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OBJECTIVES FOR NEW CHAIRMAN OF BRITISH COAL

As you know, Bob Haslam takes over as Chairman of British Coal at
the beginning of next month. I have been considering what
objectives he should be given; my proposals are set out in the
enclosed draft letters. They have been discussed informally with

him, but it has, of course, been made clear that they—=are~subject
to discussion with my colleagues.

As you will see, it is envisaged that there would be a short set of
published objectives, broadly on the lines of those given t©o .
Ian with more precision. In addition there would be
a side letter, not for publication, dealing with two related
matters on which the incoming Chairman needs to have some
indication of our broad intentions - a capital recopstruction and
the transfer of full financial responsibility to British Coal for
the costs of future restructuring and regurdancres- m—

—

The financial objective is to achieve break-even for 1988/89 as a
whole, although the hope is expressed of breaking even in the
latter part of 1987/88. It is already widely recognised both
inside and outside the industry, that, following the loss of
revenue which British Coal have suffered as a result of the
collapse in oil prices, any more ambitious objective would simply
not be realistic. There will for the first time be a quantified
performance objective expressed in terms of real reduction in costs
per gigajoule of coal produced. This will apply to mining
activities taken as a whole, leaving it to the management to decide
what the mix of deep-mined and opencast operations should be. The
actual figure can be decided when we have completed our
consideration of British Coal's plans and prospects in this year's
IFR.

In the draft side-letter you will see that it is indicated that the
capital reconstruction is unlikely to be before 1988/89. I am
certain, as is Bob Haslam, that to attempt this earlier would be
premature and would make it more difficult to achieve the rapid
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progress we seek in restructuring the industry. Redundancy and
restructuring costs are likely to be heavy in 1987/88 and we need
to get those behind us before attempting a new capital structure.
Moreover a reduction in interest charges could be used by the
unions as an argument against closures in the Colliery Review
Procedure.

The references to the possibility of a capital reconstruction are
balanced by the statement that, when this has been achieved,
British Coal will assume full responsibility for the costs of
future redundancies and restructuring. There is also a reference
to a reduction in Exchequer support for those costs in advance of a
capital reconstruction. The amount of any such reduction will
however need to be very carefully judged. We must not give the new
Chairman and his management a totally impossible task in attempting
to break even within a reasonably near timescale. Indeed he will
need a broad indication of our intentions about reduction of
Exchequer support before he can accept the proposed financial
target, and this should emerge from the current IFR.

I should like to reach agreement on these texts with Bob Haslam
before he takes over as Chairman on 1 September. The letters would
not however be sent until the IFR has been completed and the
numbers settled. The objectives, but not the side-letter, would
then be published, probably in the context of the debates on the

forthcoming Coal Industry Bill.

copies of this letter
Sir Robert Armstrong.
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PERSONAL AND CONFIDENTUAL

DRAPT OF 6.8.86

BRITISH COAL OBJECTIVES

1. Coal production, like any other business, must earn
a satisfactory return on capital while competing in the
market place. The basic objective of British Coal must
be to earn a satisfactory rate of return on its net
assets and achieve full financial viability without
Government support. British Coal should accordingly
aim to improve its profitability so as to achieve, after
payment of interest and accrual of social grants,
breakeven for the year 1988/89 as a whole (though

hoped that a breakeven position might be attained

during the latter part of 1987/88) and thereafter generate

an increasing surplus on revenue account and to

contribute increasingly to self financing.
2. British Coal should aim to maximise its long-term
profitability by concentrating on low-cost production
those sales which maximise profit on a continuing
asis in competition with other fuels. It should plan
its marketing, production, capital investment and
research and development accordingly, bring productive
capacity into line with its continuing share of the
market, and ensure an adequate return on new capital

investment.

3. British Coal's objective should be to ensure that

over the period to 1989/90 the operating costs of its




mining activities per gigajoule of coal produced are

reduced in real terms by [ ]%, compared with the

level recorded in 1985/86.

4. Either British Coal or the Government may propose
additional objectives from time to time: any consequent
adjustment to existing objectives would need to be

discussed.




PERSOUNAL AND COUNFiIDENTIAL

DRAPT OF 6.8.86

DRAFT SIDE LETTER.

[My separate letter of today's date] says that the
basic objective of British Coal is to achieve full
financial viability without Government support. It
also sets the specific objective of achieving breakeven
for the year 1988/89 as a whole. This sepecific
objective is defined by reference to the accounting
profit or less after payment of interest and accrual

of social grants.

2. 1In this context, it may be helpful if I set out the

Government's provisional thinking on the future capital
structure of the Board and on future support for the

coal industyy's redundancy and restruéturing costs.

Capital Structure

3. On present information, the Government does not
believe that the amount of the Board's remunerable
capital is significantly out of line with the value
of the Board's assets. That capital is, however,
wholly in the form of loans from the National Loans Fund.
The resulting high level of interest depresses profits
shown in the Board's accounts and entails a higher
gearing ratio in the balance sheet than is normal

among extractive industries in the private sector.
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Provided that British Coal had made and was continuing

to make satisfactory progress towards achieving its
objectives, the Government would have it in mind, at

the appropriate time (which would be unlikely to be
before 1988/89) to propose to Parliament a reconstruction
of the Board's capital. This reconstruction should enable
a restructured coal industry, operating profitably in

the market place, to meet its own future redundancy

and restructuring costs; it would be likely to include
the conversion of a significant part of the Board's debt
to capital bearing a rate of dividend which would vary

with the Board's profitability.

Redundancy and Restructuring Costs

4. For many years, successive Governments have made

substantial contributions towards meeting the costs of
restructuring the coal industry and of the redundancies
unavoidably entailed by that tructuring. This has

been ' by the scale of the costs and the
condition of the industry's finances. Nevertheless,

they are costs which, in most other industries, are

borne wholly or mainly by the employer; and in principle
it seems right that decisions about them should be

taken by the employer, in consultation with his workforce,

in the light of his assessment of the needs and

circumstances of his business.




5. It is in accordance with thie approach that the
Government has decided to end the Redundant Mineworkers
Payments Scheme from March 1987. 1t is also the
Government's intention that the new system of social
grants to be proposed in the forthcoming Coal Industry
Bill should allow a reduction in Excheguer support for
the industry's future redundancy and restructuring costs.
Any Bueh reduction would, of course, take full account
of the industry's objectives as set out in my separate
letter of today's date, its financial prospects, and
the potential effects on the motivation of management
and workers. Further, if a reconstruction on the lines
of paragraph 3 above were approved, the Government
believes that there would be advantage to both sides if

the Board were to bear, out of its increased accounting

profits and without financial support from Government ,

all costs arising from redundancies and restructuring

after the effective date of reconstruction.
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OBJECTIVES FOR THE CHAIRMAN OF BRITISH COAL
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o T10fF

Thank you for your letter ofv2/ﬁ;rch.

I am now content that you should announce
gir Robert's objectives.

I am copying this letter to the
Prime Minister and Sir Robert Armstrong.

/g_ J._/\/‘
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JOHN MacGREGOR
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Thank you for your letter of @5/?ebruary to Alick Buchanan-Smith.

I do not expect any unwillingness on Bob Haslam's part to provid
information on the strategic issues set out in your letter of January.
As Alick said in his letter of February, we obtained at one stage

or another in the 1986 round most of the information you mention; and

I have every hope that we shall get it in future in a more structured
form that we can pass to your officials. What is new is Bob Haslam's
offer to discuss these strategic issues in depth with David Hunt and
myself, so that we can explore with him personally the implications

of° the information he provides. I think this is an important step
fforward.

I hope you are now content that I should announce his objectives.

I am copying this letter to the Prime Ministér and Sir Robert Armstrong.

PETER WALKER
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OBJECTIVES FOR CHAIRMAN OF BRITISH COAL
Thank you for your letter of }I/;ebruary.

I am glad that we are at one in trying to get a clear
understanding of where the Corporation is trying to go
in relation to its financial objectives. But in my letter
of 16 January to Peter Walker, I was looking for something
more than simply an "opportunity to explore" these issues.
More specifically, I was looking for an assurance that
your or Peter's understandings with Sir Robert gave us
a firm expectation that the information along the 1lines
summarised in my letter will be available.

I am copying this letter to the Prime Minister and
Sir Robert Armstrong.

JOHN MacGREGOR
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OBJECTIVES FOR CHAIRMAN OF BRITISH COAL

Thank you for your letter of 7 January to Peter Walker. I am
replying in Peter's absence due-to illness.

I very much welcome your acceptance of the proposals for the
level and coverage of grant towards restructuring costs, and
your agreement to the cost reduction target of at least 20%.

I also share your view of the importance of getting a clear
understanding of where the Corporation is trying to go in
relation to the financial objectives we have set. During 1986
we obtained most of the information to which you refer in your
letter, and our aim will be to get similar strategic informa-
tion in 1987.

This will be a suitable opportunity for us to explore with Bob
Haslam how the Board's own operating parameters relate to the
targets for profit, cost reduction, and investment returns.
When British Coal have prepared their medium and longer-term
strategy and their Business Plans David Hunt will be seeking an
opportunity to explore with Bob Haslam how British Coal's own
operating parameters relate to the targets for profit, cost
reduction and investment returns.

I hope that on this basis you are content with the side-letter
attached to Bob Haslam's objectives. If so, I propose to
announce the objectives by means of an arranged PQ at the
earliest opportunity.

I am copying this letter to the Prime Minister and Sir Robert

Armstrong.
yﬂhns RNSE
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OBJECTIVES FOR CHAIRMAN OF BRITISH COAL

Thank you for your letter of 7 Japdary.
S

My officials have spoken to yours about the proposed
coverage and rate of grant towards social costs. It is
clearly unsatisfactory that we are now being asked to
establish a regime that is more generous than previously
understood between us. I accept, however, the primacy
of the break-even target and am prepared to accept your
proposals on the basis that they strengthen Sir Robert's
commitment to it.

I am content with the cost reduction target of at
least 20 per cent in Sir Robert Haslam's objectives. My
remaining concern is with Sir Robert's unwillingness to
be more open about British Coal's internal operating
parameters and the progress being made against them. Such
information need not extend to results at individual pits;
but we need a better understanding of how the operating
parameters sit with his objectives to improve profitability,
to ensure an adequate return on new capital investment,
and to reduce operating costs. I therefore feel unable
to accept the present draft unless you can give me more
assurance of what Sir Robert's "keeping you informed" will
mean 1in practice. I would certainly expect that the
substance of the draft agreed between us can be met. At
a minimum this requires an annual breakdown of output and
investment by band of operating cost, an indication of
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the sensitivity of the aggregate results to changes in
the parameters, and a regular and prompt flow of monitoring
information against them. Much of this material should
be in the annual corporate plan, which I trust we will
be seeing soon.

As my office told yours, I was anxious not to stand
in the way of your making an announcement on 15 January.
But I wunderstand that you preferred to consider on the
basis of a letter.

I am copying this letter to the Prime Minister and

y

to Sir Robert Armstrong.

JOHN MacGREGOR
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OBJECTIVES FOR CHAIRMAN OF BRITISH COAL

Since your letter of 19 Nove Ser I and my officials have held
further discussions with SiT Robert Haslam about his objectives as
Chairman of British Coal. Those discussions have not been easy.

RESTRUCTURING COSTS AND GRANTS

A key issue, as we expected, was the rate of assistance for British
Coal's redundancy and restructuring costs in respect of events
after March 1987. I pressed Sir Robert hard to accept that this
assistance Should be less generous than the existing system.
However, he insisted that he could not agree that it should leave

British Coal with significantly larger net costs than assumed in
their IFR bid. =

In essence, this means two things:

(a) that coverage of grant should be extended to all
redundancy and restructuring costs, including, 1n
particular, those of British Coal Enterprise; and

(b) that the rates of grant should be 75% in 1987/88, 72%% in
1988/89 and 70% in 1989/90. e

My officials can give yours full details.

The extension of coverage I believe to be justified on merits: it
will make for simpler administration, avoid artificial distortions
in British Coal's decisions, and allow the percentage rate of grant
to be kept to a minimum.

on the rate of grant I have had to take into account Sir Robert's
increasing concern about the market for coal over the next 2 or 3
years - especially, though not only, sales to the electricity
supply industry. I intend to discuss this with him shortly.
Meafiwhile Thowever, I am sure that it would be wrong to fix lower
rates of restructuring grant than those which he is prepared to




live with, as consistent with his commitment to the breakeven
target for 1988/89. You will be aware that the rate of grant has
no effect on the PSBR or public expenditure nor indeed on the terms
which British Coal will apply to industrial redundancies after
March 1987, as these have already been settled and announced.

OBJECTIVES AND SIDE-LETTER

Oon the objectives, the main outstanding issue was the cost
reduction target. I am glad that Sir Robert has now agreed to
accept a target of "at least 20 per cent". He has also asked for a
number of drafting changes, mainly to the side-letter, which are
indicated in the attached revised text. You will see that he is
not prepared to accept anything which might imply Government
involvement in assessing the results of individual pits but he has
agreed, in the specific context of concentrating on low-cost
production and on those sales which maximise profit, to keep me
informed of British Coal's evolving strategies and of the progress
they are achieving against them. He has offered to discuss the
practical arrangements for this. This is a valuable step forward
and I shall keep the Treasury informed about the new arrangements
when they are established.

I hope that we can now agree on the rates and coverage of the
restructuring grant and on the texts of the objectives and side-
letter. We need to settle the restructuring grant for the 1987/88
Supply Estimates. An appropriate occasion for announcing the
objectives would be the Report and Third Reading of the Coal Bill
due to take place on 15 January.

I am sending copies of this letter to the€ Pyime Minister and

Sir Robert Armstrong. //4}.\
//

U PETER WALKER




PERSONAL AND CONFIDENTIAL

BRITISH COAL OBJECTIVES

Coal production, like any other business, must earn a
satisfactory return on capital while competing in the market
place. The basic objective of British Coal must be to earn a
satisfactory rate of return on its net assets and achieve full
financial viability without Government support. British Coal

should accordingly aim to improve its profitability so as to

achieve, after payment of interest and accrual of social grants,

breakeven for the year 1988/89 as a whole (though it is hoped

that a breakeven position migﬁzﬂge attained during the latter

part of 1987/88) and thereafter generate an increasing surplus on

revenue account and to contribute increasingly to self-financing.

2. British Coal should aim to maximise its long-term
profitability by concentrating on low-cost production and on
those sales which maximise profit on a continuing basis in
competition with other fuels. It should plan its marketing,
production, capital investment and research and development
accordingly, bring productive capacity into line with its
continuing share of the market, and ensure an adequate return on
new capital investment in accordance with the principles set out

in the White Paper 'The Nationalised Industries' (Cmnd 7131).

3. British Coal's objective should be to ensure that over the
period to 1989/90 the operating costs of its mining activities
per gigajoule of coal produced are reduced in real terms by at

least 20%, compared with the level recorded in 1985/86.
4. Either British Coal or the Government may propose additional

objectives from time to time: any consequent adjustment to

existing objectives would need to be discussed.

PERSONAL AND CONFIDENTIAL




DRAFT SIDE-LETTER

1. [My separate letter of today's date] says that the basic
objective of British Coal is to achieve full financial viability
without Government support. It also sets the specific objective
of achieving breakeven for the year 1988/89 as a whole. The
subsequent rate of profit improvement is a matter for later
discussion: I note, however, your present expectation of a £70

million profit in 1989/90.

2. Paragraph 2 of my separate letter asks you to maximise the

long-term profitability of British Coal by concentrating on low-

cost production and on those sales which maximise profit.

British Coal should keep me informed of their evolving strategies

and of the progress they are achieving against them.

3. The objective of breakeven in 1988/89 is defined by
reference to the accounting profit or loss after payment of
interest and accrual of social grants. In this context, it may
be helpful if I set out the Government's provisional thinking on
the future capital structure of the Corporation and on future
support for the coal industry's redundancy and restructuring

costs.

CAPITAL STRUCTURE
4. Oon present information, the Government does not believe that

the amount of the Corporation's remunerable capital is
significantly out of line with the value of the Corporation's
assets. That capital is, however, wholly in the form of loans
from the National Loans Fund. The resulting high level of
interest depresses profits shown in the Corporation's accounts
and entails higher gearing ratio in the balance sheet than is
normal among extractive industries in the private sector.
Provided that British Coal had made and was continuing to make
satisfactory progress towards achieving its objectives, the

Government would have it in mind, at the appropriate time (which

would be unlikely to be before 1988/89) to propose to Parliament

a reconstruction of the Corporation's capital. This

reconstruction should enable a restructured coal industry,




operating profitably in the market place, to meet its own future
redundancy and restructuring costs; it would be likely to include
the conversion of a significant part of the Corporation's debt to
dividend capital in a form appropriate to the coal mining

industry.

REDUNDANCY AND RESTRUCTURING COSTS

5. For many years, successive Governments have made substantial
contributions towards meeting the costs of restructuring the coal
industry and of the redundancies unavoidably entailed by that
restructuring. This has been made necessary by the scale of the
costs and the condition of the industry's finances.

Nevertheless, they are costs which, in most other industries, are
borne wholly or mainly by the employer; and in principle it seems
right that decisions about them should be taken by the employer,
in consultation with his workforce, in the light of his

assessment of the needs and circumstances of his business.

6. It is in accordance with this approach that the Government
have decided to end the Redundant Mineworkers' Payments Scheme

from March 1987. We have also agreed that it would be right that

the extent of Exchequer support towards the Corporation's

redundancy and restructuring costs under clause 3 of the Coal

Industry Bill now before Parliament should be progressively

reduced, while taking full account of the industry's objectives,

its financial prospects, and the potential effects on the

motivation of management and workers. For planning purposes we

have agreed that the rates of restructuring grant should be 75%
in 1987/88, 72%% in 1988/89 and 70% in 1989/90. Neither of us

would expect these rates or the coverage of grant to be altered

unless major changes in external business circumstances made it

necessary. Further, if a reconstruction on the lines of

paragraph 3 above were approved, the Government believes that
there would be advantage to both sides if British Coal were to
bear, out of its increasing accounting profits and without
financial support from Government, all costs arising from
redundancies and restructuring after the effective date of

reconstruction.




NON-MINING ACTIVITIES

s The Government welcomes British Coal's intention to continue

to pursue the disposal of peripheral activities where suitable

opportunities present themselves.
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OBJECTIVES FOR BRITISH COAL'S CHAIRMAN

Thank you for your letter of ;}/ﬁEQember.

I am grateful for the efforts made to accommodate my
concerns. I am prepared to accept the revised drafts as
a satisfactory compromise. I am therefore content for you
to seek Sir Robert's acceptance of the drafts, subject of
course to your coming back should any substantive problems
arise. I also look forward to receiving your proposal for
the cost reduction target, which it would be helpful if
your officials could first discuss with mine.

As I noted in my last-Tetter, it is important too that
we move quickly to reafh a decision on the future rates
of social grant.

I am copying this letter to the Prime Minister and
Sir Robert Armstrong.

iy iias

I

JOHN MacGREGOR
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OBJECTIVES FOR BRITISH COAL'S CHAIRMAN

Further to my letter of 12 November, I attach a revised draft
Statement of Objectives for Sir Robert Haslam, together with a
revised draft of the side-letter. The changes made are underlined
and reflect recent discussions between our officials. I hope that
you are now content for me to seek Sir Robert's acceptance of the
revised drafts.

British Coal are currently revising the figure for the cost
reduction target to bring it into line with the outcome of the IFR.
I will let you have this as soon as it is available.

I am sending copies of this letter to the Prime Minister and
Sir Robert Armstrong.

-

PETER WALKER




PERSONAL: AND CONFIDENTIAL
* DRAFT

. @BRITISH COAL OBJECTIVES

1. Coal production, like any other business, must earn a
satisfactory return on capital while competing in the market place.
The basic objective of British Coal must be to earn a satisfactory
rate of return on its net assets and achieve full financial
viability without Government support. British Coal should
accordingly aim to improve its profitability so as to achieve,
after payment of interest and accrual of social grants, breakeven
for the year 1988/89 as a whole (though it is hoped that a
breakeven position might be attained during the latter part of
1987/88) and thereafter generate an increasing surplus on revenue

account and to contribute increasingly to self-financing.

2 British Coal should aim to maximise its long-term
profitability by concentrating on low-cost production and on those
sales which maximise profit on a continuing basis in competition
with other fuels. It should plan its marketing, production,
capital investment and research and development accordingly, bring
productive capacity into line with its continuing share of the
market, and ensure an adequate return on new capital investment

with a view to achieving a real return of at least 5% on a

progressively larger proportion of its total assets.

3 British Coal's objective should be to ensure that over the
period to 1989/90 the operating costs of its mining activities per
gigajoule of coal produced are reduced in real terms by at least

L ]J%, compared with the level recorded in 1985/86.
4. Either British Coal or the Government may propose additional

objectives from time to time: any consequent adjustment to existing

objectives would need to be discussed.

PERSONAIL. AND CONFIDENTRIAL




DRAFT SIDE LETTER

1. [My separate letter of today's date] says that the basic
objective of British Coal is to achieve full financial viability
without Government support. It also sets the specific objective of
achieving breakeven for the year 1988/89 as a whole. The

subsequent rate of profit improvement is a matter for later

discussion: I note, however, your present expectation of a £70

million profit in 1989/90.

2. The target for reducing overall unit costs is intended to

stand side by side with British Coal's internal parameters for the

upper limits of acceptable operating cost at individual collieries

and opencast sites. These internal parameters are an important

means of ensuring the profitability of all the Corporation's

capacity. The Government will wish to be assured that they remain

relevant for this purpose, and to be kept informed on a prompt and

regular basis of performance against them.

3. The objective of breakeven in 1988/89 is defined by reference

to the accounting profit or loss after payment of interest and
accrual of social grants. In this context, it may be helpful if I
set out the Government's provisional thinking on the future capital

structure of the Corporation and on future support for the coal

industry's redundancy and restructuring costs.

Capital Structure

4. On present information, the Government does not believe that

the amount of the Corporation's remunerable capital is

significantly out of line with the value of the Corporation's

assets. That capital is, however, wholly in the form of loans from
the National Loans Fund. The resulting high level of interest

depresses profits shown in the Corporation's accounts and entails a

higher gearing ratio in the balance sheet than is normal among

extractive industries in the private sector. Provided that British

PERSONAIL. AND CONFIDENTIAL




PERSONAL AND CONFIDENTIAL

Coal had made and was continuing to make satisfactory progress
towards achieving its objectives, the Government would have it in
mind, at the appropriate time (which would be unlikely to be before
1988/89) to propose to Parliament a reconstruction of the

Corporation's capital. This reconstruction should enable a

restructured coal industry, operating profitably in the market
place, to meet its own future redundancy and restructuring costs;
it would be likely to include the conversion of a significant part

of the Corporation's debt to dividend capital in a form appropriate

to the coal mining industry.

Redundany and Restructuring Costs

5. For many years, successive Governments have made substantial
contributions towards meeting the costs of restructuring the coal
industry and of the redundancies unavoidably entailed by that
restructuring. This has been made necessary by the scale of the
costs and the condition of the industry's finances. Nevertheless,
they are costs which, in most other industries, are borne wholly or
mainly by the employer; and in principle it seems right that
decisions about them should be taken by the employer, in
consultation with his workforce, in the light of his assessment of

the needs and circumstances of his business.

6. It is in accordance with this approach that the Government has
decided to end the Redundant Mineworkers Payments Scheme from March
1987. It is also the Government's intention that the new system of
social grants to be proposed in the forthcoming Coal Industry Bill
should allow a reduction in Exchequer support for the industry's
future redundancy and restructuring costs. Any such reduction
would, of course, take full account of the industry's objectives as
set out in my separate letter of today's date, its financial
prospects, and the potential effects on the motivation of

management and workers. However, the Government envisages that the

pattern of Exchequer support would be decided as part of the

financial framework within which the industry would plan and

operate, and that it would not be altered unless major changes in

external business circumstances made this necessary. Further, if a

PERSONAL AND CONFIDENTIAL




PERSONAL AND CONFIDENTIAL

‘ reconstruction on the lines of paragraph 3 above were approved, the

Government believes that there would be advantage to both sides if

British Coal were to bear, out of its increased accounting profits

and without financial support from Government, all costs arising
from redundancies and restructuring after the effective date of

reconstruction.

Non-Mining Activities

s The Government welcomes British Coal's intention to continue

to pursue the disposal of peripheral activities where suitable

opportunities present themselves.
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OBJECTIVES FOR NEW CHAIRMAN OF BRITISH COAL

Thank you for your letter of 14 August with your proposals for
Robert Haslam's objectives. I am sorry not to have replied earlier,
but I was hoping to be able to have had some discussion with you
at our first PES bilateral, This was not in the event possible
and we are still awaiting information from British Coal before
reaching conclusions for the IFR as you know.

I welcome the emphasis on improving productivity and
profitability by cutting capacity and setting challenging cost
control targets. I am sure that we agree that there must be no
doubt that the key objective remains reducing British Coal's
capacity to bring it into line with prospects for profitable sales.
It is far from clear that the lever of —deepmined capacity assumed
in British Coal's IFR figures is consistent with this objective.
We will clearly need to discuss this point when we resume our
discussions.

I have some reservations about integrating deepmined and
opencast management, but I understand the réasbns for running
a single operdtion in each area and therefore I can go along with
this approach provided that it will remain possible to separate
the two later éﬁﬂﬂfg-ﬁe decide to privatise opencast independently
and that in the meantime separate operating cost and profit
information continues to be made available. I assume, incidentally,
that the cost reduction targets will be specified in terms of
minimum required cost savings by adding "at least" before the
figure in the penultimate line of paragraph 3.

The main objectives letter already seeks, in the second
paragraph, an adequate return on new capital investment. This
is obviously vital. I know the industry has made efforts to improve
its investment criteria with this in .mind. In view of our
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intentions on profitability, however, I think it is now time to
go further and lock for delivery of a 5 per cent real return on
capital employed at each profit centre, i.e. ®Tach—individual pit
and oOp Site (after full allocation of British Coal's costs
otheY than interest). When you have considered with Robert Haslam
how quickly this objective could be achieved, I should be grateful
if you would let me have your proposal for the objectives letter.

As for the side letter, I wonder whether this is the right
time to enter into commitments, however provisional, about the
shape of a future capital reconstruction. It is obviously right
to draw attention to our intention to transfer progressively the
burden of redundancy and reconstructing costs to British Coal.
The link between completion of that process and capital
reconstruction is also valid. But to go further at this stage
could be unnecessarily limiting. For that reason I see no need
to go into future dividend policy. To do so in the way proposed
would give way to pressure from the NICG which we have successfully
resisted in general discussions with them.

The final paragraph of the side 1letter also contains an
undesirable qualification by 1limiting the pace of transfer of
redundancy costs to what will be compatible with the financial
target. This may indeed be the hard reality. But I doubt whether
we should give away this card to British Coal now. It could give
quite the wrong impression that we would be willing to reduce
the rate of transfer in order to enable British Coal to meet its
financial target in circumstances in which its management was
not performing up to expectations in other areas. There is no
reason at this stage to restrict our room for manoceuvre on financial
targets and sharing redundancy costs, limited though they obviously
are.

Finally, I hope that the side letter can also contain a
reference to progress on disposals of British Coal's peripheral
assets. Robert Haslam has already begun to consider the
possibilities so I trust he will have no difficulties with this.

I am copying this letter to the Prime Minister and to

Sir Robert Armstrong.
Jorr v,

JOHN MacGREGOR
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