)
%

SECRET M VO'Q)N '

THIS DOCUMENT IS THE PROPERTY OF HER BRITANNIC MAJESTY'S GOVERNMENT

o ¥

) 10 COPY NO

A’il 1985

CABINET

GAS INDUSTRY PRIVATISATION

&moranduw by the Secretary of State for Energy

This h P .
Paper se y proposals for privatising the gas industry.
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esgen:ii?a}l need to make an announcement as rapidly as‘possible. This is
rafting lg.order that work ?an ahead with all pOSSLbl? speed on
a8pects 0? 111 for lntroduct}o eceyber: and on settling detailed
Company ag the regulatoyy regime aim would be to f}oat ?he new
autumn of lggon as p0351b1e.f011? ssage of the leglsl§t1on, in the
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THE GAS BugTNgsS
4.

Na : A ¥ BT
p°t3ntizTral gas is a mature business with imited further growth
Materia] ; T§e.1mmediate prospects are good® b the cost of the raw
Teplace t;z rising steadily (see Annex 4) as ,®higher priced supplies

Titain ag izriginal cheap'gas. 'In the longer term the gas-industryz in
SUPplies ang other countries, will have to Look further afield for its
substitute na?ay well have to invest heavily 1n plgnt for manufacturing
exP@ﬂSive it ural gas from coal - at more than twice the cost of the most
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lmproyi, 1s a different picture from BT, which was a gr dustry with
1nvestor§ Erospects. Successful sale of gas will depend incing
USinegg hat there are still attractive returns to be ma hat the
iver as adequate scope for reinvestment of profits, and
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GAS suppLy AND REGULATION

?h?rent monopoly and will require regulation on price and on terms and
ltions of supply (including an appropriate continuation of an
ation to supply). The principal regulatory features, for which we

. Provide in the legislation, are described in Annex l. In summary
€se are:

The main business of gas supply to the majority of small consumers is
‘sg i
L

a. Establishment of a regulatory body with a small permanent staff

Wworking within guidelines laid down, which would be capable of

by defined procedures. The regulatory body would have its
ct functions but could, in practice, work closely alongside
ed with the Office of Telecommunications.

f price regulation similar to that applied to BT. In
tbe gas c formula (RPI-X+Y) would provide that prices could

n inflation less a performance target (X) for
rEdPCi“g ons Mo sts within the company's direct control plus an
additional te overing costs of offshore gas purchase. The

formula would b aged across the prices charged by the company

and would be bac by a duty not to discriminate between
Customers,

cs : . . : :
Various detailed requirements governing connection of customers

1:t0 the system, maintenance of supply and withdrawal of supply (an
. Sue with potentially imporgapt regional implications where the
Ntention would be, broadlﬁmaintain the status quo).
in gazhe company would be a Compa
4 1icsupP1Y defined in the statu
of 14 €nce would need to run for a

I
t company with rights and duties
robably conferred by a licence.
ntial term but the possibility

Obllg:i?zazg gthers in appropriate ci nces - with corresponding

provisions ; or ex?mple, on safety - ; t be excluded. The

by He icon oL the 011 anq Gas (Enterpris for gommon carriage of gas

Continyeq pany and foF direct sale of gas etitors would be .

"gas utilitpisslbly with some adjustments a ovements., The strictly
] Y part of the company's business 1® be operated within a

Ting fe
?111 bpnce, Separately accounted to the regulator and policed by him. It

SCah thor consideration whether the Government should be able to step

Supply ans last resort, eg if the company collapsed, to maintain gas

no obligat_SECUre the safety of the system, The Government would assume
io

Specia]] M to the shareholders in this event. Thi Feguire
Y designed accounts.

0

THER ACTIVITIES

; i

The Britj : .
Raturg) F1tish Gas Corporation's (BGC's) other activities e

ther
: no :
Which, Ere;dszatutory monopolies. They would be passed to th company
FAke & ninra rom the Gas Act restrictions, could be expected jme to
deVelopm thoroughly commercial approach to their operation a

ent, 2 .
Among the more important points: ‘
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a. Showrooms. The new company would be unlikey to want to maintain

retailing with its relatively poor economics ceased., The way forward

F the retail outlets in their present form, once restriction to gas

With other more experienced retailers and, in some cases, probably a
I more diverse range of retailing by the company itself,

: would most likely lie in more flexible joint venture arrangements

. Installation and Servicing. The company could also be expected
to take a more searching look at its servicing operation and the
underlying economics. Some gradual shakeout would be on the cards
and probably some growth in activity by independents. It would be
Necessary to provide that BGC's non-chargeable emergency service to
deal gas leaks on the consumer's side of the meter continues:
be funded by a charge on the regulated gas supply
he registration of independent installers would be
BGC to the Health and Safety Executive (HSE) and my
Departme be assessing urgently with HSE the detailed
ed to meet the new circumstances,

s. A similar new emphasis on cost-effectiveness
and profitabil uld emerge offshore. The residual BGC assets
have a dispropo nflke importance as one of the few areas of
'Nterest and poten*(o which we can point investors in writing the
Prospectus for the *new company.

9.

COHtrACCivities in these areas will be subject in the normal way to the
°ls of the MMC and the Office of Fair Trading.

GAS IMPORTS anp EXPORTS @
10,

Privatisati

Urgent) on raises importa es in this area. 1 am considering
pri .Y the implications for impor exports of a decision to
hvatige Boc,
EM
PLOYER PARTICIPATION Q
1L
the c:e feed to win the support of employe existing management for
in theange and demonstrate, by contrast with’n nalisation, that a stake
irect EnterprISe through the market brings a%€ense of participation,

wil] g: enefits and a degree of protection against unwelcome takeover. 1
i 5 1 - . .
achievebcuSS With Treasury Ministers and other colleagues how we will
¢mployee participation.

PROCEE pg
’ )
s, Bee! ; :
-8 Its pre-tax profit

Bl bilygo, L EMOVer is £6% billion. unning at

COSt baes: and its net assets employed are some £4% billz h historic
38is:®aee Annay 3y, ;

13
. The ” 5
€ dividecogporatloﬂ is at present practically debt free. Th e would
Value o¢ th etwe?“ debt and equity. On varying assumptions th
€ business is in the region of £5-7 billion. Actual s
3
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o Would, of course be much affected by the state of the markets, the extent
of management and employee resistance, the degree of controversy‘about the

likely success of the new company, the Election shadow and the risk of

Nationalisation. This sort of share is eminently suited to wider share
°rship and, as with BT, the offer would probably include vouchers

r bonus shares.

14,

The timetable (Annex 2) is already tight in the extreme. 'It can only
¢ achieved given prompt decisions based on the simplest practicable
Solutl°“33 ly announcement and rapid preparation of what will be a

complex 4 troversial Bill for introduction in December. The aim
would be in Royal Assent by the summer of 1986 and to floa? the
;Ompany in ond half of next year on a partly paid basis, with
ifther cal) 1987,
CONCLUSTON
s T invite my ¢ es to agree:

a,

- That the ga®i try should be privatised on the basis set out
In this paper,

bo

That I should make an announcement to this effect early next
week,

C.

.That work should proc
or 1n§roduction in the 19
PFeparing the subsequent flo

I i . .
Ale%l feport back at an early stage e Sub-Committee on Economic
S&t8iin: the light of the further w regulatory aspects at c.

A

preparing the necessary legislation
ession and, in parallel, on

Departmen t of Energy

30 Apri1 1ogs \9@(‘
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ANNEX 1
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Annex 1 - Contd.?2.

tion
(v) Safety and emergencies. There is extensive 138151:SE}
on gas safety (responsibility for which now rests with
provisions

Some adjustment and reinforcement of the present s
s
are likely to be needed but can be achieved within exi

powers.

(vi) carriage of third party gas and direct supply bY

5
competitors. The present provisions of the 0il and Ga
These include

(Enterprise) Act would remain in place. ¢han
unrestricted freedom to supply customers consuming moreé g
2m therms/year and freedom, subject to HSE consent On sal€

grounds, to supply those taking between 25,000 and 20

yearn.

(vii) Code of Practice on disconnections. d
e voluntary ¢°

need to'give undertakings similar to th
with the energy industries on disconnections.

nd
3 The Government may also need reserve powers tO intervene :
secure the safety of the system in the event of the comme
collapse of the company. No financial obligations$ would D i
towards the company or its shareholders. Provisions Wi%l » o
be required on planning permissions for plant and buildlngsting
wayleaves for new pipelines and other issues such aS the 12
of the industry's buildings and installations.

Financial Aspects £ the

e control ©

Y A new framework will be necessary for th
industry's prices. |
s
gumer
to con
5 A price control system would operate on PILEES d the eleme“t
n

(including the company's onshore gas supply costs A wevers

of gas purchase cost). The system would not extend, N° . retailﬂmw
the operation of the ancillary businesses upstrean e povide® |
where general legislation (eg. on fair trading) alreatd .

the framework for all participants.
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Annex A Contd. 3.

SO alfhza:ystem of control operated by the regulator would extend
Sales by the company including contract sales to industry.

7

aCCou::eogontrol System for the industry's prices will have to take

1983/Q) i the fact that gas accounts for a large part (49% in

this s ithe COSt structure and that the price which is paid for

Priceq N the short term be determined by factors (eg. oil

contra, €Xchange rates) entirely outside the company's control. By
st %o 3
Shope » the Fémaining costs, ie. those for delivery of gas on-

a .
pePie, T€ Qivectly. within ®he company's control and recent BGC ex-

ce
Peduct Suggests that there remains considerable scope for real
i

io
dlloyg e through greater efficiency. This points to a system which

da
acquy 'g S Pricesg to consumers to take account of the company's
Sltion COStS’

The . "POMents whi
System wOUId
of BT' be

S prj
(wh' lCGS,

but puts firm downward pressure on the onshore
ch should reduce over time in real terms.
analagous to the RPI - X system for control
*eh coyyqg : but with Fhe addition of a further element of cost
gag . i wou1de made explicit on bills) representing the cost of
O”Shope act as a direct spur to efficiency in control of

Cost

thrOUEh zzsts and should give incentives to keen purchasing

€ Public €xposure of the gas purchase price element.
8
of

d

Seryvi, ji e the system and other controls such as on quality
e

RE the ¥ill neeq to be further elaborated. Details of the role

I‘eu 2
eXaminatig Baror 4n implementing the system (eg. frequency of

of op on of industry,

arrangements for determining the correctness
drge g

S
oS R S R e S

9 :
: Xtra K :
lnation pr'C)"'J-Slons will also be needed to back up the non-discrim-
th duty (pap
at ¢ a 2 (iv)

ey ) in order to assure individual customers
w
Others_ ST€ not payin

g€ too Much for their gas and hence subsidising
e
the Non-q Precise regime will need to be related to the details of
s Ty W
CI"J“nlni?stlon duty but might involve:-
(1)
a
by maj reDorting System which would show costs and profits
n
Markets on a predetermined accounting basis.

04
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Annex 1 - Contd.4.

o8 of
(ii) some broad rules (eg. that all broad categorle1 7
a
sales should at least cover costs) to which the regu
could hold the company.
any
: B il
(iii) provision for the regulator to examine With
complaints and report on them.
1ato’
: nhe resgu
10 In order to carry out these and any other dutilés ¥
would need a range of powers:-
s 3 1 to
(i) to examine the industry's finances (ie. righ
examine the books similar to an auditor).
n bY
.n breakdo
(ii) to rule on prices to be charged and then L
market etc. for both gas and non-gas costs.
fhs used
gtices
(iii) tc examine accounting principles and prd
by the company.

! : : . 2y imination
(iv) to investigate complaints on discrimin
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ANNEX 2

TIMETABLE

Announce Intention

Begin drafting Instructions to Counsel
Introduce in Parliament

Second Reading debate

Committee Stage begins
Royal Assent
Earliest date for first tranche sale

SECRET
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ANNEX_3

BRIy
S
C H GAS CORPORATION STATISTICS (1983/4 ACCOUNTS)
U
SRENT COST proyRES

1983/4
Pp
_\\0__1_‘}_1_1:_ £m
CUI‘ e
nt :
TaxatiOHCOSt bProfit before tax and interest 667.9
in : (350.4)
Urpre tel‘est Teceivable 99.4
X B e
€OSt profit after tax and interest 416.9
SSsets
nt :
Depreciac9st fixed assets before depreciation 26136.6
Net e tion (14260.5)
Totagl o 2osets 1333.9
Current Cost assets 13210.0
Activit Al Current Net
hﬂﬁhﬁhl‘““hhlﬁlé Turnover Cost Fixed
e Frofit Assets
su :
A SUDDly#*
tPPlian oY 5964 .0 660.5 11843.7
“Stallatigarketing 229.1 4.7 27.9
: " and contracting 229.3 2. 4.5
Ota) i’ 278 L
Istg 6422.4 667.9 11876.1
Ne 11 €0ST prgyRgs
.- Ope -
HlStorizaglng Tévenues 1§fh.8
istoric °St depreciation 2283
Averag “OSt operating profit 1016.7
e
at net a
hlstoric Eg:ES Bt s 4505.0
Oth g
) Ep StatiSticS
Olupg
of
ga
Numyg, , A ° 80ld (m therms) 17281
u )
;Vera nUmbStomerS (m) 16.214
er :
Leg of °f direct employees 99,200
Ny Mains jp
; Mben sy use 144,200
Ustope Pliances so1q 1,323,000

T
JObg
Completeq 14,426,000

nclu
din
g -
mlscella“eous other income




ANNEX 4

Fi . :
\ure 1 : Estimated cost breakdown for gas supply industry

50+
Profit
40-
| Trading costs
30 -
E ~ |Depreciation
= D
N NN Levy
a
204 FAl
s
_ Gas
104 &
|r.
-
i
0- !

1974 1984 1994
at 1984 prices 9 ?




