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CABINET

MNATIONALJSED INDUSTRIES' CASH LIMITS

Memnrandum by the Chancellor of the Exchequer

1 The Ministerial Committee on Economic Strategy (E) invited me on
20 September to bring forward proposals in October for cash limits for
nationalised industries on the lines seot out in Annex A.

Z. It is now urgent to set the limit for coal before the wage negotiations
on 31 October and it is not desirable to set the coal limit in isolation. I
hope that we can settle most of the other Ilimits but I recognise that in view
of decisions taken recently by E Committee it will not be possible to do so
this week for the Electricity Boards or for the Gas Corporation, This
paper accordingly excludes electricity and gas from the present discussion.
We can defer publication till later in November which will leave time for

any further consultation that is needed with the naticnalised industry
managements.,

3: There is no simple or mechanistic way of arriving at satisfactory
cash limits for nationalised industries which will exert an adequate
discipline and at the same time satisfy the criterion of realism (which E
Committee has since endorsed for the Rate Support Grant (RSG) cash lirnit -
see C(79) 47).

4. Apart from these general reguirements, the following points, which
may to some extent conflict, are relevant to setting the limits: our July
public expenditure decisions, as modified since, e.g. by the E Committee
decisions on gas and electricity; the industries' revised financing
ferecasts; our own economic forecasts and in particular the Industry Act
forecast published during November; the starting point agreed in

September that cash limits should look for a reduction in reai labour costs
per unit of output; compatibility with the RSG cash limit which is to be
published on 16 November and with its public presentation.
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THE SPECIAL NATURE OF NATIONALISED INDUSTRY LIMITS AND
THE CHAIRMEN'S VIEWS

5, The Chairmen have stressed in the paper sent to me by

Sir William Barlow on 18 October (reproduced at Annex C) the special
nature of cash limits for the nationalised industries. These apply to their
external financing ie. the difference between their capital requirements
and their internal resources. The amount of finance they need is thus the
difference between much larger flows of revenue and expenditure. They
have pointed out that the difference between Departments and trading
organisations has been acknowledged since cagh limits were introduced.

b Cur predecessors' 1976 White Paper pointed out that because
financing needs are dependent on trading conditions the external financing
fipures would be:

"treated 25 a form of cash limit" which "cannot be immutable ....
like private sector companies, their revenues and expenditures
depend on trading conditions. There may well be causes quite
beyond the control of a part'cular industry, reflecting not at all

on its efficiency, which would make it exceed its borrowing estimate.
An example would be a change in the forecast cash flow of an energy
industry caused by an exceptional winter",

"Nevertheless, there will be no presumption that a financing deficit
will be met by a further injection of external finance."

I'think this expresses a sensible approach to the special form of cash limit.
It would show that we recognised this if we adopted the Chairmen's suggestion
and used the term '"external financing limit" in future instead of '"cash limit".

T I am sure we cannot accept the Chairmen's proposal that we should
publigh only a glebal limit for the industries taken together., This would
éxercise no discipline whatever. Nor can we accept in advance and as a
general principle that if prices or pay rise faster than assumed at the time
the limit is set we will agree to increase it. We cannot, however, deny

that if this happens, the Corporations can reasonably expect the Government:

"either to reconsider their ,... limits, or alternatively to accept
the need for whatever action is necessary to enable them to stay
within those limits'.

r"i'hnrc it is not practicable to cut costs sufficiently, this is bound to have
‘nplications for prices. Sponsor Ministers will wish to congider the
Chairmen's suggestion that there should be an exchange of letters about the
dtsumptions underlying the limits. If such letters are exchanged, I should
°f courge like my officials to be consulted before this is done.
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THE PROPOSED LIMITS

8. The cash limits proposed in Annex A are more likely than those

get in the past to be difficult for the industries; butit is essential that we
keep in mind in this as in other cases the narrow limits on the amount of
money we can make available. The cconomic prospect has worsened both
for inflation and for growth and the industries have not yet fully agjusted

to this; perhaps partly because the limits are being set earlier than
normal. Secondly many cof the potential remedies for threatened breaches
have already been adopted as contribuiions to ihe publie expenditure
reductions e.g. on prices and de-manning and on postponement of
investment by the Post Office and the elecivicity industry, This leaves
little rooin for manceuvre to meet contingencies. The figures in Annex A
are generally bused on the industries' own assumpilions about movements
in relevant prices and costs, including wage costs, These are broadly
consistent with the comparable assumptions made in the RS5G context. I
have regarded the July figures decided by Cabinet, increased to allow for
price increases bet-ween this year and next as setting an upper limit to the
exiernal financing to be made available,

% Annex B, which has been prepared by Treasury officials, comments
on some of the individual industries. It brings out any inconsistencies

with paragraph 2, disagreement between Departments, and the risks
involved, particularly where officials judge that the industries do not in
practice have plausible remedies for a threatened breach open to them,
British Steel and British Rail are cases in point.

INFLATION ASSUMPTIONS AND PAY

10, Most of the industries have assumed that the new settlements are

10 higher than or the same as their own assumptions about inflatien, which
are in several cases lower by 2 or 3 percentage points than now seems
likely, This will not ensure in every case that unit labour costs will be
lower in real terms during 1980-81 as a whole than in 1979-80. The main
reason ig that the 1980-81 wage bill is pushed up (more than the 1979-80
wage bill) by the second stage of 1979 settlements paid late in the year.
Some increase in real unit labour costs secems likely on rail and postal
services, where output is expected to be falling, reflecting in the case of
rzil the prospective decline in real Gross Domestic Product (GDP). In
some of the smaller industries eg. docks and road transport, pay levels
are influenced by settlements elsewhere in the industry. However in the
tases of telecommunications, steel, coal, airports and airways, the figures
imply raductions in real unit labour costs.

1L, For the reasons given in paragraph 8, the proposed limits are likely
o be tight. Each 1 per cent by which the industries have underestimated
"on-labour costs would add about £200 million to their aggregate expenditure
and a 1 per cent change in labour costs adds £120 million. The industries

3
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may also have underestimated the effect o. the recession on sales revenue
gg. British Rail. On balance I do not propose further reductions below
the fipures discussed with the industries in the light of Ministers' July
decisions, in an aitempt (which might well fail) to enforce reductions in
real unit labour costs between financial years in every case.

PROCEDURE

1.7 I understand that the industries have not yet finally accepted the
proposed limits although they are aware of the sort of figures we have in
mind, I suggest thatif the limits in Annex A are agreed, the next step
should be for spongor Mirnisters to discuss them with their Chairmen.
Itis possible that the Chairmen will press for an early collective meeting
to discuss the raemorandum sent by Sir William Barlow, I hope it will
be possible to avoid such a meeting before the cash limits are published
on the grounds that the paper is too important and has arrived too late to
be adequately discussed in the short Hme available. But we could say
meanwhile that we welcome the paper and look forward to a discussion
later, which will affect the next round.

PUBLICATION AND PRESENTATION

13, Although the discussions I have suggested should take place quickly,
it would probably be best to postpone publication untl 20 November, the
same day as the REG limit for England and Wales is published. This
should allow tirae to settle the limits for the electricity and gas industries.
We will presumably want to stress both the difference between the two
kinds of cash limit and the difference between the circumstances and
agsumptions relevant to individual industries. But on the figures I am
proposing we should be able io say that the range of assumptions about
inflation used was in broad terms congistent with the figure of 13 per cent
highlighted in the presentation of the RSG limit. Both the RSG and the
nationalised industry figures will need to be defensible in relation to the
Industry Act forecast whether it comes out before or after 20 November.

CONCLUSIONS
1. I agsk my colleagues:
a. to endorse the approach to nationalised industry cash limits

and to the Chairmen's proposals set out in paragraphs 5-7.

b. To agree to set cash limits at the levels in Annex A and to
the proposals in paragraphs 12 and 13.

GH

T reasury Chambers

23 October 1979
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NATIONALISED INDUSTRIES
Proposed External Financing Limit 1980/81

& million

Mational Coal Board 210
BHOC 101
British Steel Corporation 40
Post Office 65
British Airways Board : 205
Britieh Airports Authority 20
British Railways Beoard

Britigh Transpert Docks Board

Eritish Waterwsys Board

Nztional Freight Corporation

Natiocnal Bus Company

Ecottish Transport Group

British Shipbuilders

British Aerospace

_ﬁﬁunf the impending privatisation of the Corporation, it is proposed
“t to publish an externel fipancing limit.
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WTIONAL COAL BOARD (NCB)

¢ comnittee on 17 Octnber (E(79)12th Mtg, Item 1) agreed that
ihe total external financing figure for the NCB in 1980/81 at
1979 Survey prices should be £613 million; the split of this
intal fipgure between grants and net barrawing has yet tn be

grreed.

The NCB is assuming prices will rise bj 158 in ﬂg?gfﬂﬂl
over the previous year and by a further 15% in 1980/81. Ili~reover,
it ic assumed that wage increasecs in 1980/81 will be in line with
the general rate of inflation ané that the increcsed wage cosis
¢ill feed through directly to prices in line with general inllation.
E foumittee agreed that excessive wage settlements would have to
te financed by increases in the price of coal. (Uste: HCB
mete are increased by some £20 million for every 1% shortfall
In productivity. 1% on their pay bill adds £18 million to
neir costs.) Since it is also assumed that there will be & rise
in productivity of 2%, the NCB assume for purposes of the cash
linite that that part of unit coscts attributable to peay fells in
ral terms. In view of past perfnrmance thére muct be considerable
bt about this assumption.
»» On the basic nf the NCB assumptisns ané the E Committee
fccizinn the external financing limit fnr the industry in 1980/81
wild be £834 million. However, the NCB have made certain extra
tllovances for cost increases which take the total beyond the
Uwit indicated in paragraph 8 of the Chancellor's paper. The
Ioposed limit has therefore been restricted to £810 million.

il
i

“ If enhanced redundancy payments are agreed then the cost
% to be met from within the £613 million referred to above.

Without the constraint of the HCB/CEGB agreement on coal-take
“ NCB believe that prices could rise by about 17%, which might

Wow a wage settlement of a similar order. But if the settlement

5 mich absve this there could be marked difficulties about

s
Igie

SINE prices to the extent necessary; this would particularly affect

W . 5 . =
WCB's market share compared with imports in later years.
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150 NATIONAL OIL, CORFORATION

July public expenditure decision impled a 1980/81 external
ncing requirement for BNOC of £100 million at Survey prices.
have since then revised their oil price and exchange rate
mptions for 1980/81 from §22.50/barrel and £1 = 22.00 to
M/varrel and £1 = 2.10. This has increased their estimated
mal respurces, allowing a reduction in BNOC's external

ncing requirements to £80 million at Survey prices.

E0C's 0il price and exchange rate assumptions are close tn
ent Government forecasts, especially when combined in an

ied sterling oil price. BNOC's assumption sbout inflation,
13,2505 for 1980/81 on 1979/80, and their deflator »f 1.266
relatively low. However BOC's own calculations, on which
agreed Burvey figurcﬁ are based, are nade at outturn prices;
their revenues and a substantial proportion of their costs
rot primarily determined by UK price levels. The ocutturn
0/81 external finencing requirement of £101 million is 'therefore
d on BIIOC's deflator. BNOC make no separate pay assumption,
ce their pay bill represents less than 1% of their costs.

terto, BHOC's outturn external financing requirement has not
telly counted as a cash limit. BNOC has been seen as

e smong public sector corporations in the extent to which
constituents of its extermal financing reguirement are not

Lz
i

iin its control. Its revenues depend entirely on flows of

‘ fmom f'ields, which cannot be increased at will; on the

‘lar price of 0il, which is determined outside the United Eingdom
iinental Shelf; and on the sterling/dnollar exchange rate.

Mhermnre, a large proportion of BNOC's capital expenditure

“mtractually determined by its partners in developing
elfa o e 4 ; :
18, Bince BNOC's pay bill is such a small proportion of

“I costs, a cash limit would not constrain increases.
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biISH STEEL CORPORATION

L (prporation are ready to accept an external financing limit
£450m which corresponds to an assunption of break-even on the
brit and loss acecount.  This figure has been prescribed by the
bretary of State rather derived from projections of operating
ilts. The Corporation are agsuming increases of about
per ¢cent in prices and 5 per cent in .pay, any further
renent in pay levels being covered by self financing productivity
kls, (ISTC's claim is in excess of 20%, but the Corporation
n to hold firm.) With staff levels being steadily reduced,
‘s should mean that real unit wage costs will fall: but there
arisk that they will rise if the market deteriorates further
1 BSC are unable to watch capacity to demand in the short run.

The main threat tn the limit comes from the pnor market
nspects, exacerbated by the effect of a strong pound. The
maration would be reluctant to switch cash from capitai
estwent to fund losses, but a faster contraction would
f'rease immediate cash needs to finance redundancy and closure
e, Seme upward revision in the limit might well be the
lerable course if contraction has to be accelerated, in order
f leduce the reguirement for external finance in later years.
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= AT T
or C;'J.'_..':E

lsuse of the telecommunicatisng billing backlog the Post Office
1] get a windfall benefit in 1980-81 (matching their

/80 excess) currently put at nearly £400m, but liable to

age by quite large amounts. Officials recoumend that the
liernal financing limit should be set net of this windfall and
uld be later adjusted to take account of it, when the precise
gare 15 knowm.

The proposed Post Office cash limit of £65m assumes a year
 year increase of 13% in the RPI, and an 11% basic pay increace
r both Businesses, which when added to the restructuring pay
tregses already agreed this year gives a total pay increase
[15.8% for Posts and'ﬂﬁ.ﬁﬁ for telecommunications. On this
atis, and with constant staff numbers, real costs per unit
[output will rise in the postal services, although they
iould continue to fall in telecommunicatinns and there should be

poe longer term benefits from restructuring.

The proposed limit is £85m higher than the July decision.

s ref

lects:
i, The impact on costs of the computer billing
dispute (in which the unions gained nothing);

1i. The need in telecommunications to avoid damage
to the supplier industry, and the Post Office desire
@0 avoid tariff increases which they consider would
be prejudicial to the future of the business.

i 'q.":.':n.-

‘W 0f the facts that inflation has probably been underestimated,

BN 4 . 5 5
“ that higher costs can only be recovered with a time lag, the

.
“Aman would strongly resist any lower figure.
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cI5H ATRWAYS ‘

L [epartment of Trade officials propose an external financing limit of

. This reflects a projection of BA's trading results which

loue for increases of 15% and about an 8% increase in basic

L nifset by 5% staff reductions, reversing past corporate policy
psintaining employment stable (despite overmnnnlng]. Thu s

] unit wage costs should fall, meeting lMinisters' stipulation.
Such a limit would be £15m above Ministers' (revalued) July
ision on the investment and financing review. The intervening
iod has seen a sharp rise in fuel costs, a matter outside

's control, worsening their cash flow by some £66m - a problem
werbated by the Civil Aviation Authority's cutting by £30m
erounds of BA's low productivity) proposed fare increases

ich would have helped offset these increases. Thus a £220m

ch limit would mean a real squeeze on both pay and investment.

reover BA are at risk from further fuel price rises, both

rectly in their effect on costs and indirectly in their effect
traffic volumes.

Treasury Officials on the other hand while recognising
* 1isks from higher costs and possible difficulties on pay,
sider that the difficulties BA face are similar to thnse faced
d mmber of other industries, and that a lower limit of
U would be consistent with Ministers' July decisions. They
‘¢, however, that in order to keep within it the airline might
¢ 10 sell a new aireraft, with repercussive effects on

litability, and again, on privatisation prospects.
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FrrIsH ATRPORTS AUTHORITY

nsncing review entailing a cut of £20m (outturn prices). The
thiority are assuming that the RPI will increase by.ﬂﬁ%

h 1080-81, and pay ’:::u;,r 16%, Since traffic is now expected
,increase by only 2% next year, a marked reduction on

he trend of recent years, and staff levels will remain constant
gpite a planned upward trend over the medium term, there

hild be & marginal decrease in real unit wage costs. The

ieck in growth prospccté and hence revenue could put pressure

h the cash limit; the remedy would be a further increase in
bnding charges, already planned to rise sharply towards

pononiic levels.
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July decisions envisaged total external finance (excluding pay-
te toward pensions) of £534 million at 1979 Survey prices -

0 pillion operating grants, £34 wmillion borrowing and
bsing. BR current forecasts indicate an external financing
wirement in the range £520-550 million. These figures rest on
amptions of a 19.6 per cent fares increase in January 1980
elding a 15.5 per cent inerease in revenue), year on year

creases in the genersl price level and in the pay bill of

per cent and 14 per cent respectively, and some modest
buth in the lewvel of economic activity.

practice the risks are heavily down-side, The size of the

mary fares increase has already been settled; the net

nefif in 1980-81 of a further 10 per cent fares increase in

ptember 1980 would be unlikely to be more than abnut 2% per

at (£20 million) of passenger revenue (since it would dn no

® than bring forward some part of the fares increase due in
mary 1981). Moreover BR are markedly more optimistic about
tiness prospects than the latest Treasury forecasts.

| have limited scope for action to offset the deterioration
| their business performance. Investment has already been cut
btk well helow what the Board believe to be required to maintain
¢ present physical capability in the medium term. ©Some cost
Wctions through cuts in services (and perhaps accelerated
bsures of lines in rural areas) may be possible, but these
serious industrial relations problems. And with
5 revenue covering only 60 per cent of passenger costs, and
“itnger resistance to fares increases very strong, it will be very difficult
*BR to ctay within a cash limit equivalent to the July
tision of £706 million; the Department of Transport think
Bl it would be unsafe to set the limit lower than £750 million
F ut-turn prices.
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7151 TRANSPORT DOCKS BOARD

3515 profitable and has a positive cash flow; profits
wtantially exceed capital requirements. BTDE is currently
saying prematurely its outstanding NLF debt, and at the same
¢ paying about £8'million a year in corporation tax. The
Iy decisions implicd a negative external financing limit of

pillion, :

IE ports account for about 25 per cent of UK traffic, and their
ices and costs (including wage costs) are substantially

fluenced by developments at other ports. The Board's latest
recasts suggest that. they might be able to accept a negative

git of £10 million; but they would find it hard to produce

ymore cash. They argue that their scope for raising prices

¢ than thelr competitors is limited, and that they already

e every effort to reduce costs and raise productivity.. :
tenpts to restrict wage increasesfurther cnuld lead to damaging
Mztrial action which wnuld put the cash limit objective

jond reach, while reductions in investment, besides damaging
fiire prospects, would increase their tax bill.

tiew of the relatively poor prospects for UK output and
lernal trade in 1980-81, and of the Board's good record in

- successful management of its ports, it would be unwise to
% on BIDB achieving more than is implied by a negative limit
£10 million.
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715H WATERWAYS BOARD
1 external finance for BWB is primarily determined by the
be nf their deficit grant in aid. A limited amount of borrowing

a small investment programme., The July decisions,
or volume cuts on both grant and borrowing, imply an external
prcing limit of £22 million at Surveyprices, of which £19 million
grant.
sut-turn prices this would imply a limit of £29 million of
ich approximately £25 millionwuld be grant. The Board argue
at grant at this level would not allow them to meet the additional
g5 of a pay award to staff following a recommendation of
¢ Clege Commission (expected at the end of the year) without a
rither volume squeeze. The Board's assumption is that
eff increases may average 20-25 per cent, costing £1 million
1z in 1980-81. The scope for the PBoard to finance these
iitional payments without a further cut in their maintenance
peramme already in arrears is limited. The Board have assumed
creases in smenity charges of 17-18 per cent and charges for
ticht business are determined by their competitive position.

11, revenue from charges is only 40 per cent of turnover.

#uld be inconsistent with the treatment of Clegg awards in
ltnlating the BSG cash limit not to make some adjustment to

© cash grant figure. We therefore propose a cash limit of

) 1illinn to include an allowance for Clegg. The size of

15 wuld not be specified but would be of the order of £1 millinn.
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qokAL FEEIGHT CORPORATION

or present arrangenents NFC have no access to the NLF, and have
rely (apart from certain specific Government grants) on bank
rowing and leasing. The Corporation's total net outstanding

sing commitment is held constant in real terms (ie, new
sing contracts can be entered into only to the extent that
vinug contracts come to an end). Ministers decided in July
{ total external finance for NFC in 1959_51 should be

{ricted to £19 million.

assume that the road haulage industry will in general
sble to recover increases in wage and other costs through
her charges, so that their forecast of cash flow is not
jcially dependent on the movements of these wariables (by
e sane token the cash limit has less leverage over pay
itlenents, where in effect the Corporation have to pay the
ing rate in the industry). Their latest forecast of their
ternal financing requirement is £24 nillion at sut-turn
ices, although this could be higher if there were a marked
teleration in inflation or a sharp down-turn in economic
tivity. The HFC figure is about £1 'million less than Ministers’
ly decision would imply at out-turn prices. NFC would have
pe for reducing investment and for a more rapid rationalisation
some nperations if a deterioration in their ftrading position
redtened a cash limit breasch, A limit of E24 million at
iurn prices (£18 million at Survey prices) is therefore
ipnsed .
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\I0NAL BUS COMPANY
tal external finance for NBC depends in part on Government
peisions (on borrowing and amounts of Hew Bus Grant) and in part
o local authority decisions on the amount of revenue support

tey will provide. The external financing limit has to make an
gonption about the.latter; once it is fixed, permissible
wrrowing in prineiple fluctuates inversely with the level of

loeal authority revenue support. The Department of Transport
psomed initially that NBC would suffer reductions of £2 million
innew bus grant, in local authority revenue support (ie, as
sresult of the central Government sgueeze on local authority
ppenditure) and in borrswing from central Government (as their
thgre nf the £20 million reduction in lending to the Trangport
utionalised industries.)

mthis basis the NBC external financing limit would be £77 millinn.

B now say they need £87 million. We think that they are allowing

frr too small a fares increase next year (12} per cent increase in
mvenue, implying perhaps 14 per cent on fares), and that they
wild wake savings by a more determined effort to rationalise

©i cut back services. There may be some scope for reductions

I investment in additional to those already implied in the IFR
“geline, But the benefit of such action in cash limit terms
trestricted by the heavy redundancy costs of réductions in
®Iices in rural areas. The Treassury considers NBC should be
®ld to a ecach limit of £77 nillion at out-turn prices, although
Wis night need to be supplemented by an understandingthat some
Mess might be allowed to meet the additional redundancy

Wets of slimning down operations: the Department of Transport
“nks that a figure below £85 million would be unrealistic.
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77isH TRANSPORT GROUP

in the case of the HNational Bus Company total external finance
bende in part on Government decisions on borrowing and New Bus
bnt and in part on local authority decisions on the level of

benue sUpport.

a
by Bus Grant, local authority support and the cut in borrowing,
h limit of £8.3% willion at out-turn prices would be implied.

wver, the Group say they need a further £0,.3 million in the
th 1imit to accommodate expected grant recipts to cover urgent
i unexpected repairs.on the Port Ellen Pier. These grants will
financed from within existing public expenditure totals. An
fernal financing limit of £8.6 million is therefore proposed.
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v15i SHIPBUILDERS

llowing their review of shipbuilding Ministers agreed in June

gt the total external [inance for British Shipbuilders in

i-81 should be £101 million at 1979 Survey prices. Assunming
flation of about 14 per cent between this year and next, this is
pivalent to £133m at outturn prices. BS's provisional

if is for £175 million. The increase reflects revised assumptions
mit the likely price of ships, of carf;;.ring spare capacity and

I elosures. It allows for an increase af up to 1066 in '
mings from January 1980. £175m would be unacceptable, and
pperiment of Industry Ministers will be making separate
eepaendations as sonn as possible. In the meantime the

dle shows £130 million as the provisional limit.
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(TISH AEROSPACE

, view of the Becretary of State for Industry's intention to
;1] chares in British Aercspace next summer, it is praposed
ut nn separate external financing limit should be published.
,,,,, ' July decisions (ie, excluding any provisinn for
prelopments of the 146) would imply a limit of £46 millien

¢ out-turn prices, if - contrary to préeent expectatinng - it
ses fnt prove possible to privetise the Corporation in 1980-81.
f provision Hr the 146 were to be included, the figure would be

but L850 million,
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Annex ©

stionalised Industries’ Chairmen’s Group

PO Box 403
33 Grosvenor Place
London SW1X 7JG

01-235 1212

¢ Rt Hon Sir Geoffrey Howe QC MP
Emeellor of the Exchzquer 18th October 1979
BN Treasury
parliament Street
LOWDON
SWiP 3HE

%m m"‘u‘“

Framework of Financial Discipline

You will recall that you indicated at the Ministerial-
RICG Liaison Meeting on 23rd July your readiness to receive
the views of the Nationalised Industries' Chairmen's Group
o the form of the suggested "framework of financial
discipline" for the public sector industries. In Frank Tombs'

ibsence on leave, I am now forwarding a memorandum setting
out our thinking.

We regard this paper primarily as a contribution to
ebate, and so look forward to discussing it with you and
your colleagues before long.

Meanwhile, I would make two points. Firstly, if the
Corporations' cash limits for 1980/81 are to be fixed and
fblished as early as next month, they will almost certainly
‘¢ out of line with the Corporations' actual external financing
fequirements in the event, and that would aggravate all our
@fficulties. I would therefore urge you to consider the
Proposal in paragraph 28 of our paper about the way in which
any November figures should be presented. This would leave both
{91 and us with some room for manceuvre.

Secondly, we appreciate the background thinking which is
tading you to lay particular stress on cash control at this
PBint in time. However, the Chairmen are convinced that these
lijor national businesses cannot be run effectively on a cash
Um:basis. Even if you feel obliged to put more emphasise on
tﬁ3fash Limits regime than we would wish this time round, I hope
lat we shall be able to agree in ocur discussions on the need
D“mQVE towards the more balanced sort of financial framework
Utlined in ocur paper, for use in future years.

«o«f Following




the Rt Hon Sir Geoffrey Howe QC MP R 18th October 1979

Following talks with your office, copies of this letter
and the paper are being sent direct to your colleagues so as
to speed circulation, but the Treasury will be handling
distribution at officials level.

st
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FRAMEWORK OF FINANCIAL DISCIPLINE

FOR THE

PUBLIC SECTOR CORPORATIONS

VIEWS OF THE

NATTONALISED TNDUSTRIES' CHAIRMEM'S GROUFP

15th October, 1979




{i)

(ii)

(111}

{iv)

(v)

(vi)

(vii)
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(1x)

{x)

-1 -
SUMMARY

The Chairmen's Group welcomes the Government's broad approach to the
control of the public sector industries, 1le to set a tight framework
of financial discipline, but then to leave it to the Corporations to
choose between the various business options available within those
constraints. However, much will depend on the ways in which that
framework of financial discipline is composed and operated,

(paras. *1-3).

In devising any system, full account will need to be taken of the many
differences between the Corporations, (para 4).

dny framework of financial discipline should embrace all the financial
mechanisas through which the Government controls or influences the
Corporations. Seven such factors are identified, (para 3).

The various parts of the financial framework must be operated in
mutually consistent ways, (paras 6-8).

If these larpe, capital Intensive businesses, with their long "lead
times", are to be directed successfully, they need strategic guidelinmes
covering a reasonable number of years. Important though they are,
short-term cash flow considerations alone cannot provide a realistic
form of strategic guidance. Thus, the medium-term Financial Targets
gshould be treated as the determining element within the financial
framework, to which all other parts of the system should conform,
{paras 9=11).

Arrangements for the setting of Financial Targets are discussed, {paras
12-163). All Corporations should be given Financial Targets before
Cash Limits for 19B0/8Bl are set, (para 17).

A thoygh its role within the financial framework should not be
overstated (para 10}, the Cash Limits regime is a useful reinforcement
for financial targetry, (para 18).

Because of their character as business enterprises, the Corporations
have “cash limits" of a special sort, related not to their total
spending, but to their external financing requirements, ie to the
limited differences between total receipts and total out-goings, (para
19). To emphasise this distinction, a more accurate description, such
as External Financing Limits, should be used, (para 20). The
differences involved must affect the ways in which the Corporations'
external financing limits are set, (paras 22-26): the timing of the
exercise, (paras 27-28); and the results which the Cash Limits regime

can reasonably be expected to achieve in the industrial area, (paras
29-31).

The time has come to spell out clearly how the Cash Limits regime is
meant to operate in the case of the Corporations, (paras 32=33). The

BICG's detailed suggestions for such a Code of Practice are set out,
{paras 34-35 and Appendix).

As well as Financial Targets and Cash Limits, five other factors should
,be covered in the framework of financial discipline. The NICG's views
are set out with regard to: devices to stimulate efficiency, (paras 36-
38); pricing policy, (paras 39-40); investment approvals and
appraisals, (paras 41=-45); capital structure and financing, (para 46):
and the treatment of inflation, (paras 47-50).
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NATIONALISED INDUSTRIES' ctm:grmn‘s GROUP

FRAMEWORK OF FINANCIAL DISCIFLINE

45 the Chairmen's Group understands it, the Government's broad approach

to the control of the public sector industries falls into two inter-related
parts. The first involves providing the Corporations with a tight
"framework of financial control”, akin to the constraints imposed on

private sector companies by the operation of a tight monetary policy. The
gecond involves then standing back as far as possible, reducing detailed
interventions and leaving to the Boards of the Corporation the task of
choosing between the various business options available within those
financial comstraints.

The Nationalised Industries' Chairmen's Group welcomes this broad approach,
vhich is very much in tune with the views which the Group itself has
developed over the years.

In practice, however, much will depend on the way in which this overall
approach is translated into specific arrangements, During the
Ministerial-NICG Liaison Meeting on 23 July, 1979, the Chancellor of the
Exchequer expressed his readiness to receive the Chairmen's Group's views
on this issue., Accordingly, this paper sets out the NICG's thinking about
the form which any framework of financial discipline should take, as a
contribution to debate.

In devising and operating any framework of financial discipline, full
atcount will need to be taken of the many differences between the
Corporations. Of the twenty businesses linked with the Chairmen's Group
which are responsible to Ministers, three - the National Water Council,
the Civil Aviation Aonthority and the UKAEA - are not dealt with as
"nationalised industries” for the purposes of the Cash Limits regime,
though they are subject to that restraint through another route, and also
te other parts of the overall finmancial control system. And as to the
temaining seventeen Corporations, these differ substantially in many
relevant respects, such as their organisational structures, their
Industrial characteristics, their current financial situations, and the
eitent to which their market situations allow them to influence their
selling prices, Though this need to make allowance for individuval
circumstances is specifically referred to at certain points in this paper,
it applies throughout.

A : THE OVERALL FRAMEWORK

THE COMPONENTS

The framework of financial discipline should be so designed as to provide
8t environment in which public sector Corporations operating at reasconable
levels of efficiency are able to achieve an adequate level of profit. It
should embrace all the financial mechanisms through which the Government
tontrols or influences the activities of the Corporations, as developed in
the 1961, 1967 and 1978 White Papers, (Cmnd.1337,3437 and 7131). It would
thus consist of arrangements relating to:

=~ Financial Tarpets = Pricing Policy
= Cash Limits = Investment Approvals and Appraisals
- Efficiency = Capital Structure and Financing

= The Treatment of Inflation




INTERMAL CONSISTENCY

1f the mechanisms referred to in paragraph 5 are to be combined to provide
a framework of financizl discipline, it is essential that the various parts
ghall be operated in such a8 way as Co be mutually consistent, one with the
pther .

This has not always been so in the past. The most acute problems have
concerned the inter—-relationship between pricing policy and the price
implications of Financial Targets and Cash Limits, where confusions and
conflicts abounded during the existence of the Price Commissicon., However,
this has not been the only area of difficulty. There have been many other
{astances where either there have been direct clashes, eg. Corporations
have been given Cash Limits which were altogether inconsistent with the
achievement of their Financial Targets, or no positive attempts appear

to have been made to check consistency, eg. as between the Cash Limite set
gnd agreed investment programmes.

locking to the future, the Government's decision to abandon direct price
regtraint should serve to reduce the difficulties which have occurred vis-
a=viz pricing policy, but it will not necessarily remove this problem
altogether, (see paragraph 40 below). Moreover, the current additional
enphasis on short—-term Cash Limits threatens to create a whole.catalogue
of new internal inconsistencies if pursued teoo far and in any unduly rigid
way, Excessive stress on the cash limit objective could weaken rather
than strengthen the Corporations' present determination to resist
snreasonable pay demands since prolonged strikes can have an enormous
impact on cagh flow, as recent Post Office experience demonstrates.
fimilarly, the inflexible application of Cash Limits may impede planned
reductions in manning by squeszing the room for manceuvre in the timing of
redundancy paymente; lead to the loss of favourable purchasing
opportunities: restrict investment In ways which block the achievement of
sediwm-term Financial Targets; and 50 on.

THE LEADING ROLE OF FINANCIAL TARGETS

If internal consistency is to be maintained, one of the mechanisms making
up the framework of financial discipline will need to be recognised as
playing the "lead role” in the system, to which the others will conform.

The Chairmen's Group urges very strongly that the Finanecial Targets should
fill this role.

This choice 1s determined by the industrial characteristics of the publie
Sector businesses. Only medium-term Targets of this sort can provide the
boards of the Corporations with the sort of strategic guidance which they
teed to pull together into a consistent whole all the various policies
bearing on the future development of their enterprises., The Chairmen's
Group fully appreciates both the immediate and the wider reasons why the
Lash Limits regime has come to play such a major role in Ministerial
thinking. Nevertheless, it cannot seriously be argued that the direction
of these very large, capital-intensive businesses, with their long "lead
times" , should be determined by reference to short-term cash flow
tiusiderations alone, To attempt to do so would risk producing violent
Bwings in policy from year to year, eg. with regard to price changes or
investment expenditure, with seriously destabilising effects on customers,
8laff and suppliers alike. If these major national businesses are to
Gaiptain a steady course, they must steer by a more distant mark,
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The Chairmen's Group therefore advises:

s, Tne Financial Targets laid down for the Corporations should be reparded
as the determining factor in the framework of financial discipline.

h, As far as possible, the cash limits set for any year should be based on
the best available estimates of what external financing requirements
will emerge for the Corporations concerned as they pursue their medium-
term Financial Targets in the light of their short-term market
clrcumstances. In other words, the cash limits should primarily be
derivative figures. Obviously, since the setting of Cash Limits is
part of the Government's wider PESC exercise, Ministers may
pecasionally find it impracticable to refrain from adjusting the
figures so derived to some extent, in,the light of the Covernment's own
short—term financial constraints; but this should be avoided if at all
possible, because of the disruptive effects on the businesses, and
their customers and suppliers.

t. Any interventions on prices by the Government, or by the governmental
agencies concerned with Competition Policy, should be subordinated to
the need to carry through in good time the price changes required to
achieve the Financial Targets and Cash Limits set, (though the
(orporations can reasonably be expected to demonstrate that they are
also taking all possible steps to improve efficiency).

B : FINANCIAL TARGETS

- Formal Basis. The Corporations' statutory duties with regard to the

tonduct of their businesses, Iincluding their financial duties, are laid
dovn in the various Natiomalisation Acts, These statutory duties cannot
be ignored in any discussion of Financial Targets and Cash Limits, Those
two arrangements represent very important expressions of Ministerial
wizhes, to which all Corporations give great weight; but they are non-
Statutory in character, and so do not over-ride, or impose, legal
oblizations.,

Relevant Considerations. Two main sets of factors should be taken into
gtcount when determining Financial Targets. The Corporation cencerned
ghould be able to put forward all those considerations which it judges
Televant in terms of the development of its business and the environment in
wilch it expects to have to operate. And the Government will naturally
Wish to introduce wider-ranging matters, such as the implications for
EConomic and monetary policy, the impact of sectoral policies where
appropriate, (eg., for the energy and transport Corporations), and so on.
ThE"Dppartunity cost” of capital is certainly a relevant factor when
dﬂtﬁmining Financial Targets; but how best it can be taken into account
In practice is a matter still needing to be discussed on an industry-by-
Industry basis at this stage, (see also paras.44-45). Where there has
been a wide- ranging examination of a Corporation's long term corporate
Strategy, as in coal, the whole process of determining an appropriate
ediwu-term Financial Target is obviously made much easier.

24w of the Targets. The Chairmen's Group supported the declaration in
last year's White Faper on the Nationalised Industries that, "A financial
;a’:ﬂlﬂt must obviously be tailored to the circumstances of a particular
SMustry,” (Cmnd.7131, para.70). It has welcomed the fact that the
“'gets so far announced have, accordingly, varied appreciably in form,
fellecting the widely differing business situations of the Corperations.
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Time Span. The Financial Targets set must cover a medium-term period if
they are to provide the Corporations with a useful measure of strategic
guidance.  The period should normally be of the order of three years,
possibly ranging up to as much as five years, depending on the situation in
the industries concerned. In no circumstances should there be a

recurrence of the situation whereby one-vear Targets were laid down for
fritish Gas Corporation and the Electricity Council for 1979/80. Though a
fundamental change in circumstances may occcasionally necessitate the
revision of some particular Target in mid-term, the annual review procedure
should normally be used as a monitoring mechanism only.

fonsultation. The Chairmen's Group attached great Importance to the
promise in Cond.7131 that the Government would set Financial Targets after
eonsul tation with the Corporations concerned. However, actual experience
to date has been mixed; eg, while some Corporations have been fully
involved by thelr Departments, thers was "irirtually no discussion at all
prior to the setting of a Target for British Gas Corporation early this
yeat. Unless there is full advance discussion, officials may be less than
adequately aware of all the factors which are relevant in terms of the
development of the industries concerned; and conversely, if those engaged
in the Corporations are left unaware of the wider considerations of
economie or sectoral policy which have influenced the Government's
decisions, they can hardly then be expected to demonstrate a full sense of
cemnitment to the Targets set.

Coverage. Useful progress has been made in the setting of medium-term
Targets since the appearance of Cmnd.7131 in March, 1978. However, the
coverage 18 still incomplete, with some major Corporations being amongst
those still lacking such guidance. The Government should seek to provide
all Corporations with medium term Financial Targets before attempting to
define Cash Limits for 1980/81.

C : THE CASH LIMITS REGIME

The Chairmen's Group would be seriously concerned at any attempt to use
short-term cash control as the predominant technique for guiding the
tperations of the public sector industries, since their industrial
tharacteristics call for longer-term strategic guidance, (see paragraph

I0).  The Corporations' "cash limits” should be seen, rather , primarily
3t derivative figures, reflecting whatever external financing requirements
Emerge as the varlous businesses pursue their medium-term Financial Targets
In the light of their short-term market circumstances. Though the
Government may occasionally find it impracticable to refrain from adjusting
the derived figures to some extent in the light of its own short-term
financial constraints, this should be avoided if at all possible, because
of the disruptive effects on the businesses, and on thelr customers and
Suppliers, (see paragraph 1lh), If they are approached in this way - ie,
“een as a useful reinforcement for financial targetry - the Group believes
”:E"- the one-year Cash Limits can introduce a valuable additional element
of financial discipline into the operations of the public sector
Grporations.,




i

THE SPECIAL CHARACTER OF THE CORPORATIONS' CASH LIMITS

The White Paper on "Cash Limits on Public Expenditure”, (Cmnd.6440,

ppril, 1976), acknowledged from the start the basic difference in character
between the Departments and other non-trading organisations and the
forporations as commercial enterprises, and accepted that the latter
required altogether-different treatment. In this area, cash control was
to be applied only to the balancing element in the Corporations® total
income-expenditure patterns, ie to their external financing requirements,
is met by mediwm and long term borrowings, irrespective of source, Public
Mvidend Capital and grants,

The use of the same term to cover both the restrictions imposed on the
lepartments' total expenditures and those imposed on the Corporation's
external financing requirements tends to obscure the important differences
involved, and so encourapes misunderstandings and misjudgements. The
thairmen's Group sees merit in the suggestion that a different, and more
accurate, term than “cash limits” should be employed in relation to the
(orporations' figures, such as "External Financing Requirements” or
“External Financing Limits"™.

CONSEQUENTIAL DIFFERENCES

The fact that the Corporations are business enterprises, and the special
character of their "cash limits" which stems from this, have important
implications. Compared to the operation of the Cash Limits regime in the
case of the Departments, three main consequential differences arise.

These affect the way in which the Corporatiouns' external financing limits
should be determined; the timing of the exercise; and the results which can
reagonably be expected to arise from the use of this form of discipline in
the public sector industries.

Determining the Cash Limits

+ The method employed to decide on what cash limits should be set for the
Corporations must inevitably be more complicated than in the case of the
lepartments. This is because the Corporations' expectations about their
External financing requirements are derived from complex business plans
which embrace all aspects of their operations, covering not only plans for
tutrent expenditures, but also expectations about their revenues, their
tapital spending plans, and so on. Thus, the Govermment cannot come to
any realistic view on the Corporations' estimates of their external
ﬁi‘--‘—'nting requirements without first examining these wider aspects of their
tnderlying business plans in considerable detail. The letters received
from Ministers in early October about the setting of the Corporations' cash
linits for 1980/81 appear to accept this point in principle.

Such an approach carries, however, one important lmplication. The Cash
Units regime may allow Ministers to distance themselves from the
“rporations' business decision after the Cash Limits have been set: but
l’f;‘i_l_ﬁ. they are being set, the operation of the system draws Departments
1“Exurahly into some degree of involvement in the most sensitive areas of
business planning. And such involvement must, in turn, inevitably lead to
Stie degree of commitment as regards the principal assumptions

“iderpinning the Corporations' business plans.
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This is certainly the case with regard to the assumptions made about future
price changes. For most Corporations, there is a direct connection

petween the views which they take about the extent and the timing of

price increases in the year ahead and the scale of the external financing
which they expect to have to recruit. Thus, the Government cannot
reaconably proceed on the basis of the latter figures but then claim to be
altogether uncommitted with regard to the anticipated price changes which
pnderlie them.,

. assumptions about pay Increases affect forecasts of external financing

requirements to a lesser extent. Nevertheless, the link is close enough
to make it impracticable for Ministers to avoid taking a view on what

tevel of pay increases will be regarded as acceptable for the purposes of
the cash limit calculations, whatever their general policy may be about the
setting of wage norms. The letters received from Ministers in early
tctober about the setting of cash limits for 1980/81 appear to accept

this point in principle. ]

. In the light of these considerations, the Chairmen's Group makes two

proposals, (see Appendix, paras Al3-Al4 and A21). Firstly, when Ministers
define the Corporations' cash limits for the year ahead, there should be an
accompanying exchange of letters setting out the principal assumptions
which underlie the figures set and identifying responsibility for them.
Secondly, 1if assumptions for which Ministers bear responsibility are
subsequentially proved appreclably wrong by the course of events, the
Corporations affected should have the right to ask the Government either to
reconsider their external financing limits, or altermatively, to accept the

need for whatever action is necessary to enable them to stay within those
limits,

T1 ﬁli'l'l_g

The fact that the Government's annual round of PESC discussions is
eompleted some months ahead of the Corporation's business planning
exerclses has always involved the risk that the Corporations' Cash Limits
wuld be set prematurely, on the basis of early, tentative data about

their likely external financing requirements, (see Appendix, para Al7).
However, the Covermment's efforts to expedite this year's PESC exercise has
Bade the issue one of urgency. If matters proceed at the pace suggested
in the letters received from Ministers in early October, and a White Paper
formally laying down the Corporations' external financing limits for
1980/81 is published in November, there is a serious risk that the figures
Will be out of line with the Corporations' needs. If s0, the problems
likﬁly to face both the Govermment and the industries in connection with

the Cash Limits regime next year could be considerably and unnecessarily
dgpravated,

fgainst this background, one possible solution merits attention, (Appendix,
Pira  Al9), This sugpgests that, although all discussions on the
Gorporations' external financing requirements for 1980/81 should naturally
Em:tinue to be handled on an individual basis, the initial White Paper on
future public expenditure plans projected for November should show only one
total Cash Limits figure for the nationalised industries as a whole,

lEﬂ‘fing the fipures for individual Corporations to be determined finally
"earer Budget-time, on the basis of the more up-to-date appraisals of their
®iternal financing requirements for 1980/81 due to be submitted by
Corporations in February. This course would not only help to reduce the
Mairmen's Group's anxieties about the current, expedited review, but might
ilso cover a longer-term point of concern about the Corporations’

influence on the PESC exercise which NICG was discussing with the then-
(hancellor at the time of the change of Government.,




Likely Re sults

ginte the cash limits set for the Corporatioms are related to their
puternal financing limits only, they are normally small in comparison with
the total expenditures, and total revenues involved®*. 1In other words, as
applied in the public sector industries, the Cash Limits regime involves

" relying on very short levers to try to shift very heavy weights. Both for

this reason and since other practical limitations also apply#, the results
will, inevitably, be less direct and less certain than in the case of the
Departments, where the regime directly limits total spending. To the

extent that the system helps to strengthen the Boards' hands in their
constant efforts to impose financial disciplines, both inside their
besinesses and in relation to suppliers and Unions, it is a welcome
reinforcement., However, the Chairmen's Group believes that Ministers
would be unwise to exaggerate the results which can reasonably be expected
to flow from this form of discipline in the particular circumstances of the
public sector industries.

With regard to the likely impact on pay in particular, much the same
eenclusion applies. To the extent that the existence of cash limits helps
to restrain Unions' ambitions, the benefit is to be welcomed. However, the
studies which NICG has made indicate the many technical weaknesses of the
fash Limits regime as a restraint on wage bargaining; and the Unions will
probably increasingly come to appreciate the room for manceuvre which these
weaknesses allow. In general, the Chairmen's Group has appreciable doubts
ghout the effectiveness of cash limits as a device for significantly
restraining pay increases in the public sector industries. Moreover, it
has considerable misgivings about the likely consequences for industrial
relations of any attempt to introduce discriminatory restraints, affecting
public sector pay movements alone.

At the Ministerial-NICG Liaison Meeting on 23 July, 1979, the Chairmen's
Gtoup was asked whether it would help to make the impact of cash limits
rore direct, and hence more certain, if the limits were sub-divided in some
Wiy, eg as between revenue and capital items, or between pay, other revenue
items and capital items. Whatever the merit of such an approach might be
for the Departments, it would appear impracticable in the particular
tircumstances of the Corporations: in every case, their external financing
linits cover only a small proporticn of total out-goings; and in most

tases, other limitations also apply#.

DETAILED ARRANGEMENTS

Tne detailed arrangements for the operation of the Cash Limits regime in
the case of the public sector industries have developed on an ad hoc basis
Wer the past four years, and current practice is nowhere codified.

thile this may have been inevitable while the system was being built up, it
15 undesirable now that the Cash Limits regime has become one of the main
devices through which the Government regulates the activities of the public
fector industries.

[

*Eg, British Airways' total out-goings for 1978/79, including capital
Spending, totalled £1,735 million. Its cash limit was £59 million.

" For 1979/80, out of 17 Corporations, 5 are expected to be fully self-
financing, with nil or negative cash limits; and 1if credit 1s taken for
local authority and special Government grants, another 9 have cash limits
wholly related to the financing of their agreed capltal programmes.
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the Chairmen's Group believes that the time has come to spell out clearly
.hnuthﬂ Cash Limits regime 1s meant to operate in the case of the
rorporations, in the form of a Code of Practice. Though this should be
designed to apply to all Corporations as far as possible; it would need to
include provisions to deal with the special circumstances of individual
(orporations in certain instances.

The NICG's general views about the form of the Cash Limits regime have
already been stated in paragraph llb above. For any Corporation, its
pediun-term Financial Target should be regarded as "the determining factor
in its framework of financial discipline”. That having been laid down:

"The cash limits set for any year should be based on the best available
estimates of what external financing requirements will emerge for the
Corporations concerned as they pursue their medium-term Financial
Targets in the lipht of their short-term market circumstances. In
other words, the cash limits should primarily be derivative figures.
Obviously, since the setting of Cash Limits is part of the
Government's wider PESC exercise, Ministers may occasionally find it
impracticable to refrain from adjusting the figures so derived to some
extent, in the light of the Government's own short-term financial
constraints; but this should be avoided if at all possible, because of
the disruptive effects on the businesses, and on their customers and
suppliers” .

. The Chairmen's Group's more detailed suggestions about the form of the
proposed Code of Practice are set out at length in the Appendix.

D : QTHER ELEMENTS IN THE FINANCIAL FRAMEWORKE

EFFICIENCY

o Responsibility for ensuring that Corporations operate efficiently rests
primarily with their Boards. This is not only a duty imposed on them by
Statute, but also a matter of professional concern and professional pride.

The Chairmen's Group is aware, however, that Ministers are actively
interested in finding ways of reinforcing these internal pressures for
efficiency. In this connection, it has three general observations:-

i« Some of this Ministerial concern appears to stem from an Implicit
assumption that nationalised industries are immune from the normal
competitive pressures making for greater efficiency. This 1is not so.
In an appreciable part of the nationalised sector, the Corporations
face considerable competition from other home and/or overseas
businesses; and even in those Industries where Parliament has long
recognised the inevitability of some limitation of direct competition,
such as the public utilities, the individual Corporations face

appreciable market pressures from suppliers of alternative goods and
services,

In-so~far as the Government sees need to reinforce such competitive
Pressures for efficiency, any action should, as far as possible, be
indirect in character, such as the imposition of a framework of
financial diseipline.

t+ With regard to proposals for more direct action to improve efficiency,
%errience shows that, however well-intentioned, such inltiatives can
all toe easily slip over into producing the sort of burdensome, time-
consuning involvement of officials and consultants in the affairs of

the Corporations which the Chairmen hoped that this Government was of a
wind to avoid.
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yevertheless, despite its reservations, the Chairmen's Group will nmaturally
ctand ready to consider, in a positive way, any new sugpgestions for
stimulating efficiency in the publiec sector industries which Minlsters may
wish to put forward.

i, Heanwhile, it needs to be borne in mind that a not-inconsiderable amount of

experimentation is already under way in this area:-

ds

B.

Cs

The last Government's proposal that the Corporations should provide

their Departments, on a regular basis, with Information about their

achievements in terms of a range of agreed "performance indicators",
together with forward projections, is being actively pursued, {Cmnd.
7131, para 77).

Appreciable progress has already been made in connection with the last
Government's further proposal that a certain amount of information of
this nature should be made generally available threough the
Corporations' Annual Reports and Accounts, {(Cand.7131, para TH).

The NEDO Study on the Nationalised Industries recommended that the
Financial Targets set for the public sector industries should include
performance cbjectives as well as financial objectives, especially
where Corporations were in a position to exercise some degree of
monopoly power, {pp.33 and 49). However, last year's White Paper,
while mentioning this suggestion, noticeably refrained from following
it up, (Cmnd.7131, para 76); and comparatively little has been done in
this regard by the Departments, apart from the recent elaboration of
the Targets set for the Post Office*. #1l1 this suggests that the
proposal may involve appreciably greater difficulties than its
gupporters appreciate. For its part, the Chairmen's Group does not
feel that the experience yet available warrants its adopting any
collective stance on the idea at this stage, though it would not wish
to discourage experiments on an industry-by—-industry basis, where the
Chairmen concerned see advantages.

Under the Competition Bill, the Secretary of State for Trade will be
empowered to call on the Monopolies and Mergers Commission to
investigate the efficiency, costs and standards of service of the
publie sector Corporations. Certain initial points of concern having
been dealt with during discussions prior to the publication of the
Bill, the Chairmen's Group has not sought to resist this innovatiom.
However, it remains worried about the burdens which such investigations
will involve; dubious about the benefits likely to accrue; and
unconvinced about the capacity of the Monopolies and Mergers
Commission to carry out management audits of the sort envisaged in the
time allowed.

* The Financial Target set for Telecommunications calls for a reduction in
the unit cost of telecommunication services of some 5% a year im real
terms durimg the period 1978/79-1982/83, in addition to achieving a 5%
Teturn on net assets, revalued at replacement cost. The Target set for
postal services requires them to maintain constant prices in real terms.
Other Corporations have experimented with setting performance targets of
their own: eg British Airports Authority's Accounts for 1978/79 record
that it has set itself the tasks of increasing the number of passengers
handled per employee by 3% a year, and of reducing expenditure per
Passenger, before depreciation, by 24% a year in real terms, over the
next five years.




PRICING POLICY

1f it is accepted that a Corporation is operating reasonably efficiently,
then the objectives which it is given in terms of Financial Targets and
tyternal Financing Limits will go a long way towards determining what level
of gales revenue it will require over the year ahead, and hence the amount
and timing of any necessary changes in selling prices. The point

ghviously cannot be pressed too far. Some Corporations, cperating in
highly competitive environments, have little if any ability to adjust their
selling prices so as to realise given targets for profits and cash flow,
and must operate almost entirely on the other side of the cost-price
relationship. And even for those Corporations which have some greater
degree of market influence, many uncertainities may intervene.

fevertheless, it is essential that the Government should have a clear
pnderstanding of the implications for pricing of the Financial Targets and
ixternal Financing Limits which it sets.

4s paragraph 7 indicated, this has all too often not been the case in the
past, Looking forward, the Govermment's welcome decision to abolish the
Frice Commission and to abandon direct price restraints should serve to
reduce the difficulties in future; but it does not necessarily remove the
problem altogether. In particular, some potential areas of conflict
remain vis—a-vis the statutory powers of the Director General of Fair
Trading and the Monopolies and Mergers Commission. Although the new
Competition Bill requires the Monopoliles and Mergers Commission to accept
any Financial Targets and Cash Limits laid down by Ministers as "given
data” in connection with its investigations iato the efficiency of public
sector industries, the Bill does not extend that rule to other activities
of the MMC, nor does 1t apply it to the activitiez of the Director General
of Fair Trading. Thus, there is need for procedures to be agreed between
the Government, the Corporations, the DGFT and the MMC for dealing
effectively and speedily with any proposals from the Corporations for price
lncreases which stem from the setting of Financial Targets and Cash Limits.
Yore generally, though the Chalrmen's Group Is much encouraged by the
¢vident determination of the present Govermment to avoid intervening in
tommercial issues, sad experience shows that the political pressures on
Minizters to block necessary but unpopular public sector price increases
have all too often eventually overcome good intentions in the past.

INVESTHMENT APPROVALS AND AFPRAISALS

e public sector industries have very large investment progremmes, often
nvolving individual projects with long “lead times”. These programmes
turrently involve capital outlays of well over £4 billion a year, account
for about one-fifth of all of Britain's investment in fixed assets, and
Provide a work—-load which is crucial for the well-being of many private
fettor capital goods manufacturers, It is thus essentilal from many angles
that any framework of financial discipline should include arrangements
Which are capable of regulating this investment activity successfully.

* The existing arrangements in this field fall into two main parts. The
fiest involves annual reviews of the Corporations’ medium term investment
Programmes by their sponsoring Departments, leading up to Ministerial
Wwthorisations for certain percentages of the total levels of capital
Spending proposed in each of the first three years of the programmes, as a
basis for the advance commitments needed to keep investment activity
tunning smoothly. These arrangements were examined in depth in 1975, and
Useful changes made; and while there are specific points at which
laprovements could still be effected, the Chairmen's Group believes that

they can be incorporated without any substantial change in the framework
°f financial discipline.
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there is, however, some uncertainty about the links between this

X procedure for future investwent authorisations and the procedure for
setting Cash Limits, The Chairmen's Group would welcome an assurance that,
pnce & forward capital spending programme has been authorised in whole or
gubstantial proportion, Cash Liwmits will be set for the years concerned at
i level which makes full provision for the financing of that capital
spending. Late revisions in capital spending programmes occasfoned by

* {nadequate cash limits can have extremely serious repercussions, not only
gn the Corporations themselves, but also on many private sector companies
in the capital goods industries, who are often heavily dependent on public
sector orders.

The second set of arrangements bears on the likely profitabilicy of the
varlous projects making up those overall capital spending programmes. The
approach set out in the ]967 White Paper, which revelved arcund the
proposition that the profit prospects of each individual project should be
appraised by use of the Test Discount Rate {TDR) system, was dropped last
year as a governmental requirement, and it was left te each Corporation to
determine its own methods of investment appraisal in future. In its
place, the 1978 White Paper proposed that the profitability of each
orporation's investment plans should henceforth be appraised in terms of
whether its new capital outlays taken as a whole were likely to achieve a
sufficient return to cover the current "opportunity cost of capital™,
(identified as 5 per cent in real terms before tax); and it was indicated
that this would become one of the factors to be taken into account in
determining Financial Targets, (Cmnd.7131, paras 57 and 60). In addition,
the White Paper put forward a new mechanism for implementing this new
approach, in the form of the Required Rate of Return (RRR) system, (paras
00-63 and Appendix I).

i The Chairmen's Group accepted the "opportunity cost of capital™ concept.
Horeover, the strength of the general arguments advanced in favour of the
RRR system as a techmique for applying that concept was fully recognised.
However, a number of Chairmen were hesitant about the practicability of the
RER system in terms of the particular industrial situations facing their
businesses, an aspect on which no serious studies had been done, NICG made
tlear to the late Chancellor its reservations in this regard; and in the
event, the key sentence in Cond.7131 stated only that, "The Government Is
wiesy discussing with (the Corporations) the development of a more direct
¥ay of relating the opportunity cost of capital to their financial
Periormance in order to reinforce the principles of Cmnd.3437", (Para 60).
The Chairmen's Group subsequently indicated to Ministers that, until those
¢iscussions had been completed and the results had been considered, the
thairmen's Group would continue to reserve judgement on the use of the RER
#fstem as a technique for applying the “opportunity cost of capital”

tonge pe, That remains its position.

CAPITAL STRUCTURE AND FINANCING

* The ability of the Corporations to operate satisfactorily within any

framework of financial discipline will depend in part on the existence of
Suitable arrangements with regard to their capital structures and their
financing., At this stage, the Chairmen's Croup wishes to reserve comment
%0 any points of common concern which may emerge in these regards from
Study of the various "privatisation” proposals being put forward by the
Government , However, it would still see advantage in discussions being
held at officials level on the rather more detailed points raised in the
Memorandum on "Capital Structure and Sources of Finance” which it submitted
to the Treasury in February, 1979 and which has not yet been considered.
:: these discussions, the NICG would wish to pursue, among other matters,
(M current limitations on overdrafts and other forms of temporary
“rrowings, and the treatment of leasing.,
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THE TREATMENT OF INRFLATION

Like all parts of the economy, the public sector industries find the

conduct of their affalrs rendered increasingly difficult by the course of
faflation. Indeed, since the Corporations' fixed assets are so
considerable and often so long-lived, the impact of inflation on economic
and financial relationships in the public sector industries is particularly
SEVETE. Any framework of finmancial discipline must embrace arrangements
to cope with this aspect, In particular, three points will require
gttention.

Pricing. The level of prices charged by public sector Corporations

should, wherever possible, be high enough to cover the full current costs
of production, including the replacement cost of capital assets "used up”
in the process of production, Such prices cannmot always be secured by
Corporations facing highly competitive market situations. However, unless
the Government allows the use of full "current cost” priecing in situations
where it is practicable, and makes its support for that policy widely known
in the community, it will be acquiescing in a progressive hidden ercsion of
the capital base of the Corporations concerned, and thereby aggravating
public sector finanmcing problems in future years.

Financial Targets. Correspondingly, the Financial Targets set for the
Corporations should, as far as possible, be expressed in terms which take
account of the impact of inflation. This cannot yet be done across—-the—
board; but it is encouraging to note that nine of the Financial Targets set
recently have been expressed in this way.

Financial Accounts. The Chairmen's Group and all individual Corporations
have accepted the statement included in last year's White Paper on the
Ritionalised Industries that, "when an inflation accounting standard is
approved, it will apply to the nationalised industries, subject to any
necessary adjustments to meet their special circumstances”, (para.i2?).
Barlier this year, NICG produced an Interim Code of Practice, designed to
teduce the differences which had developed with regard to the treatment of
inflation in nationalised industries' Accownts in the absence of any
authoritative lead from the accountancy bodies. Following on from this,
SICG recently sent to the Treasury its analysis of the current proposals
for a new Inflation Accounting Standard, as set out in Exposure Draft 24.
It hopes that, after discussion, agreement can be reached on a jeint
Elatement which the Government and the Chairmen's Group could make to the
ﬂtteunting Standards Committee with regard to the application of such an
Accounting Standard to the public sector industries, including any
#djustments judged necessary to meet their special circumstances.




. paragraph 33 of the main paper states the Chairmen's Group's view that

1

APPENDIX

DETAILED ARRANGEMENTS FOR THE CASH LIMITS REGIHE
IN THE PUBLIC SECTOR INDUSTRIES

"the
time has come to spell out clearly how the Cash Limits regime is meant to
sperate in the case of the Corporations, in the form of a Code of

practice": and paragraph 34 then describes the NICG's general thinking on
this matter. This Appendix elaborates on that approach.

TERMINOLOGY

The term “Cash Limits™ should be replaced by one which more accurately
deseribes the system as it applies to the Corporations, such as "External
Financing Requirements” or "External Financing Limits".

RELEVANT INFORMATION

, Three main types of information are necessary before Ministers can

properly decide on External Financing Limits:-

4, The medium-term Financial Targets at which the Corporations should be
aiming.

b. The best available estimates of what Individual Corporations are likely
to need by way of external finmancing in the next financial year,

t. The Government's own assessment of the overall public sector financing
situation in the vear ahead, leading on to initial views about the
desirable level of the Public Sector Borrowing Regquirement, to which
the total of the Corporations' external financing requirements
contributes.

fs indicated in the main paper, the Chairmen's Group believes that the
first of those items should be the principal factor affecting the
setting of Cash Limits,

Me Corporations already provide their sponsoring Departments with
tonsiderable information about their business plans for the year ahead.
qugh arrangements vary somewhat, returns are normally made in tentative
‘om in the Autumn, in reasonably complete form in the following February,
a0d in final form shortly afterwards, These several submissions show the
best estimates available at the time of the revenues and expenditures which
ire likely to arise as the Corporations pursue their medium-term Financial
Targets in the light of the short-term business conditions anticipated:; and
%L out in detail all the background data and assumptions underlying those
Félimates: and in the later versions, they also state what level of

®lernal financing is likely to be required in the year ahead.

" 'tom the Government's viewpoint, this information forms one of the many

]:'F‘UES brought together in the annual PESC exercise. The decisions
“oWing from that exercise subsequently emerge in three main ways: in the
“iual White Paper on the Government's Five Year Expenditure Plans,
"rmally been published in January in the past few years), which
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includes figures for the nationalised industries' external borrowing
requirements in the next financial year, in total and by individual
forporations; in the Estimates put to Parliament, (which are now beling
trought into line with the Cash Limits set for the corresponding
pepartmental "blocks”); and in the Budget, and the accompanying Budget
sratement and Financial Review,

The formal status of the figures showing external borrowing requirements

for individual Corporations which are included in the White Paper on Five-
Year Expenditure Plans has never been clearly defined; but the

guthoritative statement of Cash Limits for the public sector industries

for the coming vear is normally taken to be that appearing at Budget—time
in the Financial Statement and Budget Review. This covers 17 of the 21
lorporations linked with NICG, with the exceptions being the Natiomal Water
Council, Civil Aviation Authority and UKAEA, (whose position is dealt with
through the Cash Limits set for their Departments), and London Transport
Executive. '

The Chairmen's Group 1s generally satisfied with this existing machinery.
its main reservation, reflecting a considerable anxiety about timing, is
indicated in paragraphs Al5-Al9 below.

THE PROCESS OF DECISION-MAKING

. lecisions on the Corporations' External Financing Limits are a matter for

the Government, albeit for practical rather than statutory reasons.
However, Ministers cannot expect the Boards of the Corpocrations to carry
responsibility for operating their very large enterprises successfully
unless a major element In their business plans - their access to external
financing — is determined in a way which pays adequate regard to the
Boards' own judgements of their needs.

The setting of the Corporations' External Financing Limits ought thus to be
preceded by full consultation, involving the normal process of successive
flscussions, leading to successive adjustments in views, until figures are
teached which are tolerable both in terms of the Corporations' position as
commercial entities and in terms of the Govermment's judgement of overall
national priorities. Considerable concern has been caused by the fact
that Cash Limits for 1979/80 were revised in March and again in June of
this year without that process of consultation having been fully carried
through, and without the Corporations' acceptance of the External Financing
Linits set having been secured in all cases. ' While the Chairmen's Group
appreciates that special factors were at work in the case of the June
fevisions, it urges strongly that the Code of Practice should be drawn in
such a way as to ensure full consultation, and as far as possible full
dgteement, on all future occasions.

* The Government should keep closely in mind the wide-ranging and disruptive

effects which revisions of the External Financing Limits can have on the
¥hole of the Corporations' business planning. They may well, for example,
force sudden changes in investment plans which can seriocusly disturb the
“ell-being of the private sector capital goods industries; and they can
have altogether-deleterious effects on the carefully planned course of
discussions with the Unions.

THE BASES OF ASSESSMENTS

+ When drawing up their business plans in the past, the Corporations have had

the benefit of some guidance from the Government on economic issues; a
“easure of stability has existed on the capital expenditure side by reason
°f the procedure for prior Ministerial authorisations, ranging three years
dhead; and the existence of publicly-stated Counter-Inflation Policles
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tas provided guldance on wages issues In most recent years, Nevertheless,
it has always been accepted that it is the responsibility of the Boards of
the Corporations to decide on the assumptions underlying their business
planning, making such use of Government guidance as they judge proper.

o, he Chairmen's Group believes strongly that this arrangement should

continue, both on practical grounds and grounds of principle, The Code of
Fractice should therefore lay down that it is the responsibility of each
gorporation to determine what assumptions should be included in its
tusiness plan, except where the Government explicitly intervenes to lay
down guidance on any particular issue, as Ministers have just done, in
effect, in relation to the allowance to be included for pay increases.

It is important that at the end of the process, ie, when external financing
limits are eventually set for the Corporations, it should be eclear to all
concerned what assumptions underlie the figures and who bears

tesponsibility for them. Accordingly, at the time when the external
financing limits are published, there should be an exchange of letters
between the Departments and the Corporations covering these matters.

The Code of Practice should make provision to cover the situation where
assumptions for which responsibility rests wholly or substantially with

Ministers are found to be appreclably wrong as the year proceeds, and the

divergence endangers any Corporation's ability to live within its external
financing limit, In this event, the Corporation concerned should be
entitled te ask the Government to take one or other of two courses, The
first would be for the Govermment to adjust its external financing limit by
a appropriate amount, in line with the well-established practice applied
to Departmental cash limits when policy or other changes arise, (eg,

lond. 7681, Table 1, records 68 such adiustments in 1978/79). The second
wild be for the Govermment to accept any Industrial or commercial steps
suggested by the Corporation which would enable it to remain within its
stiginal external financing limit, including additional price changes.

Te main difficulty which could arise under this procedure concerns the

treatment of pay increases*; and here, NICG would welcome an opportunity
for discussion,

TIME-TABLE

»The Chairmen's CGroup appreciates that the Government's timetable for

seltling the Corporations' External Financing Limits is determined by

¥lder considerations, and particularly by the timing of the Budget.
fevertheless, the Corporations are naturally concerned to ensure that the
External Financing Limits within which they will have to operate, and which
“lll appreciably affect the conduct of their businesses, should be based on
iformarion which is as up-to—date and as well-based as possible.

——

"4 distinction needs to be drawn between the situation where a Corporation
ﬁﬁ its Unlons negotiate a wage settlement in excess of the GCovernment's
buldeline while that guideline is still capable of exerting influence on
beneral level of wage settlements, and the situation where a Corporation
Comes to the point of settlement after the general course of wage
hmgaiuing has clearly overturned the Govermment's initial pay

d%pirations, as occurred after the collapse of the last Government's 5%

Pay norm early in 1979, Ministerial comment has so far focussed entirely

“%the former case, However, the latter case warrants consideration

ilso, since most Corporations settle late in the annual pay round.
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¢, The Chairmen's Group does not wish to propose any specific alternative
time-table, since this is a matter needing detailed discussion in the light
of Whitehall's own requirements and the many variations in practice between
the Corporations, the most important of which is5 the differences in year-
end dates, Nevertheless, the timing of the business planning exercises
which produce the Corporations' estimates of their external financing
requirements must clearly be a significant factor.

1. Iike many large private sector companles, most Corporations begin their
businezs planning by assessing broad economic prospects in the last Spring
or early Summer, following the Budget; and their plans are then built up
through the various stages of sales forecasting, production and capital
planning, financlal assessments, and subsequent revisions, until the
forecasts for the year ahead finally emerge a reasonably short period
before their new financial years begin. Thus, the information which most
Corporations submit for the PESC exercise in the Autumn is necessarily
provisional, and cannot be regarded as providing an adequate basis for
defining levels of external fimancing within which the Corporation can be
expected to commit themselwes to operate their businesses. Indeed, for
Corporations with April-March financial years, only the final business
plans produced in the early Spring can be regarded as authoritative for
this purpose, However, 1f Govermment timing so dictates, the data
provided to Departments for the purposes of the annual investment and
financing review in February could be taken as a tolerable basis for
constructing a new time-table for dealing with the Corporation's external
financing limits.

[}, The Chairmen's Group has long regarded this timing issue as a serious

problem, to which there is no easy answer, and has looked forward to

discussing possible ways of ameliorating the difficulties to which it has
glven rise, However, the Government's decision to expedite the PESC
exercise this year, and to seek to publish the Corporations' external
financing limits by November, has made the matter one of urgency.

=

% (me suggestion which warrants consideration in this connection is that

the firet set of figures published by the Govermment on the nationalised
Industrieg' financing requirements, which are normally based on the very
tentative submissions which the Corporations make in the Autumn, should be
shown in total only. The final figures for individuwal Corporatioms could
then be worked out nearer to Budget—time, on the basis of the Corporations'
February submissions, While these final discussions would necessarily
hive to have regard to the overall sum initially published, a reasonable
degree of flexibility would remain, because of the considerable allowance
for "shortfall”: eg., for 1979/80, this allowance amounts to £500 millionm,
it against a figure of £2,328 million for the sum of the individual
Corporations' Cash Limits.

IHE "PRICE BASIS™ OF THE FIGURES

=)

litherto, as between the initial appearance of figures for the
Corporations’ External Financing Limits in the Public Expenditure White
Paper and the final announcement in the Financial Statement and Budget
Beview, the way in which the Limits are expressed has been changed. The
former document has shown them in terms of “gurvey prices"” for the
then-current year, whereas the latter document has shown them in terms of
estimated oput-turn prices” for the year ahead. It is assumed that the
Same will apply this year, despite other changes in the arrangements.

-




, The Corporations find this change of horses in mid-stream irritating and
confusing. What is much more Important, however, 1s that the process
jnvolves Introducing into the exercise a Government assumption about the
likely rate of inflation, the scale of which is not stated in the Financial
statement and Budget Report, but which is very likely to lie lbelow the
torporations' own planning assumptions, (see paras All-Al4). And if that
government inflation allowance does indeed prove to have been set too low,
the Corporations’ external financing limits will suffer a further element
of "hidden erosien”, on top of any cuts which may have been made openly by
Ministers when setting the limits in wvolume terms, This has certainly
been the case this year; and though the extent of the "hidden erosion" now
geeurring cannot be quantified by NICG, it is believed to be wvery
considerable indeed.

The Code of Practice should provide for the review arrangements referred to
in paragraph Al4 to cover this aspect also. In other words, if events
show that the Government's original inflation assumption has been set
appreciably too low in any year, Corporations should be entitled to ask
that thelr external financing limits should be re-expressed on amore
reallstic basis in money terms, while maturally remaining unchanged in
volue terms.

CARRY-OVER

Te Financial Targets set for the Corporations call on them to take a
medfum-term view of the course of thelr business, and so envisage some
flexibility as between one year and another. The Cash Limits regime,
however, based on a single-year approach, may cut across that flexibility
in an wndesirable and unhelpful way. This is especially so in relation to
lovestment spending, where all experience shows that the setting of "top
limit" figures with no provision for carry-overs creates a climate of
opinion which positively encourages spending. The review of practice vis-
2-vis Ministerial investment authorisations, conducted under Treasury
thairmanship in 1975, expressly recognised this point, and the arrangements

were changed accordingly to set such authorisations on a2 "mid-point"
basis,

The Chairmen's Group hopes that consideration will be given to regarding
the External Financing Limits set for public sector industries as mid-point
figures rather than maximum figures, This may cbviously poze thecretical
Problems in terms of the Government's annual financing arrangements, In
Practice, however, any net over-run is likely to be small in relation to
the apgregates involved, and well within the unavoidable marging of error;

ind the offsetting advantages from the industries' viewpoint could be
tonsiderable.

¥
YourToRING

“le existing arrangements for the monitoring of the Corporations’
“tivities in relation to their External Financing Limits, which include
l:'fwiaiﬁn for either monthly or quarterly reports and discussions, are
J“dﬁ?d satisfactory, Care must, however, be taken to recognise the
teclal situations affecting particular Corporations: eg, the National Bus
E“mpaﬂ}' has, as a component part of its External Financing Limit, the new
Us grant, for which the legislation expires next year.




