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1. In July, and again in September, we decided that it would be necess-
ary to raise domestic gas prices as part of our strategy for containing
ublic expenditure and reducing taxation (CC(79)11th and 15th). The
issues have very recently been discussed in the Sub-Committee on

conomic Affairs (E(EA)(79)15th) and I now seek endorsement for my
roposals.

NDUSTRIAL GAS PRICES

. It has been the policy of British Gas to sell gas to industrial
sers at a price broadly related to that of the competing oil product.
y approach other than market-related pricing would lead to excess
emand and thence to some form of arbitrary rgtlonins operated by BGC.
as prices to industry have thus increased quite sharply this year
30-40%) and this led to complaints, particularly since industrial
ustomers find themselves being asked to pay more (typically 20%)
han domestic consumers, despite the costs of supply being low it
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%& cggg;gg;;ggai. It is clearly impracticable to think of correcting it

in one go, given the likely hardship to consumers. BGC themselves have

recommended an average increase of 3% p.a. in real terms over the next

three years but with a 7% real increase in the first yeaqﬂbut such_

slow progress would do little to meet the problems I have just mentioned.
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6. I believe that we should set BGC a financial target which will cause
them to raise domestic gas prices by an average of 10% per annum in real
terms over the next three years or so. This would substantially correct
underpricing assuming that the price of oil did not rise in real terms.

?hls could mean a money increase in the range of 23-27% next April depend
ing on the impact of inflation and the way it is measured. My reasons

for these increases are that:

i) they would provide a clear signal of our intenti
ion to adopt
a proper market-related approach to gas pricing; s

ii) they would achieve a more effici i

lent allocati
energy and other resources and, in particular b
further measures for énergy conservation; 3

our indigenous
would encourage

BGC will then
gorporation tax payments
We would need to 1aok
U @re to meet our PSBR
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fgf public expenditure requirements. A price increase of less than
/1 u & = %

0% p.a. COuj? only make matters worse. For example, a 5% p.a. real
increase could mean that nearly £800m would need to be raised from
other sources over the next four years.

e 1c prices will, of course, attract plenty of public
i : larly from e consumers who have switched to gas
V4 ~ven so, gas would still be a good buy and would compete

e : e : = Gk g
very effectively with other fuels. Moreover, higher gas prices would
lessen the inequity currently experienced by the 30% of households who
do not have access to gas, and firms who use oil.

8. The main presentational problem is the need to Jjustify substantial
price rises when BGC would be making pre-tax profits rising from £360m
lest year to around £1bn in the next two or three years, on the basis
of my proposals. On the other hand, the Corporation's surplus cash is
already being deposited with the Exchequer and in the coming years they
will begin to pay substantial amounts of Corporation Tax. Both types
of remittance serve to reduce the PSBR. There may be some advantage

in going further and skimming off more of the surplus by means of a
levy or an additional tax, so that declared profits would be reduced.
Such changes could, however, have wider implications, for instance

for exnloration and depletion policy, issues that I am present studying.

9. The price ihereases proposed would also have implications for our
efforts to contain inflation. However, the impact on the RPI (0.16%
over and above the rate of inflation) would be relatively modest and
i.sofar as the increase in gas prices feeds through on to the RPI it
will automatically enter into the November 1980 up-rating of pensions

and other benefits. A higher level of additional assistance will also
be provided automatically to those on supplementary benefit who receive
extra heating additions. These additions will be uprated by the movement
of the fuels component of the RPI. Nevertheless, there is bound to be
concern expressed about the impact of the proposed increases on the poor.
In responding to this concern we will be able to point to the measures
to provde additional help with fuel costs that the Secretary of State

for Social Services will be announcing on 22 October. While these
measures are aimed in the first instance at the coming winter they will
be of continuing value to the elderly poor. We should stress the value
of the additional assistance already available and about to be announced
and say that we will keep the situation undeg review. In any event,

the timing of any announcement on gas price increases will need careful
consideration.

CONCLUSIONS

10. Political determination will be needed to raise domestic gas prices
but I am in no doubt that we should move to economic pricine as soon as
Possible. The alternative of departing too far from market pricing in
the face of undue demand is arbitrary allocation of supplies, risk of
failure at peak periods, and eventually some form of rationing by BGC.

11. I recommend to my colleagues:

(i) that domestic gas is significantly underpriced and should rise
in real terms by an average of 10% per annum over the next 3 years

or so;
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i in real
(ii) that the increase from next April should be 2092631.27% i
t:;ms which will mean an increase in money 1.:er1ps oeasured-
ing on the impact of inflation and the way it 1s m s

inciples o
iii) that we endorse the general princip
gﬁ:s).ng policy in non-domestic markets;

" (iv) that I should consult with British Gas about their future

financial target - expressed as a pre-tax return on assets at

replacement cost - which would need to be consistent with our

decisions on pricing policy;

f BGC's existing

“(v) that I announce a 3-year financial target for the Corpora-
tion this autumn. I attach at Annex B a draft statement to
indicate the way in which we might handle public presentation.

I am not, however, seeking approval for this at present;

(vi) that BGC's cash limits should be determined in the light
- of the pricing policy adopted;

PRy

the proposals for additional capital
gnj;ssion and distribution facilities referred

review the possibility of assistance for
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' PUBLIC EXPENDITURE ASPECTS

Requirement
15

¢ reduction of public expenditure b;
The Chief Secretary's current requirement for the soayments from

| BGC to the Exchequer is as follows:

£m at 1979 SBurvey Prices

81/82 82/83
528 684

80/81 - 83/84
2y 765
British Gas will pay substantial sums by way of Corporation Tax but

these are not included in the above figures.

25 The Chief Secretary's requirement was intended to represent the
cash available from British Gas, net of tax, on the basis that domestic
prices would rise by 5% p.a. The figures were extrapolated from a
forecast prepared by tthe Corporation in the summer.

Cash available

Je - Becent information from British Gas indicates that rather (d
lower forecast profits are now expected, particularly in the initial

years. This is attributed to revised oil price assumptions (upward)

which increase the cost of gas purchased from the Northem Basin because
of the escalation clauses in the contracts with the producers. This
increase can only be partially offset by charging industrial customers
higher prices and cannot be fully recovered until it is reflected in
domestic prices. Although the forecasts are be W‘Wc
limits exercise, the figures set out below are ve

©of the final position for the purposes
olicy. If better figures are ava

g)lrcu ate them. ac -

4. The following figures show e

be available from British Gas,
Tate of domestic price :.ncreA '

(see 7 below) :
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60 g 0 jovines would be meds earlier years (though the total payments would
tribution 295 520 e 300 be greater because of {nbareaE)s
: Total con 4 3
.
a) 5%7p Corporation Tax gl o o e p : . p
tax 5
R 450 800 1000 these sums could be added to BGC's contribution to the Exchequer.
y . 3 340
) .: Total contribution o A .
R Corporation Tax 5 320 e -
nes Total net of Tax 555
‘u._.

8 520 950 1100 1 October 1979
RN . 000 400
335 370 650 700

c) 1036 p.g. Total contnbutlon

m the Chief Secretary s requirement (para 1) and
BGC net of tax are as follows ( - means

-288 =214 -165
-208 =134 -115
158 - 34 - 65

=15

nnt ST

. Prices ape noh lowesr :i & thage
i i 5 oerbend WSS Beeesl LRAR
rise would not satisfy it s vhw: 2y Bk

‘tﬁhuti'ons to the Exchequer by way
e difference between the Chief
lable (i.e. gross of tax) would

=168 - 14 4135
=78 +116 4235

= 8 4266 +335
Y L
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teet the requirement in the 4

However although Co Oratlon
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from price rises allow for
+ It might be feasible
for offshore gas
the following
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DRAET SIPLEMEND

1. With permission, Mr Speaker, I should like to make a Statement
on the Go crnment's policy on eas prices and the financial target
for the British Gas Corporation.

2. Th7 Govwrrrent have carried out a very thoroueh review of

cas opricine policy, as a preliminary to settine the British Gas
Corvoration a rmedium-term financial target. Members may be aware
that in the wake of the oil price increases and supply uncertainties
earlier in the year, there has been an unprecedented upsurge in the
demand for =as vhich the Corporation have been hard pressed to meet.
They have therefore had to take measures to restrain the growth in
demani, mainly by declining to supply new customers for the time
beire, and have rade plans for bringing forward investment in

their transmission and storase system.

3, Pricine nolicy must, however, play a central role in matching
supplv and demarnd in the market for =as, as indeed for other enersy
markets. In the industrial and commercial sectors, it has been the
long-standine policy of the Corporation to sell #as at a price
broadly related to that of the competine oil oroduct. The Goverrment
endorses this volicy as the best means by which demand can be matched
to the current available suppnly and the caﬁpity of transmission,
distribution and storarce facilities.

4. TIn the domestic hea-ing sector, all analyses show that domestic
ras is subctantially underpriced. Prices are now lower than those
paid by industry for bulk supbnolies and members will recall that

even the Frice Commission, in their report last July, concluded that
domestic tariffs were 30-35% too low.

5. Underpricine has a number of harmful consequences: scarce
gas supplies tend to be diverted to the domest;c ggnsumer.from
industry who would be willing to pay the prbpertgz?ce; the

incentive to conzerve energy is weakened; cas transmission
system comes uncer strain, with the danger % es may have -
to be reduced on the coldest days in the 1ng W 5

6. The Government have therefore conc
should increase in real terms 1n the

The British Gas Corporation have
target for the years 1980/81 t
assets valued at current_cost
however, resent assumptions,
were to change significantly,
appropriately. The details o
the Corporation thoush the fi
result in an average 1lncrease
rate of inflation during

7. The Government recogf!
increase, particularly €1
steadilv falline in real
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GAS PRICING POLICY AND FINANCIAL TARGETS

Note by the Department of Energy
INTRODUCTION

1. The last Government set the British Gas Corporation (BGC) a

financial target of 61% on turnover for the current year (pre-tax,
post interest). To comply with this target the Corporation sought
to raise its tariffs by an average of 831% from 1 April but this
was postponed - to 1 June in the case of the domestic tariff -
owing to the intervention of the Price Commission. :

2o The cash limit consistent with this target was superseded by a

reduced cash limit amnounced as part of the June Budget, which
effectively means that BGC has to raise more money from its own
resources. This it aims to do by a further increase of 20% in the
non-domestic tariff and in firm contract prices from 1 September which,
together with internal savings and additional revenue from increased
sales,are estimated to increase the return to about 12% on turnover
(though no formal change to the 61% target has been made).

Sl British Gas now wish to be set a financial target that will
operate for three to five years, following prior consultation with

them by Government. Their approach is .},n accord with the intention
5 v pa £3 ! o S

to set the nationalised industries medium
(E(79)16). Before a target canlbe
will have to reach a view on p: Sai
domestic consumer. This i)bt‘év‘a{;

»;,soﬁ«c;’q i
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8. It is the policy of British Gas, endorsed by government, to sell
gas into the contract market at a price related to that of the

b NTRACTS
- MARIFFS AND COI
GAS spsuming less than

stomers © :
i firms using larger

ff whereas
cts with British Gas.

s is sold in two wayse
ar buy it ©
e jndividual contra

e Ga
400,000 therms a ye
quantities negotiat

n a tari

ain tariffs:
t tariff comprises a standing charge,

i di
i domestic CT€ ;
o 'Tier rate per therm for the first 52 therms per quarter,
e
i on rate per therm thereafter (currently

The standing charge and the initial
though the run-on rate is

5ot There are two I

and a lower run-
16.5 pence a therm (p/th).
rate may vary between Regions ) :
standard. There is also another domestlc tariff - the

prepayment tariff for customers using coin meters;

ii) the non-domestic tariff comprises a standing charge

together with a single consumption rate (increased to
24.0 p/th on 1 September).

Some 60% of total sales are on tariff; 49% domestic and 11% non-

domestic.
6. There are two main forms of contract:

Ae) "firm contracts" (23% of total gas demand) supply agreed
quantities of gas to customers who are willing to pay for a
guaranteed supply at a premium price;

ii)

“interruptible contracts" (17% of total demand) provide
#as at a cheaper rate but allow for the interruption to the
supply for a specified number of days each year
7<% The ability to ¢ i
ut i
off interruptible contract customers in

severe weather constitute !
1 S an important me .
maximum demand from the tariff IR 500 can mect

interruptible gas need to
fue

and firm contract sectors. Users of

€ themselves with a standby source of

1 provd
- Benerally heavy fyel 0il

"1,') i%

competing o0il product.

Customers for firm gas will generally be those

who regard gas oil as the competing fuel for their particular
circumstances.

24 p/th, reflecting the buoyant oil market. Customers burning

interruptible gas will generally be replacing heavy fuel oil. Such

contracts are currently being renewed at about 20 p/th.
are generally renewed at a fixed price for a 12 month period.

GAS PRICE RELATIVITIES

9. Within the industrial/commercial sector the average price per

therm decreases in the order: non-domestic tariff, firm contract,
interruptible contract.

exnectation that (a) the larger the volume taken, the lower should

be the unit cost; and that (b) a discount should be given in
exchange for the disadvantage of interruption.
consistent with the relative costs incurred by BGC in supplying

these markets.

10. Maintaining these broad price relativities means that British

Gas should keep the non-domestic tariff rate at least marginally
hieher than the firm contract rate.
contract customers from switching to the tariff.
to occur on any scale BGC would find their ability to match supply

to demand significantly curtailed.
of demand through an annual renewal of contracts for specified

quantities if customers were able at little or no financial penalty

to take their supply orn the uncontrolled tariff.

11. The cost of providing gas to the domestic sector is greater
than that incurred in supplying industrial or commercial users yet
the averare price per therm on the domestic credit tariff is less
than that on the non-domestic tariff.
4p/therm or 20%.
are concerned that they could be in breach of their statutory
obligation to avoid undue preference or discrimination between

classes of tariff customers. As a result the non-domestic tariff
has been held down to a level below that which would be justified

S
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Such contracts have recently been renewed at around

Contracts

This order is consistent with the customer's

It is also broadly

This is important to discourage
If this was allowed

They would no longer have control

This gap is at present -abput

In these circumstances the Corporation

10
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The positioy

domestic sector.
return for a number of years, and if oil prices were rising over the
period, domestic prices would fall in real terms (and could even
fall in money terms)if BGC were not inclined or were not allowed

to exceed that target. An alternative therefore would be to
formulate the target in such a way as to adjust for any substantial
rise in oil prices.

13. A falling real price for domestic ras would give rise to a
number of difficulties whichame discussed in later sections.

For
the moment the important point

is that it is not sufficient to
regard the gas industry narrowly when considering policy on prices

or financial targets. The issues must be looked at against the
broad backcloth of energy policy generally
) y

taking f G
of cas depletion policy. e e Tccou

PRICING ERINCIFLES

long tem v to gul de
ex ; cost? of supply; and Since the Objec is i
consuAm-ptlon and lnvestment decisionﬁ, the rele ant Cc i
\ ost 1s bl

16

marginal cost (specifically, the long run marginal cost - LRMC)
rather than current average costs.

-
By setting prices equal to
marginal costs, customers are presented with the real economic
costs of their consumption and investment decisions

ey,

and given
rational behaviour, resources will be most efficiently allocated.

In the case of a finite resource such as gas it is also necessary

to take into account the fact that the use of an extra therm now has
a real cost in that it brings forward the day when we have to pay

the higher cost of gas from elsewhere, or of an alternative fuel,

when our North Sea reserves run out. Thus a sound conceptual approach

to gas pricing should be based on considerations of optimal
depletion rates.

15. Gas demand in the industrial and commercial markets is relatively
sensitive to the prices of the oil products which are the main
alternative fuels for the purposes for which gas is used. To match
the demand for gas to the available supplies in the short run
therefore means that prices must be pitched close to those of 0il;

in the longer run, gas can move in and out of these markets, according
to availability, without needing to move the gas price far from the
0il equivalent price. Allowing prices to fall relative to oil would
lose BGC revenue unnecessarily and would lead to increased demand
which could only be met by some form of rationing in the short term,
riven the current pressure on gas supplies,and more rapid and
uneconomic depletion in the longer term. Economic pricing therefore
argues for prices close to competing oil prices in the industrial
and commercial markets which is in line with current BGC policy.

. The major policy issue is the appropriate level for the domestic
tariff. The essential questions in the present circumstances are:
30 how far is domestic gas currently underpriced?
ii)  how rapidly should that under-pricing be corrected?

These ouestions are examined in the following paragraphs.

CONFIDENTIAL
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level. Thi i : . ! :
el his price would be maintained in real terms

the early 1980s but would rise thereafter, possibly quite
in the 1990s,with the introduction of sutstitute natural gas and in the
of large additional gas finds in the meantime.

Incremental Accounting Cost
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account the full flow
need eventually to rep
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20.
t total gas reserves on the UKCS

1 abou
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and elsewhere,

her approaches to marginal cost pricing which

y simpler and less open to challenge in terms o?

: ) looking at the incremental accounting

e cost of selling it in the
dustrial price as generally

18. There are two ot

are conceptuall
sssumptions. They are (61
cost of buying offshore gas plus th
and (ii) taking the in
t the extra cost of selling to domestic

lusions are outlined bels e

cost.

domestic market;
aporopriate and looking a

customers. The three approaches and the conc

Optimal Depletion Approach

19. To take all the relevant factors into account requires making
a large number of assumptions about the workings of the gas industry
over the next twenty years or so including the size and cost of
developing new gas reserves, the appropriate discount rate and the P
long term cost of other fuels (particularly oil and nuclear electricilf*rends,
The Department of Energy's computer model works out the full con-
sequences on given combinations of assumptions. The model optimises

the disposal of the specified resources of gas between the variouSs Relative

Thi h i ;
S approach avoids speculating about future trends in oil

prices and the cost of replacement fuel when gas runs out by looking
only at the shorter term costs of getting extra gas supplies .
Because BGC is a privileged purchaser of UK Continental Shelf gas,
the average price paid for new supplies is not necessarily a good
guide to a competitive arms-length price or marginal accounting
However the price BGC are paying for Norwegian Frigg gas -

14 p/therm allowing for recent movements - was determined in

competition with Continental buyers and is therefore as close as
we can get to a market price.

On this basis the current economic price for domestic sales
would be 243p per therm (14p for gas purchase plus 104p for
distribution and other costs).

This compares with the current

average revenue per therm from domestic tariffs of just under
20p/therm and points to a current level of under-pricing of about
But because this approach disregards loneer term oil price
it will tend to under-estimate the degree of underpricing.
(Thus on this approach, firm contract prices would be 20-21p/th
which is well below current market prices).

Costs in Different Markets

::?Fit:? ?oth in any one year and also over the whole period of
ailability, so as to maximise the overall national benefits.

Estimates of margi
ginal costs are produced 1
; . Tre p which
price at which the optimal level of sal o g g
markets. ;

pas

On the central s are cleared in the various the firm

oy 1eve1a set of assumptions this approach suggests -

N for the domestic tariff should yield on
urrent orices which j

T 1s about 50% above the

higher price than

A third approach is the idea that prices are too low in a
market if profits can be increased by switching sales to another
market. The alternative market for domestic gas is gas sold in

industrial market for about 24p/therm, to which should
the extra distribution and transmission cost of about

4p incurred in selling to the domestic market. (Arguably, a .

24p should be used since this rate is in

Practice constrained by the current level of the non-domestic

Lariff - see

-7 -
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BGE's Views

i i i ase i
British Gas accept th«t domestic gas prices should increase 1n

e it is difficult properly to

hey stress that
Ziiit:;;mioztfziz ZosZs in practice and they Yould not accept loo#ing
ﬁeyond the foreseeable future as a proper basils LOF lo?g—run marginal
cost pricing. They point out that there is a 20% gap in average
reven;xe per therm between the domestic and non domestic tariffs and
suggest fhat it would be reasonable to aim to halve the gap in
) three years by increasing the former by about 3% p-a. in real terms,
on the assumption that oil and non-domestic prices will stay about
As a first step, BGC would wish for an

increase of 7% in real terms (20% in money terms) next April.

constant in real terms.

Conclusion

25. There are clearly many uncertainties but all three main approache
mentioned above indicate that domestic gas is underpriced by at least
25% in real torms, and on some assumptions it could be as high as

50%. A su?stantlal price increase is therefore needed for a proper
use of national resources.

OPTIONS FOR DOMESTIC GAS PRICING

26. It is impracticable to think of ¢
to 50% in one go.

"locked in"

orrecting underpricing of 25%

Domesti

e eSS @Neonsumers are, to a substantial extent:
: a rarticular pattern of fuel
of past investment ang collectivel

price relativity signals. The ¥ cannot respond quickly to cnangi
0 A sensible approach f
v or domestic gas

-8 <

¢ U

S e

prices is to plan for a steady increase in real terms over a period
of years.

27. A number of options can be considered with the aim of correcting
the current underpricing: of domestic gas in real terms, taking only
the minimum underpricing of 25% as an example:

(i) prices increase by an average of around 3% a year in
real terms. This would halve the current gap in
averare revenue per therm between domestic and non-
domestic tariffs by 1982/8% as BGC suggest, but would

still leave domestic gas at the very least 15% under-
priced;

(ii) prices increase by 5% a year in real terms. This would

mean that the underpricing would take at least 5 years
to eliminate; ]

(iii) prices increase by 73% a year in real terms, eliminating

underpricing in not less than 3 years;
(iv) prices increase by 10% a year in real terms, which

would bring prices to economic levels in 2-3 years ;

Even higher annual rates of increase would correct underpricing faster
still and would be especially relevant if a figure higher than the
minimum of 25% underpricing were taken as the target.

28. The actual price increases in any particular year would need
to take into account the rate of inflation in the previous year as
well as the increases mentioned above. Some implications of raising

domestic prices or otherwise are set out in the following paraeraphs.

Financial Implications

29. Profits Annex 1 shows the order of magnitude of the profits
(excluding interest) that might be generated for the various domestic
pricing options. Although these figures are accented by British Gas,
there is considerable uncertainty in such forecasts, particularly
because of their sensitivity to oil price movements and the rate of
inflation. However, on quite modest assumptions about real price
rises,BGC's profits could appRGSCHNEHESSEESSSE =

years (before payment of Corporation Tax). i
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31, Public Expenditure.
PESC exercise Ministers have provisionally ; .
: iﬁ%’ 9e‘in domestic gas prices (assumed at 5% p.a. in

) would contribute the following additional sums
- icing public expenditure:

&£m 260 380 480

;ﬁfﬂﬁ that sums of this order can in

om the 3% p.a. option favoured by BGC
21 increase of 5% would bring in a
later years. The recent upsurge in

°ase gas supply. This will
ment which will need to be
ther decisions on public

1980/81  1981/82 1982/8%

» brompted the Corporation to come

32. Economic rent and the presentation problem of high
profits. The high profits

tow

that would result from moving
ards.economlc Prices reflect the collection of an increasing
proportion of the economic rent by BGC. The rent arises
bpecause the value of the gas produced in the North Sea is in
general greater than the cost of production.

As explained in
Annex 2,

the rent is at present shared between the Corporation
S customers but as prices move towards economic levels more
the rent will accrue to British Gas, at least on the present
taxation regime. There are, however, other possibilities. One
would be to extract the economic rent from the producers who
would pass this on to BGC and its customers in the form of
higher prices for gas. Another approach would be to impose a
levy on BGC itself. Both methods would serve to reduce the
high profits that the Corporation would otherwise generate

with the move to eccaomic prices. This could be desirable =
since high reported profits from a nationalised industry can
militate against increasing prices even when the economic case
for doing so is sound. Seemingly large profits might also
weaken the external pressure on management to improve efficiency
and could encourage employees to press for bigger pay rises.

and it
of

This question - where the economic rent should accrue and
be extracted - is to be considered in a separate paper by
the Treasury.
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domestic gas prices should rise.

o In the 1990s the market
continue to be & 4-fuel econouye. n t e
shares of both oil and natural gas may start to fa an
prospect will be of increasing dependence on coal and nuclear
power. Gas costs could be rising quite steeply in the 1990s,
reflecting the increasing scarcity of natural gas, which
could mean the beginning of a shift back to electricity in
domestic markets, especially if electricity costs were becoming
more competitive with the build-up of nuclear power.

The balance between the fue

kS t and

35. Provisional forecasts of electricity prices made within
the Department indicate that these could rise by up to 5% p.a.
in real terms over the next few years largely because of

rising fossil fuel costs plus an element to correct for current
electricity underpricing. If domestic gas prices do not rise
by more than this rate then the competitive position of gas

will continue to improve with resulting market pressure to

deplete natural gas faster, less incentive to efficient fuel

us:, and ?harper problems of adjustment for the electricity
i:e coal.lndustrles, and consumers, in the late 1980s. For
gas industry, the introduction of expensive and capital

intensi
or oil ::u::nzfaCture °f substitute natural gas (SNG) from coal
pr ® brought forwarg, On these grounds alone gas

Social Policy
36. RPI effects. The table shows the extra effect on the RPI
of gas prices rising in real terms.

A a1 : :
Annual real price increase Extra effect on RPI

3% 0.05%
5% 0.08%
73% 0.12%
10% 0.16%

37. Effect on the poor. The RPI figures may, however, under-

state the impact of gas price increases on low income consumers.

The poor devote a larger than average proportion of their weekly
expenditure to heating and lighting - 11% in the lowest income
group (12% for poor pensioners) compared with 6% for the average
household. This means that fuel price increases hit them

disproportionately hard. In recent years there has been less

criticism of gas price increases than other fuel price increases,
particularly electricity. This is because real gas prices have
fallen over the years as natural gas has been introduced; indeed
over the past ten years they have declined by more than 35% in
real terms. Over the same period incomes, including old age

pensions, have risen in real terms, so that the proportion which

would have to be spent on gas, assuming constant levels of consumption,
has declined rapidly. For instance, at typical consumption levels,

a single old age pensioner would have had to devote 15.7% of his

income to gas 10 years ago as compared with only 6.7% today.

38. Increasing domestic gas prices in real terms could therefore
legitimately be set against the trend of the last ten years; even
a 30% increase would not take the level in real terms above that of
However, this argument from past trends will not in
itself obviate criticism. Gas prices will of course be taken into
account in the normal way in the uprating of pensions and other -
benefits, but it will be argued that many low incomes households

are ill equipped to meet even moderate real price increases and that
additional offsetting measures are needed. Such criticism is
likely to be further fuelled by BGC's profit figures. (Offsetting

a decade ago.
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ANNEX 2

ECONOMIC RENT FROM NORTH SEA GAS PRODUCTION

1
le

Economic rent may be defined as the surplus over and above the
payments necessary to maintain a factor of production in its present
use. BSuch rent arises in the North Sea and elsewhere when the value
of the hydrocarbons produced is greater than the costs of production.
Costs of production include an appropriate rate of return on capital -
sufficient to encourage the necessary exploration and development.

o8 A full analysis of the economic rent arising on N Sea gas would be
complex and the results would depend on a number of difficult
judgements. It would be necessary to consider in detail the costs

of supplying gas, including the development costs of each field,
contract prices, taxes and tax allowances: the demand for gas,
including the value of each therm of gas supplied in each of the
narkets; and the producers risks and the appropriate rate of return

on his investment.

S There is a much simpler approach, however, which nevertheless
provides a useful approximation to the total economic rent. This is
to take the differenc: between the contract prices paid by BGC to

the nroducers and the market value of the gas at the beach. On this
approach the rent accruing to the offshore producers and part of the
rent accruing to final consumers is neglected. Although the former
is important to the oil companies, it is likely to account for only

a fairly small proportion of the total rent arising at present from
UKCS gas. The second element -represented by the excess that consumers
right in principle be willing pay for gas over and above the economic
Price - is somewhat theoretical since it could only be captured by

adopting a very discriminatory pricing policy.

4. In the main paper, three approaches to determining economic
Prices in domestic markets are considered: optimal depletion,
incremental accounting cost, and relative costs in different markets.
Taking the values thus determined, and subtracting the marginal costs
of transmission, distribution etc of 103p/th, we have for the value

3t the beach:
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A ice p/th Beach value o/t
Domestic DPTrl t
194
X 30 ih
Optimal depletion %] 12
al accounting 2 P
Incremental 2 28 174

Relative cosis
a h higher
) These beach values are much hi

bei id 1 GC.
prices currently being paid DY B ‘
e . 3 n
estimated as the difference between beac

contract price, is therefore as follows:

than the

present contract

The current annual economic rent,
w«w \

value (’14-’19%;)/\5:1) and

P i Contract Price Rent(£m,
Source of Producticn ! 4
D(s);gtc)ivo (billion therms (p/th) annual )
e in 1978)
S.Basin 13.0 3% 1350 - 2100
UK Frigg 150 10% 55%="90
Brent - 73 i
Total 1400 - 2200

(In the case of Norwegian Frigg, the rent largely goes to the producers
or the Norwegian Government and is not therefore included.) The
figures set out above give a broad indication of the position through
to the end of 1980. Thereafter the economic rent will decline fairly

sharply as the more expensive gas from Brent or other northern fields
replaces low cost S.Basin gas.

6. It is difficult to offer more than a broad brush estimate

of how the £1% - 2bn of economic rent is allocated between the

Corporation and its customers. In 1978/79 close to half of all gas

sold went to domestic customers at an average price of 18 5p/th; 12
; { - ’

went to the commercial market at about 18p/th; and some 38% to indust

at.an average price somewhat under 12 p/th. To the extent that these

pr]..ces ere below economic pPrices in the various markets he customers

#aln the economic rent, The r i 3 : éng Contriputes

e o ol emainder is retaineq by British Gas/

pr! Or provision for depreciation, The b i
roughly as follows: o b
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£bn (1979 prices)
Domestic customers 0.4 - 0.8
Industrial & commercial 0.5 = 1.0
BGC (the remainder) 06 0.2
Total: B~ g

7. The largest alloc2tion of rent has thus been to industrial
consumers though the benefit will vary very considerably between
companies. Those who have recently signed contracts at close to
oil-related prices may receive no rent at all. On the other hand,
sompanies whose contracts have beeu renewed at prices below the
market rete will benefit from the economic rent, and those few
companies who still have long<term contracts at cheap prices
(particularly ICI) will be benefitting considerably.

8. In general, as prices are increased towards fully economic
levels, less of the rent will accrue to customers and more to
British Gas.
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