases by NI investor=groups
and combinations of these and external sales in order to
maximise the level of local participation in the generation
side of the business.

SUPPLY COMPETITION

19.

Allowing consumers to choose who supplies electricity to
their premises = supply competition = is the most effective
means of making the electricity industry responsive to
customers' needs. However, extensive supply competition
involves many competing suppliers wishing to use the
transmission and distribution network to serve their
customers. Without central control this can undermine merit
order despatch and threaten the network's stability. One
possible consequence is the collapse of the whole systen,
causing a total black-out; if this were to happen it could
take several hours to restore supplies.

In England and Wales this problem has been tackled by the
introduction of a centralised and highly complex pooling and
settlement arrangement to control the despatch of electricity
from generating plant. 1In NI such an arrangement would not
benefit consumers because the small number of relatively
large generators on the system would be able to manipulate it
to increase their profits at the expense of consumers.
Another potential difficulty with supply competition arises
from the obligations to supply traditionally placed on the
established supplier. [?he established supplier arranges

9.




long-term contracts with generators in order to meet the —_\

expected demands of customers. The loss of some major
‘\

customers to competitors can then mean that the established Kﬁ

supplier is left bearing the costs of the redundant *Q
contracts, and these have to be spread among remaining }9
customers, so making the supplier increasingly
uncompetitive.:]

I believe that the appropriate arrangement for NI would be to
limit supply competition to small generators of up to about
20MW who would be able to despatch electricity whenever they
wished.[fThese generators/suppliers would be charged standard
terms for use of the transmission and distribution wires, and
there would be arrangements under which they could buy power
from the large generators to cover occasions when they were
unable meet their customers' demands because of plant
breakdown or some other reason:} This would avoid the
complexities of a pool, though for reasons of network
stability the aggregate amount of electricity the small
generators could supply would have to be limited.ZTThis limit
would also mean that the problem of redundant contracts would
not arise to any significant extentf}

Though limited initially, the arrangement for supply
competition could be allowed to develop as the system grows.
The draft legislation being prepared at present would enable
the Regulator to introduce more radical forms of supply
competition in the longer term by licence amendment following
an MMC reference.




RECOMMENDATIONS

23. Colleagues are invited to note the conclusions of this
memorandum that:=-

a. NIE(TDS) should be separated from Gen;

NIE(TDS) should be sold by public flotation and Gen
should be sold to two or more trade purchasers; and

provision should be made for supply competition to be

introduced in a limited form for generators of 20MW or
less,
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ANNEX A
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NIE FACT SHEET
Capacity, fuel, demand, consumers, sales and employees

COMPETITION
Forms of competition in the electricity supply industry
and their expected effect on Northern Ireland

SALES RECEIPTS AND COSTS
Summary of the estimated sale receipts and costs

associated with each of the main options for re-structuring
NIE.
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NIE FACT SHEET

1.0 Generation Capacity

Power Station MW (Fuel) Commissioning Retirement
dates dates

Ballylumford 960 (o0il) 1968/74 2007715
120 (GTs)* 1975/76 .2024
Belfast West 240 (coal) 1954/58 1994/98
Coolkeeragh 360 (o0il) 1959/67 1996/2004
60 (GTs)* 1972 c.2024
Kilroot 1 400/520 (coal/oil) 1981/82 *x* c.2024
60 (GTs)* 1980/81 c.2024

Gas turbines burning distillate

Converted from oil to dual coal/oil firing in 1989

2200MW - when Kilroot 1 is burning coal
2320MW - when Kilroot 1 is burning oil.

Fuel Diversity

0il dependency - when Kilroot 1 is burning coal

Maximum demand

1399MwW (1990)




Consumers Units (million)

Domestic 519398 (87%)

Farming

Small commercial and industrial

Large commercial and industrial 2401 (42%)

598651

Empl

Managerial
Technical/Engineering
Administrative & Clerical
Industrial

Trainees




é

COMPETITION

2.1 The transmission and distribution functions of the
electricity supply industry are natural monopolies and therefore
offer no opportunities for the introduction of competition.

2 Competition arises, or can be introduced, in the tendering
process for new capacity, the despatch of electricity from power
stations in merit order, and the supply of electricity to consumers.

23 New ity. Competition for new capacity puts pressure on
tenderers to contain capital costs, to maximise the availability and
efficiency of plant, to negotiate tough contracts with fuel
suppliers and to keep profits down to a normal level. The capital
investment required for new plant is very high and the tendering
process could produce substantial reductions which could be passed
on to consumers. This form of competition could bring big benefits
to consumers in Northern Ireland. However, the competitive pressure
ends when the tendering process is completed and it is important
therefore to ensure that the winner has no recourse to contract
re-openers, except under clearly defined and limited circumstances,
after the power station has been commissioned and there are no
longer any competitors to constrain the generator's bargaining
position.

2.4 Merit order. Merit order competition gives generators the
incentive to keep running costs to a minimum, to sell power at
prices close to running costs, and to maximise the availability of
the plant. The lower the selling price and the higher the
availability, the more the plant is called upon to run. Consumers
benefit from the lower prices and the most frequently used
generators maximise their profits. Merit order competition will

- 4 -
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not, however, exercise the same downward pressure on costs in the
small Northern Ireland system as would be expected in a much larger
system. There are only four power stations in Northern Ireland and
it will be easy for the generators to work out fairly accurately
where the stations stand in the merit order and the extent to which
this might be altered by factors within the control of the station
managers. If the generators know that costs cannot be cut
sufficiently to alter the merit order they will have no incentive to
make reductions which offer no prospect of additional reward.

2.5 Supply. Supply competition is the most effective means of
making the electricity industry responsive to consumers' needs.
Having the opportunity to select alternative suppliers places
consumers in a strong position to negotiate supply contracts that
suit their particular requirements. To make this system work all
suppliers must have access to the transmissions and distribution
wires on standard terms. Use of the wires must also be subject to
central control otherwise electricity could not be despatched in
merit order and the stability of the system would be threatened.

2.6 In Northern Ireland it will be difficult to develop an
effective and efficient means of central control that would enable
several suppliers to use the transmission and distribution wires at
the same time. England and Wales have adopted a pooling and
settlment arrangements under which generators sell their electricity
to the pool at a price bid by them on a daily basis. The generators
must keep their bids as low as possible in order to maintain or
increase their prospects of being run continuously or frequently. A

pool would not apply that sort of downward pressure on prices in

Northern Ireland because of the limited effect merit order
competition has on a very small system. It has already been noted
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in paragraph 2.4 above that generators in Northern Ireland will know
where they stand in the merit order and will be able to make a
fairly accurate assessment of the lead they might have on their
competitors. In these circumstances generators could pitch their
bids to the pool closer to their estimate of their nearest
competitors costs, even though they could have bid lower. Prices to
consumers would therefore rise.

2.7 A further difficulty with supply competition is that it is
likely to make the established supplier's obligation to supply more
expensive. In order to fulfil the obligation to supply, the
established supplier must have in place sufficient long-term
contracts with generators to meet the expected demands of
consumers. New suppliers can enter the market only by attracting
consumers away from the established supplier. As they gain market
share, the established supplier will accumulate a growing surplus of
capacity in contracts for which he must continue to pay. Some
control over the amount of surplus capacity could be exercised by
revoking the established supplier's obligation to supply consumers
who opt to take electricity from other supply companies. This need
not be a permanent exclusion,but the consumers would have to be
required to give a substantial period of notice which would allow
the established supplier sufficient time, if required, to make
adequate provision for them before restoring the supply of
electricity. Nevertheless, surpluses would occur from time to time
and the cost of carrying them would have to be borne by the
established supplier's consumers.

2.8 The only means of avoiding or minimising the problem in
Northern Ireland would be to limit supply competition to small
generators of, say, 20MW who could despatch electricity whenever
they wished. They would be charged standard terms for the use of
the transmission and distribution wires, and would also have to have
available arrangements for buying electricity from the established

- 6 -




supplier, again on stndard terms, to cover situations in which they

were unable to generate enough electricity to meet their customers

demands.

2.9 For reasons of network stability the aggregate amount of
electricity supplied by small generators would have to be limited,
but the arrangements could be allowed to develop as the system
grows. Legislative provisions would also be made at the outset
which would enable the Regulator to introduce more extensive forms
of supply competition in the longer term by licence amendment

following an MMC reference.




3. SALES RECEIPTS AND COSTS

The table below sets out the estimated sales receipts and costs for
each of the options considered in the memorandum, and shows the
expected ranking order of each option in terms of effectiveness in
reducing running costs. The estimates of receipts must be treated
as no more than rough approximations.

estimated* costs of sale, effectiveness*¥*
receipts contract in reducing
negotiations, running costs
etc.
£m

300
250
300
300 plus
300 minus

* The level of receipts realised will depend heavily on the
price of electricity at the time of the sale and on the details of
the requlatory regime and contracts. In general, predictions of
receipts from trade sales can be expected to be more accurate than
predictions of receipts from flotation.

x% It is difficuly to estimate at this stage the savings in
running costs that could be achieved under each option. Option D

should achieve the largest savings and would be expected to reduce

costs by at least £2m per annum more than the lowest ranked option,
Option B.
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ELECTRICITY PRIVATISATION: SPECIAL SHARES

Following the exchanges between Peter Lilley and Malcolm Rifkind
earlier this year; I have looked again at the correspondence on
this subject, and see that the issues were left unresolved.

I am not convinced by Malcolm's arguments against time-limited
special shares in Scotland, but the structural characteristics of
the industry in Scotland are sufficiently different from those in
England and Wales to justify a fresh look at the position in
England and Wales independently of what is decided for Scotland.

I therefore propose again that we extend to National Power and
PowerGen time-limited special shares of the kind envisaged for the
Regional Electricity Companies.

The strategic case for timeless special shares in the generators
fell when we withdrew the nuclear stations from the sale. The
proposed 5 year protection in the purchase agreement for PowerGen
was an implicit acceptance of the principle of time limiting. I
therefore see no difficulty publicly in announcing a new approach.
That would of course be justified by the benefits which flow from
development of a competitive generating sector in England and
Wales subject to conventional capital market pressure.

I am sending a copy of this letter to the Prime Minister,
Malcolm Rikfind and Peter Lilley.
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Your ref :

Barry Potter Esqg

Private Secretary to

The Prime Minister

10 Downing Street
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PRIVATISATION OF NORTHERN IRELAND ELECTRICITY

You indicated on 3 September that the Prime Minister was willing for
the environmental issues relating to this privatisation to be
considered by E(A) alongside the economic ones.

I have subsequently seen John Neilson’s letter of 4 September. As he
indicates, Mr Trippier has recently secured the agreement of
colleagues to proposed allocations of the national sulphur
reductions required by the Large Combustion Plants Directive and we
are now consulting publicly on these. We therefore agree with John
that there will be no need for E(A) to consider these issues.

7 &
L

PHILLIP WARD
Private Secretary
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary
25 September 1990
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PRIVATISATION OF NORTHERN TRELAND ELECTRICITY

Following an earlier round of correspondence, the Prime
Minister proposed that the privatisation of Northern Ireland
Electricity (NIE) should be considered at E(A). The item is on
the agenda for the discussion on 4 October.

The Prime Minister has had an opportunity to see an
early draft of a paper for E(A). She is now persuaded that the
Government should go ahead with privatisation along the lines
favoured by your Secretary of State. She understands this would
involve a public flotation of the transmission/distribution
business; splitting electricity generation into two companies;
and aiming for a trade sale of each company.

Accordingly, and in view of the pressures on Ministerial
diaries in the week before the Party Conference, the Prime
Minister would like to see whether this matter can be cleared in
correspondence. The next step would therefore be for your
Secretary of State to circulate his final proposals and seek
colleagues' approval.

Subject to comments from colleagues on E(A), the Prime
Minister hopes it will prove possible to agree the proposed
approach in correspondence.

I am copying this letter to the Private Secretaries to
members of E(A) and to Sonia Phippard (Cabinet Office).

\M

11”V<3

BARRY H. POTTER

Stephen Leach, Esq.,
Northern Ireland Office.
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PRIME MINISTER

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY

You may recall there was an earlier round of correspondence about

the privatisation of Northern Ireland electricity (NIE).

The Northern Ireland Secretary favoured breaking up the

distribution and electricity generation components of NIE and

privatising them separately. This view was supported by Treasury
—

and DTI. But Policy Unit was not persuaded that the size of NIE

— ey g,

was sufficient to justify a break up into separate companies

prior to privatisation.

In the attached paper, George Guise (Policy Unit) advises that,
following further examination, he is now persuaded the

Government should go ahead with privatisation along the lines

favoured by Mr. Brooke. The proposed option (option D in the

draft paper) would involve a public flotation of the transmissioq/

distribution businesS; splitting electricity generation into two

companies; and aiming for a trade sale of each company. This

would go ahead in 1992.

e

—

Assessment

The policy choice is between an easier and earlier privatisation

of NIE as a single company; and a later, perhaps more difficult
S N R e

privatisation, which would bring potentially stronger and wider

economic benefits.

If NIE is sold as a single company, it will retain its monopoly.
There is evidence that NIE is inqggégient and overmanned.
=
Privatisation as a single company would do nothing to break down
sea——

’ Pas IR o, . .
the monopoly - including the effective monopoly power enjoyed by
the trade unions. (Correspondingly the ability to make monopoly

o .
profits would make the sgiyes more attractive.)

Privatisation in the form proposed by Mr. Brooke is the right

economic solution. It brings competitive pressures t6 bear-on

the generators; it would force the generators to compete for the
CONFIDENTIAL
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transmission network; and it would remove the cosy relationship
with the trade unions. Moreover the premium from the trade sale
stiould mean total proceeds at about the same level as a public
flotation of NIE as a single entity (which would earn a

"monopoly" bonus).

The draw-backs are the uncertainty about arranging a trade sale—
in particular the risks of no buyer; and thus being forced back

either to privatisation as’g—;zggfé unit, or public flotation of
one or both generators. The latter would probably lead to lower

proceeds than sale as a single entity.

Policy Unit, Treasury and DTI are all to proceed with the

three company option (D) as set out in the attached paper.
K’ -

No decision is required on substance at this stage. But there is
pressure for the matter to be cleared in correspondence, rather

than going to an E(A) discussion next week.

(1) Content for the issue to be cleared in

correspondence? fuJ://
4

Prefer the E(A) discussion to go ahead next week

as planned?
or (in view of the pressures on your diary)

Prefer to postpone the E(A) discussion until after

the Party Conference?

Ee

24 September 1990

jd c:\wpdocs\economic\nie
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21st September 1990

PRIVATISATION OF NORTHERN TIRELAND ELECTRICITY (NIE)

Discussions with the Northern Ireland Office and the Treasury

have made me less sceptical about the preferred method of

proceeding. This is to arrange for a trade sale of
Generation in ?ZEMSE,EQEE—lOtS coupled with a flotation of
the Distribution and Supply business. Three activities in
separate ownership would therefore be created. My initial
fear was that the whole enterprise was not sufficiently large
to warrant sub-division on this scale and that the NI Office
might be pressing for competition at an uneconomic cost for
doctrinaire reasons. I attach a draft E(A) paper from the
Northern Ireland Secretary in substantially final form which

has Treasury support.

I am now satisfied that a thorough analysis of the

alternatives has been made and that Richard Needhanm's

suspicions that the present industry is an inefficient, cosy

monopoly are justified. Manning levels are higher than
elsewhere in the UK with a greater proportion of staff in the
higher wage categories.

The paper gives a closely .f;ééarched” analysis of five
different options. 1In particular, it does not gloss over the
difficulties of its preferred option D and paragraph 12 sets
these out. Proceeds will be 1lower because less monopoly
profit will be locked in. The Trade Unions and Northern
Ireland Electricity (NIE) will not 1like it because it will
lead to more efficiency and therefore agig,manning. These

———

are all indirect arguments that the NIO has made the right
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decision in selecting option D.

NIE, advised by BZW, continue to fight a rearguard action in
favour of minimum break up. I have been assured that the
Northern Ireland Secretary is fully aware of their argument
and indeed has arranged to see them on Monday. However, I
doubt whether that meeting will result in any major change in
the Department's proposal which I support.

Conclusion and Recommendation

It would be politically easier and create less hassle to
privatise NIE as a single entity. However, ‘Peter Brooke and
Richard Needham have concluded that would not serve consumer
interests of improved economics and efficiency. The present

proposals result from a proper analysis of the best method of

introducing competition and have the support of the Treasury

and the DTI. I do not believe any other Department will
object and it should therefore be possible to deal with the

matter in correspondence without the need for convening E(A).

GEORGE GUISE




TONY BALDRY MP

UNDE R SECR

Department of Energy
1 Palace Street
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071 238 3169

The Rt Hon Christopher Patten MP

Secretary of State for the Environment

Department of the Environment

2 Marsham Street

LONDON

SW1P 3EB i U'September 1990

/

IMPLEMENTATION OF THE EC LARGE COMBUSTION PLANTS DIRECTIVE:(A
EFFECT ON ELECTRICITY PRIVATISATION % |

I have seen Malcolm Rifkind's letter to you of 7 September in
which he seeks agreement that, in the context of flotation,
tradeable permits should remain an option in the medium term and
that officials should bring forward proposals for a tradeable
permit regime. I am responding in John Wakeham's absence.

As John indicated in his letter of 9 August, there is no
objection, in principle, to tradeable permits over the longer
term. However, I believe we should not go beyond what is
currently envisaged for the electricity industry, either in the
Environment White Paper or by the emission control system
proposed in the Environmental Protection Bill. To indicate that
we are currently working up new proposals would, at this stage,
only serve to undermine the credibility of the Environmental
Protection Bill and create uncertainty in the minds of investors
both north and south of the border.

I am copying this letter to the Prime Minister, Geoffrey Howe,
John Major, Douglas Hurd, Malcolm Rifkind, Peter Brooke,
Peter Lilley and to Sir Robin Butler.

R N T
7/

TONY BALDRY
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Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon Christopher Patten MP

Secretary of State for the Environment

Department of the Environment

2 Marsham Street

LONDON .

SW1P 3EP \Q>September 1990

Dear CSmumg oF Sde

IMPLEMENTATION OF THE EC LARGE COMBUSTION PLANTS DIRECTIVE:
EFFECT ON ELECTRICITY PRIVATISATION / A 4

I have seen Malcolm Rifkind's legter of 7 September and earlier
correspondence on this issue.

On the detailed issues, I understand that officials are now close
to agreement on how the emission limits should be shared between
the industry North and South of the border; and that, on the basis
that this leaves a reasonable prospect that the interconnector
will be enhanced, aggregate proceeds should not be significantly
jeopardised as a result.

For the medium term, I am strongly attracted by a tradeable
permits regime. But for now, I share John Wakeham's concerns that
we must not do anything to create uncertainty in the minds of
investors about how the LCPD is likely to affect the generators
over the next few years. For that reason, although I agree that
the ESI should not be excluded from the scope of further
considerations, as indicated in the Environment White Paper, I
should be wary of asking officials to work up options now unless
John and his advisers were also content from the standpoint of
flotation.

I am copying this letter to the Prime Minister, Geoffrey Howe,
John Major, Douglas Hurd, Malcolm Rifkind, John Wakeham,
Peter Brooke, Peter Lilley and Sir Robin Butler.

A° FRANCIS MAUDE
(Approred | crt Fonancaad
0l Samsd n s albseace.)
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THE RT HON JOHN WAKEHAM MP

£0R gneRGY

Department of Energy
1 Palace Street
London SWIE 5HE

071 238 3149

Barry Potter Esq
Private Secretary to
the Prime Minister
10 Downing Street
LONDN
SW1A 2AA |l September 1990
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NORTHERN IRELAND ELECTRICITY
Thank you for your letter of 3 September.

I thought it would be helpful to mention that, while the question
of interconnection between Northern Ireland and Scotland clearly
falls to be considered as part of the E(A) discussion of Northern
Ireland electricity, the allocation of S0 limits between England
and Wales on the one hand and Scotland on the other, together
with the implications for Scottish-English interconnection, is
being dealt with in correspondence initiated by the Department of
the Environment about the proposed national plan for implementing
the EC Large Combustion Plant Directive . We do not therefore
expect it will need to be touched on at E(A).

I am copying this letter to the recipients of yours.

J S NEILSON
Principal Private Secretary

CONFIDENTIAL
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The Rt Hon Christopher Patten MP '7’?
Secretary of State for the Environment

Department of the Environment

2 Marsham Street

London

SW1P 3EB September 1990

o this

IMPLEMENTATION OF THE EC LARGE COMBUSTION PLANTS DIRECTIVE:
EFFECT ON ELECTRICITY PRIVATISATION

} ot
I was grateful for David Heathcoat-Amory's letter to me of 10 August, in
reply to my letter to you of 18 July. I have also seen John Wakeham's
letter of 9 August. However, I think that there may be some
misunderstanding about my proposals.

I am, of course, aware of the discussions which took place between
officials in 1988 and I am not seeking any changes to the Environmental
Protection Bill. The case for tradeable emissions permits in the
electricity supply industry is bound up with medium and long term
considerations, to which the logistical problems concerning the Bill and
the response to the Commission about our plans for implementation of the
Directive do not seem to me to be particularly relevant. All T am
seeking at this stage is agreement that we should regard tradeable
emissions permits as a sensible option to be considered in the medium
term, bearing in mind the evidence emerging from experience overseas of
considerable efficiency gains over direct regulation, and should be
prepared to say so publicly.

I do not agree that a tradeable permits regime would make our
enforcement regime any less robust. Certainly, it is more complex than
the arrangements which we are putting into place at present; but those
arrangements are open to the criticism that they are crude and inflexible.
We have the opportunity to build in flexibility without loss of control,
through a mechanism which has the advantage of being market based
rather than bureaucratic, and there are very strong reasons for doing so
in the context of the ESI.

I am not sure that there is a great deal between us on this matter. The
Environment White Paper will indicate that you wish to explore the use of

CONFIDENTIAL
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tradeable emissions permits for industry in general and I do not see how
we could justify excluding the ESI from the scope of that consideration.
Consequently, I hope that we can agree that we should say in the context
of flotation that tradeable permits are an option and that officials should
bring forward proposals for a tradeable permits regime, so that we can
judge its merits as a medium term solution to our difficulties.

I am copying this to the Prime Minister, Geoffrey Howe, John Major,
Douglas Hurd, John Wakeham, Peter Brooke, Peter Lilley and to
Sir Robin Butler.

MALCOLM RIFKIND

CONFIDENTIAL
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10 DOWNING STREET
LONDON SW1A 2AA

From the Private Secretary

3 September 1990

DQUW(:EfQQ‘

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY (NIE)

The Prime Minister has seen your Secretary of State's
minute of 31 August commenting on Mr Lang's minute of 7 August
to the Prime Minister, about the possible electricity
interconnector between Scotland and Northern Ireland.

The Prime Minister is content for the economics of the
interconnector, including the environmental implications, to be
considered at the forthcoming E(A) discussion.

I am copying this letter to the Private Secretaries to
other members of E(A).

BARRY H POTTER

John Neilson Esq
Department of Enerqgy

CONFIDENTIAL
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Prime Minister

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY (NIE) ?"(ﬁ’ 3‘/

R

I have seen a copy of Ian Lang'

——-——‘.
on one from Peter Brooke about

§

S @;nufe to you of 7 August commenting

the possibility of an interconnector

between Scotland and ﬁorthern Ire{ggd. This correspondence touches on
the likely effect of the EC Large Combustion Plants Directive on the

economics of the enhancement of the England/Scotland interconnector.

There is a presumption that an
————————
interconnector will enable the

reductions, required by the EC
s oy

economically than would be the
e —————

enhanced England/Scotland
UK to achieve the sulphur dioxide (S02)

Large Combustion Plants Directive, more

case from the construction of new

generation capacity - such as Combined Cycle Gas Turbine (CCGT) plant.

This is not necessarily the case. Preliminary studies carried out by

my officials suggest that the costs of enhancing the current

’ o iy y : .
interconnector would be similar to those associated with investment in

an additional CCGT of equivalent capacity. We should also not lose

sight of the fact that CCGT power stations emit virtually no SO2 and
-

. . . . -—.—q
roughly half _the carbon dioxide of conventional coal fired power

ggétions; consequently, their construction would provide additional

- SRS
reassurance with respect to our obligations under the EC Directive.

Any relaxation of the emission

S~

ceilings for the Scottish generators

which resulted in a commensurate tightening of those for National

Power and PowerGen would impact on the proceeds expected from their

flotation.

I am copying this minute to the other members of E(A).

Secretary of State for Energy
2| August 1990
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FROM THE MINISTER OF STATE, SCOTTISH OFFICE

ST. ANDREW’S HOUSE
CONFIDENTIAL EDINBURGH EHI 3DG

Dominic Morris Esq
Private Secretary
10 Downing Street
LONDON

SW1A 2AA

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY
Thank you for your letter of 15 August.

My Minister's note of 7 August was indeed based on the premise that the
Scottish ESI would need to burn more coal in order to make the
enhancement of the interconnector economic. With the new Torness power
station fully on stream and with the arrival of sour gas from the Miller
field at Peterhead in 1992/93, combined with the existing hydro schemes,
the 2 Scottish electricity companies will have available to them sufficient
generating capacity using clean energy sources to meet the needs of
consumers in Scotland for most of the time without operating the
coal-fired stations. The companies' shared coal capacity at Longannet and
Cockenzie will be needed only to meet peak demand on the Scottish system
or for periods when full output frem—other plant is not available, for
instance during maintenance.

However, if additional electricity is generated in Scotland for export, this
will have to come mainly from the coal-fired stations since the other
generating capacity will be devoted to meeting Scottish needs except
during troughs in demand. Against this background, utilisation of the
3.9 MW of coal-fired generating capacity (using low sulphur Scottish coal)
is largely dependent on the ability of the Scottish companies to export
profitably to markets outside Scotland.

As you know, utilisation of this coal capacity has been very low in recent
years given the substantial surplus of capacity on the Scottish system.
The Scottish companies will continue to have a requirement for some coal
purchases from British Coal if they are able economically to export
electricity across the present interconnector to England & Wales. The
economics of upgrading the present interconnector, however, are crucially
dependent on the Scottish companies' ability to burn more coal to meet the
additional demand. If they are unable to do so, the project is almost
certain 10 prove financially not viable.
CONFIDENTIAL
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A fortiori, these arguments apply to any _new ig_tgrconnector to
Northern Ireland, although there could also be environmental benefits if
such a link avoided the need for additional coal-fired generating capacity
in Northern Ireland.

Scottish Office officials are in correspondence with the Department of the
Environment about the inflexible approach which that Department is
presently adopting to emissions reductions. DoE appears unprepared to
contemplate increased emissions in Scotland, even if the burning of
low sulphur coal in surplus Scottish capacity were shown to be more
economic than additional investment in clean generation in England &
Wales. My Minister is very concerned that this inflexibility will stifle
competition in the electricity industry and could well involve the sacrifice
of substantial Exchequer proceeds from the sale of the Scottish
companies. Provided we can meet the requirements of the Large
Combustion Plants Directive at UK level, we should be able to
accommodate variations at regional level within the United Kingdom.

I trust the foregoing explains our concerns more fully. In a nutshell,
the economic viability of any enhancement of the transmission system
between Scotland and England & Wales on the one hand, and the
construction of a new link with Northern Ireland on the other, hinges on
the ability of the Scottish companies to generate electricity for export at
competitive prices. That ability in turn is crucially dependent on the
cost of operating the coal-fired stations for this purpose and, indeed, the
price paid for coal in Scotland relative to fuel prices elsewhere.

) : ‘
\'\O‘NB W'\Akﬂ/\

T g

KENNETH THOMSON
Private Secretary
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

23 August 1990

POWERGEN

Your Secretary of State met the Prime Minister today to
consider developments at Powergen.

Following a brief discussion it was agreed that the proposed
trade sale of Powergen to Hanson or another buyer would not
proceed. Instead, Powergen would be floated as previously
planned.

Your Secretary of State would consider further the
presentation of the decision to proceed with the flotation. The
emphasis should be on the emergence of more realistic figures on
flotation proceeds, in particular higher figures than previously
expected. It should also be made clear that the net proceeds to
the Exchequer, taking account of the tax advantages to Hanson in
a trade sale, would be greater from the flotation. The
advantages of wider share ownership would also be relevant.

It was agreed that your Secretary of State should make an
announcement along these lines later today.

I am copying this letter to John Gieve (HM Treasury).

BARRY H. POTTER

T. Carrington, Esq.,
Department of Energy.

SECRET




DOE (TLO) DOE (TLO)

HANSON AND DEPARTMENT OF ENERGY END POWERGEN DISCUSSIONS

Hanson plc announced today that its negotiations with

the Department, of Energy for a trade purchase of PowerGen

have ended.
Lord Hanson stated: "I understand that the Secretary of
State for Energy plans to sell PowerGen by public flotation.

We have no wish to compete with this."
He added: "The negotiations have been friendly and the

decisions reached today are mutually agreed to be in the

best interests of all the parties concerned.”

August 23, 1990
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Department of Energy - Draft 43

POWERGEN FLOTATION CONFIRMED

The Government has reconfirmed its original intention of
privatising PowerGen by means of e public flotation. The

discussions between the Government end Hanson PLC have endad.

The Secretary of State indicated to Lord Hanson that the
Department had received further advice about the likely level of
proceeds - to the taxpayer from a public flotation in the light of
PowerGen's Board's vrecent vreassessment of the company's
prospects. (He further indicated that, to be considersd, & bid
from Hanson would have to ‘%:\ sé%ngggw wi‘zix 3:3:25 é‘?f {h&lﬁcm P e
net flotation proceeds and the Secretary of State has concluded

that the terms on which a trade sale could be complated now offer

insufficient benefit compared with flotation in February 1891,
:/WUA:\& .S,ew\(,
W/
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THE PRIVATE SECRETARY
CONFIDENTIAL
NORTHERN IRELAND OFFICE
STORMONT CASTLE
BELFAST BT4 3ST

Tel. Belfast (0232) 63011

Mr Barry Potter

10 Downing Street

LONDON

SW1A 2AA 2| August 1990

nb PM™
O s &P
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NORTHERN IRELAND ELECTRICITY (NIE)

Your minute of 28 July acknowledged my Secretary of State’s further
progress report on privatising NIE and proposed a discussion on
structure of the privatised industry in the early autumn. A paper
examining the factors relevant to a proper structure is being
prepared and my Secretary of State will produce a paper on this

matter as soon as possible for discussion at that meeting.

Comments on the progress report were also received from the Chief
Secretary, the Secretaries of State for Energy, Trade and Industry
and Wales and the Minister of State at the Scottish Office. Most of
their comments relate to the structure of a privatised NIE and my
Secretary of State will deal with them in the paper now being
prepared.

The Chief Secretary also referred to the public expenditure
implications of delay that could arise from any decision to split
NIE and expressed his disappointment that other work had taken
priority over the future tariff structure of the industry. My
Secretary of State is content with the Chief Secretary’s suggestion
that if slippage in the privatisation timetable means that we have
to make PE provision for NIE in 1992/93 this should be addressed in
the 1991 Survey. I can also confirm that the modelling work

necessary in determining a future tariff path has now begun.

My Secretary of State is grateful for the general welcome given to

his proposals for future generation options. The matters raised in

CONFIDENTIAL
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Mr Lang’s minute will, I assume, be dealt with in the context of
decisions on translating national SO, emission reduction targets
into regional targets. However, as Mr Lang notes, these issues do
affect consideration of an electricity interconnector between
Scotland and Northern Ireland.

I am copying this letter to the Private Secretaries to the members
of E(A) and to Sonia Phippard (Cabinet Office).

Tougs &\wtj

ELIZABETH HUME (MISS)

CONFIDENTIAL MD/SOFS/3586
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

15 August 1990

PRIVATISATION OF NORTHERN IRELAND ELECTRICITY

The Prime Minister has seen your Minister's note of
7 August. She has commented that this appears to be based on the
premise that the Scottish ESI needs to burn more coal. Surely
they do not? Will the present interconnector take all the new
nuclear? And what about the gas generated electricity from
Peterhead?

DOMINIC MORRIS

Kenneth Thomson, Esqg.,
Mr. Lang's Office,
Scottish Office.

CONFIDENTIAL




CONFIDENTIAL

PRIME MINISTER

2

ELECTRICITY PRIVATISATION f ) & H4 /‘M:/u~J£uA ‘
J»\m"l' "“o" ”‘A“'!‘h‘/ ‘e)

d"
I attach a rather opaque minute from Ian Lang. It 1s merely for {¢(’

e i e —

you to note ahead of the autumn E(A) and does not require any

———

action.

The background is that the UK targets for reducing sulphur

—————— o —— et ecm—

dlox1de emissions are broken down by the DOE for each territory

"_,,,. e L

in the UX. Scotland has a rigorous target because its

electr1c1ty baseload is met from nuclear power and hydro-

e e e —————————————————

electr1c1ty Coal is used only as a marginal fuel for peak

perlods and of course for the 1nterconnecter to England It

follows that if the Scotland/England interconnector is upgraded

and still more if there is an 1nterconnector between Scotland and

- gy il e —————————————————————

Northern Ireland, the Scottlsh Electr1c1ty Supply Industry will

—— i — o e e

burn more coal. If rigorous emission limits continue to apply to
thenj‘addltldnal coal-generated electricity will be expensive
(because capital investment in flue gas desulphurisation would be
needed quickly). Coopers & Lybrand have advised the Scots that

small differences in emission limits therefore make a big

e

difference to the economics of the interconnector.

—————— - — D —

The unspoken messages in Mr. Lang's minute are therefore:

The Scots need a less rigorous emission limit if they are to

e o e— e e—

go ahead with upgrading the Scotland/England interconnector

(and if they do not upgrade, it could knock up to
£500 million off the privatisation proceeds for the Scottish
ESI).

An additional interconnector to Northern Ireland is not as
straightforward as it looks.

S

v

DOMINIC MORRIS
14 Auqust 1990

CONFIDENTTAL
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DEPARTMENT OF THE ENVIRONMENT
2 MARSHAM STREET LONDON SWI1P 3EB
071-276 3000

My ref P/PS0/31014/90

Your ref

IMPLEMENTATION OF THE EC LARGE COMBUSTION PLANTS DIRECTIVE:
EFFECT ON ELECTRICITY PRIVATISATION

Thank you for your let{er of 18 July to Chris Patten about the
implementation of the Large Combustion Plants Directive, which
raises the question of tradeable emission permits. I am replying
in his absence abroad.

When our officials discussed options for implementing the
Directive after it was agreed in 1988, the introduction of
tradeable emission permits was one of the options considered, but
was ruled out for the present purposes. The principal reasons
for this were the complexity of building the concept into the
system of integrated pollution contiol - which is to form the
basis for implementing the parent "framework directive" on
industrial air pollution - and the 1likely difficulty of
establishing an enforcement regime which was sufficiently robust
for a directive of this high political profile. I have to say
that I do not believe we could reopen such a fundamental issue at
this stage. It would completely alter the structure under which
the Inspectorates will enforce the Directive - a structure which
has been built into the Environmental Protection Bill, now in its
final Parliamentary stages. Essentially each Inspectorate will
be given, through the national plan for emission reductions, clear
instructions in terms of emission limits it must secure from
plants under its control. While the national plan can be changed
from time to time we must ensure we have a stable document which
will convince the EC that we are complying with the Directive.

The draft Environment White Paper floats the idea of use of a
range of economic instruments such as tradeable emission permits,
and Chris is keen to pursue these ideas in the longer term.
However, new arrangements of this kind would not be workable
without primary legislation and at this very late stage it would
be virtually impossible to introduce appropriate provisions in
the Environmental Protection Bill. It would also require us to
unpick the structure of the current draft plan and so put us in
serious danger of missing the 31 December deadline for submitting
the plan to the Commission. I imagine that this would also pose
grave difficulties for the timetable for floatation of the
electricity industry in England and Wales.




Since your letter was received, my officials have started
discussions with colleagues in other Departments on the draft
plan for implementing the Directive. The draft plan proposes
emissions limits for the electricity supply industry, refineries
and other industry. The emission limits proposed for Scotland
have been revised upwards in an attempt to meet the concerns
expressed by your Department and should now allow some scope for
Scottish generators to compete in England and Wales via the
electrical interconnectors between England and Scotland. I hope
that you will be able to agree that this gives you sufficient
flexibility to allow cross border competition. I am sorry I
cannot be more helpful.

I am copying this letter to recipients of yours.

oA

F‘)DAVID HEATHCOAT-AMORY
Qe (L B M
| Ay s 1

| S

Malcolm Rifkind Esg MP
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NORTHERN IRELAND ELECTRICITY

Thank you for copying to me you recent minute to the Prime
Minister updating your proposals for the privatisation of
Northern Ireland Electricity.

I am content with your proposals to investigate a split
structure for the privatised industry; to appoint

Professor Littlechild as the regulator of the NI industry
and to explore the feasibility of the different options for
future electricity generation.

I am copying this letter to the Prime Minister, other E(A)
colleagues, and to Sir Robin Butler.

NS

\—’

The Rt Hon Peter Brooke MP
Secretary of State for Northern Ireland
Northern Ireland Office

0l1ld Admiralty Building

LONDON

SW1A 2AZ
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THE RT HON JOHN WAKEHAM MP

Department of Energy
1 Palace Street
London SWIE 6HE

071 238 3290

The Rt Hon Chris Patten MP

Secretary of State for the Environment

Department of the Environment

2 Marsham Street

LONDON

SW1P 3EB 9 August 1990

Ao o> e

IMPLEMENTATION OF THE EC LARGE COMBUSTION PLANT DIRECTIVE:
EFFECTS ON ELECTRICITY PRIVATISATION oA At &

Malcolm Rifkind sent me a copy of his letter to you of,*ﬂ/ﬁuly.

I can see that in principle there would be some attractions in a
system of tradeable permits for SO> emissions from existing
plant. However, you will want to consider the implications for
the Environmental Protection Bill, which was I believe drafted on
the basis of a control system which would not include tradeable
permits.

I should also be concerned if a proposal to change the presently
planned regime for controlling SO- emissions from the electricity
industry was to give rise to uncertainties which could affect the
flotation of the generators in England and Wales. Any
consideration of the idea of introducing tradeable permits would
need to take account of potential effects on flotations south, as
well as north of the border.

I am copying this letter as before.

Haol 2
S
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PRIME MINISTER
PRIVATISATION OF NORTHERN IRELAND ELECTRICITY (NIE)

1. In Malcolm Rifkind's absence it may be helpful if I comment on the
possibility of an interconector between Scotland and Northern Ireland
raised in Peter Brooke's minute of 19 July reporting progress on the
privatisation of HIE. 1 have seen Norman Lamont's minute of 23 July

strongly endorsing the option and Peter Lilley's subsequent intervention.

2 In principle I, too, endorse the option, but I should mention one
point of concern. There is a potential conflict between the sound case
which exists in terms of our objectives for a privatised ESI, for
- . . - - “
proceeding with an interconnector and the possible impact of the EC

M
Large Combustion Plants Directive on the Scottish companies' ability to

export electricity. The way in which the reductions in 802 emissions

which we are committed to achieving at a national level are translated into
limits on emissions by the ESI in Scotland will have a direct impact on the
scope for exports by the Scottish companies after 1993. If this were

done in a way which was unfavourable to the ESI in Scotland it could
place in jeopardy even the well advanced current plans to enlarge the

capacity of the existing interconnector between Scotland and England.

3. Malcolm Rifkind has recently written to Chris Patten outlining some
of our concerns on this front. We need to take the Northern Ireland
position into account in those discussions. For the moment I simply wish
to flag up the connection between the 2 sets of issues in advance of E(A)

i —— ey
consideration.

4. Assuming that these difficulties can be resolved we will be concerned
to ensure that proposals for an interconnector with Northern Ireland have
no adverse impact on our consideration of the capital structure with which

the Scottish companies can be floated. I understand that, at an earlier
CONFIDENTIAL
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st& of discussion, it was suggested that NIE might take sole
responsibility for the capital investment received. Any other course
would be likely to increase the level of debt write-off which the Scottish

companies would otherwise require.

I am copying this minute of members of E(A) and to Sir Robin Butler.

Fi foatte
i

7 August 1990 (W ﬁﬂﬂt W?
wi w1 hir ahsonat )
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10 DOWNING STREET
LONDON SWIA 2AA

From the Private Secretary

2 August 1990

POWERGEN

The Prime Minister was grateful to your Secretary of State
for his further minute. She has since also seen the Chancellor's
minute of 1 August. She agrees with the Chancellor's view. She
has commented that the risks of such a fee, even a small one, are
so great that she would expect Lord Hanson not to press the
matter. 1If, against expectations, he were to do so, your
Secretary of State would need to consult again with the Prime

Minister and the Chancellor.

I am copying this letter to Tancred Tarkowski (H.M.
Treasury) .

DOMINIC MORRIS

John Neilson, Esq.,
Department of Energy.
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DOMINIC MORRIS

POWERGEN

I have consulted the érime Minister about your minute of

1 August: and she has also read the Chancellor's minute. She has
commented that she agrees with the Chancellor: the risks of such
a fee, even a small one, are so great that she would expect Lord
Hanson not to press the matter. If against expectations he were
to do so, she, the Chancellor and the Energy Secretary would

have to consult again: but with her and the Chancellor on the
same side, she would expect Lord Hanson to accept the decision.

Sy
Doy Rk

g@ C. D. POWELL

2_August 1990
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PRIME MINISTER

POWERGEN

You had agreed, on the strength of John Wakeham's further minute,

that he should consider Hanson's request for what amounts to a

commitment fee for the Hanson bid. I attach a further minute

from the Chancellor which suggests that John Wakeham's opening

response should be to refuse a commitment fee and that, only if
it is clear that otherwise the trade sale to Hanson would fall
through, should John Wakeham be ready to offer a small commitment

fee.

My own view is that while the Chancellor's caution is quite right
(and reflects your own), it is always unwise in negotiations to
put forward a threat when one does not ultimately mean to deliver
it. That is what the Chancellor's proposed negotiating position

amounts to.

Content, as before, to leave it to John Wakeham's discretion to

negotiate a reasonable (ie low) commitment fee with Hanson?
Or
Endorse the Chancellor's proposed negotiating mandate?

é 5(1,,)

DOMINIC MORRIS
1 AUGUST 1990

MARKET SENSITIVE
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PRIME MINISTER

POWERCEN
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PRIME MINISTER

POWERGEN

In his minutes of 30 and 31 July John Wakeham proposes a fee of
0.5 per cent should be paid to Hanson in certain circumstances. I

see difficulties with this.

2. It could be argued that Hanson is providing us with a service
in making a firm offer for PowerGen and in being ready to leave
this offer on the table for a couple of months. This provides us
with a clear basis on which to take a decision between a trade
sale and a flotation. If we decide in favour of a trade sale, it
gives us confidence that the process will result in PowerGen being
sold at an attractive price while enabling us to seek an even
better price. Hanson is leaving himself exposed to the risk of
adverse developments over the period. Any fee would be for this
service and for these risks, not for Hanson's expenses or for
underwriting as such. We would clearly not want to suggest a
readiness to meet the costs of any company bidding in the trade
sale, which might weaken our position with failed bidders for

other kinds of Government business.

3. But I am doubtful about the proposal for three reasons.
Firstly, the political fallout if we pay a fee will be
considerable. This has been worsened by Gordon White's premature

mention of the possibility of a fee. Secondly, unlike an

CONFIDENTIAL AND MARKET SENSITIVE




underwriter, James Hanson wants the shares (and will not get the
fee if he wins the trade sale). Thirdly, Hanson approached us
about the trade sale and not the other way around.

4. In all the circumstances the advantage would be to avoid a
fee. John may like to point out to Hanson that, whatever the
merits of the case, this premature mention, and the press
reaction, have made the fee a very difficult issue. He might ask
Hanson in the circumstances not to press the matter. If, however,
Hanson insisted on a fee, we could reconsider if John felt it
absolutely necessary and was satisfied that the fee was an

absolute minimum.

5. I am copying to John Wakeham.
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PRIME MINISTER

POWERGEN
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10 DOWNING STREET - -

_ LONDON SW1A 2AA
From the Private Secretary 31 July 1990

POWERGEN

The Prime Minister has seen your Secretary of State's minute
describing the background to the possible commitment fee to
Hanson Plc.

I should be grateful if this letter is seen only by those
with a strict need to know.

The Prime Minister is most concerned that, if any fee is to
be paid to Hanson Plc in connection with the proposed trade sale
of Powergen, it must be for a simple, clear and defensible
purpose. It is imperative that the justification for the fee
leaves no room for any contention that it is in the nature of a
"sweetener".

The Prime Minister is not persuaded that the rationale for
the fee, as set out in your Secretary of State's minute, is
sufficiently clear and convincing. Specifically, the minute can
be read as suggesting:

(1) the proposed fee for Hanson Plc is to recoup the
expenses incurred in drawing up an indicative
price for Powergen;

(ii) is a consultancy fee for work undertaken up to
this point;

(iii) is in the nature of a genuine underwriting fee.

The Prime Minister believes it would be difficult to explain
why the taxpayer should pay any conventional underwriting fee.
There is always a cost involved in making a bid: but, if the bid
is lost, the targeted company does not usually meet these costs.

The Prime Minister can see there could be a case for a fee,
if it is to protect Hanson Plc against the contingency that it
might wish to withdraw its offer some period later, but is
required by the terms of its contract to keep it open to the
Government. If that is the purpose, she would hope that the
proposed arrangement can be set out in a simpler and clearer
fashion.

BARRY H. POTTER

John Neilson, Esq.
Department of Energy.
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POWERGEN

I have seen your Private Secretary S letter with your comments on

my minute to you of 30 July.

I wholly agree that any fee paid to Hanson plc must be for a
clear and defensible purpose. It is essential to the credibility
of a trade sale that there must be no suggestions of a
"sweetener'. There is no suggestien here of a re-run of the
Rover situation. I have made it clear from the beginning that,
while the initial approach came from Hanson, others must be given
the opportunity to bid on the basis of equal access to

information.

I also agree with you that, were this a normal trade sale, there

would be no question of an underwriting or commltment fee.
i A M- dasrtind i
Prospective purchasers would prepare their bids at their own

cost, a competition would take place and we would then decide, in
the light of the bids on offer, whether or not to proceed to

completion.

But this is not a normal trade sale. I have thirteen other

<

electricity companies to privatise. Once we commit ourselves to
proceeding w1th~§_Eegder for PowerGen, we have in effect

precluded the option of floating the company. Were the tender to

be a failure (for example, because of a change in market
circumstances), the repercussions on the flotation of the other
companies would be extremely se;igps. I cannot take this risk.
My financial'advisers tell me that we must therefore be certain
that we can carry the trade sale through to a successful

completion.

This is what we achieve by obtaining a firm bid from Hanson in

August. We then know that, whatever the outcome of the tender,

we can complete the trade sale at an acceptable price and without

— s
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