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MONOPOLIES AND MERGERS COMMISSION REPORT ON CEGR

The MMC's Report on the CEGB is expected to be published next
week. I understand that the Department of Trade will be consulting
vou in the normal way about publication arrangements.

On the content of the Report, my Secretary of State thinks that the
Prime Minister may find 1T helpful to see the attached copy of his
letter to Mr Biffen of 30 April. Mr Howell has in fact now written
to the Chairman of the EE%, who received a copy of the Report on a
personal basis at the beginning of this week, to seek his urgent
comments on the Commission's various recommendations and, in particu-
lar, proposals for improvement in the Board's investment appraisal
procedures. Mr Howell pIans to issue a short press Statement to this
eff€ct once the Report has been published.

He will consider in the light of the Board's response whether any
formal directive under the Competition Act is needed. (8:12(3) oFf the
Act provides a power to require the Board to prepare a plan for
remedying adverse effects where a body is found to be pursuing

a course of action against the public interest).

The Prime Minister also asked Mr Howell yesterday for a copy of the
MMC Report, which request I have passed on to John Rhodes.
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The Rt Hon John Biffen MP

Secretary of State for Trdde

1 Victoria Street . : & Tt

London SW1H OET . . 30 April 1981
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MONOPOLIES AND MERGERS COMMISSION REPORT ON THE CEGB

am writing to give you my ipitial reaction to this major Report.
Lazve not been able to consult the Chairman of the CEGB since he
i2g not yet received the torclusions of the report. ¢
sttoeh @s AnneYyes i & sumrary of the Conmrmiss
-“]ucjo“r gnd of “1 1r mzjor recommendations. Mos
require comm :n¢ ection by the industry.

1
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sion commended nunber of aspects of the Boara's
the system of revenue cost control is sophis-
ticated and well-documented
cash manggement is coupetent
c) dinternal audit is pursued elfectively

d) proper attention is : ven to the disposal of
surplus land

e) contract negotiatiorns are skilfully pursued.

In its day to dasy business tne Board is shown to be efficient and
generally operating according to well thought out procedures.

- The Commission show concern in three main areas;
i) forecasting of electricity demand
1 g J

ii) investment appraisal.technique

g

purchasing policies, both of fuel and of
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CONFIDLNTIAL

Fdfecasting

The 1ndustry are crltlclsed for over- optlmlsm in the past

- particularly about economic growth, but the Commission flnd that
current forecusting methodology reflects the lessons of the past,
and that, given the state of the art, it is sound. I shall
nevertheless wish to discuss this flndlne with the industry when
I am able to do so; the latest Electr1C1ty Council forecasts

still look optimistic.

Investment Appraisal Techniques

The Commission's criticism here is directed particularly to the
appraisal of nuclear power stations. It falls into two main

a) doubts about the basic assumptions (fuel. costs,
construction costs and times

the need for a fuller treetment of sensitivi-
ties (showing the combined effects of adverse
chenges in & number of assumptions as well zs
the effects of individuzl changes).

a“h*'ﬂeal metrnods co”st' LoD R0 congnGet

of the Competitior Aci 1980, operntes zgeinst the

avd aramebized this t1 ism by their Tinding
TCe s

ne Commission suggest thet the economic cese for Heysnem 11

ve\qustlfwublv reinforced the strategic case for the orcer.
elso state thet a lsrge progremme of investment in nuclecr
is proposed on the basis of investment eppraisels whicl
csly cefective and lieble to mislead.

s«—L“

sgrious criticisms But there ere points to be nuGe on
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side. PFor instance, & wide rans f sensitivities was
ir the spopreisal of Heyshar 1I, end it was possible to

i these a clear impression of the effect of deley and cost
escsleu on (The Commlsslon were not of course privy to tiae con-
clusions of last vear s CERS ‘study on the wider reesons for poing

anead.) There is snother point. My nuclear pollcv stetement of
Lece'r er 1970 mede it clesr that future nucdlear oz dering would
6cpenc on ejeetr1c1ty cemend end the performznce of the nuclesr
egnd plant industry; ealh otation will be fully appraised:

‘

everthcless, the findings of the IMMC report on this point will
attract wide public ettentaon, and w111 be seen by meny (&nd in
perticuilar by opponents of nuclear power) as. cb11lqislnuo gucstion
the economic basis for nuclear power statl « Opponents:
ﬁfTT-E3E3fEﬁEH'3T'?HTE'Ef'fﬁE'B%EEWETT‘B’E%%T?Ehfﬁgulry expected
next year. Confidence in our nucTear power policy wi be undermined.
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“Against this background, -the finding that the Board's investment
sppraisal procedures operate against the public interest will
require carcfu i dling, as will the Commission's M \
criticisms in this general area. As I understand it, the findin: .

- may hove been framed to enable me to use the powers under the
Competition Act, should I so wish, to require the Board to produce

plans for improvements. When I am in a position to take this up

with the Board, I shall of course be looking for early proposels
for improvement; I shall consider in the light of these whether

a formal direction under the Act is needed.

Purchasing Policy - 1) fuel

There are sensitive points-here, and much potential for emberrass-
ment. The Commission conclude that;

2) costs have been higher than they might have been
because the CEGB have not been able, meinly for
reasons of Government policy, to take full

i )

advantage of imgort opportunities;

the customer mey face an even fuster rate of
incresse in electricity prices unless the Board's °.
cepacity to import czn be increassed;
L
kuoylede that they might be T
cozl hss affected the PBoerd

T i
The Conmissi se cuestions ebout NCB costs, closure and pricing
e & S e s L e b, -~ A S
policies. They ste that the CEGB know no uore about NCB costs
t¥an they clean from the Report zna Accounts.

Lol

conclude that fresh
: nationslised incdustries wihich tre yrgdly witlsvercs
and that if it is considered in the nat 2] inberes

h cost cozlfields should rewain open in the medium term, this
ni~ht be better done by adjusting the finrncigl - cbjective of the HCE
+hom by roisine the price of cosl. They add tuat there is ¢ danger
P Rl e SITR — L iR f e 4
thet prescnt cozl pricing policies ray meke nuclegl DOYCL CupeaT
+o ofTer on eXononic Ecventare which it might not have under o

: i g e = —
policy of LEMC pricing for coel.

ion

—

Ifuch of tris is pertinent to electricity costs. However, the ques
of imports is still under discussion in the tripartite context, &an
remsins hichly sepgitive. TFor the immediate future CEGB is being

encourared to 'buy sSritisn' and NCB is nesotiating to cut current

irports to the irTeaucible minimum. ' - :

s
v
Q

The Commission recommend thst the Board seek to improve the terms
and extend the duration of the CEGB{NCB‘understanding; we should
tske the line tlat this is for comnmercisl negotiation.




Purch851nggpollcy 11) Power Plant and Power Statlon Constructlon,'

- “Power Plant

The Comm1551on note that Governments have in the past asked the
Boezrd to help the UK plant industry, and that the Board has
incurred extra costs thereby. . They suggest. that if the Government
wishes facilities to be established in the UK to manufacture PWR
components, this should not necessarily be at the expense of the
electrlclty consumer. .

The” Commission note that the Board has tradltlonally pursued a
'buy-British' policy for plant. They raise, as did the Select.
Committee on Energy, the question of some element of international
competition for future UK power plant orders.

It is likely that some major items of plant can st present be
procured more cheaply abroad than from British industry. .- Cheaper
plant would improve the economics of new stations and make it

easier to defend new orders in the face of slack electricity demand:
it would also mske a modest contribution to reducing elecur1c1ty

costs.

On the otner hand, the conseauences for:parts of the UK
could be severe.

<~ some element ol overseas competition should be
151. v reply to the Select Committee on Lnezpv
ur sttitude on this; my officials are in touch wi
in that connection.
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say they are inmpressed by the results obtained by
Development &and Construction Division &t Barnwood
that contrezctors adopt improved quality essursnce
r the manufescture of power station ecuipument.
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generally *endorse thc
periormznce s

moving Trom reinbursszble
with incentives and z "key-dete" procedure.

setting up site manageument groups to monitor

and harmonize industrial relations policies and
practice (especizlly bonns payments) scross

all contractors

working for a nationsl agreement for large sites

completing the design phase before sanction for
site work ‘is given ;

repiicating plant wherever possible.
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~They‘élséiépbrdvé'Barn@odd‘é'praétice of makinﬁ exécting checks
- +»0f contractors’® desigpsg'and its attention to the detail of costs,
 specifications and performance. : 3 : fs
General =~ = Pt a, 7 Bt P -_'
_Thére ére é»number of other points in the Report which I ‘shall
wish to take up with the Board as soon as I am in a position to-

do so.. I propose to handle these in separate correspondence,
bringing in other Departments as}appropriate.

Publtic Handling

.

This is the immediate question. T suggest that a'fairly short
statement should be made on publication, of which the main elements

would be: _

i) welcome this major study, noting that the Board
are Jjudged to operate with competence and
proficiency in many arezas; :

ii) note also that serious criticisms are made of the
Board's investment apprais:l methods. The
Government is seeking comments and proposals Irom
the Board with a view to improvement;

these criticisms do not however czll for fundauentsl
changes in the government's nuclear strategy; the
government's attitude will be steted in the response
to the Select Committee on Energy's nuclear Report;

the decision to proceed with Heysham II (and Torness)
was besed on streategic as well 2s economic considera-
B0NS SR '

th ommission heve rmade a nunber of other
recourendations which will be discussed with the Bosrd.

On the need for greater transparency of nationslised
industry (and especizlly NCB) coszts, we should say that this will
' to be considered in the context of generzl nationslised
stry policy, and thet the Commission recognise that the poing
e for government i.e. political cdecision.

The CEGB themselves are of course likely to produce a robust
response to many of the Commission's strictures when they are sble
to do so.

In view of view of their special interest I em copying this letter
to the Chancellor of the Exchequer and the Secretary of State for
Industry, and also to Sir Robert Armstrong. P :
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‘sc REPORT: AN 'cblvciﬁSIOJx's

Tne MHC was asked to examlne flve areas Gf .ne C GB's act1v1t1e5.:

:Internai cost control and<p;9ject conyrul systens ; o' -

.

(i) The CLGB has a sophlstlcated and vell docunented systen of revenue cost

control.. Internal audit is pursued effect1ve1y. 'The Board'sQtash menaresent
is competent. Procedures for approv1ng capitel spendlng are well-defined anc
properly observed. - Costs of work ir Srogress ‘are properly monitored. Coritrac
'negotlatlons and claims under contracug are skllfully pursued by well-gualifie

staff.

(ii) The merit order based system of marglnal costing is an appropriate
method of cost minimisation. The Board has an effective operational «lamiinre.
_system. The procedures for short-term vlanninz of peneration are effective ir
“monitoring security of supplyat a cost consistent with good management.

‘ (iii) 1Industrial relatlons are generally good. Output per head has increased,
~but in recent years the Board's labour costs have been rising faster than the

nat10nal average.

B. Managemernt Information Systems

(iv) The Board's main management information svstem provide aaeouate
information for operational control ancd functional management control. But
there is a need to bring together information across all resources.

C. Purchaﬁlng Policies and Stock Control

(v) The CEGB should aim to improve ine terms and increase the duration oi
the understanding with the NCB.

(vi) The exclusive dealing arrangement with British Reil shoulc be abanaoned.
The CLGB should put greater pressure cn BR, though the terms negotiated, to
reduce its costs.

O .
(vii) The CLGB should seek to negotiate better terms for the purchase of
urcnium. The Board should also seek betiter cos: information from BIFL as
regarcs the latier's investmenti projecis. 1f z PWR programme is undertake:,
the CEGB should seek competitive tenders from ENFL and abroad. )

(viii) The Board shown.ld develop ovmeraticnel research studies and more advanced
methods of stock control. The Regions should systematically record the number
end percentage of prices challenged or single tender coniracts, together
with prices asked and prices to be paic, and then compare the resultis.
Increased use of sta ndard designe owned oy the CEGB is encourapged 1o permit

competitive tenaerx;g Jor, and rc duced holdings of, spares.

(ix) The Commission implies that the Boerd's "buy British'" policy has
increased costs to consumers. :
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Vana Eement of Plant Na1ntenance

‘

(x) halntenance at powcr s»atlons ie u=*¢—ma““ged and thg effect of
programmes for plant maintenance ‘has beern. to increase plant ava11ab111ty,
. though ‘the Comm1551on make &ome recommcﬁoat1o .5 for 1mprovement (eg on.

'qual1ty assurance procedures) ' o Y g '
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Plann:ng and Appralsal of new 1nvestne1t : it e A
oy . A 'e)

(xi) The esi should review the generat;oﬂ securlty standard. ffests the
Select Committee's rgcommencatlon that the Government should review
security of supply standards). ek : f '

(xii) The Board should develop an intérnally consistent view of future
domestic and imported coal prlces and avallablllty. :

(x111) The Board's basic estimate of net effective cost should be & central
restimate; their present assumptions are too miimistic as regards cost of
rlant, construction tlmes, an as regards new AGR plant, output rating and

availability. : : . -

o~

(xiv) The Board should develop its sensiiivity analysis, and present outcomes
associated with central estimates of all the relevant determining variables.
This woulc legd to & more dependable assessment of the economic case than
was presented for Heysham II.

Overall, the Commission finds that the Board's appraisal of new investmeni is

seriously defective and liable to mislead, and, in this respect, its course of

conduct overates against the public interest.

Eo

G.

/ipility to carry out provosals within the cost and time estimated

(xv) There are still weaknesses and feilings on power station co“utrucb:c"
sites, although some important progress in site labour relations and
productivity has been made recently. The CEGB should seek to introduce a
model agreement for use onits sites, while no national agreement. exiscs.

(xvi) NNC should act as the CEGB's agents in procuring plant for the nuclear
island at Heysham II. It is doubtful whether there is any way that the rislhs
associated with construction can be removed from the CEGB's shoulders.

(xvii) For the future, there should be urified conirol over the execuiion .ci
nuclear power projects. The Commission believe that this was the Secretary
of State's intention when he spoke of KNC assuming “total project management
responsibility"'.

Other matters

(xviii) Demand charges in the B8T should be based on the Boaru s plans ifor
development over the next 10-1 15 years. :

(xix) There should be more effective consultaticn between CEGB and Area Boarcs’
on tariffs so as to improve cost messzges.

/(%)
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(Joc) The Government shoula g:.ve i‘resn .,hough. to the . obJectlves sct for 'the
natlonalzsed industries which deal larzely with each other. It would seem

wrong that the elecnmczty consumer .snculd _pay. tne .costs_ of keepmg hlgh-~
cost coal- i‘leios operi in. ‘t“he medium- ter-x. o

-

Bgd. ) t"'
()DCl) Costs have been ‘increased by the c*derlng of power statlons ahead of".
- need at the ‘reguest of Government. P
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. MMC REPORT - oNS .

"BST (4.65 to 4.68) b
i) Demand charges should be based on the planned development
of generating capacity over the next 10 to 15 years; they
.should be based on what the MMC call "central' estimates

. of Net Effective Costs (ie more gessimistic than the
Board's present "basic" estimates

"_ii) There is a need for more,effectife consultation between
"the CEGB and Area Boards; this aspect of the Secretary of
State's statement of July 1980 is welcomed.

Security Standards and the Planning Margin (4.67 to 4.72)

The security standard requires further study by the Electricity
Council; the MMC urge that any future review should involve full
consultation with representatives of consumers.

Investment Planning and Appraisal (5.134 to 5.174)

i) The Board should devote more time and effort to developing

an internally consistent view of the future prices and availability
of both domestic and imported coal. In so doing, they should
consult closely with the Department of Energy.

ii) 1In developing estimates of construction costs for use in
investment appraisal, explicit account should be taken of
market conditions in the supply of major items of plant
(long intervals between orders lead to unreliable estimates
of the cost of new plant; negotiated tenders put prices up)
and of relative price effects (tendency of power plant prices
to rise faster than the general rate of inflation). The
Board should adopt a larger start to finish (contingency)
allowance for nuclear than for conventional stations.

iii) The Board should improve its estimating of construction
time.,

iv) Assumptions on nuclear plant performance (particularly AGR)
are optimistic; a more realistic (cautious) central estimate
should reflect past difficulties

v) Presentation of investment appraisal‘results, both
internally and externally, falls short of standards necessary

to understand the robustness of NEC estimates.

As a minimum, there should be a much more thorough explanation
of the results of combined sensitivity tests for outcomes
which are more likely than the CEGB's "basic" Net Effective
Costs (optimistic) and extremely pessimistic outcomes.

CONFIDENTIAL -




But the MMC recommend the further step of reorlat;ng
‘the approach, presenting outcomes associated with central :
estimates of all variables: the CEGB regard thls as plannlng *

Jfor fallure.

vi) The Board should develop its work on the analy51s
and forecasting of lifetime repair and maintenance costs;
this underpins estimates of the net avoidable cost of 1life
extension. Life extension potential should be reflected
in investment appraisal. .

bii) The economics of conversion of existing oil fired plant
to coal firing should be reassessed as a matter of urgency.

Fuel procurement

i) The Commission welcome the statement in the CEGB's annual
report for 1979-80 that a modest increase in coal imports

was planned for 1980-81, and that the Board was keeping

under review the scope for 1ncrea31ng coal importing facilities. .

ii) The CEGB should seek to improve the terms and extend
the duration of the understanding with the NCB.

iii) The exclusive dealing clause on theée transport of coal in
the CEGB's arrangements with BR should be abandoned; the CEGB
and BR should revise the price variation mechanism so as to
give BR more incentive to reduce the growth of its costs
end to enable the CEGB to benefit from improvements in
productivity.

iv) The Board should negotiate flexible "call-off" clauses
in new contracts for uranium supply; they should press forward
with diversification of uranium supply.

v) Consideration should be given to appointing one or more
CEGB representatives to the BNFL Board.

vi) The Board should urgently provide information to BNFL
on options for dealing with irradiated AGR fuel.

vii) If a PWR programme is undertaken, competitive tenders
for supply and reprocessing of fuel should be sought from
BNFL and foreign orgenisations.

lManpower (10.59 to 10.68)

The Board 2nd the unions should co—operate in securing further
~ improvements in the efficiency with which the. industry's manpower
is used at all levels.

CONFIDENTIAL
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& _fower'Station Conétrucfidn“(12;123.to Té(l}i)f

i) in view of unéértainty-about the prospects for a National . .
Agreement for large sites, the Board should use its recent '
"experience at Grain and Drax to produce and establish its

“own model site agreement: this should be initiated before it

contracts for the construction of a new power station. -

dar) - Tn letfing contracts for nuclear power stations, and

in particular for the first PWR, the Board should be guided
by the following principles: : !

a) it should ascertain from potential suppliers,

- British and foreign, whether they are prepared to
bear any of the plant performance risks, and weigh
this against probable cost of its own remedial
action or permanently sub-standard performance.

~.b) if the main contractor is to have the limited
resources NNC now has, guarantees of equipment
performance should be available direct to CEGB

c) as many contracts as possible should be let on a
firm price basis, with the Board's key date incentive

system applied . ' s
d) contractual responsibility, and size of contract should

be related to the contractor's financial resources and
the risk he is willing and able to bear

e) . there should be unified control over the execution
of projects; the Commission believe that this is in line
with the Secretary of State's policy for NNC as announced

in December 1979.
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