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Note by the Chief Secretary, Treasury

The attached report by officials is relevant to our discussion in Cabinet on the
public expenditure survey. The report will be considered first in the
Ministerial Committee on Economic Strategy Sub-Committee on Economic

Affairs on 1l July. I will be inviting colleagues to endorse all the options set
out in Table 3,

WJIB

Treasury Chambers

9 July 1979
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- NATIONALISED INDUSTRIES: INVESTMENT & FINANCING REVIEW 1979
.Note by Officials '

i This paper presents the annual Investment & Financing Review (IFR) of the
8 nationalised industries. It provides a basis for Ministere to take decieione .
m the level of:
a) aggregate external borrowing for the nationalised industries;
b) investment by each of the industries.
It takes no account of disposals which are being handled separately (see para 9 below).
b pome cases decisions will be subject to the outcome of reviews on certain indus-

trieg.

& Decisions on (a) are a necessary part of settling public expgndituﬁ planning
totale for the Public Expenditure White Paper: from 1976 onwards it has been the
imustries' financing figures and not their investment figures (which in aggregate
abstantially axmud. the financing figures) that have contributed to public expen-
fiture. Decisions on (b) each summer help the industries to plan next year's

imestment sensibly. (This aim can, however, be frustrated if there is a problem

it the Spring, as there was this year, in keeping cash limits within the total

Haencing provision in the Public Bxpenditure White Paper.) The investment figures

i normally approved on the basis of 100% in Year 2 (1980/81), 85% in Year 3 (1981/82)
ud 70% in Year 4 (1982/83).

b The starting point for these decisions is the plans and figures submitted by
e industries in April, as revised during consultations since then between the
Mﬂtrieu, sponsor departments and Treasury; but the figures for steel are not yet
Weilable and those for coal, shipbuilding and the BNOC are subject to the special
"riews for those industries now in train. The figures are set out in Appendix A
la eeries of aggregated tables) and Appendix C (which provides detailed material
niustry by industry). 5

h This year the aggregate external financing figures exceed the figures under-

Wing the last Public Expenditure White Paper (Cmnd 7439) by substantial amounts
L0 million in 1980/81, £ 350 million in 1981/82 and £ 250 million in 1982/83,

‘he Dain reason for these increases is a reduction in forecast internal resources of
s
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£400 million, £200 million and €450 million in the 3 years combined with incressed
capital requirements amounting to £50 million and £150 willion respectively in the

first two yearss(There is a reduction of £200 million in 1982/83.) Over the period ped
there is still a progressive decline in external financing and an-improvement in Hi
financing from internal resources from 5i% this year to 57% in 1980/81, rising to 67% i
in 1983/84 (compared with a figure of only 27% in 1975/76) -- but both are slower than P
had been expected. el

cut

5. The fall in internal resources in 1980/81 and 1981/82 results partly from worsen
ing prospects for coal and rail. (For steel the tables assume, in the absence of firm
finencing figures, that deterioration in internal resources cancels out the large cut
gince last year in investment.) It also reeults from the reduction in March in the
telecommunications financial target from 6% to 5% real return on capital, from changes
in nuclear provisions for electricity and from BNOC'e reduced internal cash flow. Thd
increase in investment is mainly in electricity as a result of elippage and higher
real prices for power stations.

Increases over Cmnd 7439 & Scope of this Review
6. The external financing figures include grants as well as borrowing. In public

.expenditure terms these grants form part of sponsoring departments' functional

! programmes (where options for reductions are being considered); o.nl:r the borrowing
figures are aggregated in Progremme 5. Howsver in the case of the National Coal Boardy
there is much uncertainty about how the increase in their external financing require _
ments will be split between borrowing and grants; the total increased bid
is therefore dealt with below. On this basis the increases discussed here are the
additional bide for borrowing plus coal's additional bid for grants. These increases]
which may be compared with the totals in Table 1 of Appendix A, are shown in line C

of the following table:
Table 1

Increases on Cmnd zﬁz‘E
€ million at 1979 Survey prices
1980/81 1981/82 1982/83  1983/841

A Borrowing 200 100 50 50
B Grants to NCB 150 150 150
C TOTAL ' 250 250 200
D of which short-term borrowing
& leasing . - =50 250

*for 198%/84 (which was not covered Cmnd 7439) the table ~ showsthe increases
compared with the figures for 1982/83 in Cmnd 7439.

=Rl
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sort-term borrowing and leasing are shown separately because they were not included
i the Public Expenditure planning total in Cmnd 7439. But it is recommended (in
jra & below) that they should be included in future and the rest of the paper treats

sz C as the measure of the increase over the White Paper. However, in accordance
dth Ministers' instructions that options should be "as wide as possible", the options

pesented below add up for the industries to considerably more than is needed to

jiminate the increases; and if they were all adopted they would produce substantial
mts in the White Paper figures.

e Hature of the B-urmwins FiEErEE

., The borrowing figures are of their nature extremely wvolatile, being as they are
the residual of much larger flows: capital requimments, approaching £5 billion, minus
gants and internal resources together of the order of £4 billion, Internal
mmurggg E?%?‘Eﬁa product of two further flows, revenue(£30 billion) and current
apenditure, which are sensitive to such factors as the weather, fluctuations in
dmmand, market share, productivity, the exchange rate and the relative movement of
rey and prices. The pattern of borrowing also varies enormously between industries:
woe are heavy net borrowers, some borrow very little, others are net repayers of
bt. The industries have a marked tendency to under-spend (capital slippage being
s major factor here) and an overall shortfall allowance is now built into the fore-
tasts. In recent years shortfall has declined to rather over £600 million. After

s gharp reduction in the current year as a result of the Budget squeeze, the short-
fall allowance is assumed to be £500 million in 1980/81, and then to fall to

{00 million in the last 3 years of the Survey period as a result of efforts to

imrove the industries' forecasting in 1978/79.

.  As already noted, the "public expenditure planning total", on which Cmnd 7439
toicentrated attention, included all the industries' long and medium-term borrowing
rom whatever source including overseas borrowing but excluded their short-term
borrowing and leasing. This is not a satisfactory total for the purposes of con-
irolling the industriea' finances since it caen be evaded by switching into short-term
rrowing and leasing; for this reason the cash limit is set on total external finance
(capd tal requirements net of internal resources), which includes short-term borrowing
ind leasing. The divergence between the cash limit and the public expenditure plan-
ling total complicates control and it is proposed that it should be eliminated by
including ehort-term borrowing and leasing in the public expenditure planning total.
E'hiS_ will streamline the control system; it will emphasise th%u?“ %ﬁ-ﬁmtim to the
P3ER by ensuring that the whole of their contribution, including their short-term

“orrowing, will be within the public expenditure planning total; and it will ensure
- 3 -
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that surplus funds lent to the Government by an industry reduce publie expenditure,
a point which will be of some importance when e.g. gas will shortly have repaid a1
its NLF debt and will invest surplus funde in Government securities. It will alao,
as the table in para 6 shows, raiee the size of the increases compared with the Whi

Paper in some years. But these increases represent additions to the PSBR which ah
be (and are) covered by the options presented below and it makes more sense to inc
them.

9. Ministers should note that the figures are going to be altered very consider
by disposals - in some cases adversely. But it is too early to show the effects o
thiE-

Q'Et ion Cute

10. Beceuse the nationalised industries are businesses there are in principle 3 w
of reducing their contributicn to public expenditure: cutting investment or workin
capital; and raising intermal resources either by savings on current costs,especi
where this reduces losses uhich}gunural signal waste, or, where the market permits,

raising prices to economic levels.

11. Equally, however, the fact that they are businesses is a powerful argument fo
‘achieving necessary public expenditure reductions by means which so far as possibl
do not penalise successful industries to help wesk ones and do not involve arbitr

investment cuts which may lead to capacity shortage, or unnecessary costs, or setti

prices at excessive levels which mis-allocate resources or restrict the industries’

growth.

12. In practice, however, officials consider that although there are some risks,
there are economically defensible options for savings that could remove the increa
over the Cmnd 7439 level and go further than that. Each industry was asked for
options for reducing external finsncing by an amount equal to 10% of its investmen
But the realism and adequacy of these varies and other options have been gonsidere
which go further, notably a phased move towards economic pricing for domestic gas
(see para 16 & Appendix D).

13, The possibilities are discussed in detail in Appendix B. In some cases reduc
tions have already been made on the figures submitted by the industries and these
reductions have been incorporated in the baseline figures. These reductions are
shown in the following table:

A
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Table

o+

268 Compared with the Industries' Plans Reflected in the Base Line
£ million at 1979 Survey Prices

1980/81 1981/82 1982/83  1983/84

ENOC - higher oil price assumptions 39 86 - -
British Gas = revised exchange rate Lo Lo - -
Blectricity (England & Wales) - '

mainly resulting from higher prices 115 90 ko -
British Rail - investment cuts 19 19 24 40
National Bus - investment cuts 5 6 6 (3

ithe case of the energy industries, these changes result from adopting more favour-
iz sssumptions than those in the industries' original bids. These are eatimating
uges for BNOC and British Gas but a policy change in the case of Electricity.

‘the view of officials, the revised assumptions are realistic, but if the original
masts were to prove right the financing requirements of the induatries concerned

i have to be increased. In this event the Department of Energy would want the

ite on the financing requirements of the industries concerned increased accordingly.

+ Beductions in the proposed investment programmes of BR and NBC have been made
imse offiéials do not consider that adequate financial progress has been made to
#tify investment at the level proposed. In the case of rail, the reductions will
% up ag a combination of lower borrowing and lower grant. The Board have empha-
#i the serious consequences for the renewal of exisiting assets of maintaining the
it investment ceiling.

" The options set out in Table 3 on page &, if exercised in full, would go well
7ad eliminating the excess on Cmnd 7439 and achieve substantial savings. In
tticular the Cmnd 7439 figure of £750 million for 1980/81 would be reduced to £400
Qion. Ministers however will wish to consider whether they wish all of these eptions
‘e exercised and if nctwhich. In the view of Treasury officials all are feasible
“nost of them desirable. MNevertheless some ars clearly easier than others. Four
“ustries - BNOC, coal, steel and shipbuilders - are the subject of asparate revievs
“Mnisters are being invited to take decisions on them separately. The reviews of
“last 3 lose-making industries all turn in part on the scale of closures. But
“savings shewn in lines 1, 10 & 11 sheuld be achievable; and in the case of BNOC
“*savings in line 2 flow from the policy in the Manifeste.

“ Id the view of Treasury efficials there is a strong case for permitting slan-
ity prices to rise to economic levels (as the baseline forwcasts already assume)
“for reieing domestic gas prices to economic levels, In a market soonomy
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\
Table 3 OFTIONS FOR REDUCTIONS |
£ million at 1979 Survey prices 1

1980/81 1981/82 1982/8% 1983/84

Coal = investment,
including pit closures w5 95 140 195

BHOC - reduced investment 75 100 100 125

Gas - maintain prices in :
real terms 160 210 240 320

OR

Move to economic pricing
(as already assumed for
electricity) 260 280 480 670

Electricity (England &

Wales) and Gas - unspeci-

fied current and capital

savings 50 7 100 100

Scottish Electricity Boards

- increase prices to

economic levels plus current

and capital savings 10 15 20 30

TIrangport industries -
further miscellaneous

savings 20 20 20 20
Airways =

investment reductions 40 40 - -
tirports = raise landing

charges to economic levels 16 15 15 15
Post Office - capital and

current savings 50 - - -

' 5teel & Shipbuilders -
estimated savings from

current reviews 105 225 225 225
British Aerospace =-
cancellation of BAe 146 40 40 40 40
NTAL Eincluding 5&3 621 835 900 1070
including 3b 721 1005 1140 1420
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" Lizions about the use of national resources are largely guided by considerations of
"1+ and price. An efficient market will ensure that decisione so based will tend to
iresources to the most worth while uses. And for the market to be efficient,

ee must reflect costs. Because value to consumers and costs are likely to vary

i the scale of output, economic pricing is concerned particularly with the (oppor-

Lity) cost of putting more or less resources into a particular activity i.e. with

iyinal costs. In an efficient market the forces of competition tend to bring

fpes and marginal costs together. Market efficiency is much harder to achieve for

s nationalised monopoly industries than for the private sector. But the best way |
meuring that the nationalised monopoly industries are not using too much or too

itle of national resources is to base their prices on their marginal costs. (For

i
liller statement see Appendix D.)

!\ The size of the overall savings depends crucially on the option chosen for gas
Hres.  In the view of Treasury officials line E{a}?rwhigﬁlaa%aly involves main-
lu_lf; present prices in resl terms should be a minimum objective. But it would be
wj mich preferable to move towards full economic pricing. This would involve price
ureases of up to 5% a year in real terms and produce the savings in line 3(b).
1alternative way of raising domestic gas prices would be to impose a gas tax in

dch case the additional revenue would flow to the Exchequer directly instead of
wdicing very high gas industry profits. The PSER would be reduced to the same

tent, but public expenditure would not be affected. Line 4 is based on the view

{officials that BGC and Electricity could, if pressed by Ministers, find further
#ings, & view which is reinforced by BGC's recently demonstrated ability to find
wings of £130 million in 1979/80 at very short notice for the Budget. Line 6 simi-
rly assumes that savings could be obtained from the transport industries though the
“pe for this will depend on the size and nature of the optioms for reduction

ipted in Progremme 6. The increased charges for the Scottish Electricity Boards
line 5) will put them on all-fours with electricity in England & Wales. Increased
igert landing-charges line 8) can also be justified in terms of a move to econo-
i pricing. The nptianl cut for BA (line 7) involves some postponement of purchase

i three Tristars, but this would not prévent the financial target being achieved.

:'J"Itlugiun .
% Ministers are invited:
a) to approve in whole or in part the option savings for 1980/81, and if poss-

ible for later years, described in parss 15-Tsubject to further decisions
on BNOC, coal, steel and shipbuilders;

b} to approve the totel borrowing requirements of the industries as set out in
Appendix A, Table 3, on the basis of the revised definition including short-

term borrowing and leasing; modified by the decision An (a) above;
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c) subject to (a) & (b), to approve the investment figures set out in Append
Table 2, on the usual basis of 100% in 1980/81, 85% in 1981/B2 and 70% in

1982/83.

H.M.TEEASURY
27 June 1979
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Appendix B

Appendix C

Appendix D
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INDEX OF AFPFENDICES

Table 1 -
Table 2 -
Table 3 -
Table 4 -
Option cuts

Financing of capital requirements
Capital expenditure
Total net borrowing and leasing

Grants

Individual industry annexes

Economic Pricing




Gow t t

Loans

FDC
of

isrnes under Sectiom 18

and
the Iron and Steel Act 1975

Total

and
OverseagHarket Borrowing {Het)

Crrerseas

Hatieet
Total

TORAL NET BORROVDNG'
{OTHESR THAN SEORT-TERH)

Ehort-term borrowing and lsasing
somu e pasmovpe’

Grante

TORAL EXTERNAL FINANCE.

Total internal resources

TOTAL CAPTTAL REQUTRRGYsC"

968 880 - 267 | - WA | - 2|2 50 ) !
b} 800 Boo 750 750

219 570 618 526 BEs Boo ;
1,187 1,450 B | - 23 612 | 1,150 800 Boo 750 750
1, 10k 780 .662 Lot 52 150 50 - 150 150

5, = - 5 - 7| - 500 = = - 150 - 150
T 104 780 TSk Lot 9 | - 30 50 = 150 = W0 -
2,291 2,230 1,895 260 711 Boo &s0 650 650 750 -

284 = 0 2% 511 a5 - 50 150 200 W0 -
2,575 | 2,220 1,918 71| R | ™ 1,000 f50 750 730
1,885 1,85 B3 775 882 | 1,000 950 950 950 ga0
4,450 ko9 2,™™M 1,546 2,004 | 1,750 1,90 | -1,800 1,70 1,650

596 1,453 2,642 2,33 2,850 | 2,080 | 2@ | 3,750 3,200 3,300
5,055 5,512 5,413 3,882 4, b5k | 3,800 4,55 k,950 4,500 %,950

(1)

£500c in 1980-51, and £#00m in the remaining three years.

The forecast figures are after malsing allowance for shortfall below the industries’ own forecasts of £450m in 1979-80,
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£ million at 1978-79 urices

TABLE 2

1974-75 | 1975-76 | 1976-77 | 1977-78 | 1978-79 | 1979-80 | 1980-81 | 1981-82 | 1982-83 | 1983-84
Egpenditure on fired assets H
Mational Coal Board 254 03 371 397 bgh 526 588 585 599 608
Electricity Council and Boards , 901 8ok 869 733 716 748 815 883 873 o7k
Yorth of Scotland Hydro-Eloetric Board 538 97 ol £9 L8 b5 i1 30 27 0
th of Scotland Electricity Board 115 98 69 Lz 53 86 122 171 237 203
British Gas Corvoratien 66 500 335 257 200 268 374 Lag 361 =31
Eritish NMational Ol Corporatiom - 13 198 225 245 236 354 370 341 73
BEritish Steel Corporation 5L5 Lo 236 548 =28 280 35 8 301 23h
Fost Office: Telecomnmications 15,371 1,205 998 916 851 g835 1,118 1,102 1,099 1,133
" Post and other . 70 68 57 45 Ly 53 61 67 65 54
Britich Airmys Bozrd 188 165 193 221 221 304 390 355 354 4oz
Dritish Adrports Authority Lz Ly 52 L] 3 Lo 79 75 76 i
Britizh Railways Board 308 357 306 301 . 349 335 7 - Bhy 347 37
British Transvort Docks Board % 17 10 11 g 16 17 18 17 17
British lUatermys Doard 2 2 2 2 2 L 9 Ly 3 3
Mational Freigiht Corperation Lo 29 28 35 36 34 37 37 &0 bo
Na*ional Bus Company ' 35 43 bo 50 54 = 58 54 55 56 57
Ceottish Transport Group 12 10 12 11 17 15 11 k| 10 0
British Aerospace - - - 21 29 b1 Ly -] 3% 33
British Shipbuilders - - - 22 27 38 Lo L0 Lo Lo
Total expenditurs on fived assets 4,325 L, 571 4,379 3,949 3,936 4,110 b Bl k965 k962 4,963
Other capital requircments 731 91 1,034 - 60 528 123 220 395 36 339
Total Capital Requirements 5,056 5,512 5,413 3,885 b LSl b, 233 5,064 5,360 5,278 5.3
| Shortfall = - - - - b0 - 500 - Loo - hoo - hoo
Total Capital Reguirements after
Shortfall 5,056 5,512 5,413 3,889 . b hoh 3,783 4,564 L 90 4,878 b,958
Change on Cond 7439 -5 - g2z + 4 + 154 - 170




\PPENDIX A TABIE 3
MITONALISED INDUBTRIES : TOTAL NET BORROWING AND LEASING
&£ million at 1978-79 prices

1979-80 1980-81 1981-82 1982-8% 1983-84

fational Coal Board 414 409 400 4186 427
llectricity Council and Boards -69 -8 -11 93 218
mpitisiiee 5w s o2 -
ot ot Seotians n  o» om0
fritish Gas Corporation -409 -142 -78 -164 -160
Tiocparatioas L B b
British Bteel Corporation 692 457 427 398 398
Fost Office -101 35 -46 -99 -205
Iritish Airways Board 158 195 130 147 149
Iritish Airports Authority -1 L2 15 12 -5
fritish Railways Board 45 49 45 16 9
British Transport Docks Board -6 -7 -9 -10 -11
British Waterways Board 3 4 2 2 2
National Freight Corporation 16 16 14 13 13 ,
National Bus Company 22 11 9 14 19
Bcottish Transport Group 1 -3 -3 -3 -2
fritish Aerospace 49 75 Be 72 67
British Shipbuilders 182 106 125 102 100
1187 1480 1230 1153 1135
Shortfall -450 ~500 -400 400 —400
| :
| TOTAL 737 980 830 753 735
Change on Cmnd 7439 -%32 +23%2 +112 +56 +37 E
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SDIX A TABLE 4

1jmﬂLIEED INDUSTRIES : GRANTS
£ million at 1978-79 prices
1979-80 1980-81 1981-82 1982-83 1983-84

-ional Coal Board 250 214 208 206 195
Yetricity Council and Board 7 a8 11 11 4
#th of Scotland Hydro-
filectric Board 13 14 > " 3
%th of Bcotland Iy - b = =
ilectricity Board
yiish Gas Corporation - - 25 1= i
ﬁﬂsh National 0il !
{urporation -y W o 3
+tish Steel Corporation - - - - -
rtﬂffice - - - - -
fitish Airways Board - - - - -
itish Airports Authority 38 - - - =
itish Railways Board 601 615 615 616 616
tish Transport Docks Board = = > T =
“tish Waterways Board 21 21 21 21 21
tional Freight Corporation 10 7 6 b 4
¥lonal Bus Company 53 B4 50 46 42
ttish Transport Group 12 10 9 8 7
iish Aerospace - - - - =
btish Shipbuilders 46 44 25 8 =

TOTAL 1014 987 950 9ou 892
“ige on Cmnd 7439 (1) +166 +243 +2%6 +213 +181(2)
Fanpes on grants underlying Programme 5 in Cmnd P439. These figures
‘"rstate the increase. in public expenditure, because Cmnd 7439 included
lmates of grants to British Railways in Programme 5 which were below
= public expenditure ceilings in Programme 6. The new figures are in
"¢ with these ceilings.

“ange on Cmnd 7439 figures for 1982-83.
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OPTION CUTS
APPENDIX B

Wational Coal Board

The NCB plan to increase ceoal prices to the maximum permitted

by the rise in o0il prices - their forecasts already assume a

real price increase of 10-12% in 1980-81, which has been anticipated
to the extent of 9% by the price increase from 1 July 1979, and,
some 1.2% a year thereafter. Each 9% increase in coal prices raises
some £30 million a year. Ministers will be considering in the Coal
Review, to be taken at about the same time as this review, measures
to reduce the industry's current costs, including closures. Each

1 million tonnes of capacity closed saves £41m in the first year
rising to £1571m in the fifth year after closure. The industry's
investment programme is running at £500m-£600m a year, mainly for

new lower cost production. A reduction in the programme would delay
this production. Ministers may however wish to ask the NCB to reduce
their investment by some £50m in the early years of the period while
the benefits from cost saving measures build up.

British National Qil Corporation

2. The price of o0il is determined on a world-wide basis, so

BNOC has no scope for action by way of pricing policy. Current
expenditure is anyway very small. If BNOC were asked to make an
immediate 10% reduction in their capital investment programme over
the five year peried, this could be accommodated by cuts in the

following categories:
£m 1979 Survey prices

1980=-81 1981-82 1982-82 1983-84

Exploration 12 11 10 9
Downstrean 5 4 4 4
Unspecified 20 23 24 25

57 38 38 38

However, Ministers will be taking a review of BNOC's activities

at about the same time as they take this review. We expect they
will wish to eliminate BNOC's "unspecified provision" which
basically is set aside for buying into new ventures on the UK
Continental Shelf, although it also contains a contingency element




CONFIDENTIAL

for shortfall in internal resources or from forecasting factors
outside BNOC's control, eg exchange rates. We expect that they
will similarly wish to eliminate the provision for downstream
investment, ie involvement in refining, marketing and distribution
of petroleum products - thus leaving only a provision for explorat
activity. On this basis and assuming the cut in exploration activ
envisaged above, the total capital savings available from REHOC

would be:
£€m 1979 Survey prices

1980-81 1981-82 1982-83 1983

Exploration 12 11 10 9
Downstream 11 16 17 20
Unspecified 53 74 75 95

76 101 102 124

British Gas Corporation

%. BSubstantial savings could be made through raising domestic gas
prices to proper economic levels. Studies by officials suggest t
‘domestic gas is at least 20% underpriced, although BGC consider
that the level of underpricing is only about 8%. If gas, a non-
renewable resource, is not to be wasted, it is important that this
underpricing should be corrected. DMoreover, the Electricity Counc
has assumed that electricity prices rise by an average of 5% in re
terms over the Survey periocd whilst BGC's figures show domestic g
prices falling 19% in real terms over the same period. This furt
enhancement of gas' competitive edge over electricity is highly
undesirable on energy policy grounds. The best way of achieving
such price increases would be to set BGC an appropriate medium-te
finanecial target. This would of course result in substantially
increased profits as the table below indicates. BGC's profits are
already embarrassingly high and as has already been suggested to
Ministers, these presentational difficulties could be reduced by
imposing a gas tax or Exchequer charge. The table below shows
ruﬁgh estimates by the Treasury of additional revenues which w

- accrue to BGC if domestic gas prices rose by different amounts.

e
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£m 1979 Burvey prices
1980=81 1981=82 1982-83 1983584

If domestic gas prices
rose:

1. 80 as to maintain
levels in real terms
(ie 9% nominal per
annum ) 160 210 240 320

by 3% in real terms
per annum (ie 12% ;
nominal per annum) 210 200 E 290 520

. by 5% in real terms
per annum (ie 14%
nominal per annum) 260 380 480 670

=

LRt
-

o

4. Any savings on current expenditure would have to come largely
from provision made for mains replacement. This programme is being
inderteken on safety grounds following the recommendations of the
Iing Enquiry on serious gas explosions and the slowing down of this
programme must be measured against an unquantifiasble additional
security risk. However, there might be scope for arbitrary cuts

in the early years of the Burvey of say, £25-40m. When asked how
they would meet a requirement to cut their capital investment prog-
ramme by 10%, BGC said shat there was virtually no scope for cuts.
fuch of their investment has already been committed as BGC are under
a statutory obligation (Gas Act 1972) to meet the growing demands
of their customers.

Electricit land and Wales)

> One starts with pricing policy. The industry's forecasts
sssume a 5% annual increase in real prices, including 3% for higher
fossil fuel costs. The industry acknowledge that present prices
fall short of economic pricing (see Appendix D) and have allowed a
belance of the real price increase (2% per year over the review
period) which would bring their prices approximately to economic
levels by 1983-84. It will be difficult to secure price increases
of this order, and, if fossil fuel prices increase more than
iresently expected (very great uncertainties surround them) the
lifficulty will be exacerbated. The competitive position of the
ﬂ@ctrinity industry will be weskened in the domestic markets by
the increase this year to recover the higher coal price, while
lomestic gas prices will not rise similarly. For price increases
oL the scale envisaged to be possible without loss of sales, gas

B
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prices must increase at least equivalently.

6. Presentationally, it would be helpful if the move to economic
prices took place in the framework of medium-term financial targets
for the industry. It will be seen that it will be extremely difficul
to gain acceptance of increases in prices above those already assumed
by the industry - and wirtually impossible if gas prices do not also
rise by at least an equivalent amount. Howewver, a further 1% real
increase in tariff levels above those assumed - which risks taking
tariffs above economic levels - would reduce the industry's external
financing requirement, at 1978-79 prices, by:

£m
1980-81 1981-82 1982=-83 19835-84

23 42 46 53

7. HReductions in the industry's borrowing requirement could
alternatively fall on the industry's current or capital programmes.
Reductions in current expenditure could only be brought about
through cutting of repairs and maintenance, and this is unlikely
.to yield significant savings without jeopardising standards of
safety or supply security. Capital expenditure cuts are very
difficult too. With long lead times involved in power station
construction and transmission much of the proposed expenditure in
the early years of the SBurvey period is for projects which have
already been started. Delays in such projects could involve the
industry in compensation to contractors. The industry also say
that delay or cancellation of projects could have considerable
effects on system security and operation, leading to breakdowns.

Electricity (Scotland)

8. The Beottish Electricity Boards assume lower increases in the
real price of coal and o0il than the Electricity Council (equivalent
roughly to a 1% real tariff increase until 1982 and a 2% increase
thereafter). After a 5% real increase in 1980-81 (including the
assumed rise in fossil fuel prices), the Boards assume no further
real increase in tariffSduring the survey period. But if electrici
tariffs in England Wales were increasing annually by 5% in real te
throughout the period and gas prices were rising equivalently, the
Scottish Boards would be able to make further progress towards

e
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economic prices and might increase tariffs by a further 2% in
1081-82 and 1982-83. This in broad terms would reduce external
financing requirements, at 1978-79 prices,zzy:

1981-82 1982-83 1983-84
o) 20 21

Scottish Transport Group

9. The Group's position is similar to that of the NBEC (séa below).

The balance between increases in fares and cuts in services would
depend on local circumstances and the attitude ofﬁ&r&ffic Commissioners
and local authorities. Cuts in investment could provide an alternative
means of securing the necessary reduction in external finance but the
bulk of the Group's investment programme is for replacement which

could not be postponed unless there were to be a contraction of
services. BSince the level of fares includes provision for replacement
cost depreciation, a reduction in the investment programme could

reduce receipts if the Traffic Commissioners delayed or restricted

fare increases on this account.

British Railways Board

10. A cut in the Board's external finance would be met by
inereasing net revenue by increases in fares and charges, reducing
working expenses by improved productivity or reducing standards,
level of services, reducing stocks, realising the proceeds of land
disposal or reducing investment in that order.

11. In the short term, the Board's most likely response to a
substantial cut in finance would be fare increases. However,
significant increases would be offset to a large extent by loss
of patronage and pricing action would therefore be concentrasted
on those areas where demand is inelastic, particularly the
commuter market, although there may be some scope for real pricing
on Inter-City services. In the longer term, current expenditure
could contribute to cuts if the Board could achieve improved
productivity or close cost-ineffective railway services.
Curtailment of services on any significant scale would probably
require a redefinition of the Passenger Service Obligation imposed
_5_
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on the Board by the Minister of Transport. Other minor savings

might be achieved by reductions in stocks and an accelerated land be:
sales programme, though the scope for these is limited. in

vel
12. The scope for a contribution from cuts in investment is acl
limited inasmuch as officials have already taken a view, for purposes ave
of this investment review, that the Board's investment programme the

les

should be maintained at a lower level (£100m over 5 years) than
BR consider necessary for the renewal of assets on the social railway
and the proper development of their commercial businesses. Further
cuts in investment would be a last resort. If they had to be made,
the Board say the brunt would fall cn the relling programme to replace
elderly EMUs, most of which are employed on the commuter services
around London, leading to a deterioration in the level and standard
of service and to a reduction in revenue.

National Bus Company

13. The Company's response to a squeeze on external finance would

- be a mixture of cuts in services and investment as well as increases
in prices depending on local circumstances. Fare increases and cuts
in service could only be implemented with the sgreement of the
Traffic Commissioners and after consultation with local authorities;
substantial changes could tske three months or more to effect. The
Company's preference would be to cut services and to do both before
cutting investment. The sope for further cuts in iovestment will
be limited by the 10% reduction in NBC's investment in replacement
vehicles proposed in the main body of the Review, and because NBC's
investment needs are closely linked to the future level of capital
and revenue support for bus operations which is being considered
in the main Public Expenditure Burvey.

National Freight Corporation

14. The Corporation could achieve a cut in external finance by a
combination of reductions in current and capital expenditure. As
regards pricing options, the Corporation operates mainly as a price
taker, reflecting its small share of businesses in most sectors of
the road haulage market. The scope for further price increases is
very limited especially in view of the high tariff increases now

i
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teing implemented to cover the recent pay settlement. Reductions
in current expenditure could be effected by reduced maintenance of
vehicles and some small improvement in the revenue account might be
schieved through increasing sales of assets. But to achieve 10%
overall, cuts in capital expenditure would need to be made too, and
these would undermine the Corporation's wehicle replacement policy

leading over a period to increased maintenance costs and reduced
service levels and receipts and would slow down the shift out of
uremunerative activities into more profitable areas of operation.

The scope for more rapid contraction in manpower and investment in
less profitable activities is limited by the high level of redundancy
payments which would be incurred in the early years of the Heview and
by the unguantifiable but possibly substantial cost of industrial
wmrest.

British Transport Docks Board

15. Operating in a competitive environment in which real profits

are derived from marginal business and revenue, the BTDE would have
difficulty in raising prices beyond levels already planned. Reductions
to current expenditure would affect the BTDB's ability to carry out
ésgential maintenance. To increase debt repayment by £2m a year

(a 25% increase in their already accelerated repayment schedule
equivalent to a 10% cut in their investment programme), the Board

would have to cut investment by a similar amount, postponing
replacement capital expenditure and general improvement schemes

and prejudiecing their future trading prospects.

Sritish Waterways Board

16. There is little prospect of increasing the prices charged by
the BWB by an amount which would have a significant effect on their
grant requiremént. Cuts in external finance could therefore only
be achieved by cutting either current expenditure or investment.
Cuts in current expenditure would affect the Board's ability to
reduce the maintenance backlog revealed by the Fraenkel Report.
Cuts in investment could be achieved by reducing replacement of
plant, although this would also affect the Eaintananﬂe Programme ,
or by delaying or cancﬁlling commercial investment projects
including the Board's major new scheme, the improvement of the

= -
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Sheffield and SBouth Yorkshire Navigation (BS8YN), which started this
year. Postponing the S8YN would have no impact on the Board's
maintenance programme and its immediate effect on traffic and receipts
would be less than that stemming from alternative cuts in investment
but cancellation would affect other planned development in the ares.

British Aimazﬂ Board

17. A cut in BiA's finance requirements equivalent to 10% of capital
expenditure in the four years 1980-81 to 1983-84 would represent one
guarter of their total planned external fundings over these years,

or gome £40m 8 year. Beacuse they are price takers, BA could not
compensate for any cut by raising fares. As to reductions in current
expenditure, overmanning is a well-known problem but productivity
improvements assumed in their corporate plan (GP7) go as far as the
Corporation judge their unions will accept. Capital expenditure
cuts would mean reducing expenditure on aircraft since non-aircraft
expenditure has already been cut to the bone. BA's new shorthaul
aircraft are already on order, and they have therefore assumed that a
cut would be implemented by the loss of 6 medium-haul Tristars from

" the investment programme. The consequent reductions in operating

surplus are: £m at 1979 Burvey prices
1980-81 1981-82 1982-83 198384
4 11 15 g

These figures assume no retrenchment and are based on the alternative
BA consider to be the least disadvantageous, of continuing to fly

14 uneconomic and noisy sircraft for as long as possibly instead

of the & Tristars. As well as the financial disadvantage to BA
(which would extend beyond 198%-84), such a course would replace

10 prospective quiet aircraft movements a day by 25 noisy ones,

and disrupt severely BA's plan for an orderly retirement of old
aircraft which must cease to fly by 1 January 1986 under new noise
iegislation. Retention of 14 of these aircraft for longer than
planned instead of acquiring the 6 Tristars means that the replacement
programme will be bunched up against this deadline at a time when
profits and cashflows would already be significantly reduced if the
cuts were applied. BA's fuel consumption would be increased by some
26 million gallons by 1982-83, staff produdivity would be reduced 1
by 1% in that year compared with the target in the corporate plan,

i
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and prospective sales of 23 Rolls Royce engines would be at risk.

18. In summary, implementation of these cuts in full would in BA's
view weaken their corporate strategy designed to enable the airline

to operate successfully and profitably in an increasingly competitive
market, and might prejudice prospects of private sector participation.
BA's figures indicate, however, that the airline would still be able
to meet its current financial target even on that basis. A less
drastic option would be to impose £40 million cute in 1980-81 and
1981-82 only, which if it fell on progress payments as presently
scheduled would probably require three of the six aircraft to be
postponed for two years.

British Airports Authority

19. The Authority have examined whether it is possible to eliminate
the proposed NLF borrowing of £16m in 1980-81, £15m in 1981-82,

£11m in 1982-83, and the £15m rundown in cash reserves in 1980-Bﬁ.
They are clear that cuts to the capital programme cannot be made
without congestion which would force a redistribution of traffic to
Continental airports; and there is little or no scope for cutting
current expenditure without affecting the operating safety or
gecurity of airports. They propose therefore, if option cuts are
required, to increase trading profit by raising landing charges.

The increase required to avoid a move to a net NLF borrowing positionm,
after corporation tax, would be of the order of 30% in landing charges
which would be in addition to the planned increases in line with
inflation. The Authority see no possibility whatever of eliminating
the rundown in their cash reserves. The increases would make the

BAA airports amoing the most expensive in Europe and would undoubtedly
result in strong criticism from international, especially American,
airlines; but it could be represented that high landing charges are
not inconsistent with the high level of congestion prevailing at the
London airports. The increases would also oblige the Authority to
earn something approaching the Required Rate of Return on its assets
without recourse to cross-subsidisation from duty-free sales.

Post Office

20. The bulk of any savings would have to come from Telecommunications
A possible pricing option is available - to reverse the decision by

-G
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the previous Government to lower the financial target of €%, which
expired at the end of the last financial year, to 5%. This would
involve further price increases and would raise about £150m a year
for the benefit of the PSER. However, economic argument based on
the need to earn the Required Rate of Return of 5% in real terms
suggests that this target should, if anything, be less than 5%, and
a move back to 6% would be open to the criticism that the Government
was milking the industry and exploiting its monopoly power, to the
detriment of price stability and the consumer. Moreover, a major
package of tariff increases will in any case be required in January
just to meet the present target of 5%. At a rough estimate this
would have a 0.08% impact on the RPI. Increases to meet a 6% target
would bring this to 0.15%.

21. A 5% cut in their investment programme of £1 billion, raising
some £50 million in each year, would be feasible though would be
very strongly resisted. Bome savings might be raised by postponing.
office building projects in London. The Post Office Board have
recently decided to accelerate their programme of replacing out-of-
“ date exchanges but they will strongly resist any reversal of this
decision in wview of the quality of service and maintenance implications
Rather, they have already warned us that the main impact would fall
on the system. Connection charges which bear particularly heavily
on the low-paid and pensioners would need to be increased by about
50%; otherwise the present already very serious waiting list and
pipelines for new connections would treble by 1982-83. The effect
on the equipment supply industry would be very serious, just at a
time when it is gearing up its investment to the production of the
more capital intensive (and energy saving) electronic equipment in
preparation for System X. The PO estimates that a cut of 5% in
telecommunications capital investment spread evenly across this
pProgramme would mean a Jjob loss in the supply industry of some
2,300 in 1980-81 and 1981-82 and a gross cash flow loss for the
industry of some £35m in each of those years at current prices.
A cut as large as 10% would have a proportionately bigger impact
on the supply industry's cash flow and a more than proportionately
bigger impact on its manpower.

22. In practice the Post Office would prefer, if Ministers allowed
them, to find any PSER savings that were imposed on them not by

-10-
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investment cuts but by tariff increases or current account savings.

A major tariff package will in any case be necessary before the end
of this financial year. A cut of £50m or £100m would mean requiring
Telecommunications to make a real return of 5.3% or 5.7% respectively
compared with their present financial target of 5%. Cuts in current
account expenditure on items such as training, recruitment and
maintenance tend to hit quality of service, which is already the
subject of severe public criticism.

25. In Posts, cutes of 5% and 10% would amount to £3m and £6m
respectively. Postal prices are about to be raised anyway and the
Prime Minister has expressed concern about the extent of that increase
- so a further increase is not a feasible option. The most significant
source of current savings would be a reduction of postal deliveries

to one per day, but the Post Office doubt if this would be acceptable
either to the general public or the unions. This could save up to
£40m a year. Any investment cuts would have to fall predominantly

in the accommodation sector. A cut of £6m in each year would mean

not proceeding with virtually all new buildings scheduled to start

in those years. A lot of existing accommodation is operationally
inefficient or gravely substandard; cuts would therefore aggravate

the industrial relations problems and could also put the full
implementation of mechanisation at risk.

British Bteel Corporation

24. Work is still under way at BSC on reviewing the Corporation's
operating plans so as to get back on the path to break even in the
final quarter of 1979-80. Investment and financing figures for the
subsequent years will reflect the decisions now in course of
preparation. The objective is an external borrowing requirement in
1980-81 of £375 million at 1978-79 prices (£450 million at outturn
prices) followed by a substantially lower requirement in 1981-82
after a capital reconstruction. These figures, if they can be
achieved, represent substantial reductions, of about £80 million

in 1980-81 and considerably less in 1981-82, below the amounts
~contemplated in the 1978 investment review which underlay the

Cmnd 7439 totals. These reductions reflect considerable cutbacks
in investment averaging £100 million a year up to 1981-82, coupled
with strong cost containment measures to affect the adverse impact
of an increasingly hostile trading environment.

-11-
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25. At present, the prices BSC can charge are effectively fixed
by the Davignon measures for maintaining Community level prices
and this gives the Corporation some element of protection in a
continuing weak market. There seems little prospect of the
Corporation improving its financial position by raising prices
faster than its foreign competitors. And the efforts currently
being made to cut current costs will leave no significant scope for
further savings by this route short of the closure of a major
modern plant as well as obsoleacent plants already planned to shut
down and the consequent abandonment of part of the UK market to
imports. Further investment cuts would mean abandoning small scheme
with short pay back periods, many of which are important to maintai
the momentum of the essential improvement of product quality, or
abandoning major schemes currently under construction.

British Aerospace

26. Pricing options are not a starter for this price taker industry
The only possible source of significant sawvings in current expendit

is reduction in labour costs; there is little prospect of realising
this since BAe expect savings in productivity to be offset by real
increases in wages. BSome 40% of the planned expenditure on fixed
assets for 1979-80 has already been committed and some 10% of the
total for 1980-81. The planned expenditure on work-in-progress is
required for the development of new projects. Although this expendi
is not yet committed in the contractual sense, it could not be cut
significantly without cancellation of one or more projects - slowing
down the rate of spending is not a realistic possibility given the
characteristics of the market. A cut of the order of £15 million
from total expenditure would probably lead to the cancellation of
the Jetstream 31 project, which accounts for some 3% of the capital
requirements up to 1982. A larger cut would probably involve
cancellation of the Bpe 146 project, saving up to £40m in later year
but with serious consequences for BAe's strategy of maintaining the
capability to build complete civil aircraft. Cancellation of any
civil project could be expected to have serious employment
‘consequences (Jetstream is based in Bcotland).
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British Shipbuilders

27. Because of the current review of this industry, no specific
option cuts are proposed for British Shipbuilders, though they should
make some contribution particularly in the later years.
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NATIONAL COAL BOARD

£n at 1979 survey prices (changes on Cmnd 7439 in brackets)

1979,/80 1980,/ 1981/2 1982/% 1983 /4

tal

drements

zed assets

: UK 562(~- 59) 588(- 9) 585(+ 15) 599(_4" 33) e08
her - 55(=-135) 16(-58) 15(- 62) 23(- 50) 30
4L 471(=194) 604(- 67) 600(- 47) 622(- 17) 638
anced by

sternal

sources =193( =276) =19(=155) -8(=126) = (~-159) 16
rant g 250( +165) 214(+131) 208(+132) 206(+131) 195
Srrowing (net) 414(- 83) 409(- 43) 400(- 53) 4&416(+ 11) 427
{ which, leasing

1 short term 22(+ 2) T T I - TR R

Becent Delevopments

It was agreed after last year's Finance and Investment Review that

in view of uncertainty sbout medium-term prospects for the industry
its investment strategy should be reviewed before the 1979 Finance

and Investment Review: in addition to the preparation of their
five-year development plan the NCB have reviewed the Plan for Coal

and for this purpose extended the planning horizon to 1990. In the
light of the Board's Review, the Department of Energy have re-examined
the strategy for the industry in consultation with the Treasury.

The report has now been submitted to Ministers. The forecasts for
1980-81 onwards will need to be reconsidered in the light of Ministers'
subsequent decisions on the strategy for the industry.

1978-79 saw a marked deterioration in the NCB's financial position
from that forecast at the beginning of the year. Costs continued to
rise: faster than inflation; coal's markets remained weak, especially
in the iron and steel industry, severy restricting the ability of
the industry to raise revenue from higher prices; and the incentive
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scheme, introduced in January 1978, did not prove as beneficial as
had been expected. The real sterling price of 0il fell throughout
much of 1978 and cosl lost ground in the power station market. In

October 1978 the previous Government announced that it would contriBlite
to the cost of the sale of coal at a discount to the CEGB to enable |
some *m tonnes of coal which would otherwise have been stocked to
be burned in place of 0il and imported coal.

Although there was slight shortfall in the capital expenditure of t
NCB in 1978-79 the provisional outturn is nearer the estimate than
in previocus years.

Investment

The investment programme continues to be directed to the implements
of Flan for Coal. The investment is mainly in new or replacement
low-cost, efficient, capacity concentrated in the best long-life pi
and in new mines which would begin to come into operation from the
mid-1980s. About 100 major projects have been approved. These are
expected to provide about 30m tonnes of new production capacity
(including the 10m tonnes mine at Selby). The Board have assumed %
the production profile and forecasts of demand will be as in the
five-year plan. However, a more realistic range of output and dema®®
and the possible policy measures for dealing with any surpluses tha
may arise are covered in the Department of Energy's report on coal
strategy.

The Board judge that the investment programme as a whole is well capabl
of meeting the 5% RRR after allowing for reasonable variations in
assumptions.

Externd financing

The NCB's estimates for 1979-80 take into aceount fairly optimistic
assumptions about output and the 9% price increase applied to all
coals in March 1979 as well as a selective price increase equivalen
‘to 9% scross the board effective from 4 July 1979. Further, the
Board estimate that even with £250m of Government grants they will
incur a loss of £6m. From 1980-81 onwards the external financing
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requirements forecasts are considersbly in excess of Cmnd 7439
(increases in public expenditure average £100m a year). Over this
period the NCB have assumed price increases which will return the
Board to the finanecial position projected in their five-year plan,
ie bresk-even on the basis of historie cost depreciation and after
Government grants. In 1980-81 a (real) price inerease of 106 - 12%
is assumed which has been anticipated to the extent of 9% by the
increase from1 July 1979, leaving a further real increase of 1-3%
to take place in 1980-81. Thereafter the increases are projected
at an average 1.2% pa in real terms. The NCB continue to forecast
a high level of grants averaging £205m per annum for the remaining
four years if they are to break-even ie after grants and this is
well sbove the levels in Cmnd 7439. But their financial results
could be substantially worse than this if the balance of assumed
real price increases is not feasible in 1980-81, eg for every 1%
increase in price not achieved there is an increase in losses and

the external financing requirement of about £30m.

The NCB's external financing requirements could also be increased

if the output and demand assumptions in the five-year plan are not
achieved. Other things being equal the requirement increases by
around £20-£25 million for each one million tonnes of output by

which demand fulls below supply. Reduced demand could also lead

to additions to sztock and thus a further claim for stocking aid

at some £3 per tonne with the Boards borrowing requirements increasing
by some £24 per tonne to cover increased working capital requirements.

The report on coal strategy to he submitted to Ministers make proposals
on how the coal industry can be set on a path to financial viability.

A financial target has not formally been set for the NCB, although
the Board continues to aim at breaking-even, on the basis of historic
cost depreciation. The Board also aim to provide 50% of capital
expenditure from self-generated funds (including Governmment grants).




CONFIDENTIAL

BRITISH NATIONAL OIL CORPORATION

provisional &m at 1978-79 prices (Changes on Cund 7439 in bracke
outturn

Capital requirements  1978-79 1979-80 1980-81 1981-82 1982-83 83

Fixed assetse in UK 263(-21)  236(-40)  354(+28)  370(-31)  381(-33) 3%

Other 30(+17) =16(=16) - (= 5) 12(+17) - 5(= &)
Total 293(- 4)  220(-56)  353(+23)  382(-14)  376(-37)
Financed by

Internal resources 25(-14) 117(= &) 178(-50) 354 (+48) 390(+50) b

long and medium term  268(+10) 103(-52) 175(+73) 28(-62) =14(=87) -3
borrowing

1. Ministers have recently instituted a wide ranging Review of BNOC's activities &
until this is concluded the forecast set out above must be regarded as provisional.
The setting of a medium-term financial objective for the Corporation must also await
the outcome of the Review.

2. The bulk of the provieion set out above is for expenditure arising out of ENOC's
pres;ﬂn't contractual commitments and planned future involvement in exploration and
development work on the UK Continental Shelf. This includes expenditure on 4 oil and
gas producing fields and 3 fields under development and covers 9 fields including two
extensions to the Thistle field on which development decisions are expected within
five year period. Because BNOC's major involvement with private sector companies in
joint ventures on the UKCS is as a minority partner, it will either have to follow
investments decisions of its partners or dispose of its interests. This programme is
designed to bring on-stream the fields currently under development - production from
which will peak in 1983/84 at around 70m barrels per annum; and to undertake
development of the fields whose production will build up rapidly from 198384 onwards
to replace the falls in production from fields currently under development. The fore
cast also provides for downstream activities (feasibility studies, and minority share§
in three projects); and includes funds for possible future projects which cannot be
identified at this stage. The breakdown of "fixed assets" expenditure between these
three categories is as follows:

1978-79 prices _
" (i)  Exploration and development Bo-81 81-82 82-83 83-84

(includes administration) 308 296 290 263

(ii) Downstream : ; 11 16 17 20
(iii) Sundry and unspecified 5% 7y 75 95
372 386 382 378

4
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Comparison with Cmnd 7439 investment plans

(apital Requirements

3. A comparison of the budget provision for capital requirements with the provision
in Cmnd 7439 shows few significant changes. In 1979-80 the cuts announced in the
Budget have reduced BNOC's capital requirements by £56 million compared with Cmmd 7439;
in 1980-81 there is a net increase of £23 milliom in BENOC's capital requirements. In
subsequent years capital requirements are reduced by £14 million in 1980-81 and by

£57 million in 1982-83 compared with Cmnd 7439. .

Financing

i, At present BNOC has two major sources of funds - the forward sale of oil to
Brit=0il1, and funding from the NOA. The latter is counted for administrative purposes
a5 "equity" funding, and BNOC expects within the next year to reach the 60: 40 equity:
debt ratio in its financing which was prescribed in February, 1978. later in the
period BNOC will begin reducing its obligations to Brit-0il and will need to take up

debt finance from other sources.

5. BNOC is not at present subject to a cash limit for two main reasens. First, in
most of its operations it is a minority partner with mo veto over the expenditure.
decisions of its partners and secondly its extermal financing requirements are
determined by volatile factors outside its control such as oil prices and UKGS
preduction levels.

6. BNOC's total capital requirements have not changed greatly since Cmund 7439.
However, there has been an increase in BNOC's external financing requirement of

£7% million in 1980-81. This year now includes provision of £39 million for dividend
payments because of a change of the convention under which dividend payments were
excluded from the Cmnd 7439 figures. (In subsequent years the provisions for dividends
are £78 million in 1981-82, £ 77 million in 1982-83 and £ 65 million in 1983-84;
these figures need to be deducted from BNOC's external financing requirement figures
in paragraph 1 for a strict comparison with Cmnd 7439). A 25% drop in the expected
{low of equity oil because of continuing development delays and production costs is
the main reason for the residual excess in 1980-81 of £33 million. HNOC's revenue
forecasts have been adjusted to take account of the latest sugstained rise in crude
oil prices.
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71sH GAS CORPORATION

£n at 1979 SBurvey Prices (changes
on Cmnd 7439 in brackets)

1979-A0 1980-8+ 1981-82 1982-83 1983-84

jital requirements:
el assets in UK 268(-44)  374(+9) 428(+38)  361(-45) 331
her 16(-26) 34(~10) 40(-325) 7(=44) 54
tal 284(-70) 408(-1) 468(+3) 368(-89) 385
manced by:
+ernal resources 693(+122) 550(+50) 546(+46) 5%32(+23) 545
5 borrowing -409(=192) -142(-51) =78(-43) =164(=112) =160
‘which short term
ol leasing -185(-205) -24(-74)  -2(-49) -14(-3) -6

Recent Developments

g The above financing and investment review figures reflect the

programme contained in BGC's recently produced Corporate Plan. BGC
plan to continue with a market-led strategy in which gas supplies

are tallored as far as possible to meet premium demand. 8Sales continue
to increase from 15,550 million therms last year to a forecast of
16,600 m. th. this year and 19,700 m.th. in 1983-84. Profits for
1978-79 were £350 million (provisional), a substantial increase on
Repayments of NLF debt were
accelerated sccordingly and amounted to about £600 million for the

budget, largely due to the cold weather.

year.

e The previous Government set BGC a financiel target for 1979-80
of 63% on turnover, after interest and deprecistion (at current cost)

and before tax. The object of this target was to maintain prices in
real terms. To achieve this target BGC notified the Price Commission

of their intention to raise gas tariffs from 1 April by
&
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an average of 8}% and to increase the price for contract sales in
line with oil prices. The Price Commission decided to investigate
this proposal. The Commission granted as an interim increase the full
amounts applied for in respect of industrial contract prices and

the non-domestic tariff. The domestic tariff was frozen until

1 June and BGC's expected revenue will be correspondingly reduced

by about £2% million overall. This will make it more difficult for
BGC to achieve their target. It is expected that targets for future
years will be set in the autumn.

Investment Plans

%, Capital expenditure is down by about £50. million for the five-
year pericd, compared with Cmnd P4%9, largely owing to the postponemen
of the development of the Morecambe gas field for three years on the
basis that a depleted southern basin field could be used for seasonal
storage. Major transmission projects in the period include the fourth
feeder from 5t Fergus to England, the total cost of which is expected
_to be about £250 million with work beginning this year. Regional
expenditure on mains and distribution is up by £40 million compared
with last year's plans, to meet higher forecasts of number of
customers.

4, Provision for BGC partieipation in a possible gas-gathering scheme
in the North Sea is not included in the current estimates. Themnmay
be circumstances where BGC's direct involvement in such a pipeline
would save the Exchequer significant amounts of PRT e.g. where the
chargeable revenues from the associated gas are less than the tax
reliefs on the pipeline costs which are offset against oil revenues.

5. BGC are at present reviewing the discount rate used for investment
appraisal of new revenue-earning projects. Present indications are
that the 10% rate applied to individual projéﬂts will remain appropria
on the assumption that the RRR is to be met on the new investment
programme as a whole, although the precise rate of return on that
programme has yet to.be established.

6. BGC's previously poor capital expenditure forecasting has been
improving as more realistic estimates of shortfall have been taken
into account. Last year the capital expenditure outturn was only

234% below budget. 7
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7. BGC attach high priority to continued investment in the
transmission and storage system to absorb all the Brant gas available
from 1980s, and subsequently the associated gas from other fields
which might otherwise have to be flared. Scope for cutting capital
expenditure is therefore limited and, should it be thought desirable
for BGC to make more rapid repayment of debt or to lend more surplus
cash to the Exchequer, raising prices seems to be the better route
(see paragraph 3 of Annex B).

Financing

8. The figures for 1979-80 are those announced in the Budget. They
assume that BGC would cut their programme by £171 million by a
combination of increased non-domestic prices from 1 September,
reductions in capital expenditure and increased sales revenues.

9. The figures for subsequent years assume that BGC's self imposed
financial target of 4% on turnover will be maintained throughout

the period. The main effect of such an assumption is that domestic

gas prices, which have already fallen substantially in real terms

since 1973-74, will fall by around 25% in real terms over the four

year period. The main reason for this is that domestic gas is

the residusl element in determining total revenue. Non-domestic

prices are oil related, and oil prices (and hence BGC's non-domestic
revenues) are forecast to rise at rates above general inflation. =
In consequence the faster oil oil prices rise the greater the real

fall in the price to consumers of domestic gas, unless Ministers look
to BGC for a higher target than 4% on turnover, |

10. Gas profits are of course sensitive to external factors such as
the weather, the inflation rate, oil prices and exchange rates.
For instance, a variation in the average annual temperature of 1°¢

’ would alter profits by about £35 million.

1. All BGC's NLF debt is expected to be repaid this year. Repayment
of foreign loans tapers off quite rapidly. over the next two or three
vears leaving BGC with outstanding debts of only £214 million for
J% Gas Btock, redeemable in 1995. Surplus funds, after debt
repayment is completed, are expected to be deposited with the
Exchequer.

8
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. ECTRICTTY COUNCIL AND BOARDS
fm at 1979 Survey prices
(changes on Camd 7439 in brackets)
1979-80 1980-81 1981-82 1982-83  1983-84

spital requirements:
fixed assets in K& 748(-56) 8156-75) B883(+79) 873(-124) 97k
ither -55(-46) 85(+111) 68(+171) 36(+149) 59

Tntal 693(-102)900(+186)951(+250)909(+25) 1033

financed by:

nternal

irsoUrCes 755(-50) 900(+75) 951(+136)805(-3) 811
rants 7(+2)  8(+2) 1(+5)  11(-) b

mrrowing (net) -69(-54) -8(+109) -11(+109)93(+28) 218

{ vhich leasing
bl Ghoth bare 20(-59) -56(-54) ~4(-5) 16(+28) 6

Ihvestment

he CHGB is responsible for more than two-thirds of the industry's capital imvestment.
heir programme includes provision for units 3 and 4 of the Heysham Advanced Gas-Cooled
kactor station (total estimated cost £872m with substantial expenditure beginning

i 1979-80.) Provision is alse included for the 2000 MW completion of the Drax 4000 MW
walfired station (which is already under construction at a total estimated cost

i £715m.) This station was brought forward in advance of need at the request of

tie previous administration. Provision is also made for a 2000 MW Cross-Channel

lnk with the French electricity utility, Electricite de France, which was approved

0 principle in 1978 (CEGB element of forecast expenditure “on this project is

{66m with expenditure bam in 1979-80). There is no inclusion for investment

% respect of possible collaboration with foreign electricity supply utilities

o the French Super»pheu:ix fast breeder reactor project (NERSA). The will seek
Wvernment approval, and request any additional funding, if a firm prospect for
uternational collaboration emerges.

faricat Assumptions
Be industry forecast an annual increase in the demand for electricity in England

ui llales over the period to 1985-86 averaging 2.3 per cent per annum assuming a
WP annual growth rate of 2.6 per cent.

9
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Internal Reaources

Income levels for Area Boards and the CEGB in 1980-81 and later years have been assum

sufficient to yield profits of 2 per cent on costs including 40 per cent additional
supplement on historic cost depreciation. The assumed tariff increases implicit in
the forecasts average 5 per cent above the general rate of inflation in 1980-81 and
1981-82 (in money terms forecast increases over the years 1980-81 to 1983-84 are

12 per cent, 14 per cent, 9.4 per cent and 13.5 per cent respectively). Price increal

of this order would keep the industry's borrowing requirements down, and would also
cover expected increases in costs, notably coal and oil prices. The rigufuu for
1979-80 take into account the second coal price increase this summer. The self-
financing ratio in the five years 1979-80 to 1983-84 is 109 per cent, 99 per cent,
99 per cent, 89 per cent and 78 per cent respectively.

External Financing

The negative requirement for external finance for 1979-80 of -£62m is equal to the
industry's cash limit for the year of -£68m at 1979-80 outturn prices. The total
increased financing requirements compared with Cmnd 7439 over the years 1980-81 to
1982-8% amount to £253m. The main reason is an increase in capital requirements,

particularly a higher need for working capital. This is related to revised assumptiol

above the level of and the cost of the industry's conventional fuel stocks (coal and
oil) and nuclear fuel, including reprocessing. The industry's working capital
requirements are notoriously difficult to forecast since they are dependent on the
estimated balance between debtors and creditors and on assumptinns ebout fuel stocks
and costs. The slightly higher fixed asset requirements reflect the changed profi
of expenditure on Drax B and Units 3 and 4 of the Heysham AGR (in the case of Drax B
expenditure on boilers and turbo-generators is being incurred eariler to assist
continuity of work on the shop floor, and in the case of Heysham more detailed

assessments of costs have been made).

The estimates of internal resources are £208m higher in total over 1980-81 to 1982-8
than in Cmnd 7439 due to higher tariff assumptions only partially offset by higher

interest cha ges (increased borrowing). The figures suggest that in each forecast yeRr
net borrowing from the National Loans Fund will increase and foreign borrowing decli .

In 1979-80 much of the projected new NLF borrowing of £700m is required to refinance
‘the redeeming of £483m of British Electricity Stock.

10
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#)PTISH ELECTRICITY BOARDS: :
£m at 1979 Survey Prices (changes
on Cmnd 7439 in brackets)

1) NORTH CF SCOTLAND HYDRO-ELECTRIC BOARD

1979-80  1980-84 1981-82 198283 1983-84
spital Requirements:
fixed Assets in UK 45(-5) 41.(+13) 20(-) 27(-14) 30
Other 25(+2) 25(+17) 12(-) 7(-2) ; ot
oTAL 20(-3)  66(+30)  b2(-) 34 (-16) 34
fnanced byl
Internal Resources 21(-14) 32(-5) 32(-4) 32(-3) 31
frants 13(=1) 14(+5) 5(=2) L(-3) ]
Borrowing (net) 36(+12) 20(+30) 5(+6) -2(-10) 0% &
of which leasing
and short term =8(-9) I(+3) 1(=) 1(+1) -

i) SOUTH OF SCOTLAND ELECTRICITY BOARD

1979-80 1980-81 1981-82 1982-83 1983-84

2pital Regquirements:

Fixed Assets in UK BE(-10) 122(+23) 171(+17) 237(+347 208
Other z3(+11) h{-10) -9(-23) =3({=21) 11
TOTAL 119(+1) 126(+13) 162(-6) 234(+13) 219

financed by:

Internal Resources £8(-10) 6a(-4) 71(+1) 73(4+6) 66
Grants =f=) ={=} ={=) L =
> Borrowing (net) 51(+11)  57(+17) 91(-7) 161(+7) 153

of which leasing
and short term =(=) =(=) =(=) -(=) -
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mvestment
R ;
gER's forecaste show a significant increase for 1980-81 and a substantial reduction

ne 1982/83. In the early years of the period NSHEB's plans are dominated by the
wpletion of the station at Peterhead (expected to be commissioned next year). There-
ifter expenditure on generation drops sharply. In the later years, the major outlay

s on trensmission and distribution. Delays at Peterhead, largely the result of
miustriml relations difficulties, depressed the Board's expenditure last year below

#e White Paper forecast and have led to a sharp increase in forecast expenditure next’
wirs No significant expenditure on plant for the proposed Grnigroystoﬁ pumped storage
etion is expected during the survey period. Expenditure in 1982/83 is thus well

wlow Cmnd 7439, E

i B5EB's capital investment plans for the surveyperiod show little change from

imd 7439. The Board's forecast expenditure is mainly on the construction of a new
il station at Torness. Partly as a result of delays in clearing the site and partly
feceume of the uncertainty over the future organisation of the nuclear industry,
vpenditure on the station last year and forecast expenditure during the current year
e both below Cmnd 7439 levels, but in consequence the Board expects rather higher

apenditure next year.

farket Assumptions

% The Boards forecast an annual increase in the demand for electricity in

iotland ever the next 10 years of between 3 and 4 per cent, assuming GDP growth of
#.3% per annum. In SSEB's area demand in expected to grow more slowly during the
urvey period (2% to 3 per cent). These forecasty are lower than last years, but are
itill above the growth rates predicted for England and Wales (in line with past

icottish experience).

Internal Reaources
*. PBoth Boards increased their tariffs by an average of 9-10% from 1 April 1979 to
tiable them to meet the target of break-even set by the previous Government for 1979/80.

[n subsequent years the Boards' forecasts are bassed on a surplus on turnover of 1% in
1%0/81, 2% in 1981/82 and 3% thereafter. To achieve this level of return annual
wriff increases averaging 9-10% are estimated to be needed, including a 14% increase
‘n 1980/81. These projected increases assume (a) an annual inflation rate of 9%, (b)
‘tcreases in the price of coal in line with inflation in the early years of the period
ind at' 2% above in the later yeara and (c) increases in oil prices in line with the
ate of inflation from now until 1982 but accelerating thereafter. The ability of the
fords to increase tariffs is limited by the strong competition from gas. The Boards

12
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have assumed an improvement in the price competitiveness of electricity in relation to
gas from about 1982/83.

External Financing

5. For 1979/80 both Board's extermal financial requirements are higher than in Cmd
7439, These forecasts were based on a substantially larger tariff increase from

1 Ap#il 1979 than that eventismlly implemented. Their internal finanecing figures are
consequently substantially lower., HNSHEE's internal financing will alsc be lower
becouse of reduced depreciation as a result of the delay in cmiﬂﬂionin& Peterhead.
Both Boards will have to bear additional costs towards the repair of reactor 4 at
Hunterston. For 1980/81 both Board's requirements are higher than in Cand 7439,
because of the lower than forecast tariff increases introduced this year and partly
because of the additional capital expenditure at Torness and Peterhead.

NSHEB Smelter Deficits

6. The forecast grants to towards the deficits incurred by the Board in
supplying electricity to the British Aluminium Company (BACo) smelter at Invergordon
exceeds the present provision in PES in 1980/81 by £5.6 million. This increase is
-ﬂ'.l.ﬂ result of the prolonged outage of one of the reactors at Hunterston B nuclear
power station following the 1977 incidemt. The figures are also subject to the
outcome of the dispute between NSHEB and BACo over the Company's liability for
charges for nuclear fuel reprocessing and certain other items. The forecasts
assume that this dispute will be resolved in the Board's fawour and that BACo

will pay all the disputed charges. If the reverse happened and assuming it

were sebtled towards the end of the current year, the approximate provision

needed in addition to baseline, including the amounts referred to above, would be as
follows: -

£n
1980,/81 1981/82 1982/83 1983/84
22 L 3 6

13
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Em at 1979 Burvey prices
(Changes from Cmnd 74%9 in brackets)

1979/80 1980/81 1981 /82 1982/83% 1983/84
cagital :
gulrementa:

Fixed assets

in UK 14.5(+2.8) 11.2(+0.7) 11.0(+0.7) 10.0(-) 10.2
Other 0.4(+0.5) =0.3(-0.1) -0.5(-0.4) -0.7(-0.8) -0.4
TOTAL 14.9(+3.3) 10.9(+0.6) 10.5(+0.3) 9.3(-0.6) 9.8
Financed by:

Internal

Resources 2.4(+0.4) 3.8(+1.7) 4.3(+1.8) 4.6(+1.6) 4.5
Grants 11.7(+0.4) 10.0(-0.6) 8.8(-0.4) 7.9(-0.8) 6.9
of which :

leasing and

short term -(=) -0.5(+0.5) -0.3(-0.3) -1.2(-0.6) 0.1
1. The Scottish Transport Group runs bus services throughout

Bcotland, except in the four main cities, shippiag and haulage
services on West Coast of Bcotland, and a number of ancilliary
activities. The bus operations generate 8l per cent of the Group's
total turnover of around £106 million. 12 per cent of the

remainder comes from ferry services and the balance from the haulage
and ancilliary activities.

Becent Developments

2. Capital expenditure in 1978/79 was higher tham plamned reflecting
a once for all catching up of shortfall in bus deliveries from
previous years delayed by strikes at the manufacturers. Discussions
on a new financial target for the industry to supersede its existing

14
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statutory duty to break even have been complicated by the existence
of deficit grants totalling about £8m in 1979 for both the bus
operations and the shipping services. In the meantime, the Group
for its own planning purposes, has adopted a target of a 11 per cent
return on turnover after recplacement cost depreciation but before
interest for its bus operations. Some historic performance

indicators agreed with the Group were published in its recent
annual report. Discussions will continue with a view to developing
performance aims.

Investment Plans

T The Group's investment i=s primarily for the replacement of
existing assets and takes into account a long term decline in demand
for bus travel, although some increase in demand for shipping

services is assumed. The demand for bus travel is assumed to

decline at around 1} per cent per annum over the period of the
Treview. This is less of a decline than sssumed in the past and
reflects the group's experience over the last two years. While the
Group's investment does not earn the RRR, its policy of providing
full replacement cost depreciation and the relatively small capital
element in its total costs (around 70 per cent of which are wages)
mean that its prices are not too far away from the marginal cost
pricing dictated by the RRR. The capital expenditure figures in
the review exclude the contingency provisions for repairing ships
and piers which the Group considers are necessary; shortfall therefore
is unlikely except as a result of strikes in the bus manufacturing
industry. Deliberate postponement in the next twelve months would
be limited by forward commitments already made. It would result (as
did delivery difficulties in recent years) in the lower gquality and
reliability of service as well as a larger than plenned surplus
on the Group's bus operations because of the provision in fares for
replacement cost depreciation; this could lead in turn to the Traffic
Commissioners' delaying or restricting fares increases which would
cause the Group financial difficulties. The capitel investment figu
are slightly higher than those in Cmnd 7439; this largely reflects &
more extensive prngrﬁmme of upgrading bus stations and depots.

15
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Financigg

4, The Group plans on the basis that it will generate the
level of surplus needed to finance its capital investment;
gervices will be reduced, costs cut, or fares increased as
necessary to do this. For planning purposes it is assumed that
waées, fuel snd maintenance costs which form the bulk of the
Group's costs will increase at more than the generallrate of
inflation. However the Group project fare increases at only

a little over the general rate of inflation partly reflecting
productivity gains from continued extension of one man operation.
If the Group fails to achieve the desired surplus, additionsl NLF
financing might be necessary. Over the period of the review

the Group expects its major source of external finance to

be central and local government deficit grants for th&.luss-
making ferry services to the Western Isles and bus services
respectively. These grants are forecast to remain: constant in
cash terms declining from 73% to 54% as a proportion of the
turnover. Additional NLF borrowing is assumed in 1983/84 to
offset the effect of phasing out new bus grant - proposed in

the Transport Policy White Paper of 1977 (Cmnd £236) - but
otherwise the Group plan to repay the commencing capital debt

without refinancing.

16
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~TISH RATLWAYS BOARD
€ million at 1979 Survey prices
(changes from Cmnd 7439 in brackets)
1979-80 1980-81 1981-82 1982-83 1983-84
;ital Requirements:
»d Assets in UK 335 (-13) 347 (-1) 347 (-1) 347 (-2)° 347
ey - 135 (434) - 153 (+5) - 155 (+3) - 156 (+3) 152
Total 200 (+21) 194 (+4) 192 (+2) 191 (+1) 205
‘mnced .
ternal resources - b7 (+32) - LE9 (-B0) - L6B (-93) - 441 (-66) - Lzo
nts® 601 (-10) 615 (+74) 615 (+81) 616 (+82) 616
rrowing (net) B (- 1 kg (+10) 4s (+14) 16 (-15) 9
which, leasing and
st term - 1 (-18) 17 (+13) 2 (-2) 1(-2) 1

2 figures in brackets overstate the change in public expenddture. When the full amount
'the grant provided for in programme 6 is taken inte account, there is no change on

ui 7439,

Eackg;uund and recent developments

In 1978, the British Railways Board's rail business revenues including grants were
as follows:-

£m

Passenger revenue 702

Freight and parcels revenue S04
Support payments for passenger services

From central Government 82

From PTE Lo

Grants in.respect of level crossinge i

Grants accounted for 38 per cent of total passenger receipts. In addition, BRB
received £114m from central government in respect of historic deficiencies in its
pensibn funds. The Board's various subsidiary l'.n_minﬂsaﬂs - inelude shipping, hover-
craft, property and hotels - produced a combined operating surplus of

£3%8 million and do nat receive subsidy.

| 17
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2. The Board's investment programme was drawn up in line with the 1978 Corporate
Review. Thie will be completed later in the summer. BRB have also undertaken or
are in the process of underteking seperate strategic reviews of a number of their
businesses: a freight strategy has been agreed and discussions are in progress

a number of
between the Department and the Board on a Passenger Bueiness Strategy aanstrategfi

1o

reviews eg parcels and infrastructure. i
in real terms e

3. A financial target of 5 per cent/by 1982 has been set for Sealink, the Board's fin
shipping subsidiary. Discussions are in hand on the setting of targets for the o
commercial rail businesses ie freight and inter-city passenger as well as for the it
subsidiary businesses. The Board have also agreed a list of performance indicators i
for the rail business which are included in the 1978 Report and Accounts. hat
i

Investment plans o
tan

L, The Bpard's original proposals for capital expenditure have been reduced

as follows:

€m at 1978/79 prices

1979/80 1980/81 1981/82 1982/83  1983/8L
- 21 - 19 - 19 - 24 - ko

5. Almost 211 of the current programme consists of replacement of assets, for
the most part with modern equivalents. Infrastructure investment (track renewals,
signalling etc) account for 46 per cent of expenditure. Capital expenditure in
the passenger business accounts for a further 27 per cent of the total, including
commercial investment in the High Speed Train and the Advanced Passenger Train
Programme due to begin in 1982, BRB believe, however, that the present investment
ceilings are insufficient to provide for the high level of essential renewals
which will shortly fall due. They have therefore bid for an increase in the ceili

over the five year period of £100m.

€. The peaking in expenditure on asset fﬂplﬂcnnant in the 1980's is associated
particularly with locomotives and diesel multiple units (DMU's), the majority
-of which were commissioned at the time of the modernisation plan in the late 1950°
British Rail's workshops (operated by BR Engineering Ltd) no longer have the
capacity to accommodate ahnft-tern peaks in construction. The Board therefore
propose to phase the investment over a longer period, accelerating the build of
locomotives in 1983 from 25 to 50 a year and investing in DMI's from 1982 onwards.

This would account for £81 million of ther total extra bid of £100 million.
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The investment figures proposed do not incorporate the Board's additional
4 and maintain the ceiling on capital expenditure fixed in Cmnd 7439. The effect
jisallowing this increase would be to defer the two major rolling stock items
.;wo-ﬂ and DMU s) together with cuts and rephasing of a variety of other projects.
iz reflects ufficiala.viaw that the Board have not so far justified expenditure of
2 type proposed in the commercisl businesses which will be required to meet a
nancial target and earn & return on net assets {for instance, the propoeal to
celerate construction of new freight locomotives and for expenditure on the Inter-
ity business associated with the Advanced Passenger Train) and that for the 'social!
ilway, it mey be premature to sanction additional investment in DMU's given that
¢ replacement vehicles are still at the design sﬁage. Maintaining the recent
. :ling would defer decisions until strategy studies have been completed and progress
wards setting and meeting the relevant financial targets for the commercial businesses
i be demonstrated. For the social railway the Board's plans will need to be consid-
sed in the light of the Passenger Business Strategy Study, which will be completed
ater this year. A complementary study on infrastructure costs is also under way.
ithout radical change in the size of the network, it is unlikely to reveal any
wpe for limiting investment beyond its denial to 3000 miles of lightly used track
iready assumed, as further cubf would invelve restricting the movement of basic

Wling stock.

BRE normally overallocates capital rescurces to counteract the consistent
#idancy to underspend the investment ceiling by about 5 per cent. The Board have
ssumed that slippage in investment in 1979 and 1980 will be about 20 per cent, but
I subsequent years believe that this can be contained to 15 per cent.

fnancing

' These forecasts represent the Board's latest views on business prospects based

@ results flowing from the 1979 Corporate Review. The reduced level of internal
scuces in the years 1980/81 and 1981/82 largely reflects slower progress than
“ticipated in implementing productivity improvements underlying the Freight Strategy,
“d a less favourable outlook on industrial relations. There remains considerable
“certainty about the Board's ability to achieve the improved results envisaged in

‘e last two years of the Review, in the light of the prospects for volume growth

‘I the passenger business and of progress to date on demanning, although firm
“vernment support may help here.
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10. Grant requirements show an increase on Cmnd 7439 largely because the Board
are now assuming full take-up of the FPES provieion for the Passenger Service
Obligation grant. The need for additional grant reflects higher costs e.g wages
and fuel and the limited scope for real pricing in sectors other than the commutar

routes or for manpower reductions.

11. Total borrowing requirements (including leasing) follow directly from the
Board's ferecast of internal resources, given that the maximum grant payment
ie assumed. Thus, excesses over Cmnd 7439 in the region of £10m are forecast
in 1980781 and 1981/82 followed by a considerably lower requirement in 1982/83
(£15m below Cmnd 7439) and 1983/8L,
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(ITTONAL BUS COMPANY

f£m at 1979 Survey prices
(Changes from Cand 7439 in brackets)

lapital Requirements: 1979/80  1980/81 1981/82 1982/83 198384

fixed assets in UK 5?-5(+1-5] 53-8(‘5-9} 5512(_hiuj 5611{“#'?} 56‘6

ther ] 3;?{-} ?-B{-1-h} 2-9(+2-5) 5.5{+}'1} 3-5
Total 61.3(+1.5) 55.6(-5.3) 58.1(=1.5) 59.6(=1.6) 60.2
linanced by: a

Internal resources =-13.7(-10.7) -8.5(-7.6) -1.0(-0.8) -0.4(-2.1) -0.6
frants 53.0(+4.1) 53.6(+3.7) 49.8(+4.3) 45.9(+4.7) k1.9
krrowing (net) 22.0(+8.1) 10.5(-1.4) 9.3(-5.0)} 1h.1(=4.2) 18.9

of which, leasing
md- Eh-o-r’t tm E‘iﬁ‘{-] 5-9[4'0-5] E-g{"'ﬂ-ﬁ} 649{""0-6‘} E‘-E‘

Mias table assumes that a 10% . eut in NBC investment has been adopted.

fecent Developments
|, In recent years the NBC has made small but consistent profits after receipt of

revenue support. In 1978 the Company made a profit on trading of £9.7m. After
tiking into account local authority support (of £27.7m), interest charges and
iistoric cost depreciation, the surplus retained totalled £17.7m. However; the
[orecast outturn for 1979/80 has been revised from an expected profit of £13am to a
. loss of about £4m because of a wage award averaging 9.9 per cent as against the 5
#r cent budgeted for, because of substantially larger than expected increases in
the price of fuel, and hucnﬁuu of the severe winter which resulted in lost revenue
ind damage to about one third of the bus fleet.

¢ The difficulties have also delayesd agreement on the financial target to be set
ior the Company. Nevertheless, a list of performance indicators has been agreed and
s published in the NBC's 1978 Accounts, illustrating the productivity improvementa
of recent years.

Iivestment

5 The bulk of proposed investment (75 per cent) is to finance vehicle replacement
i mach of the remainder relates to the improvement and replacement of maintenance
ud depot facilities, some of which need raising to the standards laid down by the

21
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Health and Safety at Work Act.

k., NBC's investment pllnn.nhuuld be viewed against the background of a consistent
and continuing decline in passenger numbers of 2.5 per cent a year throughout the
review period. The implementation of the results of a comprehensive market
anaiysis project is intended to enable the route network to be raticnalised and a
5 per cent reduction in vehicle miles operated to be achieved over the next five
years without significant losa of custom but with appreciable savings in costs.
The Company cnﬁuequuntlg plan to reduce the size of the wehicle fleet by 7 per cer
to 16,400 buses bf* 1983. The Company would also like to reduce the average age o
the double~deck fleet from 8.6 to 6.3 years over the period of the review by
maintaining an intake of 1400 vehicles a year. However, provision for this
improvement = equivalent to approximately 140 buses a year - has been eliminated
pending a thorough examination of the financial case for the Company's replacement
and maintenance policy. As a result, investment in fixed asmets will be below the
levels implied by Cmnd 7439.

5. Investment by the Company does not earn the RRR. This reflects the social
role of the Company in providing services at the request of local authorities
‘ on cost-ineffective routes. It is intended that the financial target will be
defined in terms of a requirement to break even (by a date to be specified) after
charging replacement cost depreciamtion. There has been no significant shortfall g
investment in recent years. A further reduction in investment to a level below
the current proposal would be likely to increase coste on revenue account.

Finaneing
6. The Company is constrained in its ability to raise fares revenue sufficiently

to finance vehicle replacement in the near future from internally generated
resources, since the size and'ti-ing of fares increases has to be determined by th
individual subsidiaries in consultation with local authorities who provide revenus
support, and also requires the consent of the Traffic Commissioners. The policy
followed is to price up in accordance with general inflationary trends, thereby
minimising loss of traffic volume which has beem found to be highly sensitive to
real increases in fares. It has not been possible to assess the potential impact
of recent very sharp increases in fuel costs and the need to reduce the consumptio
of oil on the level of passenger traffic.

7. Since the Company does not envisage the generation of any internal resources if
the five year review period, it will be heavily dependent on the continuation of
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local authority revenue support, new bus grant and NLF borrowing to finance the
investment programme. The reductiom in the proposed investment programme means that
the need for external finance im kept at a level consistent with Cmnd 7439. The
Company assumes that the support payments by local authorities for running
uneconomic serviges will continue at present levels in real terms (equivalent to
about 74% of turnover) and that, with no compensatory increase in such suppert to
offset the phasing out of new bus grant between 1981 and 1985 - proposed in the
Transport Policy White Paper of 1977 (Cmnd 6836) - it will be necessary to increase
their borrowing in crder to finance their elpd.til inveatment programme.
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NATIONAL FREIGHT CORPORATION

. &m at 1979 Survey prices)
(Changes from Cmnd 7439 in brackets)

spital Requirements: 1979-80  1980-81  1981-82  1982-83  1983-84

assets in UK 34(+1) 37(+4) 37{+k) 40(+7) 40

thar . 5(-6) 3(-7) 3[-3_} 2(-7) 2
atal 39(=5) Lo(-3) Lo(-4) ha2(-) L2
. nanced by:

iternal resources 13(-3) 17(=1) 20(+1) 25(+1) 5
ks 10(-2) 7(=2) 6(=2) 4(=2) b
srrowing (net) 16(=) 16(= 1} 14(=3) 13(+1) 13
# which, leasing and

short term 16(-) 16(-) 14(-3) 13(+1) 13

Recent dmralomts

Following the financial reconstruction of the NFC under the Transport Act
1978, (which reduced capital debt by roughly a third and provided assistance
in respect of certain historic liabilities derived from BRB) the Corporatiocn
made & small profit in 1978 of £0.3m after paying interest to the Secretary
of State. Prospects for improvement in 1979 are uncertain because of the
disruption to operations stemming from the road haulage dispute (costing
£8m) and a 20 per cent pay award by the Central Arbritration Committee
giving NFC drivers parity with the private sector.

2s Discussions are in proyees on a financial target for NFC. NFC have
published a short list of performance indicators in their 1978 Report and
Accounts. The Government's Manifesto umi:urtonk that shares in the NFC

would be offered to the public. Work is in hand with a view to implementing
this m:durtaking; which may ultimately affect the status of NFC as a nationalised
industry. :
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Investment Proposala

3e NFC have expanded the Béﬂpﬁ of their activities in recent years by investment
in profitable businesses which tend to be concerned with freight handling and
storage and with the provieion of specialised transport services. The
Corporation believe that this strategy should be continued, and it is invest-
ment in these activities, designed to diminish the Corporation's reliance on
the less prufitable general delivery and general haulage businesses which
accounts for much of the excess of NFC's proposed investment over the ceiling
set in by Cmnd 7439. '

k., NFC hass endeavoured to ensure that much of their investment is channelled
into preferred activities earning a high rate of return, though the achievement
by the Corporation of the RRR oversll has not yet been demonstrated. However
a significant proportion of their funds - up to 30% between 1979 and 1581 -
continues to go to the less preferred areas which include the general parcels

~ and haulage businesses run by their largest subsidiaries National Carriers Ltd,
Roaflline and British Road Services. In each case, the investment is associated
with reorganisation, rationalisation and some reduction in the scale of the
‘activities at a rate which NFC believe to be consistent with the maintenanee
of satisfactory industrial relations. Manpower requirements are likely to fall
by about 5% between 1978 and 1981.

5. About 60% of NFC's investment is associated with vehicle replacement. Thers
is probably some scope for postponement, although thia is limited by the fact
that orders are placed well in advance and reduced investment would in due co
increase maintenance costs and affect the saleability of NFC.

Financigg

7+ A condition of the financial reconstruction was that the Corporation
should be self-financing with no access to NEF finance for the time being.
Their investment programme has therefore been restricted to what can be
financed from internal resources, leasing,and granta, It is therefore
conditional on the Corporation's ability to achieve ite financial forecasts.

8. The Corporation expect to increase their trading profits from an estimated
. £8m in 1979-80 to £33m in 1983-84. Trading profits will increase from 1.6%
to 5% of turnover. This assumes the development of profitable businesses and
an increase in prnductivit} and depends to a considerable extent on success in
running down the least profitable parts of the enterprise in taggf of manpower
and capital employed and rationalising its operation as well nq&?tuhlli;y on
the industrial relations front. 25
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De The Corporation's access to leaeing finance is governed by a ceiling
uplifted annually to reflect general inflation. No decision has yet been
taken on the ceiling or the method of adjusting it after 1980-81, but the
Corporation have planned on the assumption that the present formuls will be

unchanged.

10. The grants received by the Corporation are those under the 1978 Transport
Act in respect of historic pensions together with a tapering capital grant to
NCL " of up to £15m over 3 years to meet its cash requirements following
the capital reconstruction.
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HBRITISH TRANSPORT DOCKS BOARD

£m at 1979 Survey prices
(Changes from Cmnd 7439 in brackets)

Capital Reguirements: 1979/80 1980/81 19841/82 1982/83 1983/84
Fixed assets in UK  15.5(+0.1) 17.3(+0.7) 17.5(+0.9) 17.3(+0.7) 17.2

Other 1.2(+0.6) 2.0(=0.1) 2.1(=0.1)  2.1(-0.1) 2.1
Financed by :

Internal resources 23.1(=6.2) 26.5(-5.8) 2B8.1(=4.9) 28.9(-6.3) 30.1
Grants & =(=) =-=( =) -( =) -( =) -

Borrowing (net) ~6.4(+6.9) =7.2(+6.4) =8.5(+5.7) =9.5(+6.9) =10.8
of which leasing and

short term -‘5-4{"‘6-9} -G.Il'(+5.9] -2-0("1"-&] —_3'-!3{*1*!?} -4;9

Recant Developments

In recent years, the British Transport Docke Board has been consistently profitable,
showing a surplus on revenue account after allowing for replacement cost deprecia-
tion, interest and taxation. This record was maintained in 1978: the Board made

an operating profit of £35.3%m and the surplus retained totalled £7m, equivalent to

a return of 16.9% on net assets after historic cost depreciastion and before interest
and tax. This compares with their agreed financial target of achieving a 20% return
by 1980. Nevertheless, performance in 1978 did not quite come up to the Board's
expactatione with the result that it i=s not now expected that the financial target
will be achieved before 1982. Turnover and profite were slightly lower than fore=-
cagt, due mainly tec the effects of industrial diapﬁtea; and inveatment, at £9.3m,
fell well short of the intended £15.7m due to the failure of a number of "customer
demand" schemets to materialise.

2+ The Board finance all their investment from internally generated resources.
In recent years they have also repaid a substantial proportion of their commencing
capital debt before the dates on which it was due. During 1978/79, the Board made
thres sarly repayments of debt, totalling some £21m.

Investment

3. The Board make modest and realistic assumptions about growth in port traffic
and expect to invest about £85m (at 1978/79 prices) in the review period.
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4. BTDB allocate their investment resources between projects which they propose
to carry out on their own initiative (about 75%), and "customer demand schemes".
The former include expenditure on maintenance, replacement and general improvements
to the ports; the latter represent schemes which are undertaken to handle specific
cargoes which a customer has contracted to move through BTDB ports. The Board
have identified a number of such schemes which may be demanded in future years,
but have allowed in their investment programme for only a proportion to céme to

fruition. 8Since customer demand schemes can involve sizeable investment, there is’

always the possibility that the investment ceiling will be inadequate to allow all
the required expenditure to be committed. Equally, as in 1978/79, customer demand
schemes may be a significant source of shortfall.

5. The Board consider that the return on their investment programme taken as a
whole meets the RRR. This claim is being discussed with them. Were cuts to be
~made, they would fall on investment unrelated to profitable customer demand scheme
Postponement would increase the long-term cost of such investment and might .affect
the Board's ability to repay debt in future years.

"+ Financing

6. In general, since the Board operate in a competitive environment, charges nee
to be in line with those obtained elsewhere and are set at a level at which costs
are covered. Charges in relation to specific customer demand facilities are fixed
by agreements involving guaranteed minimum returns, cost variation clauses and a
share of returns above those necessary to generate the guaranteed minimum.

7. The Board attach great importance to the repayment of their commencing capit
debt, the residue of which now totals about £43m. The speed of repayment of
outstanding loans is determined by the Board's need to maintain the port infrastru
ture and to retain sufficient to compete and provide for new traffic. No provisio
is made for premature repayment in‘1979/80 ir consequence of the three instalments
paid during 1978/79. However, in sach year thersafter, ths Board intend to make
repayments of £8.2m in cash terms.

CONFIDERTIAL
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" ITISH WATERWAYS BOARD

£m at 1979 Survey prices
(Changes from Cmnd 7439 in brackets)

1979/80 1980/81 1981/82 1982/83 1983/84

fapital

Requirements: ; ' : Ear

Tized assets :

':n UE . 41#(‘0&2) 5.8{"'2-1) 3.3('0-9) Eiﬁf*Ei1J E-I'E

lther - (=) - (=) - () - {2 -

Total 4.4(-0.2) 6.8(+2.1) 3.8(-0.9) 2.6(-2.1) 2.6
. financed

Ihternal™ .

lesources =19.3(=0.8) =17.7(+1.7) =19.4(+0.2) -19.8(-2.2) - 19.8

irants* 21.0{+1.4) 20.7(-) 20.9(-) 20.9(-) 20.9

lorrowing (net) 2.70+0.4) 3.8(+0.4) 2.3(-1.1) 1.5(+0.1) 1.5

¥ vhich leasing

o ahet 0.2(+0.2) 0.2(+0.2) 0.3(+0.3) 0.3(+0.3) 0.3

Tor 1980/81 onwards the comparison with Cmnd 7439 has been adjusted to incorporate
the additional grant allocation for arrears of maintenance provided on Programme 8,

fecent Developments

The Board are responsible for the uplkeep of some 2000 miles of waterways throughout
fritain. MAbout 350 miles of commercial waterways are maintained for freight traffic
and 1100 miles for navigation by pleasure craft. The network also has water supply
and land drainage functions. The BWE has its own freight-carrying fleet, docks,
wrehouses and inland freight terminals. In 1978 the Board made a loss of about

17m on all its operations which was met by Government grant.

¢4 Following the Government's abandonment of the proposal to merge the waterways

vith the water industry generally under the aegis of a National Water Authority -
sutlined in the Water White Paper of 1977 (Cmnd 6876) - the future organisation

ind objectives of the BWB have still to be decided and willbe the subject of

tonsultation with the Board and other interested bodies. In the course of consultations,
the applicability of financisl targets and performance aims to the Board's activities
Will be considered. -

3 __s‘inoa last year's review, a major new investment project, the improvement of
the Sheffield and South Yorkshire Navigation (SSIN) has been started. This is intended
‘o provide an important test of the commercial viability of freight waterways.

“ephasing of expenditure on this, in order to reflect a more realistic spend profile,
las resulted in higher capital expenditure in 1980/81 than assumed in Cmmd 7439, offset
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by lower expenditure in subsequent years.

Inveatment

4. The Board's expenditure on canel maintenance is charged to revenue account.
About one hedf of the capital programme is accounted for by the SS5IN project.
The remainder consiste of improvements to the facilities at the principal docks
and depots together with the provision for replacement of craft, plant and
equipment and, subject to what may emerge from the consultations referred to in
paragraph 2 above, theseé operations are expected to continue as much m. before.
New investment in freight service projects is expected to earn a return of socme §
after payment of interest and on historic costs. Other expenditure, especially
on replacement items, does not, by and large, improve the retwrn on average net
assets. In 1978 the Board underspent their investment provision owing to
industrial action by their staff. PFPostponement of investment would affect the Ba
ability t{o replace equipment and thus to keep up their planned maintenance progmi

Financing
5. 'The Board's commercial activities are in competition with both road and
* freight. The Board set water and smenity charges at the level they consider
the market will bear while charges for freight and commercial activities are exp
to be raised &n line with increases in costs. The deficit on revenue account is
met by Government grant which is the Board's major source of finance.and account
for about 60% of turnover. Cmnd 7439 provided an additional £5m a year from 1%
onwards for arrears of maintenance. The capital cost of the SSIN project will B
financed by additional NLF borrowing and by grants from South Yorkshire County G
and the Buropean Regionsl Development Fund.
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ERITIEH AIRWAYS BOARD

£m at 1979 Burvey prices
(Changes on Cmnd ;7439 in brackets)

1979/80 1980/81 1981/82 1982/83  1983/84
Capital Requirements:

Fixed assets in UK  304(-36) 390(+37) 355(+42) '394(+86) 402
Other 15 (-1) 9 (+1) 12 (+3) 5 (-1) 7
Total - 319(=37) 399(+38) 367(+45) 399(+85) 409

Fipanced by:
Internal resources 161(-64) 204(+38) 237 (+45) 252(+52) 260

Grants - - -
Borrowing (net) 158(+27) 195 (=) 130 (=) 147(+33) 149
of which, leasing and short term

-9(-9) -8 (-8 -8 (-8) -8(-8) -8

Background and Recent Developments

Competition in the international airline market is increasing.

The latest Corporate Plan (GP?) of British Airways (BA) is designed

to maintain their market share whilet continuing to generate acceptable
levele of profit. At the same time BA faces a heavy fleet replacement
programme over the next 5 years or so (see paragraphs 6 and 7 below).

2. BA's profit before interest in 1978/79 is expected to be £120m on
a turnover of £1400m (net profit £76m.), This is lower than previous
forecasts ﬁnd reflects a downturn in the final quarter to which severe
weather, the situation in Iran and the continued strength of the pound
contributed.

3. BA's financial target for 1975/76 to 1978/79 required an average
11% return on mean net assets (at historic cost) over the four years,
compared with a probable outturn of just under 10%. A new target has
been set which requires an average 6% real accounting rate of return
on' net assets over the three years 1979/80 - 1981/82 (equivalent to
a 16% return at historic cost). This target is intended to be
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consistent with BA earning a rate of return of at least 5%
in real terms on new investment and implies substantial increases
in the productivity both of aireraft and of employees.

4. During 1978/79, the previous Government agreed to write off
an amount of public dividend capital equal to the purchase price
of BA's Concorde fleet, since it was evident that Concorde could
not generate sufficient returns to cover amortisation and servicing
of the capital employed. The proposed arrangements are designed
to remove the adverse effect which Concorde previously had on
BA's profit levels.

Investment Flans

5. BA have carried out a study of the likely size and nature of
the international airline market by 1986 and the measures they
must take to remain competitive. This study assumed that airline
competition would continue to inerease, and forecast that the total
passenger market would double by 1986; that the most sighificant
growth sector would be (low fare) leisure travel and that Bi's
¥ields in real terms would be reduced in 1986 by 42% on short
haul and 20% on long haul compared to 1978 levels.

6. BA's strategy to remain competitive and profitable is to aim
at maintaining their share of the total market and reduce cost
levels by 2.8% pa in real terms by increasing the efficiency and
productivity of their aircraft and employees. An important element
of the strategy is the ability to operate the most efficient
aircraft available, and over the next five years some £1900m is
planned for expenditure on new aircraft and spares out of a total
capital investment programme of just over £2400m. In addition
to catering for expansion of capacity to maintain market share,
the former figure alss includes a significant provision towards
replacing over 90 aircraft in the existing fleet, which will not
meet new international noise regulations due for application in
the UK on 1 Japuary 1986, and which are in any case becoming
inereasingly uneconomic to operate. During 1978, BA were given
Government approval to acquire 28 Boeing 737s and 19 Boeing 7578
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to commence replacement of Tridents and 7078 on European routes

in 1980. These aircraft are on orde:r. Long range Tristars and
Boeing 747s are planned to replace VC10 capacity. It is estimated
that 40% of the planned investment in aircraft is for replacement
of capacity and 60% for expansion.

7. The need to replace and expand capacity to maintain total
market share and continue to serve all market segments is dictated
by BA's prediction that present differences in profitability
between their route groupings will level out by 1986. The short
haul routes where BA is less profitable are generally those on
which they are flying old uneconomic aircraft. The higher than
average profits on some long haul routes are expected to be
reduced by increased competition.

8. The contributions of improved aircraft and staff productivity
towards total cost reduction targets are interdependent. BA's

new aircraft can play their part but little confidence can be
attached to the staff element. BA's staff productivity is poor
by airline standards and attempts to improve it in the past have.
regularly fallen short of targets. There is a history of poor
industrial relations. BA acknowledge that some scepticism is
justified but are adopting a more rigorous approach to productivity
which they believe will show greater success than in the past.
They plan to share with the workforce the benefits of improved
productivity in the form of pay awards which they calculate will
be twice the comparable national average. In addition it is
intended that agreement to necessary changes in working practices
will be firmly secured at the shop floor level throughout the
sirline. The latest Corporate Plan requires an average B.5%
increase per year in available tonne kilometres per employee and
it is intended that this should be achieved bymaintaining existing
overall staff numbers whilst absorbing increased business.

Financing Requirements

9. At outturn prices the total level of net external borrowing
projected for 1979/80 to 1983/84 is £980m in relation to a capital
expenditure programme totalling £2418m (a self fipnancing ratio of
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59%). The projected profit levels for these five years represent
an average real accounting rate of return on net assets of 6.8%
(ef 1979/80 - 1981/82 statutory target of €%).

10, External finasncing requirements for 1980/81 and 1981/82
have been kept at the levels in last year's investment and
finanaing review on a constant price basis. Apart’ from a

£10m pa injection of FDC, all BA's finance requirements for

the next five years are planned to be met by overseas horfnwings
with Treasury guarantee and will almost certainly take the form
of US dollar loamns. '
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BRITISH AIRPORTS AUTHORITY
£m at 1979 Burvey prices
(Changes on Cmnd 7439 in brackets)

1979/80 1980/81 1981/82 1982/83 1983/84
Captial Requirements:

Fixed assets in UK 40(-14) 79(+24) 75(+24) - 76(+18B) 70
Other 5 (+2) 9 (+1) 8 (-4) 8 (-3) s
Total ; 45(-12) 88(+25) 83(+20) 84(+15) 74
Financed by:
Internal resources 45(-12) 57 (=7) 68 (+1) 7% (+1) 78
Grants 1 (=) = (=) - (=) - (-1) -
Borrowing (net) -1 (=) 31(+32) 15(+18) 11(+14) -5
of which, leasing and short term

- 15(+15) - - -

Recent Developments

Four fifths of the BAA's traffic is handled at its three London
airports, Heathrow, Gatwick and Stansted, and one fifth at its four
airports in Scotland. This pattern is expected to continue.

2. The White Paper on Airports Policy (Cmnd 7084) of February 1978
envisaged that the demand for airport capacity in South East England

up to 1990 should be met by expansion of present capacity of 47

million passengers per annum at the BAA London airports to 67 million j
(the capacity of themunicipal airport at Luton, which also serves the
London area is expected to increase from 3 million to 5 million
passengers). Revised forecasts are now being prepared by the
Department of Trade's Air Traffic Forecasting Working FParty in the
context of planning for the Third London Airport likely to be needed
from the late 1980s. Including Iuton they are provisionally expected
to lie between 55 million and &3 million in 1985 and between 68 million
and 84 million in 1990. The BAA capital investment plans for the
Burvey period are related to the average forecast of 59 million

paééengars at the south east airports including Iuton in 1985. The
figures take account of current trends in oil prices, consumer
income, the substantial growth in low fare traffic in 1978 etc.
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3. The outturn capital requirement for 1978/79 including
changes in working capital was E44.7 million compared with a
forecast of £50.7 million. A shortfall of £9m on fixed capital
projects planned to cost £42.5 million was due to deferment of
projects in order to ease the problems caused by the surge in
summer traffic in 1978 and delays caused by the hard winter.

4, Discussions on a financial target for the industry are in
progress. It is proposed that this should imply the achievement
of the 'Required Hate of Return within three years in respect of
revenue from aerodrome traffic and commerciasl charges, excluding
the revenue from duty-free operations which would continue to be
maximised.

Investment Plans

5. The Authority's proposed capital investment for 1980/81 is

some 45 per cent higher than was expected a year ago and 45 per

cent and 30 per cent higher for the succeeding two years respectively.
.This is the result of a much quicker build-up of work on the Fourth
Terminal at Heathrow (which has been delayed by a longer public
enquiry than was expected) costing£20m initially in 1980/81, and
bringing forward a number of smaller projects at Heathrow to mitigate
the consequences of the delay to the Fourth Terminal. These will
cost a further £33 million, the principal items being the pier 3 on
the eastern apron for Jumbo jets and substantial improvements to
Terminals 1 and 3. In 1980/81 Gatwick accounts for projects
totalling £29n (eg the development of the Northem Apron, the
development of the cargo area, and an amount of £1.5 million as

a BAA investment in equity of a company which will build a new
airport hotel). The second terminal at Gatwick enters the figures

in 1981/82 when again subject to the planning procedures, £3 million
will be spent rising to £21 million in each of the following two
years. Only minor projects are proposed for Stansted and the Scottish
airports.

6. Btarting in 1981/82 £35 million has been allocated for the Third
Londgn Airport: this could be spent at Stansted if that is the
eventual choice. (The figures relating to individual projects are
subject to an overall allowance for slippage of about 25 per cent.)

The incidence and timing of this expenditure is of course subject to
eventual Ministerial decisions about the requirement for a new airport.
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7. All the projects proposed are capable of earning the Required
Rate of Return of 5 per cent, provided that the BAA set their charges
so as to achieve it. The Authority have already reduced their
proposed expenditure on the Fourth Terminal from £30 milliom to

£20 million and consider that there is no scope for major reductions
without accepting a serious deterioration of conditions at Heathrow.

Financing

8. The BAA's financing provisions assume increases in productivity
of 3 per cent per annum in terms of numbers of passengers handled

per employee, and expenditure before depreciation per passenger at
constant prices is planned to fall at about 24 per cent per anpum.

In previous years the BAA's policy has been to generate sufficient
funds to cover 100 per cent of its capital expenditure and to meet
the repayments due on existing loans including the commencing capital
debt. With the pressure on their resources caused by the increased
capital expenditure required to meet higher passenger flows this has
now been qualified so that in periods of severe recéssion or
exceptionally high capital expenditure, the Authority would achieve

a minimum of 60 per cent self-fipnancing. The real rate of return

on capital employed (trading profit before interest as a percentage
of net assets employed) is expected to rise from 3.6 per cent in
1978/79 to 6.0 per cent over the five year period, including revenues
from the sale of duty-free goods. In 1979/80 operational income is
expected to increase by 6 per cent following price increases which
came into effect on 1 April and a mid-year increase to bring fees
into line with inflation is being considered. Projections for later
years assume increases in line with inflation. Increases in excise
duties will allow increases in the prices charged for duty free goods.
The increased revenue will not cover the capital apend in 1980/8l1 and,
for purposes of the baseline figures, it is accordingly proposed to
use all the E15 million which is held in short term deposits and to
call on £16 million from the Nationdl Loans Fund; a further £15m
would be taken from the NLF in 1981=82 and £1lm in 1982-83 (197879
prices).
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POST OFFICE

1. Financial targets now exiet ‘for all three businesses (Fosts,
Telecommunications and National Girobank). Assuming that these
targets are met, the financing of the Corporation's investment
programme will be entirely from intermally generated funds except
in 1980/81. Over the Burvey period the Corporation will be a
substantial net repayer of loans and will thus contribute
gignificantly towards reducing the Public Sector Borrowing
Hequirement. |

2. Performance aime also exist for the two main businpesses: for
Telecommunications the aim, taking 1977/78 as a base, is to achieve
a pmeral reduction in real unit costs of 5 per cent a year over the
five years to 1982/83; for Posts, that real unit. costs overall
should not increase over that period. The achievement of these
aims, which supplement the financial targets, will require a
sustained increase in efficiency and will contribute to keeping
down price increases.

TELECOMMUNICATIONS

3. The Telecommunications business's investment and financing
forecasts are as follows:

£ million at 1979 Burvey prices
(Changes on Cmnd 7439 in bracketgg
1979/80 1980/81 1981/82 1982/8% 1983/84
Capital regquirements:
Fixed amssets in UK  983(-112) 1118(+5) 1102(-25) 1099(+12) 1133
48

Other 89 €+E§g 542—4?) 68(-13%) 100 (+lg

Total 1052, (-89) 1182(-42) 1170(-38) 1199(+13 1181
Financed by:

Internal resources 10?95—126} IIEBE—IEQJIEODE-IB 12?65—216} 1352
Net borrowing -27(+37) 54(+125) -30(+1 -77(+229) -171

6f which, short-term borrowing
106(+18) 158(+116) 94 (+33) -6(+223) -80
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4, The changes in the financing figures since Cmnd 7439 are due
mainly to the setting of a new financial target for Telecommunicati
The Cmnd 7439 figures were based on the (conventional) assumption
that the Telecommunications financial target would be reset at the
same level (a 6% annual real return on mean net assets) when it
expired at the -end of 1978/79. In fact, the financial target
subsequently asgreed with the Post Office was a real rate of return
of 5% pa for the three years from 1979/80 to 1981/82, which is
considered to be more consistent with the Required Rate of Return
of 5% on new investment than was the previous target. '

Investment Plansg

5. The bulk of the expenditure (over 90%) is on plant and machine
and of that telephone exchange equipment (37%) and subscribers'
circuits (22%) make up the largest part. The level of expenditure o
fixed assets reflects the continuing buoyant demand for telephones.
(This has resulted in the Post Office's own forecasts for new
telephone lines in 1978779 being exceeded). The point of inflectio
for growth in new telephones now appears to have been reached (rath
" later than the Post Office had forecast) so that growth rates in
general are expected to begin to ease from now on with the approach
of saturation.

6. The figures take into account the following recent development
the further acceleration of the installation programme for the semi
electronic TXE4 (and later TXE4A) exchanges (this will bring about
& significant improvement in the quality of service for relatively
minor additional expenditure - £93m over the 5 years when lower
manning levels and maintenance requirements are taken into account)
the expansion of Prestel, the Post Office's viewdata service, into
a public service at a cost of £9%m over the period; and, for the fi
time, provision (£23m) for expenditure on System X orders beyond th
System X exchanges which in 1977 it was decided should be brought
forward from the main programme, in ﬁrﬂer to help the UK telecommun
ications manufacturing industry's internal competitiveness .

Market Background

7. Over the Survey period continued growth is expected of 35% in

eschange connections, 38% in local calls and 52% in trunk calls
39
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(though for the reasons given above the rate of growth in
exchange connections is likely to fall over that period). This
growth is partially attributable to a continuing reduction in
telecommunications tariffs in real terms coupled with marketing
which is largely directed at stimulating off peak use.

Price and Productivity Assumptions

8. The forecast assumes that the new ;financial target of a real
rate of return ﬂf 5% on net assets will be achieved in each of

the years 1979-80 to 1983-84. Achievement of a 5% real rate of
return is expected to require tariff increases averaging 3.4% in
each year from April 1980, reflecting a fall in the real cost of
telecommunications consistent with the performance aim set in the
Post Office White Paper of 1978 (Cmnd 7292). The tariff increases
are expected to be levied in a way that will progressively reduce
the present under-pricing of rentals relative to call charges.

9. The forecast of manpower shows a slight drop in the current

year compared with 1978/79, increasing thereafter to a level of
235,000 at the end of the period. This implies that the growth

of 34% in system size and 40% in inland calls as well as the much
higher growth rates in external services will be achieved with an
increase of less than 1% in staffing levels. Overall this represents
an increase in output per head (measured as income at constant-
prices) of 60% over the plan period.

POSTE

10. The Postal Business expects no new borrowing during the

Survey period and will continue to make repayments of NLF loans.
This is on the assumption that the financial target of 2% returnm

on turnover is achieved in 1979/80 and that an equivalent target
will be set when the current one expires in April 1980. To achieve
those targets the Post Office aim to maximise profitable growth and
to improve productivity in order to counter the impact on prices
(and hence volume) of aséuﬁed increases in real wages and to meet
the longer term threat from developments in communications
technology. '
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11. The investment and financing forecasts for the Postal business
are as follows:

£ million at 1979 survey prices
(Changes on Cmnd 7439 in brackets)

1979/80 1980/81 1981/82 1982/83 1983/84
Capital requirements: ’
Fixed assets in UK 45;-14 58 (-4} 64 g-i 62 (+E§ 5%

Other -55 - (- s 1 s
Total -10(-55 58 (-4 62 (+2

e4

25

Financed by:
Internal resources 66 (-gg ??E-1§; Bﬂf—lﬁg E#E—lﬁg a7
Net borrowing =76( =4 =19(+10) «16(+19) -22(+18 -34

of which, short-term borrowipg
64 (- -10(+10) -3(+19) -14(+18)

31

- Investment Programme

12, The capital investment programme of the Postal business covers
principally new buildinge and plant for the mechanisation programme,
replacement of old buildings, and maintaining (and as necessary
expanding) the vehicle fleet. There will be some increase in the
expenditure on mechanisation equipment both for letters and parcels
compared with the assumptions used in Cmnd 7439. But this will be
more than offset by a reduction in the building programme. The
Postal business has reviewed the methods by which is assesses its
capital expenditure in the light of past shortfalls, and has
introduced new, more stringent criteria.

Market Background

13. Despite a 4% growth in total business volume (including letters,
parcels and counter business) in 1978/79 a further increase of only
about 1% is projected by the end of the Survey period. However,
this is higher than the volume forecast in last year's investment
review: the 1982/83 figures are up by 5% for letters and 11% for
- parcels. Letter volume is expected to fall by 4% between 1978/79
end 1983/84, with the rate of decline increasing towards the end of
the period, as a result of increased competition from alternative
communications technologies and changing social habits.
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Price and Productivity Assumptions

14, Inland letter prices are expected to increase by about 7%

in real terms by 1983/84. This will compensate for the sharp fall
in real prices in 1978/79 compared to 1977/78 and is consistent
with the objective of no real increase in unit costs over the period
1977/78 to 1982/83. The forecast improvement in productivity of 8%
over the period (in addition to productivity gains resulting from
letter mechanisation), the achievement of forecast letter volume
levels, and a 25% reduction in overtime will all be important for
the attaimment of this objective.

GIRC AND REMITTANCE SERVICES

15. An addition of £8m (£4m in the form of a loan from the National
Loans Fund, and £4m in the form of public dividend capital) was made
in 1978/79 to Girobank's capital base in line with growth in the
business. A new financial target, for the period 1979/80 to 1981/82,
has been agreed. This takes the form of an average annual return of
13% before intereet on its net assets plus a further £5m over the
3~year period, from which it will be in a position to make a
substantial reduction in its accumulated deficit. Girobank is
seeking to increase the number of its personal accounts.

16. The investment and financing forecasts for National Girobank
are as follows:

£ million at 1979 survey prices
(changes on Cmnd 7439 in brackets)

1979-80 1980-81 198182 1982-83% 1983-84
Capital requirements:

E%ﬁed Assets g (+3) {(—} % (Ei ; (E) 1
er 0 S = =

Total 1 E—gg (—gg 4 E-z 4 E—E) E:
Financed by:

I L] — - - -
Lg:gﬁﬁg; Resources % ( f; 2 ((2; f ({?g f ((?; E

17. The bulk of the National Girobank capital expenditure will be on
new equipment to prepare data for storage on the main frame computer
(data capture) and on new mainframe computers to which will be
traneferred the main Girobank and Postal Order processing systems.
The present data capture and processing system dates from 1968.
42
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. BRITISH STEEL CORPORATION (BSC)
| £m at 1979 Burvey prices

(Changes from Cmnd 7439 in brackets)

1979/80 1980/81 1981/82  1982/83 1983/84 |
Capital .

h Eequirements.

Fixed assets 280(=121)  345(-111) 348(-35) "301(-138) 234
Other 142 (=) 65(=) 226(=) 209(=) 209
Total 4_2.2(-121) 410(=-111) 574(=35) 510(-158) 443

Financed by: '

Internal
resources -270(=121) =47(=111) 147(-s5) 112(-138) 45
Grants -

Borrowing 692(-) 457¢-)  427(-)  398(-) 398
ne

of whieh,

leasing and

short term 20(=) 16(=) 59(=) 61(=) el

The levels of investment, substantially lower than those underlying
the White Paper (emnd 7439) are a reflection of the difficult
gituation facing the BSC: existing over-capacity, very substantial
additional modern capacity coming on stream, and continuing large
financial losses. The proposed levels of investment compare with
estimated current cost depreciation of £400-£450 million, and so
imply an appreciable run down in the Corporation's real asset base;
this reflects action taken to reduce excess capacity. Inveastment
in 1979-80 is £160 million below that envisaged a year ago.

Market Background for Steel

2. BS8C's present manned effective production capability of 22.5
million tonnes a year is some 2-35 million tonnes in excess of likely
demand on relatively optimistic forecasting assumptions. Some 5
milliom tonnes of new capacity (mainly at Ravenscraig and on South
Teesgide where the new 10,000 tonnes a day blast furnace should

be in production by autumn 1979) will come on stream dyring the next
two years as a result of projects in progress. The Corporation
envisages counter-balancing this by further closures and de-rating of
ongoing major plants, to hold production capability to the present
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level during the mid-1980's. Given the continuation of the worst
and most prolonged steel recession since the 1930's, together with
substantial world over-capacity, the Corporation's policy should
make available more than enough capacity to meet any likely upturn
in demand. In the year to March 1979, the Corporation reduced
manpower by 11,000 (or 53%).

Investment in the Corporation's Meinline Activities-

3. [Expansion schemes which are substantially under way are being
completed, but the Corporation do not intend to embark upon any ne
schemes which will increase steel-making cﬁpaﬁity. Priority is be
given to investment as follows:-

a. essential replacements and schemes to balance primary
and finishing facilities;

b. investment in reliable new technology to improve product
quality and customer service:;

¢. cost-reduction schemes, and schemes with a rapid pay-back
period;

d. emall schemes under £2 million which are highly remunerat
and can be quickly executed.

4, In January 1979, BSC embarked upon the installation of continu
casting equipment at Port Talbot, the total scheme (due to be
completed in 1981) costing £92.7 million at outturn. The scheme
will greatly improve the quality of Port Talbot's output of hot
rolled coil and thereby help meet the many complaints from user
industries, including the sutomotive industry and the manufacturers
of cans and household appliances. BSC are also proposing to spend
£130 million over 5 years on the renewal of coke ovens, but
Departments are considering whether this is really necessary given
likely prospects for steel demand.

4
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Financing

=it In April 1979 ESC prepared financial fo?ecasts based

on: the then current Annual Operating Plan and the 5 year
management strategy. The projections showed that an. un-
acceptably poor financial performance would result and the
Chairman of BSC rejected these forecasts. ©Since April the
whole management strategy has been reviewed and cost saving
measures will now be intensified. Financial forecasts based
on the revised strategy are being prepared by the Corporation.

6. The table above shows the lower levels of capital expendi-
ture that cen be expected under the revised strategy, but
repeats the borrowing requirement contained in Cmnd 74329. DC1
forecasts, based on BSC's April strategy, suggest that despite
the lower levels of capital expenditure, the Corporation would
sustain greater losses thaen previously anticipated and the
external finance requirement, would therefore remain about the
seme. The revised strategy is aimed at improving the financial
performance and should result in a considerably lower level of
external borrowing from 1980/81 onwards.
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£n at 1979 Burvey prices

SRITISH AEROSPACE (Changes from Cmnd 7439 in brackets*)

1979/80 1980/81 1981/82 1982/83 1983/84
tapital
Requirements:

Fixed assets

in UK 41(+8) 4 (+7) 59E+5 36(=) 3%
Other 72 -29; 90(-16) 105(=7 85 -16§ 73
Total ‘ 113(=21 134(=9) 144 (=4 121(-16 107
Financed by:

Internal

regources 64(-15) B0(=17) 59(+4) 49(+1) 40
frants

Borrowing (net) 49(-6) 75(+9) 86(-7) 72(-17) 67

*For BAe, Cmnd 7439 figures have been adjusted to
accommodate dividend assumptions

This set of forecasts takes account of a number of significant
developments in British Aerospace's (BAe) plans since the 1978
Investment Review. In particulsr, BAe have, with Government approval,
launched the BAe 146 feeder-liner and joined Airbus Industries

as full partners. They have also decided to proceed with the
development of a re-engined wversion of the Jetstream - the

Jetatream 31. Compared with the figures underlying Cmnd 7439,

there is a slight reduction in the level of overall investment

in each year of the review period. There is also a reduction in

the total amount of external finance required over the corresponding
period, although the figure for 1980-81 is sbove that forecast in
Cmnd 7439. The changes reflect updated estimates of the costs

and phasing of the investment programme, not poliecy changes and

are mainly due to slippage on civil projects, the 146, Airbus and
Jetstream.




CONFIDENTIAL

Investment Plans

2 Some 70% of BAe's investment over the review period will be
spent on working capital, mainly work-in-progress. This is large'¥
attributable to development and productimwork on the BAe 146 and
anticipated commitments arising from the Airbus A300 and A310
projects and the Jetstream 31. The forecasts assume first deliverie
of the BAe 146 in 1982 and manufacture of Airbus wing sets at a rate
to support production by Airbus Industries of 6 aireraft a month ,
(A300 and A310)by the end of 1982. They also assume a continuatiolm
of work in the military field, both at home and overseas.

A BlAe's forecasts of expenditure on fixed assets are marginally
higher than in Cmnd 7439. Some two=thirds of this expenditure is
likely to be allocated to plant and machinery, of which about half
will be necessary to maintain existing levels of output; the rest
relates to new projects. The higher values of fixed assets expendit
in the early ears of the review period reflect the need to modernige

- existing plant as well as to set up production for the new civil
- aircraft. The estimated replacement cost of buildings, plant and
equipment at the end of 1978 was £320 millicn. The replacement
rate is forecast at 7% per annum.

Uncertainties

4, The forecasts for later years incorporate an allowance for
further projects on which decisions have yet to be taken. The
financing figures are intended to be sufficient to cover a new

model of the HS 125 executive jet and participation in a new

150-160 seat aircraft. However, the figures for later years are
subject to major uncertainties and are also to a certain extent
dependent on the pattern of orders achieved for the new civil
aireraft. The biggest sources of uncertainty in the short-term

are the effect of the loss of the large order for guided weapons f'=.
Iran and the dissolution of the Arab Organisation for Induatrialis:ﬁm
(AOI)for which BAe had a large joint production contract invelving
Swingfire anti-tank missiles. Assuming an average level of trading
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output and then to fall back slightly to 77,500 thereafter.

CONFIDENTIAL

profit on sales, a 5% variation in volume over the five years
would increase or decrease trading profits by around £25 to £30
million,

e Provision has been made for the payment of interest from vesting
day on that part of the commencing capital which will be deemed to

be a debt to the NLF. DBAe have assumed that the commencing capital
will be determined in 1979-80, and will correspond to the book

value of the assets acquired (£148 million). A significantly higher
determination would have a corresponding effect on financing
requirements through higher servicing obligations.

Prices and Exchange Rate

6. BAe expect input and output prices to rise in line with the
average rate of UK inflation. Their assumptions about the rate of
exchange of sterling against the dollar are based on a steady decline
in the value of the pound to £1.73 by 1982. (They are currently
engaged in a review of the figures using higher exchange rates;

but they do not expect this to lead to a change in their financing
requirements). The forecasts are more sensitive to exchange rate
variations in later years, when more income will be received from
sales of civil aircraft abroad, which are inveiced in dollars.

(Some 70% of total sales are expected to go to export). But the
sensitivity of income to the exchange rate will to some extent be
offset by foreign purchases of components. Moreover, a higher
exchange rate could well be accompanied by a lower rate of inflation.

Labour Costs and Productivity

7 BAe expect labour cost per unit of output to rise generally
in line with inflation. This implies that real increases in
average earnings per employee will be offgset by improwved labour
productivity. The size of the workforce is expected to increase
from a level at the end of 1978 of 72,400 (including 3800 overseas
employees), to 77,750 by the end of 1980 to achieve the planned
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Rate of Return

8. BAe's financial objective for 1978, their first full accounting
year, was to seek to achieve a return on average net assets of
20% equivalent to a profit before interest and tax of £62 million.
The return was achieved although the profit before interest,
dividend, and taxation, was in fact £58 million, but this was after
£11 m1111un had been set aside as a provision for launching costs.
4 furthar objective. = i

. is at prasent
under consideration. The rate of return will decrease from the
present high level over the review period as the assets tied up in
the development of the new civil aireraft projects increase, while
the projects will not yet be generating profits.

External Finance

Q. BAe expect their external finance requirement to be met from

a mixture of Public Dividend Capital, loens from the NLF and fufeign
borrowing. In the absence of a determinatian of commencing capital
and decisions about an appropriate capital structure, it has been
agssumed that the ratio of FDC to NLF money will be 60:40. About
40% of their external finance is expected to be provided by foreign
borrowings in the first two years of the review period. There are
operational advantages to BAe from financing part of their requirement
in this way, given the high level of export business and the need
for some protection against exchange rate variations. BAe are

also considering leasing as a means of meeting some of their
capital reguirement, but have not yet come to any firm decisions.
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" 'ISH SHIFBUILDERS

£€m at 1979 Survey Prices
(Changes from Cmnd 7439 in brackets)

1979-80 1980-81 1981-82 1982-83 1983-84

L :d assets in

| _ 38(+8)  40(=) 40(=) 40(=) ° 40
o eogwmg ~2Y -3:43 -16 -153 -8 -ag 20
5 98(+18 6( =34 24.( =16 32(-8 60
'-.EHC'.-E'li bz:

srnal =130( +112)=114( +45) =126(+11) =78(+57) =40
urces

at 46 44 +21 25( +18 8(+8) -
B b)Y ADat s A A ety 4o

Recent developments

Decisions have yet to be taken on the strategy for British
Shipbuilders (BS). The Corporation submitted their first Corporate
Plan to the then Secretary of State for Industry at the end of

1978. This outlined four possible options for merchant shipbuilding
ranging from maintaining the industry at its present size of

632,000 compensated gross registered tons (cgrt) capacity to running
down the industry to 250,000 cgrt. BS' preferred option involves
reducing capacity to 430,000 cgrt and employment in merchant
shipbuilding by 12,300 by 1980-81. BS have found it more difficult
to secure orders than they assumed in the Corporate Plan and their
preferred strategy now looks over optimistic. In the twelve months
to 31 March 1979 orders totalled only 150,000cgrt. Virtually no
orders can be obtained without heavy Government subsidy; and in

the sbsence of new orders many yards will rum out of work this year.
The world-wide shipbuilding recession continues unabated.

2 BS' current cash limit is £250m (at 1979-80 prices) and the limit
on losses is £150m before crediting Intervention Fund assistance of
£50m. A financial target covering this and future Years has yet to
be set. BS have now provided revised costings of their options and
these are being studied urgently prior to early decisions on Government
policy which seem likely to alter the financing figures in all S

years covered by the Review.
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Investment plans

L o

3. About two-thirds of BS' capital expenditure programme of
£42m (at 1979-80 prices) proposed for the current year relates to
the Corporation's profitable warship-building activities. Capital
expenditure on merchant shipbuilding is limited to the completion
of the latter stages of long-term projects and to items necessary
for health and safety.

Financing

4, No decision has yet been taken on the form of the long-term
financing of BS. Pending decisions on the Corporate Plan, BS are
being financed on an interim basis through advances from the NLF.
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ECONOMIC PRICING

In a market economy, decisions about the use of national
resources are largely gulded by considerations of cost and
price. An efficient market will emsure that decisions so
based will tend to put resources tothe most worthwhile uses.
However, if prices do not properly reflect costs, markets will
not work efficiently end resources will be wasted. It is
therefore essential to get prices right if the objective of
allowing market prices to play a central role is to be met.

2. In an efficient market, willingness to pay is the measure
of value to the consumer, provided that the distribution of
income i3 acceptable and that the objective of pricing policy
is not to change it. BSince incomg distribution ought to be
dealt with through the tax and sociel security systems, it
ought to be irrelevant to pricing. Thus price measures value
to the consumer,

3. Cost is a measure of the value the resources smployed
could produce if they were used in other ways - i.e. of the
elternative value forgone when rescurces are committed to a
particular use. (In the jargon this is called opportunity cost).
Evidently, therefore, to supply output at a price lower than
(opportunity) cost diverts resources from more to less worth-
while uses: i.e. wastes resources. It does this by inflating
demand for the under-priced product at the expense of competing
products and thus drawing asdditional investment and other
resources into the industry to meet the additional demand.
Bimilarly, if price is held above cost, e.g. by the monopoly
power of the supplies, resources will be kept out of uses to
which consumers attach a high value and will be put to less
valuable uses elsewhere: the industry will be smaller than

it should be. ' :

4. It must be emphasised that distortions which arise when
prices do not properly reflect cost involve real losses: they
may be less spectacular thean loss through fire or flood - but
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this only makes them more insiduously dangerous and they can
accumulate over time.

5. Because value to consumers and cost are likely to vary
with the scale of output, economic pricing is concerned parti-
cularly with the opportunity cost of putting more or less
resources into a particular activity, i.e. with marginal costs.
If price were higher than marginal cost, it would be both
nationally worth while and profitable to producers to shift
resources into that line of business,snd if marginal cost were
greater than price, to withdraw them. In an efficient market
the forces of competition would thus tend to bring prices and
marginal costs together through the responses of individual
buyers and sellers and this would also tend to allocate national
resources in the moat worthwhile way.

-

6. VWhile in the private sector the Government's aim would be
to ensure that markets worked efficiently and competitively,

" this cannot be done easily for some of the nationalised
monopolies. In order to ensure that these industries are not
using too much or too little of our resources, some sort of
financial framework will be needed. In particular, it will
be necessary to estimate marginal costs as a basis, e.g. for
setting finarcial targets, so that prices (and outputs,
investment ete) approximate those which would be generated by
an efficient market. The estimates could not, of course, be
very precise: &nd the move towards economic pricing from a
starting point such as present gas prices which are artificially
low, would have to be phased and carefully explaimed to the
public (and the industries).

7. Economic pricing may lead to very high accounting profits =
and this is especially true of natural gas because of (a) our
good luck in having supplies of natural gas which are cheap in
relation to their value to users, and (b) the position of BGC
as sole buyer whose major asset - its buying rights - are not
included in its balance sheet. However, this is of no
relevance to correct economic pricing. Supplies of cheap
natural gas are finite, and consuming an extra therm to-day

2




brings forward the time when we shall have to use more expensive
substitutes: this is part of marginal cost and should be
mflected in price. B&lling gas at a price which would yield

an average private sector return on BGC's book assets would

mean using gas in outlets where its value is low to-day instead
of delaying its use so that it can be sold where its value is
higher, i.e. would waste resources. Here, as always the function
of economic pricing is to ensure that valuable scarce resources
are put to the best use, This will mean that owners of
particularly valuable resources in limited supply can receive
substantial rewards (economic remts). These can in prineciple
be taxed away without affecting the use of resources if it is
desirable to do g0 = e.g. the Government might appropriate the
benefits of North Sea gas on behalf of the nation as a whole.

8. The main paper points out that a move towards }annﬂmic
pricing in electricity and domestic gas could contribute
substantially to saving publiec expenditure. Valuable as this
may be, it should not obscure the faet that the case for economic
pricing stends on its own right: it is an important element of
the Government's policy to improve efficiency and use natiomal
resources to the best advantage.




