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Memorandum by the Secretary of .State for Industry

4 Post Office Telecommunications have submitted additional bids
for 1981/82, 1982/83 and 1983/84, totalling nearly £500 million at
1980 Survey prices. ‘Dl}ls memorandum considers whether the invest-
pent proposals underlying these bids should be approved and if so
how they should be financed and what implications that may have for
the business's financial target.

BACKGROUND

2 The last White Paper (Cmnd 7841) provided for increases in the
telecommunications investment programme totalling (at 1980 Survey
Prices) some £175 million in aggregate in 1980/81, 1981/82 and £
1982/85 compared with the preceding year's White Paper (Cmnd 7439).
These increases took into account in particular the acceleration
of the installation programme for the semi-electronic TXEA(end
lateI.' TXF4A) exchanges designed to bring about improvements in the
Quality of service and lower manning levels and maintenance
Iequirements; +tais involved a decision to phase out Strowger by

192 instead’ of 1995 as previously intended.
3 e present additional bids arise partly from additional capital
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ional capital requirements arise acrogs
or forecast levels of expenditure op - ’ghe ),
products and services (?}Ch as gadlgn;?lnS and Teleie%,f» ci\
e odeunisation oF OF 8 0E Droducts s
and on a variety of other 1 iméf}‘oi‘t a%‘ accommodati g i
computer capacity Bod 5pocis Tbs To reduce the we)xii)i?
rtment of Industry and the Treasury have fu ® g
{nformation about the composition of TelecommuniCatioi;?l“
investment programmne (over £1% billion a year) but
»he economic justlflcat}on of each §lement in the kipg -
provided by some other industries 11kc3 st_‘eel. Howevep 7‘1
Office itself has developed very sophisticated meth 5
appraisal and projects are evaluated against a test discoyy

of 8%, designed to ensure that new investment as a whole %
the Government's required rate of return of 5% in res) teim;a::;
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6 In justifying the programme, the Chaiz_*man explaing that
clags telecommunications service 1s crucial to national pp
Technological advances continue to accelerate and possible
services are multiplying fast. An energetic strategy by th
Office in the development of new services is therefore egsen
maintaining the UK's position.

7 Rapid expansion of the network continues to be essential f

generate the cash flow necessary to facilitate the transmissiod

the volume and diversity of voice, image and data informatio,
Post Office plan is 87 telephones per 100 residential house
by March 1985. The new lines produce a rapid return even uhere
growth is concentrated, and it now has to be, mainly on the
socio-economic groups. The Post Office aim to reduce the W
list for new connections from its unacceptably high current
of 250,000 to 40,000 by 1983/4 and markedly to improve serv
Automatic eall failures in Britain, although roughly the s&tt
EEC countries, are currently worse than in the USA by a 180T
2, (pnearly 4 in London) and worse still compared w1’§h Caga :
Sweden. This is serious in itself. But even this inadequ
performance is only achieved by consuming an undue amo
keeping old exchanges going.

. . ctrenell
8 Against this background the Post Office has been exgzede L
reluctant to contemplate any exercise to illustrate C;enti
produce a reduction in the external financing requ%rielew“

of the years 1981/82 to 1983/4 equivalent tO ’10;/;7039ver7 ind

investment - i.e £150m. The Post Office have, gramues:

how a blanket /10% cut could impac < i t: 2
t on plann dev0 ed ¥
S 0

9 TFor example, the bulk of Post Office invesmentflnew o8
the modernisation of the network and the ordering O .:u
equipment. Substantial increases in System X o
planned. These plans have been extensively di
¢o-ordinated with the industry. They are the

€ DProspects for a modern network in this Countﬂé
revival of telecommunications exports based o2 e
estimated effect of the cut is:

i
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po Ordering of Electronic Exchange Equipment
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. po Bxchange Equipment Cash Flow to UK Tejecy
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ig estimated that the direct and indir
in the manufacturing industry due to SSEE ;O

81/82
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11 The Post Office plans to improve service and pro ivi i
glégovitmmedlate future_rest largely on the rapid I‘eglagg;g;?g =
availi’ii exchaz}ges w1t}_1 the British TXE4 and 4A systems. They are
technica(la now in quantity and TXEA is already giving very good
by TXEL Orriiu}ts in service. The plans are to replace Strowger
o, M;.n a total of 450 exchanges serving over 5 million
SeI‘Ving‘lesy thrCh 1985. The cut would reduce this to 350 exchanges
defective :}s{ 4 an 4 million customers. Many of the oldest and most
oitiien andvtlcf anges serve business communities in the centres of

€ cut would unavoidably bear most on them. For

exa >
is wag:rL:t25 exchanges in London would be affected, just where service

82/83
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83/84
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84/85
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12 1 St
l‘eplalclzquallty of service implications of any change in the Strowger
compuint Programme are quite unambigious as the following results
er sampling of calls in Birmingham in March 1980 showed

% calls with bad
. transmission

1.06
0.00

nd 0.15

% calls failing due
to defects

1.5
0.42

Stroy
Txpy, 88T exchan
€Xchange gge

larly X

Sing
T elect,

i T total exchange fault reports show a rate of 0.7 a
- onic exchanges.
Ay, .
e S s 3 be a decrease 1D the
neq 5> ©ffect of a 410% blanket cut would D€ . L
e hislllze of the telephc:ne system of half a nillion by March 1985,

Waiting list throughout the period.
S e
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14 Post office plans p?ovidiﬂﬁg?ciﬁ; LETQ,?V?T e, -
% gbsom on 1Eemationty *ove’an adverse eff oula have Fotk
e b st Fi ey 2 ccC n X0
Egmggn%izgions and on the sition which LondongiF\
an attractive 1gcatlm
national companleése
15 There are possibilit%és for mod
investment requirement;‘91stlpct f
the Post office are ;etclng I
A1ike 80% OT 90% of.tne market
the network which 1s
investment in this area coul C
off their market share U et wouLg
1983/84. However, a savi in sucl
result in a gaving in Post Offic
pecause the reduction in market
in revenue and in potcntial :
investment saving would be much 1

v & In any case
s in the earlier years ,

sn the same are of new products and
some ) b ream" activities

or

16 ~ Another possibilit—y
gervices is to privatise
as Prestel or Radiopa :
The Department of Ind 7 is C 1 (€
Post Office. Bub again it is taT m n that the net
overall would necessarily be to reduce th st Office borr
requirement. Private sector.inter: ly to centre on
most profitable activities, and ag point applies that
well be to reduce st Office profit (an

overall effect might €
- nvestment) overall. There is

therefore funds available for re-—1nvestl T

certainly no prospect of any worthwhile help
until 1983/84 at the earliest.

ter

from this quarteé

e to play in the develop
chnology hardwa
the Post Office
cations guthori
real terms vhal
t in the fir
oncluded o
d asseél

17 The Post Office has a pivotal rol
and promotion of the nation's information te
software. The total investment programme of
smaller than that of equivalent telecommuni
in gimilar countries abroad and is lower in
average Post Office telecommunications investmen
of the 1970s. Officials in the Department have C -
review of the possibilities that the Post office's fixe

investment plans:

1981/2 1982/% 1985/4

1545 1500 1578

should be approved in respect of the Fivat 2 yeatss sub
usual limit on commitment of 85% in the second year-qg%/
believe there is a case for reducing the figure folraos
£100m to take account of the possibility that the

high market share assumpbion in the non—¥

tified and to enable the scope for privatbis

activities to be more exhaustively examined.
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nsider whett
f’ddit'i%i;!lle]r these inereaseq ;
3 A DOTrTOoOW SorckElnVegd .
Is assume a fingnos L8, °F from inpostment bids
: n each of the th—ilClal target (i ebOrnal resources
consider oz > c bee years, but the 1% real return
e justified the Post Offj
Justified either ogtng;flic
5 ma

commercial crite e 2
RRR) on new 1in ment g iy Dt
: required rate of return

19 The last Government reduced t; i
19 e last & Do ’uhe financji
ifké acg( e ééec'(s:g:m the asset b:;ilbzir%eE g g
jpmovation and O fecfor:mat%ISW‘Of e SE tZ;Pmreva;LUEd a
Apegulting 5% finan?f is has reduced the ¢ o fioe
zesulting % about%al" target by betweenuiqggsh flow
To obtain S ash flowcntgﬁ P AL peiel taree
would need to be 0t 6%. m ie equivalent financial “eages e
the RRR today, as the 56//*:: el a; : t?rget
approach ig inder wt/oofai‘%gt:astin i Sgg?zliﬁ:n;}?ﬁim
adopted. However there are Fi }cular il e G

i ier.

20 Tb grant the Post Offi

A : S ce request f 19
their bids for extra finan i for & otk tavest would |
further amounts of ce in the three years in question é;lcrease

160 180 200

The Post Office recognise that in

= 2 C SoaraE 18 creases of this si

thgrigsgetggcégtt‘l% Government's PSBR programme ail'i;igoﬁldnemtdbe

g e ac béiprclucgantly that a 63% target will be necessg?’

L Al 18 . l’l‘._ey wogld wish it to be understood howe'—%r

ST RRRg should revert to a level more clearly COI’ISiSt.eth g
R as soon as the overall financial constraints permit.

200 I . g A

s ggaixgggngl financing limit for 1980/81 assumed a 5.2% return
o s -mnd 78441 sta’ged that, while the precise targets for
e oo byet to be t.iec1ded.folloxving the downward revaiuation
B s wouldase, the figures in the White Paper assumed that the
from 19815 make a real return of about 6% in 1980/81 and 6.5%
and 1982 /5 gnwzjord.s. ?he decision to set the target for 1981/2
5tton needad 62% is 111_{ely to be pre-empted by the corrective
Linit fop 18803%12:16111’061’0 the Post Office's External Financing

22
targgisghocmber the _Secretary of State for Trade argued that the
latant eould_not_be Tnoreased above 6% as this would represent
from the }Cploltatlon of the Post Office's monopoly and a departure
TUD mapgi undamental principle that prices should be related to long
Tun marg nal cost. It is true that a target derived from long
With th ch would thus be directly consistent

3 tainly be below even 6%. However,

SEpr = . 5 %
lce-clasticity of demand for telecommunications services

as y 7
not 12 U0 date been sufficiently low for relative over—qgagsgl%'
rces, provided the

0

Pogt Of??use a serious misallocation of resou ) ;

between ice pursue their proposals ‘for correcting the relationshid
different charges (rental and call; trunk versus local).

23

On .

Stray balance therefore I conclude that glven
preferable to a cut

n z
in ¢pov. 80 increase in the target %0 63% is
¢ investment programme fog 1981/82 and PR S i

the financial con-

Jwith ...
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with the st Of E el ee [thes +

‘én‘é’%kﬁiﬁﬁént.s m would be to racoC the target
JOVerr S atted I also recon :

financial constrall L : RSy R oCIIReRd

it should be made ClCuL1 £301

should any further revaluation

accounting changeé lead to &

t it should be clearly undergt

ol The tariff inerease raising t{,ll,
would be required in ‘_chf? course Ol

though the precise timing rg%}m 3 : :

of progress in meeting the 13\_50/~, _exte nencing gk ligh
s are that it would involve an increaéflg;

e ot

Rrecsent indication
17-20%. some

CONCLUSIONS
25 I recommend that

i the Post Office's
in its entirety f e epproy
around £100m in 1983 allow more time to ex:vcf 0y
the pogsibility o ion of downstream ac}pe
and red\gcing Britis T Sons ehoe Ofwé_:éueq
market in the areas © 1ised for compebition,

the telecommunications nancial target should be set g
5%% for 1981/2 and 1982/% subject to the qualification;
in paragraph 2% above.

KJ

7 July 1980

Department of T

ndust
Ashdowvn House 2
123 Victoria Street
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