T CONFIDENTIAL

OF HER BRITANNIC MAJESTY'S GOVERNIEI
MEN

T
copy wo df

Ty

ITTEE ON ECONOMIC STRATEGY

MINISTERIAL COM

Memorandum by the Secretary of State for Energy

colleagues that the National Coal
iifficulties. The Board estimate
1-82 at some £1400m, about <500m

Zore than their Ext nance Limit, and their loss on

Om. There are two main causes of
there is a substantial surplus

of output over demand. Secondly, the industry is still burdened
U high-cost capacity. The withdrawal of the accelerated

fevenue account at some £35
these difficulties. First

closyup
SUre progranme has made it harder for the Board o tackle

these undepi : J S it
. © Wderlying problems, but until they do so, the indusexys

5lnanc:vh. X
8% problems will persist, if not worsen.
m‘e\lksm :
. ‘
lims ¢ lndustry must therefore get back into palance, and
inin, ; B :
e I have asked the Board for

b3
AT ; o
Taey al °Posals for achieving this as quickly as possidle 5 2
e g : s by raising
®opp, . o0V taking action to reduce the surplus by

#d cutting back manpower. We must also reconsider
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our own policy in the light of recent events.

p In Partiey,
we should reconsider the size and shape of coal

i i % industry
want in the longer term bearing in mind the likely futy

lap,
we

. 12 re oL
coal and the contribution which other fuels ang e dengy

1 ip
. 3 Dort,
I shall bring forward proposals on these abbes Dort
+1 S ag
soon as I can. VALY cannot pe

resolved quickly. bly be some time before it i
clear what rate of closures we can now realistically expect
and before we can get proposals from the NCB in whic

for

can make. 4
But we must recognise that

It will pro

h we cap
have confidence. It would also be unwise to decide on ey
strategy under the pressure

the Board would like us to do so.

of the next Tripartite, although

Decisions needed now

2. Some decisions however have to be taken now. NCB are now
more than a month into their financial year and urgently need
decisions on their EFL and capital approval.
increase their borrowing and grant limits is needed before the
end of the financial year, and has been accepted as essential
for next session. Decisions on this will also be needed soon.
This paper contains my proposals on these matters.

Legislation to

The position of the NUM

4. In considering them, the key judgement is how we & wlf.“
the NUM. We must face the fact that they are still i w‘if
imnense damage in pursuit of their objectives. They ar€ sfl d
intensely distrustful of our intentions and conscious 5 Me<5
fact that we have not yet given a full reply to their m'lmerod’
2ad expensive, proposals at the recent Tripartite. e
reactions are always hard to gauge in advance and, i th;
next year or so, will be further complicated by the e

igne!
Over the succession to Mp Gormley. My proposals are desif®
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is to avoid a confronta

tion with
harder to get the industry back
r is to avoid naking further
ceep the industry's calls to public
Striking the right balance between
careful Judgement, and is bound
recognise too that the work
the right course will be slow.

fficulties, and the involvement
prospect
s

of a dramatic improvement
ults unless we are prepared

al approval for 1981/82

al for capital investment of £924m
approval for £825m thus saving about

1d an a sizeable cut in the investment
ith last year, but a slight increase

In my judgement, any lower figure would carry
to great a risk of collision with the NUM. Details are

have asked for an EFL of £1406a. Taking accouat

: : £ er
capital investment proposed above, and of low

u
assunpt i o,
312305’

I propose & revisec EFL of

1S on wages and outpubs
- of our

L gl s
revision if necessary in the 1ight
Details are at Annex B.

ices.

™.
Be o
~fant structure

b W s 3=
18usting 1 with the Tripartite due

have to decide how to dea . v
i The union will 1ookK

I's Annual Conference in July.

Dep
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e the

B
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ogress on their shop: list and on o

the Board have algo asked
rest burden.

225 &enera) A%
T T
filnances. We have « 10. T8
have so fqn .. v
Bivep

for some

ideration of the Board
1most nothing in th

the Boar I do not DPropose
on this, but only that we should make better
on for making deferred interest
‘ect on their interest Dayments

i iy 1 Jetails are at Annex C.

peduct
" pew measure
he existing provisi
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53
@
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8. The solution is to give some reassurance aboyt e

ts i : 108D
level and structure of grants in 1981/82, a subject o 108
special interest to the union, so that such a Teassurance

could have a big effect on their attitudes. Given the State

of the Board's finances, we should be largely recognising

the inevitable. Moreover, grants do not increase public 1. T therefore recomm
expenditure, which is determined by the total of external
finance and not by the proportion of grants within that tota) (a) The N o

My detailed proposals are at Annex C but I would Dropose cut to £825m.

to introduce a2 single new revenue support grant to replace
specific operating grants and deficit grants. It would be paid
before profit and loss are struck but we would require the
Board to display it in their revenue account. These arrangenents
would be simpler and would make clear the size of the Board's (c)
grant support. The new grant would be at a level which would
enable the Board to achieve break-even by extra effort. For
1981-82 this would mean on present estimates at a level of
£450-500m in addition to social grants of £100m. (We should
aim eventually to settle a programme for the gradual elimination

=
<

Legislation should be drafted to give effect

of the revenue support grant). I should like to tell the zew %o the new grant structure, the details to be
Tripartite about the change in structure and to give them thest 2greed between my Department and the Treasuxy,
figures for grant levels in 1981-82. but wi ent at this stage on the level

the

ary ~ 8180 agk @y colleagues to note that I shall bring forward
o Pronosa) 5

9. e must avoid prejudging now the scale of support ©©
Board after 1981-82 but given the pressure on Parliament.
Counsel we also need o start drafting the legislation Wi
#i1l be needed before the end of 1981-82. I propose that ;’9
should legislate for the structure described in paragrapb sury’
th? detalls to be agreed between my Department and +he Tre: 2
This structure would apply at least to 1982-83 as well, bl;or s
We cannot yet take 5 decision about the level of suppo*?

ical.
°n longer term policy for coal as soon as pract

with

D.A.R.H
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ANNEX p

B CAPITAL EXPENDITURE 1981-82

jcB's present capital investment approval is £765m, (11
sigures in cash, ie 1981-82). This approval was given in
jutum 1979, and is 85% of the capital expenditure which
Ministers then envisaged under the Financial Strategy.

2, NCB now seek capital expenditure authority for 1981-82
of £924m. The object of this increase is to allow capital
expenditure on mining to continue at the same level in real
terns as in 1980-81. The main elements of the existing
approval and the approval which NCB now seek are as follows:-
ol
Existing Approval mgz;?&gaﬂl
approv.

“apita) eXpenditure:

Mining 672 10
ey
®Pltal expenditures

N°n‘mining 22 20
Leasing 29 28
Capj 5
Pltaligeq interest 42 5
04y, 7_65- 924
3t i
existfhe key component is capital investment in mining. The

barg :8 8PProval impljes investment in mining of 867?": -
®¢k approval for £818m, which they say will maintain

1N
o=
e
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last year's level in real terms. The exi:stj_ng appro
val

and the Ievel of approval now sought can be broken g
0

follows:= £n " ag
Existing A
=XL30Ing Approval Boarg!
New mines 155 187
Major projects at existing
mines 206 255
Existing mines: smaller
projects 94 98
Plant pool 105 155
Other 112 123
672 818
4. The proposed increase in capital expenditure on mining

- 1is £146m. An analysis with short explanations is attached.
About £60m would be spent on new mines and other projects
which would increase NCB's capacity. A further £34m would
be spent on installing heavy duty power supports which would
193? to higher output - ag well as lower costs = than the
ordinary machinery which would otherwise be purchased.

2 ﬂ.le Board's case for this investment is that tempora?
;:°:°m1c recession should not lead to a reduction in invests
th: > aad t.:hat, S0 far as output is increased, the end of
Tecession ang successful marketing will ensure that the
They also argue that, following

the < .
recent Tripartite meetings, both they and the Governme’

&re committeq to a high 1
achieve the Objectives of

in inves ;
‘tment wouyg 8ive further ammunition to the NUM

-2 -
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even if it was not, in itself,

a likely Subject

mlitants’
for & 0aJOT st

rike.
. me effect of the additional investment which NCB seek
:u;u.ld be to increase output by 1.3, 2.8, 1.7 and 1.4n tonnes
over the four years from 1982-83. Although there is no hard
and fast boundary between investment which increases capacity
and investment which reduces costs, I have reservations about
investment which would lead to increased output of coal,

My current estimates of demand suggest that NCB's production
pay out=run UK demand for coal down to 1990, and in these
circumstances it can make little sense to increase output.

7. The NUM are however keenly interested in the level of
capital investment in mining. An obvious cut would be
provocative and make a militant line on pay and closures
more likely. I therefore propose that the NCB should be
given authority for capital expenditure of £825m this year.
Tis allows us to say that we are increasing expenditure in
foney terms compared with 1980-81, when expenditure was
B05m, Tt also means an approval equal to that sought by
the NCB in their Policy Review in January, so that it would
% Bich harder for them to object to it: an importent point
Sven that, to avoid a confrontation with the NOM, the NCB
" have to te11 them that the approval is sufficient.
2t the Same time, an approval of £825m would mean &
¥ in real terms compared with the NCB's bid, and with
'S expenditure, It would squeeze out of the

Sharp oy
lasy Yea

-3 -
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Board's plans most of the new proposals leading tq
capacity over the next few years. It would engi>
change in direction, since it would be the Tirst ¢
Plan for Coal started that mining investment will

im:reémed
Ply g
ime Since
have pe
cut in real terms. o
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. ANNEX A-1
TAL INVESTMENT IN MINING 1981-82

oo o A S
. ppoPOSED INCREASE II

)

ek authority for capital investment in mining in

- FNOB 8¢ d with 1 ici

N of £818m, compared wi the £672m implicit in their present
19::;1? (a11 figures in 1901-02 prices, ie cash).

jthord ¥y

quth

The additional £146m would be spent as follows:-

New mines £32m

JMost of this would accelerate work at Selby (£20m) and

Thorne (£9m). The acceleration of Thornme would produce an
extra output of 3.6mt in 1957-90. Acceleration at Selby

might bring forward production earlier than the present planned
date of 1923-84 - when coal seems likely to be in surplus.

ii. Major projects with capacity implications £28m

The purpose would be to accelerate projects already approved
by the Board and under-way. The effect would be to produce
an extra 0.6mt, 2.1mt, 0.5mt, O.7mt in the four years from
1982-83. Coal is likely to be in surplus in all these years.
The extra output, however, would probably be produced at low
cost;

ii : . 3 g
- Major projects not increasing
fpacity and smeller projects at existing mines.

£25m

The largest part of this (£22m) is for continuing 2 majoxj

“dergroung reorganisation in the Barmsley area. Insjies

Dgrpose is improvement in coal quality (which would lead to

higher Proceeds) and reducing manpower. There would, however,

Y some eXtra output, although the Board argue plax.zsibly that
® Poject could be justified without bringing this extrs
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output into the calculation. This is the Project
Board regard as most urgent; it is the next Phage

1 any halt

whlch t
he

i amme an y O
continuing major programme = Would be Obvigyg ,
8 t

the unions.

iv. Plant Pool £50n

£34m is for new heavy duty face supports,

as against £11m for ordinary supports.

which cogt £34n
The extra £23n
expenditure would bring additional output from the same Panes
of 0.7mt a year from 1382-83 onwards. Provided that thig e
additional output can be sold, the project is highly Drofitay,
The £16m proposed for other plant pool would produce cost
savings without additional output.

v. Drivages £6m

Essential work to continue production at short life pits,
which cannot be closed.

vi. Other £

No effect on

Exploration and miscellaneous investment.
production.

e
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NANCE LIMIT 1981-82
ERNA-L FL
yo8 EXT

. NCB seek an External Finance Limit for 1981-82 of

Th . g - .
4 sheet showing their detailed figures ig attached.

£1406-
rhe key assumptions underlying their calculations are:-

2
output of 126m tonnes, and sales of 120m tonnes

i)
leading to an increase of 6m tonnes in stocks;
ji) increase in wages of 13% from 1 November 1981;
ijii) prices: NCB assume different increases in

different markets. For CEGB, their largest customer,
they assume an increase of 6.3% from 1 November,
together with £15m of discounts to back out coal
imports;

iv) capital expenditure of £924m;
V)  existing capital structure.
3. We should not accept so large an increase in NCB's call on

Pblic funds without question. I see the following scope for
Teduction ;-

1) capital expenditure: I propose a reduction of
£99m to allow a capital investment approval of £825m;
") wages: I do not think that it is right for NCB to

Rlan on a 13% increase. I suggest that their wage
increase assumption should be reduced to 7%, saving
£60m;

3
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iii)

iv)

This reduction WO
This is the £,

w
:‘:@NFIDENWM_

prices: I would not wish to challenge th
assumption that the increase in the Price of
electricity coal on 1 November will be only 6.3
We want to keep to a minimum the extra costg 8
falling on the electricity industry ang ele
consumers. The allowance for only g£15p of discount,
to the CEGB to back out imports may be Tather tq,
low, but I would propose that the NCB shoulq absor
any higher costs on this account without an
increase in their EFL. If however we do decide that
some help should be given to electricity consumerg
through discounts in the price of coal, the cost
of such discounts would have to be added to the
Boards's EFL. So too would the cost of any
decision to reduce the price of coke to foundries,
or of moving additional coal stocks to power
stations.

e NCBIE

Ctricity

In particular the NCB assume maximum production
from continuing pits. If production could be
reduced, without Pit closures, stock build could be
lower, and although the Board's profit and loss
account would be worse, their cash needs would be
reduced. The fagter manpower run down would have
industrial relations implications, although less
serious than those of pit closures, and would need
Yo be handled with care. I judge that it would %
reasonable to require NCB to find £50m in these
¥&ys and I propose to reduce their EFL bid acco

7 f
uld with some rounding, give an EFL°
gure which T propose.

e
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NATIONAL COAL BOARD

A 5

GROUP_FINANCING REQUIREMENTS AND SOURCES OF

FUNDS _FOR 1981-82 (AT OUTTURN PRICES)

P12AL REQUIREMENTS

rixed assets ,
other Capital Expendltx‘lre
(panges in Working Capital
Stocks
Other

f07AL CAPITAL REQUIREMENTS

EITHODS OF FINANCING

Profit/(Loss)

(Less) Interest

Depreciation

Sales of Fixed Assets

Other Capital Reciepts - from Government

M4L INTERNAL, RESOURCES

Sovernnent; Grants (Existing Arrangements)
B°I'I‘°Wing: Gross

e (Less) Repayments
¢lgn B°1‘1‘°wing: Gross

(Less) Repayments

0t
: hep Borrowing (Net)
eaging

%

T,
B s
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(371)
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ANNEX ¢

NTS TO THE NCB
(PERATING OFANT

M

ST the absence of grants, NCB would simply show losses on
their profit and Loss account each year, which would then
sccunulate on their balance sheet. Given the likely size and
persistence of NCB's losses I do not regard this approach as
%enable. It would be clear that the Board could not break even
py any effort, so that the duty to break even, which is the

o;xl; financial discipline which has had any influence over both
the Board and the unions, would be devalued. The industry would
accumulate further borrowings to cover these losses, and to pay
interest. An accumulation of deficits would call into question
the propriety of further lending from the NLF, and so might force
us into changes in the Board's financial structure.

2.. I believe therefore that we should continue to pay grants up
0 a level which would enable the Board to break even while
requiring them to make some contribution by way of cost reduction
@d increased efficiency. These grants should not be open-ended
%t should be fixed in advance each year and, as soon as possible
"¢ should again set NCB the objective of eliminating their
dependence on operating grants within a set period.

%

3% :
< .The Choice is between grants ostensibly tailored to so:fe
Peeifio At present, NCB receive
8 h we inherited

al burn by

Purpose and a general grant.

WO g :

frog I‘::ll Specific grants, paid under arrangements whic!
e

SSEB

last Administration (to assist additional co a5
! Wder an arrangement which will run out in ifEleh)

=i
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support the cost of holding stocks of coke, undep an app,
which expires in 1982). The rest of NCB's oDerating gra::geme“
take the form of an explicit Deficit Grant, showy e 8
main profit and loss account, after they have Pirst sthkon they,
("Social Grants" which are paid to recompense the Board 1, :hpr(;flt.
part for various sorts of expenditure in connection With piy olg o,
or manpower redeployment are not intended to improve e Bo&;}os
accounting results and are not in question here), s

4. I should wish to retain this general approach. Tt 18 essentiy
that operating grants should be provided in the simplest possme.«
way on the face of the Board's main Profit and Loss account
to bring home clearly both to the industry and to the public the

amount of support they receive. I do not think, however, that pe

need insist on the present name "Deficit Grant" or on the Tequirens:

for the Board to strike their profit before the Grant. Both are
resented by the industry and have proved ineffective as a means of
public education. I believe that a token concession would help us
with the NUM, without materially preventing us from getting our
point across to the public. I therefore should propose that the
present Deficit Grant should be replaced by a single "Revenue SWK:
Grant" which would appear on the Board's main Profit and Loss accod
after interest and tax but before extraordinary items and before ¥
Board struck their balance for the year. The amount of this &%
would be fixed before the start of each year at a level which 4
required a realistic contribution from the Board by wey of ga e
costs or greater efficiency if they are to break even.

e Board

Sis This solution will not necessarily be welcome %0 th : graﬂ’s’
cific

or th? unions. They have proposed a multiplicity of sPeC™™

e:?o:.ting existing ECSC rules to the full (coal stocking ald; o

:f Eg ?Oal Production aig), supplemented as necessary PJ SZ:LS
€glonal Grang®, 1 O ol hir Y it o il accept

I
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Jnich would blur the public bresentation, suggest that
had some sort of "entitlement®

to such grants,
it harder to taper them off as the Board's financial
; make

- proves-:

i;wwn e
o put forward proposals for a new capital structure
o bilities would be much more flexible.
wve SOmE sympathy with the general argument for more flexibility
1 do not propose any radical change to meet the NCB's

I should prefer instead to make full use of the

jcB have als
hich thelr interest 1i

representations.
~c;¢er which already exists to make loans on deferred interest terms.
mis, however, would mean accepting the deferment of repayments of
rincipal as well as interest, and allowing payments of interest
.:eferred not to count against the Board's EFL. The cash effect,
nowever, would probably not be large - about £10m in 1981-82
increasing by £25m pa thereafter - and we must accept that it

nould fall well short of satisfying the NUM. I shall discuss with
the Chief Secretary whether advances out of the National Loan Fund
should continue to be the main form of financing for the NCB.

-3 =
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