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FINANCIAL TARGETS FOR THE GAS AND ELECTRICITY INDUSTRIES

My consultations with the gas and electricity industries on 3-year
finagncial targets reflecting the pricing proposals. agreed by E
Committee are now virtually complete. I should like to announce these
as soon as possible, and in view of the reports (originating, I
understand, from one of the regional Gas Consumer Councils) appearing
iry the Press last weekend about domestic gas price increages, would
aim to do so later this week; probably by means of an oral statement
Ho) the House. I enclose 'a draftc of my statement, which has T
understand already been discussed with your officials. I would hope
this could be an oral statement; if pressure of events indicates a
written answer I would expect it to be somewhat shorter.

The targets are to be expressed as average annual rates of return on
assets, calculated on a current cost accounting basis. The figure

for gas (subject to fimal confirmation with the industry) is 10% and
for electricity.1:8% (the gas figure being larger because of its
smaller asset base which does not fully reflect its real main asset,
access to gas in the ground; and because. 1ts profits include an element
of "economic rent" in respect of the Southern Basin gas fields). The
Largets are | averages of Ghe ‘expected rates of meturn in esch of the
three years and are compatible with agreed public expenditure figures
as well as with the pricing proposals agreed by E Committee.

some of the main assumptions underlying the target will be set out

15¥ target-setting letters which I shall send to the Chairmen when the
statement is made and which I should expect to become public; but

the bulk of the underlying figure work, amounting to projected "target
paths" will be, or has already been, contained in confidential letters
to the industries. Our officials will continue to6 be in touch over
RS .

COCRNFIDENTIAL




CONFIDENTIATL

B
2)

‘ecent news of further oil pricc increases will have emphasised to thc
public once more the fact that the days ol cheap energy are over. |
The statement is nonetheless likely to attract a good deal of attention,
and we must ensure that the case 1s presented as effectively as
possible. I would therefore intend to give a fairly full explanation
of the pricing strategy especially for domestic gas: 1indeed 1 welcome
the ‘chance to dolso.  But I do hot in anhy cagse think there is any
opportunity for the Government to duck this responsibility. The

size of the domestic gas price increases stems directly from the
Government's decision and was accepted with some reluctance by the
Corporation themselves — and they will not be slow to point this out
if they do not think the position has been made sufficiently clear.

You will see that I have also referred to two important areas of

concern where the Government's intentions may be guestioned: the

special problems of the old and the poor, and the need to ensure that
the nation as a whole derives appropriate benefit from our valuable
Vorth Sea gas reserves. I would like to have been more positive on botnh
of these points, but recognise that this would require further
collective consideration, which there would not be time to complete
before the end of the month. Nonetheless, I am concerned that our
ability to maintain our pricing strategy could be seriously weakeneqd

if we are unable to make any progress 1n these areas.

I realise that the two questions of high gas industry profits, and
assistance to poorer consumers with fuel costs are separate, but 1t

is inevitable thaf they will be linked in people's minds and I believe
that we shall come under considerable pressure 11f we are unable to
announce remedial measures, and indeed seem to be taking substantially
less action than our predecessors did at a time of much lower real
pPrice 1rncreases.

On the guestion of high gas profits, and the possibility of an Excheqguer
charge, E Committee has of course already decided that Ministers should
look in detail alt ftwo options i1dentified in earlier discussions. 1
understand that Mr Lamont's Group on the Gas Industry will shortly be
reporting on this = your offiecials have been kept in touch with the

gas ‘tax disecussions. I also understand that a paper on the guestion

of assistance with fuel cosis 1s beipng prepared by DHSS officigls

o Submissyon bo kel Ministers,y | 10 consul fation with elfTielals #fromn
other Departments. I believe that this matter also deserves collectiwve
gigecussion' atl an early stage, despite the very Uight' expendifure
situation - even relatively modest developments could be of some impor-—
tance 1n the presentation of our overall pricing strategy. I know

yous are very consecilous of the public expenditure benefits of our gas and
electricity priving strategies: but I think we should not underestimate
the difficulty of sustaining them over the pericd of the financial
target and perhaps beyond. Additional assistance to those for whom
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higher prices mean particular hardship could well be a worthwhile
pricesto pay Tor the' acliievement, of thege larger ssvings.

I am copylng this letter Lo the Prime Minigter, our other E Committee
colleagues, Patrick Jenkin, Norman St John-Stevas, Angus Maude and
olr Robert Armstrong. Press leaks over the weekend have given us
rather less time than I would have wished, and I would be very
grateful for your response, and any comments our colleagues may have,
within the next day or two.

@a—w “'*\
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D A R Howell
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DRAFT STATEMENT — PFINANCIAL TARGETS FOR GAS AND
ELECTRICITY

With permission Mr Speaker I should like to make a statement
about medium term financial targets for the British Gas
Corporation and the electricity supply industry in England

and Wales.

It is a fundamental objective of this Government's policy
towards the nationalised industries that they should be
set a clear financial discipline in which to work. We
therefore opened discussions with the gas and electricity
industries on medium term financial targets for the period
1980/81 to 1982/83. The external financial limits for
1980/81 announced iast November were set in the light of
those discussions, which have now been satisfactofily

concluded.

It is essential, in a period of consjiderable international
uncertainty over fuel supplies and rapidly rising fuel cbsts;
that consumers should be aware of the true value'of their
energy conéumption. The . main factor in setting these
financial _f_argets has accordingly been the over:piding need '
to move towgrds consistent economic pricing for each fuel
so that ouﬁ"energy resources are properly used in the
future. After a year 1n which crude oil prices have risen
.,by'ﬂOQ%oq;gore, this is bound to mean heavy increases in

~ other fuel prices.

To take gqélfirst: there are four reasons why domestic gas

prices will have to rise. First our reserves of natural
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gas represent a finite and increasingly valuable national
resource. If 1t is underpriced, we shall burn it up too
fast and bring forward the day when we have to turn to more
expensive sources of supply. In fact, all analyses show

that domestic gas is at present substantially underpriced.
Hon Members will recall that even the Price Commission in

their report last July, before recent oil price increases,

concluded that domestic tariffs should be 30-%5% higher.

Second, underpricing tends to divert scarce gas supplies

from industry which would be willing to pay the proper
price, as well as brining the risk of shortages and supply

cuts on cold winter days.

Third, underpricing concentrates the benefits on those who

have access to gas supplies at the expense of the rest of
the population. Economic pricing is essential if some of

the flnanc1al proceeds from our natural gas resources are

to be secured for the benefit of the nation as & whole.

-

Fourth, a sénsible approach to pricing is also nébessary

to promote:a proper balance of supply and demand 'For
1ndustr1al &nd commercial customers it has been the long
standing pollcy of the British Gas Corporation to sell

gas at a pr:Lw broadly related to that of the competlng
oil product. The Government endorses this policy. The
only_alteryative would be some form of arbitrary\rétioning
and the riék:of ever~increasing supply shortages.; ‘

Flfth, gas Irom new North Sea flelds will cost up to several

times more than earlier gas supplies and prlces must reflect
these much hlgher costs. |




Against this background, and the background of soaring
world oil prices, we have set the British Gas Corporation
a target, expressed as an average annual rate of return to
be achieved over the period April 1980 to March 19835, of
[70%/ on average net assets valued at current cost. The
target is related to current cost operating profit after
taking account of depreciation but before interest and tax.
It will be adjusted if necessary after introduction of the
proposed new current cost accounting standard. Although
it 1s expressed as an average rate of return, the actual
rate of return achieved is expected to increase progressively

over the target periods

Details of the tariff changes necessary to achieve the
target are a matter for British Gas. However, in broad
terms the Government expects domestic gas prices this
year to increase by 10% over and above the rate of |,
inflation, followed by comparable real increases in the

following tﬁo years.

In the case of electricity, there is also underpricing, but

it is less than in the case of domestic gas. The target
has howeve:_beien designed to go a substantial way toWovds
correcting;this. On the same basis as for gas and‘over
the same périod, the target for the electricity supply
industry iﬁgﬁngland and Wales is an average annual rate
of'feturnbf 1.8% on average net assets valued at current
@ost. Asin*the case of gas, details of tariff ohanges

are a mattéf for the industry but the Government expeCts
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‘. prices to increase over the three year period of the target
by about 5% over and above increases in the indusfry's owIl

costs, of which fuel costs are the biggest element.

The Government has asked both BGC and the Eleetricity

Council to phase this year's increases in two stages, one

in April and another in October.

I recognise that adjusting to an era of higher energy
prices brings serious problems for many consumers,
especially the old and the poor. The new scheme of
assistance with heating costs announced by my Rt Hon
Friend the Secretary of State for Social Services on 22
October last was designed to provide worthwhile help for
those in most need. We shall continue to take proper
account of the cost of energy in our social policies and
in determining benefit levels, particularly the levels
of extra heating additions. We will keep under review,
in this context, the whole range of help avallable to

assist consumers with fuel bills.
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