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The attached review by officials sets out the nationalised industries'
claims for additional finance above the levels in Cmnd 8175. These
are very large, amounting in 1982-83 to £2.5 billion above Cmnd 8175
revalued, £3.2 billion in 1983-84 and £3 billion in 1984-85 (after
correcting for the gas levy). They represent the wish of most
industries to maintain, and in some cases to increase, their
expenditure in the face of declining revenues caused by the

recession.

2. Claims on this scale are totally unacceptable. About half the
planned reduction in public expenditure between 1980-81 and 1983-84
dependson reducing the nationalised industries' call for external
finance. The new claims now put forward could only be accommodated
within our overall public expenditure objectives by damaging cuts
in other public services. To endorse the industries' plans in full
would mean allowing them to pre-empt an increasing share of the
limited additional resources likely to be available within the
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unwillingness to make the kind

Decisions required

our objectives for public expenditure and hence

3. To succeed in !
we need to take decisions now about

our overall economic strategy,
whether we can afford any increase in the nationalised industries'
demands for additional finance over the levels in Cmnd 8175 and,
if so, by how much. In taking these decisions, we should bear in
mind that even the appalling forecasts we nowhave may not reflect
the industries' maximum expectations. The figures for BS and BSC
may need adjustment when their Corporate Plans have been assessed,
as may the British Rail figures for later years. Those for the
NCB are taken from their recent medium term prospectus which has
not yet been fully considered. lMore generally, the
industries' forecasts are based on views more optimistic than our
own gbout the speed and size of the upturn. Without firm decisions

now, this could result, as last year, in further bids in the
autumn.

4. I would be prepared to accept an increase of &£750 million in

ear.:h 7ear in the aggregate position for nationalised industries.
Thls.xs, in my view, the maximum acceptable in relation to other
public expenditure brogrammes and the
from the Contingency Reserve. It would also offset a considerable
p::t‘of tl:w it?pact on the industries' finances of the mor:
ihes:n;::;:cvnw they are taking this year, compared with last, of
outlook. Even 80, their claims would exceed what we

can afford by £1 +75 billion in 1
pepoenion (o n 1982-83, £2.5 billion in 1983-84 and

most we can prudently transfer
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Bis It is

important to take the necessary decisions now so that
an be communicated to the industries before the summer

holidays. This will help to ensure that their revised forecasts
for 1982-83 EFLs are based on the finance likely to be available:

< - r

therwis hat i 1
Otherwlse for that and/later Years they will continue to plan on
an unrealistic basis.,

they c

Without such decisions, we risk the ever-
escalating bids which proved so difficult to handle last year and
a repetition in each year's public expenditure exercise of the
need for cuts in other programmes to accommodate the industries.

Allocation of additional finance/reductions

63 We must therefore decide now on what basis to allocate the
additional £750 million and - the opposite side of the same coin -
what revisions to require in the industries' forward plans. The
annexes to this paper set out three alternative ways in which this
might be done.

s The first approach set out in Annex 1 would be to restrict
industries for 1982-83 and 1983-84 to 85% of the investment levels
approved last year (ie, of the levels in Cmnd 8175) and to a
broadly similar aggregate figure for 1984-85 (which was beyond

the horizon of last year's White Paper). The figures for 1982-83

would thus be equivalent to the investment approvals already given to
the industries with the exception of the NCB) for that year.

At the same time we would indicate explicitly to the industries
that we would be prepared to approve higher levels of investment
to the extent that the industries generated sufficient additional
internal resources to finance the increases. The intention would
be to put maximum pressure on the industries to achieve cuts in
current costs or additional sales volume in order to finance the
levels of investment they considered desirable. It could also
force them to assess much more rigorously than at present the
priorities within their investment programmes. The disadvantage of
this approach would be that the industries

would present this option as a damaging assault
on capital expenditure and would undoubtedly point to desirable
projects which were being squeezed out. On the other hand, the merit
of the approach is that the capital programmes can be effectively
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quence, rein back even harder on the remaining
industries. In principle, this would be a more

: 3 i ne with our general )
which is more 1n line E rational approach. But this year, given the size of the problem

8. ne second approach,

proach to the ir}dustl‘ies. ER ggtggasgéure o "ec”;::’,ryy\:""lﬂion, we cop,fl'oflt, it is difficult to oarry the approach very far.
}pxifli ‘;?d;ﬁ‘g;‘gr‘xce to the industries'/ct.lrf‘e'ﬂt Cf’sts- 1lthough Anm.ax. %) nowtlaver, sets out a proposal for distributing the
not formally a selective approach, the distribution between add}tlonal finance/necessary savings implied by the current cost
ries (set out in Amex 2) would broadly reflect the scope options in a way whichtakes more account of performance and

C-mn% cost savings. Reductions in external finance equi prilorities. The basis of the distribution is very broadly to
lent "527%; of current costs in 1982-83, 7% of current costs in achieve the Sam(le total reduction in the industries' financial
1983-84 and 53% in 1984-85 would be needed. It would be up to demfmds by se/eklng larger revisions (equivalent to current cost
the industries to decide what changes to make in their plans savings of 6%, 8% and 6% in each of the three years respectively)

from most industries,in order to limit the revisions required
from those industries most exposed to market forces, whose

room for manoeuvre is thereby limited and who have already taken
steps to cut back their investment and labour forces.

within the limited additional finance allowed. We would need to
make it plain to the industries that they should identify real
savings in current costs, falling back on reductions in capital
programmes only to the extent they failed to achieve these.

e intention would be to put pressure on the area in which the
industries' performance is generally less good than that of the
private sector and where this year'slnglans suggest that greater
rezlism and better control could achieve savings. For example,

on pay, Elany industries are building pessimistic/extravagant want to consider which of the three aproaches outlined above will
expectations into their plans. The disadvantage of this approach, best secure our objectives for the industries both in public

compared with that in the previous paragraph, is that we would expenditure terms and in GeIma O Eue R
be less certain of achieving our objectives: the

Summary and recommendation

10% On the assumption that we can provide as much as £750 million
a year extra for the nationalised industries, colleagues will

: 2 - Whichever approach we adopt, I would propose that each sponsor
industriesmight commit too much of their investment at an early Minister should be able to alter the balance of overall savings
stage and return with further bids for additional finance if they between his industries if that seemed desirable.

fail to make forecast savings in current costs.

a1% Decisions now are essential. We will need to take an early
decision on NCB's 1982-83 EFL (ahead of the wage negotiations
beginning in the next few weeks) on a basis no less stringent than
that we adopt for other industries. More generally, unless we
inform the industries now of the maximum finance likely to be
available, they will not even start revising their plans in the Tight
direction. If we cannot agree on a distribution now, we should ask
them to put forward their bids for 1982-83 EFLs on the assumption
that their investment programmes will not exceed the "85% approval
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e extent that these were

th v "
level agreed last year, except to e ionia) Anternal

tin
accompanied by firm proposals for genera

resources. ’ .
12. I recommend the Committee:

(i) to agree that an additional £75<? mi'llion a
year should be provided for the industries' external
finance but that their remaining demands are
unacceptable and must be eliminated;

(ii) to decide on the most appr%%xl‘éate.met}'wod o‘f
allocating the additional funds and/distributing the
necessary savings of £1.75 billion in 1982-83,

£2.5 billion in 1983-84 and £2.25 billion in 1984-85;

(iii) to invite sponsor Ministers to inform the
industries of these provisional decisions so

that they can be taken into account in the industries'
planning, particularly in the forecasts which the
industries will need to put forward by mid-September
for their 1982-83 EFLs;

(iv) to agree that action is essential now if the
industries' financial demands are not to escalate
further and that, failing agreement on a method of
distributing the additional funds/savings as at
(ii), the industries should be told to put forward
their revised forecasts for 1982
that their investment expenditu:
at or below the 85% levels appr

-83 on the basis
re will be held
oved last year,

22 JuL 1981
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OPTION CUTS PACKAGES: (i) Investment - related savings (based on fixed assets expenditure)

1982-83 1983-84 1984-85
GPTION 85% of Cand Investent GPTION 95% of Tiives tagt
Investment Investment | Cut back to 8175 figure** Claim in ut back to 854 implied Claim in
|approval (8% Claim in existing 1981 IFR of Cmnd 8175 Cend 8175 1981 IFR
of Cund 8175 1981 IFR approval figure figurefd
f1gure) -
NCB 848 1022 - 174 921 133 - 22 1081 1270
EC + B's 1120 1419 - 299 1238 1584 - 346 1453 1850
B0/ o 758 989 - 23 709 1041 - 332 832 991
BNOC 327 454 - 127 334 503 - 169 __| 392 670
-4 ¥/A w/A N/A §/A ¥/A N/A /A N/A
¥ n 2537 - 66 1867 2977 - - 110 a9 3261
9L 170 =i o9 L% 156 b, 60 13 164
ETas 10 M e 4 6 =4 20 5 6
33 60 - 27 42 92 - 50 48 120
249 SR 310 348 = 38 364 367
11 190 - 131 221
422 540 - 18 496 600,
23 17 7 27 19
48 48 # 57 53
88 81 # 103 9
3 8 - 5 4 9
i 42 52 - 10 48 57
. } 37 434 = 6T 431 403
1 15 - 1 16 14
4 9255 - 2629 1192 10,166 .

i
zuivm- ‘no cut possible with given formula
1 '{gure revalued to estimated outturn prices, plue 5 per cent

éf wailcidiog 4o

id i@ P
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OPTION CUTS PACKAGES: (i1) Current cost'®) related savings

-
1982-83 1983-84 1984-85

OPTION "OPTION [ oprioN

Estimated 5% of Estimated T of Estimated 5%% of

Current Current Current Current Current Current

Costs Costs Costs Costs Costs Costs

NCB 4900 - 25 5390 - 377 5929 - 326
EC & B's 7228 - 361 7951 - 557 8746 - 481
3cc(®) 3227 - 16 3517 - 26 3834 - om
aioc(©) 289 - 14 323 - 23 358 - 20
BSC 4040 - 202 4444 - m 4888 - 269
BT 3644 - 182 4008 - 281 4409 - 242
BO 2660 = 133 2926 - 205 3219 -1
National Girobank 208 - 10 25 - 16 257 -
BS 1275 - 64 1354 - 9% 1456 - 80
BAB 2143 - 107 2422 - 170 2688 - 48
BAA 210 = da 23 = 16 248 - 14
BRB 3300 - 165 3590 - 251 3884 - 214
BTTB 139 - 150 - n 161 - 9
KrC 506 - 25 557 - 39 618 =y
NBC 604 - 3 670 - a1 737 - 4a
‘BVB 49 - 2 53 - 4 55 = -3
NSHEB 210 - n 231 - 16 254 - 4
588 - 29 647 - 45 705 - 3
816 160 - 8 174 - 12 190 - 10
TOTAL 35,380 - 1767 38,869 - 2722 42,636 - 2346

Notes: (a) Wages plus associated costs plus other operating expenditure, but excluding depreciation.(b). After deducting gas costs.
(e) Turnover related to equity oil business, less current cost operating profit, depreciation, other adjustments and margin.

General note All figures are approximate: for most industries, estimates are based on forecasts for 1981-82, uprated for inflation
using industries' aspumptions.



OPTION ~ CUTS PACKAGES:

(iii) Selectively applied current cost savings

g

3u5 48

.
3
8
2
:

1982-83 1983-84
Estimated Estimated
current 6% 2% other current 8% 3%
s cut cut s cut | cut
b4y -29% 5,390 =431
7,228 <434 7,951 -636
3,227 -19 3,517 -281
289 - 60 323
4,040 -81 & bl =133
3,644 -219 4,008 -321
2,600 -160 2,926 -234
208 -1 231 - 18
1,275 -26 1,354 - b1
2,143 -43 2,422 -73
210 - 13 23 - 18
3,300 =135 3,590
139 ) 150 -5
506 -10 557 -17
604 -12 670 -20
49 -3 53 - &
210 - 13 231 - 18
588 ~35 647 -5
160 -3 174 -5
35,380 -1750 38,869 -2500

1984-85
Estimated
current ] other
eceta cut | cut
5.929 -356
8,746 -525
3,834 -230
358 -7
4,888 147
4,409 -265
3,219 -193
257 - 15
1,456 - by
2,688 - 81
248 - 15
3,884 =197
161 =i
618 - 19
737 -22
55 -3
254 - 15
705 - k2
190 - 6
42,636 =250

Fp e

7

04

Bavings have been calculated on the basis of

All figures are therefore approximate.

of 6 per cent, 8 per cent and 6 per cent for non-competing industries,
2%, 3% and 3% for competitive industries (BSC, BS, m mn NFO, NBC and STG), £60m, £70m and £70m for ENOC, and the residual required to
reach the desired total for British Rail.

Current costs are as defined for Option (ii).
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N.
ATIONALISED INDUSTRIES ; INVESTMENT & FINANCING REVIEW 1981

Decisions Required

7 The Investment & Financing Review (IFR) is a forward look at

theANIs‘ investment and financing requirements 1982-83 to 1984-85.
It is a joint report of the Treasury and sponsor Departments after
discussions with the individual industries concerned.

2. The report is intended to provide a basis for Ministerial
decisions on external finance for the nationalised industries in
aggregate and investment for each industry for each of the years
in question.

3. The starting point for these decisions is the investment
programmes and financing plans submitted by the industries in April,
and revised during consultations since then between the industries,
sponsor Departments and Treasury. The plans flow from the
industries' own Corporate Plans which were prepared in many cases
some months ago. This year's review has to be prepared in advance
of medium-term plans for steel, shipbuilding and airways, whilst
the figures for coal and rail represent a first guess at figures
for the 1981 plan. Although planning procedures in individual 2
industries vary, the industries should normally plan to meet their
financial targets and this will in turn ensure that the investment
programmes they put forward taken as a whole meet the required rate
of return (RRR) (5% in real terms) or other agreed justification
for new investment programmes.

4. Decisions on external finance for these years are a necessary
part of settling public expenditure planning totals for eventual
inclusion in the Public Expenditure White Paper. In relation to
1982-83 they provide a basis for fixing the industries' external
financing limits (EFLs) in the autumn, taking account of more

up-to-date forecasts which the industries pryvide in September.

5. Decisions on investment are normally taken on the basis of
approving 100% of the agreed investment programme for Year 1
(1982-83), approving 85% of the programme for Year 2 (1983-84) and
approving 70% for Year % (1984-85). Early decisions help the

=
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. L an hosplen next year's investment sensibly. But in 8Ceoy
mdustr?:h the procedure adopted last year investment apprm’alsb
wi

e 2 i N
th?:é:ﬁ alresdy ?eprogggqed until the EFLs are settled in the sty

need e
der to avoid pre—empting Ministers' room for manoeuvre,
in order

6. The financing figures which result i"rom the industrieg!'
planning procedures are inherently "fo}atlle-' They arfa the Tesidyy
between two much larger flows comprising capital requirements, of
the order of £7bn in 1981-82, and internal resources, of the ordey
of £3¥tn. The latter is itself the difference between two largep
flows, revenue and expenditure, both of which are sensitive to sug}
factors as fluctuations in demand, market share, productivity, tp,
exchange rate, the relative movement of pay and prices and even
the weather. This volatility, together with the convention that
industries are free to put forward investment programmes which meg
the RRR is the reason why, unlike the rest of public expenditure,
plans which go into the IFR do not automatically start from a base
line of the previous White Paper. However the additional bids for
finance by the industries this year are exceptionally large. In
the circumstances of this year's review it must be our aim to
eliminate as far as possible any excess over the White Paper figus

The IFR as a Whole

7. Cmnd 8175 envisaged a substantial reduction (from £2270m* in
’.1981-82 Yo £60m in 1983-84) in the totality of the nationalised
?ndustries' demands for public expenditure. This transformation
- the industries' finances was based on forecasts produced by the
industries t?emselves reflecting their expectations of improved
1;:2::“;: :::tl:o:e fav?urable economic climate than now seems
i e; achieved primarily by policies of economic
soul A ey shzc:r%City’ the reduction of losses in steels
industries ag a whole 3 ziidiUS- . gr?ater L el
was always recognised.by Hi:iturnround e
s P sters ag ambitious,
On and reduced growth

White Papers have
emphasised that
bodies, the Cieres o because

extremely uncertain,

even before the
pProspects. Successive

: ‘the industries are trad
external finance for the later
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ANATYSTS OF CHANGES FROM CMND 8175

8. The figures submitted by the industries on the basis of their

latest forecasts (some of which have been revised while the IFR
discussions were in progress and some of which will be further

ed on up-to-date assumptions later in the year) show a finan-
ng requirement greatly in excess - by more than £2bn-£3bn in each
year of the IFR - of the figures in Cmnd 8175. Even so, the figures
are incomplete because up-to-date forecasts are not available for

a number of industries. There are no agreed figures beyond 1981-82
for the British Steel Corporation and British Shipbuilders. For
these industries the sponsor Departments and Treasury have agreed
notional figures for the purposes of the IFR; these have not been
agreed with the industries.

revis

ci

e The excess over the White Paper figures is the result of
two main factors working in combination:

i) Some increase in planned capital requirements, rising
from £ 400m in 1982-83 to £1260m in 1984-85 reflecting
investment, notably in British Gas, BNOC, British Telecom,
Post Office and British Shipbuilders.

ii) A shortfall in internal resources due to a more pessimistic
view of market prospects and hence lower revenue forecasts:
this is the main factor at work accounting for about £2bn of
the total excess in 1982-83 and 1983-84, and for about
£1750m in 1984-85. All the industries are affected except for
the Post Office, British Airports Authority, British Ship-
builders and British Airways.

10. Discussions with the industries have led to proposals to defer
expenditure and reduce costs which has reduced the bids for finance
by roughly £200m in each of the 3 years. The overall position
incorporating these reductions and compared with the figures in
Cmnd 8175 revalued to cash is set out in the table below. The
changes for individual industries are in Appendix A, Table 1.

R
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£ million (cagh)

1982-83 1983-84 10808
e ~2848
Baseline figures (Cmnd 8175
?ESalued and adjusted for Aurs 591
gas levy) 49y
1981 IFR (changes since
= Cmnd 8175):
Capital requirements +395 +817 +1258
Internal resources -2058 -2394 -1719
External finance +2453 +3211 +2977

(NOTE: all figures for the external financing of the industriesal
a whole have been reduced to exclude the effect of the gas levy
which, while reducing the British Gas Corporation's internal
resources and increasing requirements for external finance and
therefore the planning total for all industries, does not affect
the size of the PSBR.)

Analysis of Increased Financing Requirement

. and British Rail
11. Except for the National Coal Board/the largest bids for

additional finance are made not by the traditional loss-makers bi
by comparatively profitable industrie
British Gas, BNOC and British Telecom. These industries account
for 60-70%* of the additional bids in each year of the IFR.

Industries with substantial bids arising mainly from decreases if

1nterna} ?esources include British Rail, British Gas and BNOC.
The position ig summarised below

8 such as electricity supply

National Coal Board
—==22a_ Coal Board

The ?oard'? nediun-term Prospectus for 1982-8
earlier thig month. On the Board'

increases in the industry'g exte

3 onwards was receift
8 assumptions, the plans show
Tnal financing requirements comp®

figures, and the underl-f"?oom ® Jear over the IFR period. Thes®
the Board, U0 assumptions, are being discussed witl
-4
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‘67:% in 1982-83, 629 in 1983-g4 and 67% in 1984-8
5.
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The main element affecting requirements is an expected sharp decline
in internal Tesources. The industry, having more than achieved the
financial target path in 1980-81, is concerned about the possibility
of prices rising above economic levels in the later years of the

target period against the background of a continuing fall in the
expected level of electricity demand. This is being considered in

the review of progress against the target which is currently under
way. Pending the outcome of that review, the industry has assumed
Price increases which will maintain the return achieved in 1980-81
(about 1.5%) and which when averaged across the 3 years would fall
somewhat short of the existing target. Prices would need to be

raised by an additional 4% across the board in April 1982 if the
present target is to be achieved, with the danger that prices would
exceed the industry's estimate of long-run marginal cost. Moreover
planned expenditure on Heysham IT is higher than previously expected
in the earlier years of construction, though following discussions
with the industry capital investment expectations as a whole are
almost unchanged. |

Scottish Electricity Boards

Internal resources are forecast to be lower than before because of
lower sales and smaller tariff increases. In addition there is
some increase in investment by the South of Scotland Electricity
Board in 1982-83, mainly caused by higher spending on Torness.

British Gas

Excluding the effect of the gas levy, the main factor affecting
requirements is a large fall in expected revenues from gas sales.
This is primarily the result of the recession in the industrial
market. Though a fall in volume is forec%st“ghe main element is
the Corporatiom's assumption of lower price’rln gﬁe industrial market.
In addition the cost of gas to the Corporation is likely to be
higher than forecast. The Corporation is also proposing a level of
investment significantly above the level of figures published in
Cmnd 8175 (although not higher than forecast by the industry in
December 1980) in order to improve the supply/demand balance.

= 5=
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BNOC
Forecast financi
general reduction in expected : .
In addition the Corporation's inves 3 =
expenditure through the period on explora.lont,‘ . ail‘ange "
developments to replace declining p?od\'xctlon rom existing pI‘Odut
fields. Almost all of the Corporation's revenues‘and large Dany
of its capital expenditures are externally determined.

surpluses have declined, mainly becauge o
ng North Sea oil production_ 1€Vela‘
nt programme shows inCrens

Substantial increases in investment are planned chiefly as g Tegy

of revised estimates of the work required to modernise the Detyoy
and the costs of introducing new technology. Internal resourceg
are expected to fall as a-result of a lower level of tariff

increases planned in accordance with the revised financial target

Post Office

Substantial increases in investment are planned principally to
replace existing assets - notably outdated buildings (partly rels
to the letter mechanisation programme) and for modernising the
vehicle fleet to reduce maintenance expenditure. The ending of
the Post Office monopoly in certain business areas has led to

increased bids for investment in the competitive areas, particult
premium services.

British Rail

The industry hag experienced a
which, with the continuing depr
has severely worsened its finan,

a.;chieving an early improvement
in Cmnd 8175) arpe now remote,

British Shi: builders
The industry hag mage
the Trident Programme
fisurea in Cmng 8175.
in advance of decisio
and the Defence Expe:

sharp fall in passenger traffic

essed state of the freight businef
cial position. The prospects for
in internal resources (as projectt

a bid for investment, much of it related ¥
which substantially exceeds the notional
Financing Tequirementg cannot be settled

08 in the 'context of the 1 e
, 81 ¢ te F
nditure Reviey, : i

. _s_m

—
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12. The Temaining industries have made only small bids for

additional finance, 4 number have sharply reduced their projected

investment in line wi
finan

th lower revenue forecasts. A .reduced
¢1ng Tequirement is shown by British Airways for the whole
ITR period, and by British Airports Authority for 1982-83.

13. British Steel Corporation's medium-term plan is still being

formulated and ig expected in the autumn. In its absence it has
been assumed that the Corporation's investments will be restricted
to necessary replacement (at existing capacity levels) and parti-
cipation in joint ventures with the private sector where this will
lead to rationalisation of capacity.

Economic Assumptions

14. 1In accordance with prast practice the industries have made
their own assumptions about the economy. They are generally more
optimistic than the Treasury about economic growth, particularly

the Post Office, British Gas, the electricity supply industry and
British Airways. Their forecasts of inflation are more pessimistic
than the Treasury's working assumptions, although they are generally
within the range of outside forecasts. To bring their assumptions
into line with Treasury forecasts would on balance be likely to
increase still further the bid for additional finance.

The indus-
tries' assumptions on pay increases are in general linked with their
assumptions about inflation. Although pay assumptions have been
questioned in the IFR discussions, the general issue of whether to
reduce the industries' bids on grounds linked specifically to pay
assumptions is best considered when EFLs for 1982-83 are under
consideration in the autumn.

Reducing NIs' Contribution to the Planning Total

15. The main options are reducing current costs; increasing tariffs;
reducing levels of investment; and increasing disposals (includi
privatisation): ‘
i) Reducing current costs. This is undoubtedly the best
option, because it does not simply transfer the burden to the
consumer or the Government, and is one where continuing pressure
on the industries is required. Although a number of the indus—
tries have reduced their manpower there undoubtedly remains

CONFIDENTTAT,
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considerable scope for improvements in e%‘ficienc.;y, {18 Mg
reports confirm, particularly am?ng.thehlnéustrles insulay,
from competitive pressure. But it is dlfflcult.; %‘or Depal‘tm,
to convert these findings into early and quantlf.lable savy
In addition to increasing competition where possible, by
increasing use of MiIC and consultancy investigations, the oy
way of encouraging the industries to reduce current cogtg 18
through tight EFLs which can act as stimulants to °°5t-savin&
Performance aims should also help, though progress in introm
cing them has been slow.

ii) Increasing tariffs. This is a possible course in the cag
of monopoly industries although Ministers will want to avoiq
a repetition of 1980-81, when nationalised industry prices
increased at about double the rate of the RPI. Some scope fg
increase remains particularly in domestic gas prices which ay
still well below economic levels (though the plans already
assume a 10% real increase in 1982-83) ; and possibly in
electricity where the industry's performance is forecast to
run below present financial targets. However, there have bee
significant moves to reduce under-pricing over the last two
years. Moreover, the fact that the NEDC report demonstrated
that certain large UK industrial consumers of energy pay moré
fv?r ?nersy than some of their competitors abroad makes it
dlfﬁc“}t Yo make large increases in this area (though it is
;::: :::::zi:‘::tigol;::zederesi):raint in industrial gas pricé
A ) o :e::iai Eizr the British éteel
e s et . opean steel price level

10 achieving a continuing improvement in financié
Tesults. In the case of British Tel i
PR elecom the scope for price
o yond those already assumed will depend on the
ermment's decisions on the Beesl
€Y report and on whether;

in the ap, :

o tOB:::ed:f c:mpetitlon, it would be acceptable to alld
mestic congum /

RPT. £ er to rise more quickly than thé
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higher discount rates. However investment appraisal by the

industries ig variable and the result of past investment has
frequently been disappointing. Since much of it is to provide ‘
increased capacity, for modernisation and quality improvement

and for cost-saving, and should in theory lead to better

financial performance and improved productivity, substantial 1 l
cuts are in principle undesirable. At an aggregate level,

the investment of the industries had held up well (in contrast
to the private sector) and there are few signs that, with some
exceptions mainly among the smaller industries (notably

National Bus Company and British Transport Docks Board), the
industries have thought it necessary to reduce investment in
line with falling revenues. In particular there are substan-
tial additions proposed by British Gas, BNOC, British Telecom,
Post Office and British Shipbuilders. In discussion between
Departments the bids by the Post Office, British Telecom and
British Airports Authority have been reduced. In the Treasury's
view further action to hold investment at or closer to Cmnd 8175
levels could be taken by BNOC, BGC, and the Post Office |
(although at the price of deferring the benefits of increased
mechanisation) and by British Telecom by lower levels of
investment in areas not directly related to mechanisation and |
by slowing the planned growth in the network while still

allowing modernisation to go ahead to plan. The industries

have already had approval for up to 85% of the investment
programmes set out in Cmnd 8175 (Table 3.2) but in principle
investment could be held at this level.

iv) Disposals & privatisation. The figures for each industry
take no account of the possibility of full privatisation i.e.
flotation; disposals counting towards special sales of assets;
or introduction of private capital in joint ventures or sub-
sidiaries. Moves of this kind would help to reduce the PSBR

directly (by contributing to the disposals target) but
might in particular cases make the industry's financing
position worse by depriving them of profitable activities.

Alternatively the industry might retain a share of the proceeds
which would reduce future financing requirements. However any

o
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able scope for improvements in efficiency, ag M1
particularly among the industries inaulat
from competitive pressure. But it is difficul‘.c FOI‘ Departm,m
to convert these findings into early and quantlf?able Savigg,
Tn addition to increasing competition where ;.mssuble’ by ,
increasing use of IMMC and consultancy investigations, tpe g
way of encouraging the industries to reduce current costg s
through tight EFLs which can act as stimulants to cost-’savin&
Performance aims should also help, though progress in 1ntzog
cing them has been slow.

consider

reports confirm, ()

ii) Increasing tariffs. This is a possible course in the cag
of monopoly industries although Ministers will want to avoiq
a repetition of 1980-81, when nationalised industry prices
increased at about double the rate of the RPI. Some scope fy
increase remains particularly in domestic gas prices which ay
still well below economic levels (though the plans already
assume a 10% real increase in 1982-83); and possibly in
electricity where the industry's performance is forecast to
run below present financial targets. However, there have bee
significant moves to reduce under-pricing over the last two
years. Moreover, the fact that the NEDC report demonstrated
that certain large UK industrial consumers of energy pay moré
for energy than some of their competitors abroad makes it
difficult to make large increase
:’:i: ::i::zi:::t i:o::inued restraint in industrial gas pricé
Cony gt e w t:: years). For the British Steel
is critical in achievi ki ?uro;fean fsnk rioe 1eve}
results. In the case :: ;rc.:ontinumg fEEPYRNARE, 4n. finm.mld
increases beyond those . e R
Graaiii) i08e already assumed will depend on the

8 decisions on the Beesle
: Y report and on whether

s in this area (though it is

in the absence of c
ompetition, it would b 110
Prices to the domestic consum;r S Ffeptabla Lo @

to rise more quickly than thé

&re generally intendeq t "ue industries investment programé

© €arn a 5% real rate of return: t0
!
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ﬁicher discount rates. However investment appraisal by the
industries is variable and the result of past investment has
frequently been disappointing. Since much of it is to provide
increased capacity, for modernisation and quality improvement
and for cost-saving, and should in theory lead to better
financial performance and improved productivity, substantial
cuts are in principle undesirable. At an aggregate level,

the investment of the industries had held up well (in contrast
to the private sector) and there are few signs that, with some
exceptions mainly among the smaller industries (notably
National Bus Company and British Transport Docks Board), the
industries have thought it necessary to reduce investment in
line with falling revenues. In particular there are substan-
tial additions proposed by British Gas, BNOC, British Telecom,
Post Office and British Shipbuilders. In discussion between
Departments the bids by the Post Office, British Telecom and
British Airports Authority have been reduced. In the Treasury's
view further action to hold investment at or closer to Cmnd 8175
levels could be taken by BNOC, BGC, and the Post Office
(although at the price of deferring the benefits of increased
mechanisation) and by British Telecom by lower levels of
investment in areas not directly related to mechanisation and
by slowing the planned growth in the network while still
allowing modernisation to go ahead to plan. The industries
have already had approval for up to 85% of the investment
programmes set out in Cmnd 8175 (Table 3.2) but in principle
investment could be held at this level.

iv) Disposals & privatisation. The figures for each industry

take no account of the possibility of full privatisation i.e.
flotation; disposals counting towards special sales of assets;
or introduction of private capital in joint ventures or sub-
sidiaries. Moves of this kind would help to reduce the PSBR
directly (by contributing to the disposals target) but
might in particular cases make the industry's financing
position worse by depriving them of profitable activities.
Alternatively the industry might retain a share of the proceeds
which would reduce future financing requirementg. However any

ol
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t allowing the industry to retain all or papt of 4 CONFIDENTIAL
arrangemen 1sposals should not be allowed to weaken tyg

d . .
proceeds of In practice those Industpj,

discipline imposed by the EFL. L . to agree that in the case of the National Coal Board the

~ .
which are candidates for early privatls » Nationg) EFL for 1982-83, the financing requirements for the later years
sh Transport Docks Board) are not and the investment plans should be considered separately.

to 85% and 70% for the two later years);
iv)

eight Company, Briti :
Fl"gngi‘icant net borrowers. There 1s some scope for futupe
si|

disposals (British Rail) and for joint venture.s FBl‘itish Tely
British Steel Corporation). In the case of British Telecop
the figures included in the IFR already allow for some Teven,
from privatisation in 1983-84 and 1984-85.

16. Against the background of the Government's stated wish to
reduce expenditure totals, the scale of the industries' additiona)
financing bids poses especially serious - indeed in the Treasury's
view unacceptable - problems. Ministers will need to consider hoy
far it is possible to hold the industries' requirements for finang
to levels much nearer those set out in Cmnd 8175. To this end
Treasury officials consider that there are further actions by the
industries (@ainly lower levels of investment or tariff increases)
which will need to be seriously considered.

Conclusion

17. Ministers are invited:

i) to-note the threat to the public expenditure totals in
Cnnd 8175 as a result of the revised financing requirements
of the nationaliseq in.dustries;

i) to decide how far it is possible to hold these requirenest
at or close to Cmnd 8175 levels ang the basis on which this
should be done;

iii) in the light of decisions on (ii):

a) to aPPTove on a provisio

; mal basis the financi
Tequirements of the ),

individual industries as a basis £0°
2-83 in the autumn; and to agree
T Jears as an input into the next
Public expenditure White Paper; i
- B ito FIDENT
% .@No:h: investment totalg £or the industries f¥ m
Jears . he IFR (althougn authority would be 1i#
e 10 -
COMIDENTIL];,
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1981 INVESTMENT AND FINANCING REVIEW

Capita’ quirements Internal Resources and External Finance : Changes on Cmnd 8175

Capital Requirements Internal Resources External Finance
1982-83 | 1983-84 1984-85 | 1982-8)4L 1983-84 | 1984-85 1982-83 1983-84 1984-85
1 !
T
- 55 + 62 - 5 | -598 | -702 I - 651 + 543 I + 764 + 646
< 3 + 8 +233 | -293 | -202 | -3 + 2 + 300 . 3%
+ 16 7. ¢11!-10 =245 Ml =12 + 26 + 22 + 28
27 10 - b5 - b3 56 - 73 + 70 + 66 + 28
+ 138 + b1 + 112 - 914 -1060 - 960 +1052 +1201 +1072
+ 50 + 9 + 237 - 150 - 192 - 82 + 201 + 283 + k19
o 0 0 + 36 - 89 - 7 - 36 + 89 + 7%
+ 192 + 389 + 608 - 293 - 189 - 62 + 485 + 577 + 545
+ 63 + b3 + 46 + 22 + 36 + b2 + b2 35 59 2
= 2 - 6 - b - 3 - - 2 S it o
- 6 - - n + 0 + 8 + 55 - & - xR - 66
- 10 + b7 + 43 ©0 1 Y| + 27 - n + 37 + 16
- 13 - 29 - 7 - 239 - 264 - 279 + 226 + 235 + 263
=) =9 =9 - 13 =R - n + 3 ¥ .3 + 2
+ b 44 b 4 85 - 4 - 6 = 3 ) 9 + 10
- 15 - n - 9 - 17 - b - W e 1 b + 6
e L o - 18 - 2 - 30 - 24 <gA2 | & 18 E [
= o <A < 45 2 - 13 S O ) + 2 + R
mruso‘ + 102 + 78 + 3 + 21 + 48 i + 58 + 81 + 30
T ‘ T
4817 +1258 -2513 -2848  -2166 | +2908 +3665 43424
| %




NATIONALISED INDUSTRIES ~FINANCING OF CAPITAL REQUIREMENTS

£ million cash terms

1976=77 | 1977-78 | 1978-79 | 1979-80 | 1980-81 | 1981-82 | 1982-83 | 1983-84 | 1984-85

Government lending(net)
Loans -216 | =700 =171 673 770 1,293 1,017 776 762
PDC and issues under

Section 18 of the Iron
and Steel Act 1975 500 482 864 1,184 1,353 824 610 627 610

Total 284 -218 693 1,857 2,123 2,117 1,627 1,403 1,372

Overseas and market

borrowing (net)
Overseas 1,346 456 82 -285 -142 =287 89 346 273
Market =95 = 9 -747 =122 18 23 67 =45
S i 17 | ue8 355 | 701 -97 131 429 76 -2
Total 1,268 924 L4l46 =33 =361 -138 Sk1 489 226
Total net borrowing 1,552 706 1,139 | 1,526 1,762 1,979 2,168 1,892 1,598
Grants 691 710 881 1,087 1,092 1,531 1,760 1,829 1,876
_Total external finance 2,23 | 1,416 2,020 | 2,613 2,854 [ 3,510 | 3,928 [ 3,220 [ 3,478
Total internal resources 2,139 | 2,146 2,436 1,927 2,713 3,425 4,899 6,028 7,160
~ Total capital requirements 4,382 | 3,562 4,456 4,540 5,567 6,935 8,827 9,749 10,634

i

Note (iXor the purpose of constructing aggregate figures, it has been assumed that, for NCB and BRB, total net borrowing is
‘allocated between categories in the same proportions as in Cmnd 8175; and that, for BSC, the changes since Cmnd 8175 implied
by the working assumption of a £350m external financing figure in each year have all been met by adjustments in Section 18
(ii) The figures for total capital requirements in 1982-83, 1983-84, and 1984~85 are before allowing for shortfall. The
shortfall of £500m a year in Cmnd 8175 (1980 Survey Prices) would imply respective reductions of £703m, £745m and
£782m, bringing the totals to £8,12lm, £9,004m, and £9,852m.
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NATIONALISED INDUSTRIES IREMENTS. Appendix A Table

£ million (cash terms)
! 1976-77 1977-78 1978-79 1979-80 1980-81 1981-82 ‘ 1982-83 ‘ 1983-84 \ 1984-85 \
Expenditure on fixed assets in the UK

National Coal Board 300 364 495 665 810 805 1,022 1,133 1,270
Electricity Council and Boards 704 671 7s 834 982 1197 1,419 1,584 1,8%
North of Scotland Hyro-Electric Board 7% 63 48 u6 u3 45 56 52 57
South of Scotland Electricity Board 56 43 53 65 132 2% 421 3k 403
British Gas Corporation n 235 e 402 568 685 989 1,00 99
British National Oil Corporation 160 206 43 218 212 363 4sh 503 6720

British Steel Corporation 59 502 3% 289 178 198 = - =
British Telecon 816 ™ 93 1,25 1,548 1,927 2,537 2,977 3,261
Post Office 39 35 42 6 2% 135 1720 156 164
Girobank - 1 Is 5 8 12 10 6 6
British Airvays Board 156 202 219 289 276 205 249 348 367
3 b2 37 33 S 79 106 167 190 221
248 381 334 8 455 540 600
8 13 10 n 15 17 19
2 6 ? 7 8 9
23 36 43 us w8 53
40 64 54 66 81 9N
10 16 1 2 15 14
60 92 120
8,156 9,225 10,166
67 S524 468
~10; -145 - 782

8,124 9,004 9,852

+394 +815 +1253




’[ » CONFlDENTlAL APPENDIX A TABLE &4

NATIONALISED INDUSTRIES : TOTAL NET BORROWING AND LEASING

£million cash terms

1979-80 1980-81 1981-82 1982-83 1983-84 1984-85

. jonal Coal Board S 571 706 798 732
otricity Council and Boards 184 132 =174 -231 -350 -346
of Scotland Hydro-Electric
g;fr\d 48 26 18 43 35 40
Lith of scotland Electricity 5
‘;ard 55 32 7T 265 280 242
ﬁ-itish Gas Corporation =447 400 116 192 -60 -252
stish National Oil Corporation -27 =217 -221 -60 -62 57
Jitisn Steel Corporation 579 1,119 730 350%  350%  350%
pitish Telecom 270 -109 500 516 543 509
pst Office =335 -6 19 27 -8 -13
{robank 3 4 12 4 - -1
ritish Airways Board 174 304 101 86 124 99
ritish Airports Authority -1 18 13 61 55 35
ritish Railways Board 27 121 125 o4 63 48
ritish Transport Docks Board -7 1 -5 -5 -5 -6
ritish Waterways Board 3 4 B 6 i7s
Btional Freight Company 17 6 3 -2 - 2
Btional Bus Company 20 19 15 24 25 23
tottish Transport Group -2 -9 -4 -1 - -2
ritish Aerospace 53 =3 - = < =
ritish Shipbuilders 205 139 89 92 99 74
Total 1,526 1,762 1,980 2,168 1,892 1,598
bange on Cung 8175 L 47 +936 +2272 +3115 42775

Se
€ footnote in Appendix B BSC text.
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APPENDIX A TABLE 5
NATIONALISED INDUSTRIES : GRANTS

! £million cuh terms .
1979-80  1980-81  1981-82 1982-83  1983-84  1984-85
tional Coal Board 2hk 243 546 614 606 586
Natl! 3
| ctricity Council and Boards 5 8 9 12 "
£l

a1’
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NATIONALISED INDUSTRIES' INVESTMENT AND
FINANCING REVIEW 1981

pPPENDIX B : INDIVIDUAL INDUSTRY ANNEXES
A

gection
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Industry

NATIONAL COAL BOARD

ELECTRICITY COUNCIL AND BOARDS

NORTH OF SCOTLAND HYDRO-ELECTRIC BOARD
SOUTH OF SCOTLAND ELECTRICITY BOARD

BRITISH GAS CORPORATION

BRITISH NATIONAL OIL CORPORATION

BRITISH STEEL CORPORATION

BRITISH TELECOM

POST OFFICE

NATIONAL GIROBANK

BRITISH AIRWAYS BOARD

BRITISH AIRPORTS AUTHORITY 3
BRITISH RAILWAYS BOARD

BRITISH TRANSPORT DOCKS BOARD
BRITISH WATERWAYS BOARD
NATIONAL FREIGHT COMPANY
NATIONAL BUS COMPANY
SCOTTISH TRANSPORT GROUP
BRITISH SHIPBUILDERS
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APPENDIX B
SECTION 1

NATIONAL COAL BOARD

Table B.1.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85

1. Fixed assets in UK 805(-83) 1022 (+25) 1133 (+49) 1270
% Other 12 (+41) -4(-80) 31(+13) -118

TOTAL (1+2 817(-42) 1018(-55) 1164 (+62) 1152
Financed by
3. Internal resources -300(-273) -302(-598) -240(-702) -166
4. Grants 546 (+279) 614 (+458) 606 (+492) 586
5. Leasing 8(+1)
6. Short-term -(-42)

borrowing 706 (+85) 798 (+272) 732
7. Long and medium

term borrowing 563(-7)
Total external finance

(4+5+6+7) 1117 (+231) 1320(+543) 1404 (+764) 1318

The Board's external finance requirement for 1980-81 was £884 million, £52 million more
than their EFL of £832 million. A major reason for the excess was higher stockbuilding
because of lower than expected sales combined with high output. In an effort to keep within

their EFL, the Board increased exports to 4.7 mt compared with 2.5 mt in 1979-80 but stocks
still rose by 9 mt.

2. The Secretary of State for Energy announced on 16 June the outcome of his review of
the NCB's financial position for 1981-82 following the withdrawal in February of the Board's
accelerated pit closure plans and the decision to reduce coal imports to minimum
Practicable levels. The previously announced EFL of £886 million has been raised to
SL,117 milion, Within this sum, grants to offset the Board's revenue losses will be some

£450 ming ; illi
0 million, in addition to social grants of some £100 million.

3.

i NCB's medium-term prospectus for 1982-83 onwards was received at the end of

o o5t ek iy July. The bids for external finance over the IFR period are between

un::,:x;ii:iomwso million above Cmnd 8175 revalued in each year. The figures and the
§ assumptions are now being discussed with the Board and are highly provisional.

£5




’ APPENDIX B
SECTION 2

gLECTR!Cm (ENGLAND AND WALES)
2.

Table B.2.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85

L. Fixed assets in UK 1197 (-24) 1419 (+101) 1584(+128) 1850
- 28(+22) 88(-123) 87(-1200 130

TOTAL (1+2) 1225(-2) 1507 (-22) 1671(+8) 1980
Financed by e 1t
3. Internal resources 1390 (-47) 1726(-293)  2010(-292) 315 .
i 9(-1) 12(-)
N aine 43(+3) 32(-12)
6. Short-term borrowing -93(-) 36(+40)

7. Long and medium g
term borrowing -124(+43) -238(+303) .

Total external finance

(4+5+6+7) -165'1) (+45) -219(+270)

8. Industries general inflation
assumption (%) 13 10

(Change on Cmnd 8175
attributable to this) - (-21)

MEMORANDUM

9+  Assumed increase in
Paybill (%) 8.2
10.  Assumed increase
in tariff (%) 13
Perforqnnce against
target (2)
Target path:
Latest forecast:

1015

Target is for ay of

er; rate of
Cost over the 3 ”ﬁ 1980 5
T farget path: " a 1.65% ra




9
1 00 tlook/market prospects
u

gstimates of the demand for electricity have fallen since last year, and in the early years of
she Review are some 4 per cent lower than those underlying last year's IFR. Currently, the
ndustry are expecting the recession to bottom out later this year and are forecasting an
ncrease in demand of just under 1 per cent in 1981-82 compared with 1980-81. Electricity
demand is forecast to increase by the end of their seven year planning period roughly to
levels estimated last year. There are obvious uncertainties here, and the estimates are
peing kept under review with the Electricity Council.

2. Against this background of lower than expected demand, together with changes in cost
assumptions, the electricity supply industry is reviewing prospects for achievement of its
financial target agreed in early 1980 (an average annual rate of return of 1.8 per cent over
three years on net assets valued at current cost). The results of these studies are expected

towards the end of the year.

3. The industry has been the subject of two major reports since the last Review. In
February 1981, the Select Committee on Energy reported on "The Government's statement
on the new nuclear power programme"; a reply is being prepared. The generation and
transmission of bulk supplies of electricity by the CEGB was the subject of an investigation
by the MMC published in May 1981; the Commission's findings and recommendations are
being studied by the Department. The Secretary of State had asked the Electricity Council
in July 1980 to undertake a review of the industry's Bulk Supply Tariff taking into account

the views of major consumers; this should be completed by the end of the year.

Investment plans

4 The esi's investment in fixed assets in the UK is estimated to rise from £1,197 million
(outturn) in 1981-82 (or £1,097 million at constant average 1980-81 prices) to £1,850 million
in 1984-85 (£1,217 million, constant prices).

5. Some three-quarters of the industry's investment is accounted for by the CEGB, and
three-quarters of this is for main generating plant. A large proportion of this, and highest in

t! 5 ) q i
he early years of the Review, is for the completion of stations y under
viz;

Table B.2.2

%

1982-83  1983-84
Stations cloge to completion o -
Drax 19 %
Hehham I 2 = ;

R
Total, Stations under construction __1.8_———61—

=

L &)



6. Decisions on thi be commissioned as soon as possible to achieve economic benefiy,
:‘;‘:::‘:’;c‘::: :rerea year ago that Heysham II- which accounts fOl'-Dne—third of the
Board's investment in 1982-84 - should proceed, on the ground.s th-at it fvas expecteq
ultimately to result in a reduction in the industry's costs, and for wider industrial and energy

policy reasons. The CEGB's programme also includes provision for a C,ross (?ham‘\el Link
with Electricite de France. This is justified on grounds of cost reducno'n'(prlmanly from
energy trading, but also from the advanced retirement of old plant). Ministers agreeq t6
investment approval in July 1980, on condition that the capital cost was met from savingg
elsewhere in the programme. To meet this condition, the industry have deferred plans for
the replanting of the coal station at Drakelow; in addition, for 1984-85, adjustments have

been made to the proposals for nuclear stations after Sizewell.

7.  CEGB expenditure on transmission projects accounts for 10-15 per cent of the Board's

a

expenditure. This is required to meet the changing pattern of d and to ensure a secure

system of supply. The changing pattern as older stations are retired and new ones

commissioned is also relevant.

8.  Some 40-50 per cent of investment by the Area Electricity Boards is for new business

which the Boards are statutorily required to supply and to which consumers contribute a

proportion of the costs. A further 35 per cent is for reinforcement of the existing system to

ensure safety and security of supply.

reasons why this expenditure is needed.

Closure of CEGB Power stations is one of the main

9. The further reduction in the demand for electr;

means that the industry may need to take
the planning margin of 28 per cent.

icity now forecast for the early 1980's

steps to keep its plant margin down in line with

In the autumn of 1981, the Board will
and up to a further 3 GW could be
S, the plant margin should be close to

4 GW of plant fro;
withdrawn in the following year.

28 per cent by 1987-gg;

m the system;
On current estimate:

Table B.2.3
1987-88

demand to pe supplied f, === 1988-89
CEGB plant (GW) b ] i
maxi 5

aximum outpyt capacity (Gw) i 46.4
Plant margin (%) i 59.4

&3 29

i

s plant have already been taken (in some cases many years ago), anq ! 0
is plan

. -

0. In their original IFR return, the esi estimated that their capital investment would be

¢1481 million (outturn) in 1982-83 and £1694 million in 1983-84. This represented an
. crease in expenditure when compared with Cmnd 8175, and was due to increased
in — e

equirements of £120 million and £110 million respectively by the CEGB (industry's outturn;
r

£102 million and £86 million at constant March 1981 prices). These increases were partly
offset by reductions of £46 million and £35 million by the Electricity Boards (£39 million and
£27 million at March 1981 prices). The increases primarily reflect a changed incidence of
expenditure for Heysham II following the outcome of detailed contractual negotiations with
plant manufacturers (the CEGB advise that there will be consequential reductions in the
later years of the station's construction), together with an estimated increase in spend in

1982-83 on stations currently under construction.

11. Officials have discussed with the CEGB the scope for reducing the Board's capital
expenditure on 1982-83 and 1983-84, and have identified the following possible savings:

1982-83 1983-84
slippage in PWR timetable 15(13) 51(40)
fast reactor collaboration 6(5) 6(5)
reductions in transmission and
miscellaneous expenditure 40(34) 53(41)
61(52) 110(86)

(i) reductions in PWR expenditure are the result of an assumed slippage of 5-
6 months in the PWR timetable. The timetable is, however, still uncertain, and
the Department of Energy wish to reserve the position of Energy Ministers on

the PWR pending further advice from the nuclear industry;

(i)  because of the highly uncertain situation over fast reactor collaboration, the
Provision of £6 million annually has been excluded; it is unlikely to be needed in

the near future;

(i) the remainder of the reductions come from reductions in the industry's
transmission expenditure (primarily reinforcement of bulk supply points); from
deferment of expenditure on the re-boilering of Drakelow C and a coal import
facility; and from global reductions in the Board's miscellaneous capital
expenditure, where specific projects to be cut have yet to be identified.

" The CEGB's programme is dominated by a small number of very large capital projects,

i the S€oPe for making reductions here at times of constraints on capital is small. Over

i 2 years, pressures have increased on the industry to cut back on capital

=



pave effectively meant that it has been smaller projects whq,
ave

in the Board's programme of miscellanegyg h

and any further cutback would be “kEly
f

investment, and these
cuts outlined above

projects have further tightened the squeeze,
the dropping of schemes which are req

Pity

thy
uired to have a payback Within the
L

been squeezed. The

say, to result in

issioning using a 15 per cent test discount rate.
mm

Further reductigy .
years of co ;

ssion schemes could probably be achieved only by deferring tae Board's plant Closy,

transmi

(and thus foregoing the associated savings) or through accepting lower levelg
gramme

Pro,

supply security.

13. The net effect of the measures listed in paragraph 11 is to reduce the CEGB's Capity
expenditure by £61 million and £110 million (outturn). Taking into account reductions j,
Area Boards' Capital spend, the esi's total capital investment, when compared yjy
Cmnd 8175, would be increased by £13 million in 1982-83 but reduced by £35 million in 19g;.
84 (€11 million and £27 million in March 1981 prices). These figures - which have not beey
agreed with the Electricity Council - have been included in the industry's bids discusse
below. (Consequential effects for 1984-85 have not been discussed with the industry,
figures for that year therefore reflect their original IFR return).

Financing

14. The esi's EFL for 1980-81 was set at £187 million. Final outturn - at £140 million-

was £47 million within the limit, primarily because tariff increases to quarterly billed

(mainly domestic) consumers were based on a forecast fuel price which in the event provel

to be too high. The return on net assets is estimated to have been 1.65 per cent (comparel

to 0.9 per cent planned when the financial target was set in January 1980) but with lowe
-sa]es (down 7 per cent on target assumptions), lower costs (down 4 per cent), and lowe
income (down 3 per cent).

15. The industry has agreed to use its best ende.

avours to meet its EFL of -£165 million {of
1981-82 (reduced from'-£210 million,

the difference to be used to lower tariffs for largt

industrial consumers), This intent has

thus for IFR purposes an adjust

areas;
ment has been made to debtors less creditors.

f
hi,‘

5
Yet to be translated into figures for action in specifi

are:

(ii)

The industry's figures for external financing requirements for the years beyond 1981-82

Table B.2.5

= DsL.d

£ million estimated outturn

1982-83 1983-84 1984-85
Cmnd 8175 (revalued)
(using PESC (81) 7 assumptions) -489 -639 -671%
Industry's bid as modified (see para 12) -219 -339 -335
— N Gcu e
Increase over Cmnd 8175 revalued +270 +300 +336%
* Represents 1983-84 baseline revalued by 5 per cent
The industry's figures show a significant reduction, from 1982-83 onwards, in the level

of forecast net repayments over those implied by Cmnd 8175. This is due to three factors:

(i) pending the outcome of the industry's studies on the financial target, the esi are

assuming for planning purposes the following rates of return:

Table B.2.6

% return

1980-81 1981-82 1982-83  1983-84
current assumptions 1.65 1535 1.6 1.6
original target 0.9 2.0 2.5 =
These rates of return are based on the following assumptions:

1981-82  1982-83 1983-84 1984-85
prices, % 13 12 13 12
general inflation, % 13 10 10 10

One effect of the lower rates of return is the lower level of internal resources
now expected by the Council. However, the industry are concerned that prices
should not rise above economic levels: indications are that prices rose towards
economic levels considerably faster last year than had been assumed in the
target discussions. According to the MMC report, a recent calculation by the
CEGB indicates that the current bulk supply tariff now reflects the Board's
interpretation of long-run marginal costs. The existing 3-year target could, on
the price increases above, only be achieved by a further increase of about 4 per

cent in April 1983 in addition to those indicated above.

The continuing fall in the expected level of electricity d d. However,
demand could well turn out to be even lower than the industry are forecasting.



tect of a 1 per cent fall in demand is to increase the industry's eXtep,
The effec

financing requirements by:

1981-82  1982-83  1983-g4 19845,
£m _ 20-60  25-80  30-1000 m
outturn prices

(The 1 end of the ranges assumes that the change is perceived in time g,, th
e lower 3

industry to reduce its fuel purchases.)

18. On current estimates, the esi plan to make the following net repayments:
Table B.2.8

(Em, outturn prices)

1981-82  1982-83 1983-84 M
Foreign debt 121 49 22 27
NLF debt 6 189 208 333

Financing constraints

19. The Department of Energy consider that the electricity supply industry ha
experienced, over the past 2-3 years, considerable pressure to cut back not only it

investment but also its other operating costs, and that the scope for further reductions in

the industry's financing requirements is very limited. As regards capital expenditure, a large
proportion (see paragraph 5) of the CEGB's capital investment pProgramme is for large power
station projects which have already started, which h:
and which should be completed as soon as Ppossib
economic benefit. In addition,

ave binding contractual commitments,
le for the achievement of maximun
the Board are asking for extra capital in 1982-84 to meet the
ture on Heysham I,

Constraints on capital spending would the;
which, however, make up only a smal] Proportion of t|
could ultimately affect the reliability of plant oper
already reduced their capital Programmes for 1982
the Department's view, very small if the safety an,
and the statutory obligation to supply new consume;

chAanged incidence of expendi a project to which they attach high
Priority. refore fall on the many small projects
he Board's investment. Reductions heré
ation. The Area Electricity Boards havt

~84, and the scope for further cuts is, ¥

d security of supply is not to be iml’aiﬂd|
TS s to be fulfilled, |

0. As regards curr

o iy Programmes to minimise its operating costs, and L
o these S BBR return. The Crip, man le, *¥
by some 4 per cent in 198 i o o o

0-81
repair and Maintenance Programm, » 2nd there are Plans for further plast

reductions.
s have been reduceq,

Many of these reductions have be®’
and the De

Partment of Energy consid®
of plant breakdown,

2-¢

21.

The options for reductions are as follows:
he

(i)

(ii)

(iii)

Higher tariffs.

The industry are concerned that any further tariff increases above those in

paragraph 16 might take prices above economic levels. However, an additional

1 per cent and 5 per cent on tariff

increases each year would reduce the
industry's external financing requirements by:

Table B.2.9

£ million outturn prices

1982-83 1983-84 1984-85
extra 1% p.a. 45 102 180
extra 5% p.a. 217 494 847

(Note: Figures assume that each 1 per cent increase causes 0.3 per cent
decline in demand. No allowance has been made for any consegential

reduction in the industry's fuel purchases).

Stopping work on the Isle of Grain Power Station

The CEGB have advised that stopping work on Grain would result in savings of
about 50 per cent of planned future expenditure after deducting compensation
payments etc. The savings could be of the following order, but accurate figures

would have to await further discussion with the Board:

Table B.2.10

£ million

1982-83 1983-84 1984-85
Outturn prices 14 8 10
7
(March 1981 prices 12 6 )

An economic assessment of the effect of continuing work on Grain is in

Preparation by the industry.

General squeeze on current/capital expenditure

This could be applied by reducing the industry's borrowing requirement by say:

Table B.2.12

1982-83 1983-84 1984-85
25 25 25
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APPENDIX B
SECTION 3/4

SCOTTISH ELECTRICITY BOARDS
3/4

NORTH_OF SCOTLAND HYDRO-ELECTRIC BOARD

3.

Table B.3.1

£ million estimated outturn
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 . 1984-85
Capital Requirements
1. Fixed assets in UK 45(+1) 56 (+8) 52(+3) _5?

2. Other 29(-6) 43(+8) 40(+4) ez =
TOTAL (1+2) 74(-5) 99(+16) 92(+7) 100
inanced by -
:.mulntemal resources 42(-5) 48(-10) 48(-15) 52

4. Grants 14(-) 8(+2) 9(-) i

5. Leasing 1(-) 1(-) X 1(-)

6. Short-term -23(-2) =(=) =(5)
borrowing

7. Long and medium 40 (+2) 42(+24)

term borrowing

Total external finance

—224 external finance
(4+5+6+7) 32(-) 51(+26)

8. Industries general
inflation assumption
(%)

(Change on Cmnd 8175

attributable to this (=)
MEMORANDUM
9. Assumeq increase in
Paybill (%) 11

Assumed increase
| tariff (o) 11

Performance against target -

10.

Ehadin ¢ b
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y 0 5COTTISH ELECTRICITY BOARDS
/4
|
OUTH OF SCOTLAND ELECTRICITY BOARD
sQUTH OF SCOTLAND ELECTRICITY BOARD

Table B.4.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85

Fixed assets in UK 234(-5) 421(+50) 434 (+2) 403
1.
2. Other -71(-5) -61(-23) -59(+8) -70
. TOTAL (1+2) 163(-10) 360 (+27) 375(+10) 333
Financed b
3”1;;1!31 resources 86 (-10) 95(-43) 95(-56) 91
4, Grants > 34 = -
5. Leasing = = - -
6. Short-term = - - -
. Long and medium
¢ te(;f] borrowing 77(-) 265(+70) 280(+66) 242

Total external finance

(4+5+6+7) 77(-) 265(+70) 280(+66) 242
8. Industries general

inflation assumption

(%) 13%5 11 10 10

(Change on Cmnd 8175

attributable to this) (=) (+8) (+16)
MEMORANDUM
9. Assumed increase in 9
Paybill (%) 11 10 10
Assumed increase 1
tariff (9) 11 11 11

Performance against target - 3 o 2

10,

11,

(6]
utloog[Market Prospects

i 4L Boards are forecasting a small drop in sales in the current year compared with
78081 ang for the remainder of the review period their sales forecasts envisage average
::w'h Shanout 1.4 per cent per annum. The assumption underlying the White Paper

Ccastg Was arounq 2 per cent per annum. No financial target has yet been set for the

3~
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i continuing about pricing polic ), bu o
Boards (discussions ar Y

nt on average net CCA assets in the current year, rising tq “’Ounq
1 per ce
return of around

1.5 per cent at the end of the period.

Investment AN
T e investment programme of the two g

2. In volume terms some 67.5 per cent of the ) Oards
s ars to 1984-85 is accounted for by the Torness AGR which jg the
e t for about 10.5

i j accoun . er ¢

respansibility of the SSEB. Other generation projects ok
transmission and distribution investment for about 22 per cent. The Torness Project i
proceeding on schedule and within budget. The increase in the SSEB's expenditure on fixeq
assets in 1982-83 compared with last year's forecasts is mainly caused by higher spending on
Torness, though the size of the increase appears exaggerated because the Board haye
assumed a higher rate of inflation than allowed for in the revaluation of Cmnd 8175 figures
to cash. Apart from this, the Boards' forecasts of expenditure on fixed assets show no
increase in real terms over last year's plans - the apparent increases for NSHEB and for
SSEB in 1983-84 result from the Boards' higher inflation assumptions. Roughly half the
expenditure on generation other than Torness consists of investment in modifications to
power stations to extend operating life or improve performance. In general this investment
yields real rates of return in excess of 10 per cent.
stages of completion of Peterhead Power Station,
capacity to meet growing demand on NSHEB'
€nergy sources (wind and hydro) to reduce syst
and distribution investment,

The remainder consists of the final
new investment in diesel generating
s island system and investment in alternative
€m operating costs. The planned transmission
which includes a small amount of miscellaneous investment in
offices, vehicles etc, is generally required to provide connections for new supplies and to

on of the system at an acceptable level of safety and reliability.

essential, but
and reduce the Boards'

S small investment in new run-of-

Projects would in
Profits in the medium term,

river hydro schemes (10,
by NSHEB is requireq 1,
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this includes further projects t°
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efficiency of power stations and the replacement of elderly distribution

jmprove the

equipment:

Financin

In 1980-81 the Boards budgeted for break-even in historic cost terms, in the absence of
4.

financial target, but in the event achieved a combined surplus of £27.5 million,
in.
; r of £868 million.

on a

The Boards' external financing requirements in 1980-81 were
turnove

illion and £32 million for NSHEB and SSEB respectively, compared with the EFLs of
£42 mi v

llion and £73 million, a combined undershoot of £57 million. This resulted mainly
£59 mi

lower than forecast working capital requirements, partly caused by lower fossil fuel
from

prices.

5 The Boards' internal resources forecasts assume a general inflation rate of 12 per cent
in the current year and 10 per cent thereafter, with 11 per cent tariff increases each year
from April 1982. Coal prices are expected to rise by 10 per cent in November 1981 and by
2 per cent per annum in real terms thereafter, and salaries to rise in line with general
inflation. The White Paper forecasts based on last year's review assumed much higher tariff
increases (a 10 per cent real increase over the 4 years 1981-85 against 2 per cent in the
current forecasts), because the Boards believed at that time that these would be required by
Government pricing policy. The current forecasts are closer to the Boards' own view of the
path tariffs should follow in the medium term. Combined with lower sales forecasts on last
year, the lower tariff increases result in a substantial reduction in the Boards' internal
resources. So, although the Boards' total capital requirements remain roughly constant in
real terms in 1982-83 and 1983-84 (and fall in 1984-85), their requirement for external

finance is significantly increased.

6. NSHEB's financing forecasts assume a continuing annual grant towards the Boar.d's
deficit on its supplies to the Invergordon smelter. Since this deficit is financed by borrowing
which is repaid on receipt of these grants, the latter have in themselves a neutral eff?ct on
public expenditure. The Board's NLF borrowing forecasts assume that the present dlsp.ute
With the British Aluminium Company (BACo) remains unresolved until the end of t-he p.eﬂOd-
If it were resolved sooner, and in the Board's favour, there could be a reduction in the

million.
Board's external financing requirement in one of the later years of as much as £50

mancing Constraints
2.(i) Tariffs

The Prospect for r

i t to be
eductions through higher tariff increases depends on decisions ye
tak,

ich hich should
g oncerning the Boards' financial target or targets and the pricing policy "’ Skl
“nderlie this, In tym these decisions will be strongly influenced by Ministers ‘d e
o i land an:
Creases in England and Wales; the electricity industry in Eng

= .
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r achievi
reviewing the prospects for

light of the results of the review. The Scottish Boards Considey
in the lig!

thay

bag,
they also argue that the further switch from eleﬂrici.
Y

pricing policy

bove the level in their forecasts would further depress sales ang exacer
tariff increases abo!

their problems of excess capacity;

hich would follow would be wrong in energy policy terms. However, the taple belg,,
to gas whic

e ' financing requirements if tariffs were rajs
shows the reduction in the Boards' external g . X

further 1 per cent and 5 per cent a year over the IFR period:

Table B.4.2

£ million (outturn prices)

1982-83 1983-84 1984-85

1% extra on NSHEB 2 5 8
tariffs p.a SSEB 15 23 31

Total 17 28 39
5% extra on NSHEB 8 19 31
tariffs p.a SSEB 35 57 93

Total 43 76 124
[Notes:

1per cent on tariffs assumed to cause 0.3 per cent loss of sales;

5 per cent on
tariffs assumed to result in nil growth in sales,

No account has been taken of any
consequential reductions in the Boards' working capital requirements. |
(i)  Capital Investment

Leaving aside Torness only about Sper cent of the Boards'

3 s p investment programme
( zo.mnmn £25 million a year) can be regarded as optional in t

he sense that it is not

would be difficult,

€ main scope for reducti;

(iii)

ons in current ey
largely ond Penditure liesin lower coal pri hich are
bey unm- control, La ot s coal prices, whic!

costs, N"Bth.le., a ‘% ount for only 16 Dex' cent or. 800k total
appli € on
4 by reducing the Boards' ext, otk ent and capital expenditure might P

ernal finance by £5 - 10 million a year.
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APPENDIX B
SECTION 5

BRITISH GAS CORPORATION

Table B.5.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
Capital Requirements
T Fixed assets in UK 685(-48) 989 (+97) 1041 (+207) 991
2. Other 154(+18) 252 (+41) 168 (-66) 242
TOTAL (1+2) 839(-30) 1241(+138) 1209 (+141) 1233
Financed by
<l Internal resources 723 (-536) 1049 (-914) 1269 (-1060) 1485
4. Grants - - - - = = o
. Leasing -11(-) -6(-) -3(-) -1
6. Short-term 166 (+126) 212(+237) -42(-18) -140
borrowing
T. Long and medium
term borrowing -39(+380) -14(+815) -15(+1219) -111
Total external finance
(4+5+6+7) +116 (+506) +192(+1052) -60(+1201) -252
8. Industries general
inflation assumption
(%) 14 11 9 9
(Change on Cmnd 8175 92
attributable to this) -33 -88 9
MEMORANDUM
9.  Assumed increase in
10.5
paybill (%) 12.7 10.3 9.8
10 : 12 1 1
+ Assumed increase 1 April 15
tariff (%) 1 October 10 10
11 2.6 2.9 3.6
+ Performance against target 1.3 s

(CCA return on assets:
target 3,59% average
1980-81 to 1982-83 (see
Para.13 below))

S
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L British Gas's forecast of demand is as follows, with the comparable figures in

Cmnd 8175 in brackets:-

Table B.5.2

illion therms 1981-82 198263 198384 1984-85
Domestic 8.7(8.7) 9.0(8.8) 9.35(9.0) 9.7
Commercial 2.2(2.3) 2.3(2.5) 2.4 (2.6) 2.5
Industrial 6.7(6.6) 6.9(7.1) 6.95(7.2)  6.85
Total 17.6(17.6) 18.2(18.4) 18.7 (18.8)  19.1

2, Domestic sales are up compared with the previous forecasts, M»com;lehl md
industrial sales are down due largely to the recession. Despite c

restrictions on new industrial contracts peak demand is forecast to
day in 1980-81 to 108m therms a day in 1983-84. The recession ! hahhlés!i:
potential level of demand, and hence the peak problem. The peak supply -
expected to remain tight until after 1983-84 with a possibility of supply
winter up to and including 1983-84.

Investment Plans

3.  British Gas require capital investment projects of are

AL y N 2
reinforcements investment in compressors etc., to show a poi‘fﬁ'é‘
10 per cent real. For non revenue (eg safety related) investments

to meet statutory obligations.

4.  The main components of the investment programm

|
Table B.5.3

v

Major Projects
Morecambe Bay
Rough

Pipelines al e
Gas Gathering Pipeline
Gas Storage rs o aAd SIS
Other (including_essential ‘"
Shgineering)
Total



to safeguard the industry's su]:'ply/delnmd .
Ogij

igned
ojects are designe

hese Pproj e security of supply have suffered a Serioyg
Sey

Bt AL

The efforts of the Corporation to improv

It of further delays in the Brent field. Apart from that the major increqyq,
ult o

as ares

the next five years will come from the Rough and Morecambe fielg,
s over

for

supplie: output of 4m therms/day by the autumy o]
\/

Rough field the target is now to reach an : .
and to increase this to 10m therms/day for the winter of 1985-86. This represents il
one year compared with the target given in last year's Corporate Plan. The de"elopme,‘h
the North Lobe of the Morecambe field (Phase 2 of the project) has already beep dete
for a year. This means that the target of achieving gas availability during the wiigl
1983-84 - essential in view of the tight supply/demand position then expecteq b
extremely difficult one to meet with no scope for further delays.

6.  The Corporation's forecast of £100 million expenditure on the gas gathering Project;

1982-83 is based on the now defunct Bank of Scotland interim financing proposal.

7. In addition to the major projects there is a substantial amount of expenditure ;
essential engineering work aimed at maintaining or strengthening the integrity of &
system. It is the Corporation's assessment that this expenditure is the minimum necess
to meet the supply and demand requirements. There is also some £275 million expendite:
over the period in conjunction with BGC's partners for the development of oil and gas fielés
8.  Engineering expenditure (about £800 million over the four years of the IFR)!
particularly concentrated on the mains replacement programme recommended in the Ki

Report on i :
PO! gas explosions. Expenditure on such items as vehicles, new meters &

distsibats
istribution depots amounts to over £400 million. British Gas say that action has been tai*

to defer such expenditure in the past but it canny
detriment to the industry. Financial constraints
timing of expenditure on Regional market;
expenditure.

ot be continually deferred without lasti
have already had an adverse effect on®

Ing; customer service, administration, and ger*"

Financing

®  Interna) Resources
\

t!
in‘
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Table B.5.4

£m outturn prices

1982268 1983-84
Change in internal resources = eitid
Effect of Levy e e
Change in internal resources (excluding _
levy) bt/ P

The above figures for the levy take account both of direct levy payments and the indirect
effects of the levy on interest receivable by BGC and tax payments. Though the levy figures
constitute a technical addition to the Cmnd 8175 baseline, it has always been recognised
that the levy would increase public expenditure (though not the PSBR) in this way, and no
off-setting savings are being sought in respect of these additions. Beyond 1982-83, the levy
is assumed to continue at a rate of 5p per therm, as is provided under the Gas Levy Act

unless another rate is specified.

10. The main causes of the real (ie non-levy) deterioration of around £1 billion in BGC's
internal resources are the expected drop in revenue from gas sales and the increased cost of
gas. The fall in the revenue from gas sales of some £525 million is largely due to the effect
of the recession on the industrial market. £115 million of this is due to a reduction in

volume and £415 million to a fall in the average price.

11. The Corporation's forecasts assume that the domestic tariff will increase by 10 per
cent p.a in real terms in the years 1981-82 and 1982-83 as Ministers agreed when their
3 year financial target was set in January 1980. For 1983-84 and 1984-85 they are
fm-ecasting that domestic prices will rise by 2 per cent p.a in real terms, the level they
judge necessary to enable them to maintain a satisfactory return from the domestic market
and to reflect increases in costs. Industrial contract prices are assumed by BGC to rise
broadly in line with oil prices, but with the tempering of price increases for 1981-82 and
1982-83 (costing £78 million and £73 million respectively) announced in the Budget.

12, The cost of gas is forecast to increase substantially over 1982-83 and 1983-84
reflecting the higher proportion of high-cost supplies from the Northern Basin gasfields year
b year gas suppliers. BGC now expect gas costs to be even higher (an extra £250 million)
than was forecast in Cmnd 8175 mainly because of a further increase in certain prices

r . 3 o A
eflecting additional investment by producers in order to increase peak availability in later
Years,

§-3
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urn which BGC forecasts to achieve over the three o
ar

t

The average rate of re

13. e g the shortfall on the target return of 33 Pe
i

-81 to 1982-83 is 1.8 per cent;

1980 e
pally due to the reduction in ind

princi i
though there has also been an upward revi
nd 1982-83 the industry is forecasting an

ustrial gas sales because of the economie 3
€Cay |
sion of the asset base. For the three Year

average rate of return of 34 per ceny L
beyo: .

(ii) External Financing Requirement

14. The EFL for 1980-81 has been achieved. BGC are forecasting that they wij ey

1981-82 EFL of - £317 million (pre-levy).

Financing Constraints
15. There are three main options for reducing financing requirements: increasing pj,

and reducing capital or current expenditure.

(i) Increasing Prices

16. British Gas assume that industrial contract prices will rise broadly in line with!
prices, although they will continue to maintain the existing relationship: i.e some 70y
|

cent of the gas oil price for firm gas contracts, and some 85 per cent of heavy fuel oil pric

for interruptible gas. BGC consider that in the present economic conditions lheni

virtually no scope for further increases in industrial prices. A 5 per cent increas!

industrial gas prices in 1982-83, reflected in price levels in the later years, would bring®

following improvement in BGC's external financing position:

Table B.5.5 |
198225-83 1983-84 1984-85 £ million Outturn
78 91 prices

17. Domestic tariffs are due to rise

cent real increase in 1982-83, by 10 per cent in October 1981 with a further 107

Ci
urrent estimates are that domestic prices would the

ial akin 5
domestic market, Each additi, prices, taking account of the higher costs of suPP!Y“"d
onal 1 per cent increase in domestic tariffs from 1 Apri i

83, reflected in pric
ing levels in fut, i
as follows: \ire years, would improve BGC's external finance pos’

Sy
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Table B.5.6

1982-83 1983-84 1984-85 £ million Outturn
22 20 21 prices
A similar additional increase starting on 1 April 1983-84 would yield:
As
i 22 22

The figures in Cmnd 8175 for 1983-84 included as a planning assumption (not a pricing
decision by Ministers) an additional 10 percent real increase in 1983-84, reflecting the
expectation that domestic gas would still be well below economic price levels at the end of
1982-83. Compared with BGC's IFR forecasts, which are based on a 2 per cent rise, it
follows from the above that such an additional increase would bring in £176 million in 1983~

84 and £176 million in 1984-85.

(i) Capital Expenditure
18, British Gas say that further deferment of either new capital expenditure or
replacement expenditure would have an adverse effect on the industry's longer term

developments and operational safety levels.

19. The two major capital projects, Morecambe and Rough, are being considered in detail
in the context of oilfield development approvals and their economic viability and the need
for their full development are being examined. But it seems probable that any decision to
cut or delay either of these projects would increase the risk of a supply shortfall in the

winter of 1983-84.

{iii) Current Costs

20. The Department has made efforts to ensure that everything possible is being done to
improve BGC's efficiency and a performance aim to reduce unit costs (exclduing the cost of
83s purchase, which is outside BGC's direct control) by 5 per cent in real terms over the
Period of the present financial target has been agreed with the Corporation and announced.

Unit costs are thus expected to increase at a lower rate than inflation. Wage costs are

ssumed to be in line with the national average after 1981-82 and trading costs are assumed

to i tun
©Increase in line with the WPI.

DS
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SECTION 6
BRITISH NATIONAL OIL CORPORATION

Table B.6.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
Capital Requirements ‘ o

1. Fixed assets in UK 363.1(-6.9)  453.7(+68.4)  503.2(+109.8) 669.8(+256.7)
2. Other 5.6(-13.4) -12.8(-18.1) 6.5(-18.7)  6.8(-19.6)
TOTAL (1+2) 368.7(-20.3) 440.9(+50.3)  509.7(+91.1)  676.6(+237.1)
MM tsaqe : i el

B eraal resources 589.5(-19.9) 501.1(-150.4) 571.6(-191.8) 620.0(-181.6)
4, Grants & 5 =3 MoReE

i oasing -0.4(+0.4)  -0.4(+0.2)

6. Short-term borrowing - =
7. Long and medium

term borrowing -220.4(-0.8) -59.8(+200.5)
Total external finance

(4+5+6+7) -220.8(-0.4)  -60.2 (+200.7) -6

8. Industries general
inflation assumption
(%) 15 12.7
(Change on Cmnd 8175
attributable to this) -8.3

MEMORANDUM

-24.3

9.  Assumed increase in

paybill (%) 14
10. Assumed increase

tariff (%) 10

Performance against
target

1%

Outlook[m arket prospects
1: The Petroleum and Continental Shelf Bill
:e introduction of private capital into BNOC
OfPoration's financial structure, including t]
I::; t:hlﬂ'e-m on the Pulilm.enﬂl'y ti
. © Bill this session. It is, howev
!NOC‘Yt Next session. The IFR lonem‘ r
hroughout the review period.
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«d a net profit on its oil trading operations of £43.8 mijjjq, .

) BNOC achiev -
million in 1979. No financial target had been set for 1980, y

19gy
thy

en about the Corporation's future financial structure, ccnsideration. |
]

compared with £21.5
decisions have been tak

bei i to the establishment of a medium term financial target later this year,
eing given

Investment Plans

3.  The table below summarises BNOC's capital investment programme. The estimateg n
existing projects include continued expenditure on five oil fields already in P"Oducrx,ﬂ
besides major expenditure on three fields now under development. All these Projects taky |
place in partnership with private sector companies and are expected to give rise to re
post-tax rates of return of between 15-30 per cent BNOC's cost estimates are generally j
line with the Department's expectations. The only Proposed project is the Clyde field,
whose development was delayed for two years by the Government last Decembey, «
depletion policy grounds. The Administration estimate provides for continued expenditup

on the installation of computers, and for the rationalisation of BNOC's office

accommodation in Glasgow and Aberdeen.

4. The expenditure provisions for exploration activity are substantially higher than last

year's estimates and reflect the current higher level of UKCS drilling activity and the sharp |

rise in drilling rig costs. They also provide for some exploration expenditure OVerSElh‘
Predominantly in the last two years.

The category of Future investments is primarily

d to cover i i
on a number of potential Projects which are expected to come |

forward in thy i i is wi

" e r.ev:ew Period. The bulk of this will be spent on joint venture projects arising
under existing licence interests,
existing projects. The estimates
of the last two years to reflect

be developed as quickly as BNO

where the rates of return will be comparable with those for
below take into account reductions of £60 million in each |

the Department of Energy's view that such projects will not
C believe.

s This cat 5 e .
expenditure on farm-ins it i €gory also includes some provision [0

(]
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Table B.6.2

BNOC Expenditure on Fixed Assets

¢m outturn

1981/82 1982/83 1983/84 1984/85
4 ating projects 238.0 180.7 92.7 59.8
proposed. projects 5.5 36.7 54.4 75.9
Exploratim" 86.4 147.9 177.4 220.9
Aiminiatration 9.8 13.4 28.7 13.2
Future investments 60.0 75.0 150.0 300.0
Total 363.1% 453.7 503.2 669.8

*Total for 1981/82 includes slippage factor of -£36.6 million.

Financing

5. BNOC's expenditure is now financed entirely by internally generated resources and the
Corporation is reducing its outstanding drawings from the NOA and its obligations under the
Britoil financing agreement. This position is expected to continue at least until 1984/85. In
1980/81, BNOC exceeded its forecast cash surplus (£200 million) by £17 million due to
underspending on its capital budget, the oil price rises of 1980, and despite the rise in the
exchange rate.

6.  The Corporation's revenue forecasts depend almost entirely on two factors; oil
Production, for which its forecasts are generally in line with the Department's; and the
sterling oil price, where BNOC assume a price of £17.50/bbl in 1981 (eg $37/bbl at $2.10
exchange rate) rising by 10 per cent pa. In the present circumstances of the oil market it is
difficult to comment on BNOC's assumptions.

" By Comparison with the Cmnd 8175 figures, BNOC's estimates of the cash surplus to be
8enerated oyer the review period have deteriorated by £1,000 million, though 70 per cent of

this ap;, :
arises in the last two years.

CONFIDENTIAL
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ange 1n a inst Cmnd 8175
Ch BNOC cash su Jus forecasts aga

(Em outturn)

1981/82 1982/83 1983/84 ]934/35

-139.2 -200.7 -282.9 ~alg

i -159.5 -150.4 =191.8 “181,

due to: change in revenue i i ;
increase in capital 20.3 50. o 231,

requirements

The net change for 1981/82 is due solely to the inclusion of a provision for S“PNEMean

Petroleum Duty, announced in the recent Budget. Over the review period as a whole, twe.

thirds of the decline is attributable to lower revenue forecasts, where the main factor by

been a substantial reduction of BNOC's oil production forecasts. The increase in capity

expenditure is due mainly to the increases in exploration expenditure (see para 4).

Financing Constraints

8. BNOC operates in an international market, where the price is dictated by factas
outside the Corporation's control, so that the scope for BNOC to influence its revenuesi
minimal. Furthermore it is the Government's policy that North Sea oil should be sold at s
full market price. BNOC also has little control over the production levels at its North Se:

fields, since operational decisions are taken within the joint ventures.

9. The Corporation's ability to find savings on its capital investment programme i
limited. Within any one year, 80:
ventures in which it has neither a controlling
only be achieved by selling licence interest.

if the best price was to be achieved,

g vote nor a veto, and savings in this area coul
S = a process which could take considerable tiz¢
The other major part of BNOC's programme is t*
h includes both unspecified future developments ®
ons or farm-ins. In the former case BNOC is unlikelf

Provision for Future investmmu, whic]

existing licence interests, and acquisiti

and the arguments abot®
tion

el
and is proposed at a I¢"

Future investments endi the Corporation in the future. The expected divisio® -
expenditure between the two categories is broadly:
v i Table B.6.4
hw:ﬂli“cm“ 1982-83 1983-84 1984-85
'. tions etc 54 . g
T‘Wuu 30 50 90
150 300

2L 75
CONFIDENTIAL

=90 per cent of its budget would be committed through joi!

e

LUNFIDENTIAL

, Corporation were to adopt a ten per cent "slippage” factor for the years from
10 If the P PPag

082-83 as they have for 1981-82, their capital expenditure forecasts would be reduced by:
1982~

(£ million) 1982-83 1983-84 1984-85

45 50 65

On past experience BNOC's partners' capital expenditure forecasts may escalate further. It
B >

is therefore difficult to assess what slippage may be justified beyond the current year.
is

s
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APPENDIX B
SECTION 7
BRITISH STEEL CORPORATION
Table B.7.1 -
TOTAL EXTERNAL FINANCE & ‘ ”' : i

1982-83
British Steel Corporation 350%

*The figures in all years are highly provisional estimates put in by the 3
consulting the Corporation, pending Ministerial decisions on BSC's m
is due in the autumn. That for 1982-83 is a Treasury estimate of the
manage with; DOI would put it at £375 million. The figures for 1983-
DOI view of the trend of future requirements; however the Tm

declining profile in cash terms.
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BRITISH TELECOM

Cagital Requirements

1. Fixed assets in UK
2. Other
TOTAL (1+2)

Financed by

3. Internal resources
4. Grants

5. Leasing

6. Short-term borrowing

7. Long and medium
term borrowing

Total external finance
(4+5+6+7)

8. Industries general
inflation assumption
(%)

(Change on Cmnd 8175

attributable to this)

MEMORANDUM

9.  Assumed increase in
paybill (%)

10.  Assumed increase
tariff (%)

11.  Performance against
target*

Notes * See paragraph 10 of text below

Qutlook/Market prospects

1.

Despite a reduction in BT's de:

1283 )

YYINFIUENTIAL

Table B.8.1

1981-82

1927 (-221)
311(+273)
2238(+52)

1738(-268)

58 (+25)
107 (-107)

549 (+402)

500 (+320)

11

+£2m

15.4%

8.7%

4.7% against
5%

APPENDIX B
SECTION 8

£ million eltlmuﬁd outturn prices
(Change on Cmnd 8175 in brackets)

1982-83

2537 (+500)
150(-308)
2687 (+192)

2171(-293)

53 (+4)
3(-3)

466(+484)

516(*455i

11

+£1m

1983-84 1984-85

2977(+781) 3261
71(-392) 139

3048(+389) 3400

2505(-189)

55 (;6)

A ey

488 (+571)
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r the following four years withicealdeptinipsnateatiog rising fro
t a year ovel . : i
oy };980’81 to 86 per cent in 1985/86. Rapid growth is forecast to continye,
t In !/

at ar
o
r cent a year, in modems (connecting d

data)'
alls,

e evices used in the transmission of

13pe ) in international telephone c

there is also rapid growth (around 20 per cent a year

|

2. The British Telecommunications Bill, which is to establish British Telecop, }

separate nationalised industry and provide powers for the liberalisation of

telecommunications market, is expected to become law in July. The supply of a"achm,n
to the telecommunications network (other than the prime telephone instrument) is o),
liberalised in phases over the three year period 1981-83. The Government is Eivi;;
sympathetic consideration to the recommendation of the Beesley report in favoyr of lk;
freedom to offer services to third parties over BT's network, and is also consicle,-i,.‘g t
possibility of allowing the provision of an alternative network. BT's 1981 medium term pl,
allows for the planned liberalisation of the supply of attachments, and for sop,
liberalisation of network use (but falling short of the full Beesley recommendation), T
implications of liberalisation for BT's financial prospects will require further assessment j

the light of the decisions the Government takes.
Investment plans

Table B.8.2 ‘

o 5 2
British Telecom's medium-term plan 1981: Expenditure on fixed assets ‘

£ million outturn prices ’
(Change on Cmnd 8175 in brackets)

1982-83

1983-84 1984-85

Accommodation o |
Exchange equipment i) 362(+49) 296
Local lines 924(+268) 1117 (+381) 1280
Subscriber circuits 221 (+49) 204 (+49) 196
Trunks 461 543 (+43) 616
Junctions 148(+73) 232(+154) 280
Non-voice terminals l;6)(\‘29) 142 (+57) 167

3 8
Non-voice network ) (+3) 83; o 9
Miscellaneoys 36) s /0
Motor transport ~19(+9) 23(+11) 7
Internationa) (incl 38(-) 6

32(-1 3

Computers uding satelliteg 111 (+53) 110(+33: 126

73(-4) 1
TOTAL 83(-2) 2
Note: The changes on Cmnd g nr 2977(+781) 3261

~ne 8175 figures g
RYAYRNT ST ity OWn in brackets are Approximate ooyl

il
muh @

CONFIDENTIAL

The ( orporation is planning substantial increases in investment as shown in the above

% table. A main aim of the programme is the modernisation of the network through the
rvpli‘“‘“‘"”‘ of outdated electromechanical exchanges by electronic and digital
switching equipment, and the digitalisation of the transmission network. The new
equipment will bring (amongst other service benefits) the major improvements in the
quality and speed of transmission which are needed for 'information technology'
applications such as funds transfer and high speed data transmission between
computers. It is also cheaper to maintain than the old. BT is aiming to have
digitalised transmission and switching between 30 major centres by 1986, and to
complete digitalisation of trunk switching and transmission by 1992,

4, A second main aim of the programme is to meet the growth in demand described in

paragraph 1. If demand is not met, the result would be delays in the provision of service,
such as occurred in 1980-81, which can have serious consequences for business and domestic

users.

5, A third, smaller element in BT's programme lies in steps to improve service quality,
for example by the replacement of coin operated telephones with more modern designs, and

the provision of more reliable electronic meters for assessing customers' bills.
P g

6.  About one third of the total investment projected over the period of BT's current
medium term plan (1981-82 - 1985-86) represents investment in growth of the main
monopoly inland network including the prime instrument; about a further 30 per cent
represents expenditure on its modernisation, and 5 per cent represents other quality
improvements. Investment in the growth and modernisation of the highly profitable
international services accounts for a further 5 per cent of the total; investment in the
Specialised telex and packet switching services 2 per cent of the total; investment in the
Competitive subscriber apparatus area about 10 per cent of the total; and the balance of

about 15 per ts, chiefly dation

cent comes from miscellaneous back-up requir:
(far exchanges and people), vehicles and computers.

Tag Tt major part of the increase in total investment in the above table is due to an
NCreased yolume of

transmission),

on modernisation (the increases mainly relate to

investment
and to increased costs of the modernisation programme stemming from

logy and revised

S estimates of the start-up costs of introducing new
iy Himing of Payments on system X contracts. A further increase in costs stems from
p-m. €93t increases and projected future increases in particular on wages (which form a
::::icam‘ms‘ element in local lines and subscriber circuits). Compared with 1980 plans,
¢ increases and decreases in the volume of investment other than that connected

With e
Modernisation of the network; the net effect is a volume increase of some £60m in

-2
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t
1982-83, followed by an effect of abou

investment in 1984-85. :

s inve: n ogramme as a whole 15 V idated against the requiren ‘
a e
8 BT stment prog hol alid d

; e . °|
t rate of return, Investment in growth pays for itself quite quickly, through Connegy; |
cent ra k '

life. Although BT's -
bl

uire amendment in the light of experience, there is "thing iy

charges and rentals during the initial phase of equipment

forecasts will no doubt req : . :

ast history or their forecasting on their current economic projections to suggest that 4

5 : i
i i i ent in modernisation sho 4

growth in demand is being over-estimated. Investm OWS a positiye i

present value against a TDR of 8 per

mainly on cost savings (ie excluding benefits from enhanced facilities and improved qua}ily

cent, on the basis of a conservative assessment bage

The economic case for the modernisation programme therefore looks a robust one;
judgement might have to be re-assessed if there were a further major escalation of costy
though the scope for this looks more limited now that BT's full digitalisation programme by

been worked out in detail for the first time.

Financing

9.  British Telecom made a financial return on net assets of 4.6 per cent in 1980-8]

compared with the 6 per cent return planned when its EFL was set. BT planned to recoy
higher than expected cost increases from its tariff increase in November 1980. These cod

increases included those arising from the 1980 pay settlement arbitration awards and highe

than expected general inflation. But it was subsequently prevented from making the 62
cent return by lower than expected sales volume and higher depreciation charges. T
outturn =

represents a short-fall of 0.4 per cent below the target of 5 per cent which is st
formally in force,

10. BT plans
s p! are based on a 5 per cent real return in the three years 1982-83 - 19848
ather than the 63 per cent return which

reduction is due principally to the
forecast; and to the need to prevent

formed the basis of Cmnd 8175 figures. T
rate of growth in demand being below that previo‘”m
excessive increases in prices to residential customers i
anced in order to reflect costs more closely. The neel|
ed by Government' ‘
; » With the intention if possibk"'
bill to about the increase in the RPI, Its wage COS!S L
°r28¢ earnings in the economy. and real unit costs g

3 per
Per cent per annum from 1982-83 onwards - better ¥

zero in 1983-84 and a decrease in this : M
Ype

=
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11, The increase in investment expenditure described in paragraph 7, taken together with
BT's inability to earn the 6% per cent return previously projected, imply a major increase in
their Pprojec ted external financing requirement compared with the PES provision. BT's
(lrpf"“i““”” projec ns have increased sharply compared with their 1980 plans (for reasons
which are still under discussion with the industry) and this broadly cancels out the effects on
internal resources of the lower projected rate of return. As a result, internal resources are
Pro]vctml as much the same as in the 1980 plan, and the increase in BT's external financing
requirement over the three years 1982-83 - 1984-85 is of much the same size as the increase

in their investment requirements. Comparison with the base-line in Cmnd 8175, does not
however give an accurate picture of the effects of the increased depreciation, since the
underlying projections for internal resources and depreciation in Cmnd 8175 were based on
earlier and provisional BT estimates. The Cmnd 8175 baseline also contains higher estimates
of working capital requirements than in either BT's 1980 or their 1981 Medium-Term plans.

Financing Constraints

Table B.8.3
£ million (outturn prices)

Capital requirements 1982-83 1983-84 1984-85

Cmnd 8175 2495 2659 [2792]

BT medium-term plan 2717 3048 3400

Department's recommended

figures 2687 3048 3400
Internal resources 1982-83 1983-84 1984-85

Cmnd 8175 2464 2694 [2829]

BT medium-term plan 2131 2405 2741

Department's recommended

figures 2171 2505 2891
External Finance 1982-83 1983-84 1984-85

Cmnd 8175 31 -34 [-36]

BT medium-term plan 586 643 659

Delpﬂ!tment's recommended

figures 516 543 509
X2

DOl anq Treasury officials have considered whether BT's financing requirements can be

Teduceq . ¢
by action on their costs, tariffs, or investment requirements.

54
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t accountants are at present investigating the SCope for
anagemen

fuy
Consultant m ‘ ‘ : ‘ ' h
13. Con: b st levels, and benefits are expected to flow in the ied il - rrn
o o . 0
reductions in BT's ¢ oL 1 Q
: s anagement. g -
i i f better financial m 3
the introduction © Q

3 ith historica

ts in efficiency are stretching ones compared wit istorical perf""mance' I
rovements 1n AL 3

imp ials feel that it would be over-optimistic to assume more than this at Present W)

DOI officials fee

hi
of cost levels is under investigation.

Treasury officials broadly endorg,
thy

the question

view.

14. Extra price rises would be technically possible, but resistance to major Increases
be expected following the very large increases necessary in 1980. Such increaseg wog
e 4
focus inter alia on the sensitive domestic rental charges which need to go up more thy,

average.

15. Officials consider investment in modernisation to be justified both for its economj
return and for its role in promoting the use of information technologies. A thorow
appraisal of the effects of a £200m cut in modernisation investment in 1981-82 conclude
that the rate of retum sacrificed at the margin would be at least 16 per cent in real terms,
There is no reason to think the picture is significantly different for cuts in (say) 1982-83, 4
reduction of investment in growth may be technically possible, but would require a politicd
decision as to whether extra price increases to choke off demand are acceptable. (The prict
elasticity of BT's services is generally low.) The one agreed investment saving is therefore:

£30m reduction in expenditure on accommodation in 1982-83 due to the deferral of the stat
of an office project.

16. A more promising possihility,

at least in the next two years, lies in financing saving
from the Government's policies

o of promoting competition and privatisation in
elecommunicati i .
cations service. Under this head, BT is already planning savings from increas

rovisi f - {
P on of customer apparatys by private finance with savings of £70m in 1982-83; £85¢

in 1983-84; and £110m in 194
might be realised in 1982-83 fro

m the sale of existi ini 4
e T Of existing assets and that Ministers should se

f £100m in 1983-84 . 4
i 3 and £150m A ceeds
disposals, the financing of j ertmnt in 1984-85 from the pro!

rough joint vent by BT &
reduced market share due to liberaliaation e 5 Sontrolind B

8-85. DOl and Treasury officials estimate that a further E40%

gietls
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APPENDIX B
SECTION 9

CE (POSTAL BUSINESS)
ST OFFICE (P!
9. PO

Table B.9.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
Fixed assets in UK 134.5(-) 170.2(+63.4) 156.3(+43.1) 164.2
1. 2
2 Other -5.5(-0.5) =16-9(%) -14.9( ) -15.7
: TOTAL (1+2) 129.0(-0.5) 153.3(+63.4) 141.4(+42.7) 148.5
Financed b’
r’ht_etnlal resources 118.5(-0.5) 126.1(+21.6) 149.3(+35.8) 161.1
4, Grants = - - =
5 Leasing 12.4) 2.9) 4.5; 6.1;
. ) )
Short-term borrowing 14.8) (=) 36.0) (+41.8) —8.0;(4-6.8) -16.5;
) )
i ) ) )
7. Long and medium ) i
terxs borrowing -16.7) -11.7) -4.4) 2.2)
Total external finance
(4+5+6+7) 10.5(-) 27.2(+41.8) -7.9(+6.8) -12.6
8. Industries general
l(r;ol)amm S 11.0 12.1 10.0 10.0
(Change on Cmnd 8175 N
attributable to this) 0 -0.1 1.0
MEMORANDUM
9.  Assumed increase in i e
paybill (%) 12 14
10.  Assumed increase 10.7
tariff (%) 12.1 12.1 10.1
11, Performance against 2 2
target 2 2

(2% return on turnover, post

interest, from 1978-79 to
1982-83)

Qutlook ang Market Prospects

T te3 M ot
he Britigh Telecommunications Bill, which will gi
e Post  Office Report

ve effect to the main recommendation in

(Cmnd 6850) to separate the

Committee's

q- =
CONFIDENTIAL
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ice, is expect
telecommunicat: ons business from the rest of the Post Office.
el

o icati y e 1

July 1981 |
|

2. The Secretary of State for Industry announced on 16 July 1980 that he i"lend,‘d |
. ey )
ake some minor relaxations in the Post Office's letter monopoly, and to take Powey h

m ]

make further relaxations should the performance of the Post Office, for reasons Withiy
iy

control, not be satisfactory. Provisions for the necessary powers to implemem 5
5 e

decisions are in the British Telecommunications Bill.

3. On 1 April 1980 the Monopolies and Mergers Commission reported on the Inner Longy
Letter Post and the Post Office has now responded to the recommendations in the Tepoy
The most important of the recommendations is that productivity in the London area j,
brought up to 1968 levels in three years, which would entail an increase of 25 per cent. T,
Post Office has agreed to set a target of an improvement of 15 per cent over three year,

and to seek further improvements thereafter.

4. The postal business now expects its total business volume to remain roughly constay
to 1984-85, although whether it does so will depend on whether it can generate sufficiey

productivity improvement to enable it to hold real prices steady, and on the general climat

in the economy. Forecasts for total mail traffic at 10 thousand million items in 1984-85 an
slightly down on the 10.1 thousand million forecast last year,

mainly due to a fall in lette
forecasts.

Investment Plans

5. The Postal business is seeking substantial extra funds for investment in each
years covered by the Review,

The following tab, . X
components: g table breaks these sums down into the mai

outturn prices (£m)

st ;:s:—sa 1983-84 1984-85
mas ook -8(14.1) 24.9(14.9) 21.1
services
o 138.8(56.2) 122.1(56.7) 97.0
g 43.7(28.1) 48.6(30.8) 48.4
Computers

13,
el 5(8.4) 17.4(11.2) 33.6

Mments
231.9(106.8) 213.1(113,6) 200.2

Sl
CONFIDENTIAC
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increase in any individual cate,

e Targest gory is expenditure on accommodation, but

inyestment 10 each of the other categories is planned to rise substantially in proportionate

mn

terms: Three major priorities lie behind these investment figures (although these priorities
anot be related directly to the categories in the above table):

car ’

(i) Letter mechanisation

Last year's medium-term plan took into account the needs of the mechanisation
programme as a whole, but the MMC report since then has confirmed the need
for rapid progress. The Post Office's reappraisal of its existing building stock has
suggested a need for substantial expenditure on accommodation on this account
in particular - although even with this expenditure the letter mechanisation

programme is not now expected to be completed until 1983-84 or 1984-85.

(i) Derogations from monopoly

The Secretary of State's announcement about derogations from monopoly has led
to an increased assessment by the Post Office of the need for investment in the

competitive area, particularly in relation to premium services.

(iii) Reassessment of the existing capital stock

Following the handover from the PSA to the Post Office of full responsibility for
building maintenance and construction, the Post Office has revised its judgement
of the expenditure required to bring the building stock up to standard, many
buildings being in need of urgent structural repair. The Post Office has similarly
need for

reassessed its expenditure on motor vehicles so as to reduce

maintenance expenditure and improve reliability of service.

6. Because much of this expenditure is of a replacement nature, designed simply to
maintain and improve services, the Post Office has not felt able to subject it to conventional
methods of investment appraisal. Discounted Cash Flow techniques have however been
applied to the letter mechanisation programme and this is projected to yield a return of well
But the difficulty of applying the usual techniques to the
Programme as a whole makes it hard to assess the strict economic case for the expenditure
the Post Office are planning, just as it is difficult to make any judgement of the extent to

Which past economic investment may have been held back by then current constraints. The

over 8 per cent in real terms.

fact that pogts' investment programme is mostly devoted to replacement of existing assets
Means also that it js reasonably robust, and is unlikely to be greatly affected by changes in

Tasl faaink

t in new 2/

exte g 2
™al circumstances. The extra funds sought for invi

o
Ptical Character Recognition and packet sorting machinery) are very small (roughly

£12 min:
Willion oyep the three years taken together).

9-2
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Financing

7. The forecasts have assumed that the business will meet its financial target op a
a e

cent return on turnover,

after interest, throughout the survey period, although the h
4 7 ta
until 1982-83. The target s equivalent to an average return of & 3

currently only applies

cent (after depreciati :
e aim of a zero increase in real unit costs over the Periog i

on and before interest) on net assets at replacement cost

N
industry's performanc {2

to 1982-83 is not being met but is currently under review.

8. The industry's projections of internal resources are based on a roughly cony
business volume, as noted above, and on letter tariff increases at or a little above the n
of inflation. The Corporation have stressed that they do not consider it Possible t, key
letter tariff increases below the rate of inflation and meet the financial target Whichb;

been set. The rate of inflation assumed by the Post Office is 11 per cent in 1981-82, 12p,

cent in 1982-83 and 10 per cent thereafter. These figures are significantly aboye 1
Government's own assumptions, but lower rates of inflation would affect the busineg;
1

ability to increase letter tariffs as well as the business's costs, and so would not necessarj;

improve internal resources as a whole. On the basis of these assumptions, and taking infy

account roughly £5 million of disposals of assets in each of the three years, the Post Offi

project improvements in internal resources over and above the levels in Cmnd 8175 ¢

£26 million, £43 million and £52 million in each of the years 1982-83, 1983-84 and 19844
respectively.

9. These improvements in internal resources h

2 elp to go at least some way to offset
industry's inc; . % iy

: ry ! reased capital requirements, but the industry's plans still envisage substantil
Increases in external finance in each of th,

e years - of £110 million i = illi
1983-84 and £3 Tt vaiar. million in 1982-83, £92 million®

turned into positive ext - In each case, small net repayments in Cmnd 8175 &
xternal financing requirements which it is assumed would have to®

met in large measure, if not entirely, by medium- and lon
g-

term borrowing from the NLF.
" 2 |
Financing Constraints :

Table B.9.3
£m Outturn Prices
Capital Requirements
Cmnd 8175 1982-83 1983-84 1984-85
Industry's MTp 89.9 98.7 [103.6]
Departmen", 226.7
SPArtments recommenged 233.2 194.0
153.3 141.4 148.5
Jied
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Internal Resources*
—==tha esources?

104.5

Cmnd 8175 113.5 (119.1)
Industry's MTP *131.1 156.3 191.1
ant's recc ended
Department's rec >mmend
Figures *126.1 149.3 161.1
External Finance
1982-83 1983-84 1984-85
Cmnd 8175 -14.6 -14.7 [-15.4]
P dustryls MTP 95.6 76.9 22.9
Department's recommended
Figures 27.2 -7.9 -12.6

*Internal resources figures have been adjusted to take account of
(i) Improvement resulting from elimination of industry's earlier forecast tax liability

and extra disposals of assets in each year

(ii) in line 3 some worsening of position (£5 million in 1982-83, £7 million in 1983-84
and £10 million in 1984-85) as a result of lower investment than planned by the

Post Office.

10. Department of Industry and Treasury officials, having examined Posts planned
additional investment, and given the scale of the nationalised industries' overall financing
problem, are agreed that the case for accepting the additional bids in full is unconvincing.
As there is little scope for an improvement in internal resources over and above that already
Projected by the industry, cuts will inevitably have to come from the investment
Programme.
1. Dpors recommended investment figures are shown in the third line of the table at the
beginning of this section. The Department envisages reducing the industry's capital
Tequirements by £73 million in 1982-83, £92 million in 1983-84 and £46 million in 1984-85.
The remaining increases would allow for a substantial amount of their investment in
Accommodation (in particular in respect of mechanisation but also in the competitive area
ad to relieve cases where buildings are simply inadequate and/or unfit); the capitalisation
of leases Planned last year but not incorporated into the Cmnd 8175 figures; some upgrading
of the motor vehicle fleet (both in connection with the main postal business and the
€XPansion of Premium services); extra expenditure on postal plant (particularly in respect ok
Optical Character Recognition and packet mechanisation); and some investment in
.compu'e's needed to develop the competitive area. Because of the reduction in Posts'
:2:::::“? Programme, DOI and Treasury officials consider it appropriate to make a small
N in Posts' inter

nal resources in each of the years.
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APPENDIX B
SECTION 10

|0, NATIONAL GIROBANK AND REMITTANCE SERVICES

Table B.10.1 "

£ million estimated outturn Pprices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1 1983-84  1984-85
Capital Requirements
1. Fixed assets in UK 11.8(0.2) 9.5(0.8): BuGi(d, odemdastd) 5 18
2. Other 10.0(9.5) 3.2(-3.0) ViIEE6) wmgsie’
TOTAL (1+2) 21.8(9.7)  12.7(-2.2) :2EE Jop 1h (Do RE
el
Financed by roe
3. Internal resources 9.6(2.5) 8.3(-3.2) 7.5(-4. { I
4. Grants < - B
5. Leasing 4.7(-0.3) 4.4(1.0)

6. Short-term borrowing - =

7. Long and medium dvowr
term borrowing 7.5 -

Total external finance 3 & Aisdotis
(4+5+6+7) 12:2(7:2) 4.4(1.00

8. Industries general
inflation assumption

(%) 11 12
(Change on Cmnd 8175
attributable to this) = +0.3
MEMORANDUM
9.  Assumed increase in
Paybill (%) 12
10.  Assumed increase
tariff (%) 11
1. Performance against
target
Prospects
1%
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th ear period. Girobank expect to meet their target in the current Year, n
over the three yi 2 t

he financing table compared to Cmnd 8175 need to be seen in the context of
e finan

: th
h es in t i ¥ 3 3 & ]
oy banks' non interest bearing deposits which will render Girobank liaple , By
levy on banl ¥ X ¥ 0
£7.5 million in 1981-82. Ministers have agreed that in 1981 82 a compensating injectjg, i
.5 mi J

capital shall be made, in the form of two thirds PDC and one third NLF, anq i additiqn
Girobank shall not be required to pay the dividend on PDC in respect of 1980-8] and 19,

82, which would normally have been expected to amount to £l-7imillion fn each year,
)

2.  Girobank continued to make good progress in 1980-81 in the growth of Persony
accounts, which it is estimated will have increased from 853,000 at end 1979-80 to oy
950,000 at end 1980-81, although growth in the profitable corporate account sector T Maipg

slow.

Investment programme
3. Girobank's investment programme is in aggregate very little changed compared to that
in the White Paper - the change in total capital requirements over the period largely results
from change in other working capital requirements.

4. The bulk of Girobank"

s capital expenditure in on computers and ancillary equipment,

and in 1981-82 and 1982-83 over one third of the total will be allocated to a new main frame
computer.

lo-
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11.

BRITISH AIRWAYS

Capital Requirements

1.

Fixed assets in UK

2. Other
TOTAL (1+2)
Financed by
3. Internal resources
4. Grants
5. Leasing
6. Short-term
borrowing
7. Long and medium

term borrowing
a) market
b) PDC

Total external finance

(4+5+6+7)

Industries general
inflation assumption
(%)

(Change on Cmnd 8175

attributable to this)

MEMORANDUM

Assumed increase in

Paybill (%)

Assumed increase
tariff (%)

Performance against

target

6% pa on mean net
assets revalued at

replacement cost for

three years 1979-80
to 1981-82
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APPENDIX B
SECTION 11
Table B.11.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
(Provisional
outturn)
205(+1) 269.(45) %8 (~13) 367
-5(-8) 9(+9) 4(+3) 7
200(-7) 222(-42) 352(-14) 374
99(-7) 13 (k) 228(+18) 275
- (0) - (0) - (0) ~
-8(0) -9(-17) -10(-10) -10
- (0) - (0) - (0) =
99 (0) 85(-40) 124(-32) 99
10(0) 10 (+10) 10(s10) 10
101(0) 86(-47) 124(-32) 99
13% 13% 13% 11%
+11 +23 +35
5.6 10.8 8.4 7.0

2% pa less than average rate of inflation

o 0.9 7 k.
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L The prospects and proposed financing requirements for British Airways (BA) should be
regarded as more uncertain than usual because we have not yet received BA's 1981 corporate

the first by the present Chairman),

e ( which is expected in September.

Outlook and Market Prospects

2 BA's immediate prospects are not good. The international civil aviation market is

currently in a severe recession, and both traffic and revenue per passenger-mile have been
additionally affected by increasing competition. BA are also disadvantaged by the relatively
high level of staffing compared with most of their competitors. Demand is assumed to grow
at an average of only 2 per cent per annum over the 5 years from 1980-81 compared with

assumed growth last year of 63 per cent per annum.

Investment plans

3, BA's existing strategy is based, as last year, on the assumption that international
airline competition and the proportion of low fare leisure travel will both increase. They
have aimed to continue to serve all market sectors and to maintain current market share.
The most important element of BA's investment plan is the continuation of their aircraft
fleet replacement programme. They have 4 Tristar 200s and 3 Boeing 737s on order for 1981~
82, and 19 Boeing 757s and 4 Boeing 747s on order for 1982-83 to 1984-85. These aircraft all
represent previously committed expenditure. However, BA have recently sold two of the
747s, resulting in cash savings of £85 million across the IFR period, and the IFR figures have
been revised accordingly. (They may also seek a buyer for a third 747). BA's only other
planned investments are a further Tristar 200, essential non-aircraft expenditure (which BA
aim to keep to no more than 25 per cent of aircraft expenditure) and progress payments for
aircraft due for delivery after 1984-85. These investment plans are intended to assist BA to
operate more efficiently and cheaply, by phasing out old aircraft with high fuel consumption
as well as aircraft which will not meet the new noise regulations due to come into force in
1986, in favour of more fuel-efficient and quieter aircraft. BA require all aircraft

% )

investment (including a 25 per cent loading to cover n i ft related exp to

€arn at least 5 per cent real rate of return.

4. The figures allow for a level of expenditure on progress payments for aircraft to be
delivereq after 1984-85 about 30 per cent below the level which BA put forward in their
FR submission. This saving has been used to reduce the EFLs for 1982-83 and 1983-84 by a
corresponding amount compared with the levels contained in the White Paper, while the
figures for 1984-85 have been reduced by half this amount. BA themselves regard this

reduction as further reducing their long term profitability and as likely to lead to a loss of
sts are

Woad

Market share a5 they may have insufficient capacity if pr t traffic f

Lish .
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Financing .

BA will report a pretax historic cost loss of about £140m for 1980-81, Their fina,.r

5. w i

ires an average 6 per cent CCA return over the three years from 1979*0

t uire Sy i b

la.rgeszreqL t year's loss combined with very low profits in the previous year megy t
1981-82. Las!

hyy
1l be impossible to achieve their financial target average over the three Years,
will be imp

in

My

-82 is only 0.8 per cent.
current cost return forecast for 1981 y |
6 The 1980-81 loss resulted mainly from a £400m decline in revenue which could ol

i |
fully offset by operating cost reductions or cost-cutting measures. Dye to a larg!.

committed capital me this led to pi on the EFL, which despite some g,

sales, had to be increased by £85m in January 1981.

2 BA have derived their forecasts of future profitability from an initial assumption g,
the external financing figures based on Cmnd 8175 will not be exceeded. These imply |
retumn to operating profitability in 1981/82 (£38m), rising steadily thereafter (E72m, £174,
£245m in the following years). This means however that detailed forecasts of imem‘l
resources for the IFR period have not been made, and in particular that no separate cost
revenue projections have been prepared for the years after 1981/82:
available until after the Corporate Plan has been produced.

these will not b
This in turn means that we hn

no real basis on which to challenge the realism of the Projections. Nevertheless, there ms

be doubts about whether the required level of Profits can be achieved, based on what
know already about their assumptions on costs and revenues,

unit of travel (yields) will fall by 2 per cent Per year in real te
fuel costs to rise by 3 per cent in real terms.
of 7.4 per year after 1981-82 and given BA"
rate of increase does not seem practicable,

difficult for the profitability forecasts to be

BA are assuming revenue 2|
rms, while they expect the}
Productivity is planned to rise by an averd
s policy of no compulsory redundancies a hig
These assumptions appear to make it extrent
achieved.

8.

British Airways are seeking tota]
£410;

m, in relation to a capital e;
ratio of 60 per cent).
Cmnd 8175, BA have alr,

net external finance for 1981-82 to 1984-85°
xpenditure Programme of £1133m (giving a Self‘fmwc#
This amount js lower in each survey year than the P“"vision:
eady been issued with £10m PDC in respect of 1981-82; and sin”
for future Years. All other financing requirem

S€as, or, when suitable and fayo, iti i
finance leases, s

%

9. 1t
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hey have cut back planned capital expenditure beyond the levels planned last year
- Oyl to live within the level of external finance agreed in last year's public
p th?if erfo-’xormsn. Moreover these EFLs have been further reduced by further cut-backs
expenditure ', ments for aircraft for delivery after 1984-85, In theory it might be possible
3 PPUK”’SS;:L some capital expenditure still further on new aircraft but this would force
ik agf-‘much less fuel-efficient aircraft for longer periods or alternatively lose
. :p:: with the result that BA's profitability could well be reduced. There is also
r!?”kel:s:n ’scnpe for raising prices more than they currently plan, because of the
::::::atyionally competitive environment in which they operate. British Airways have
|already sold two new B747 aircraft. They may be able to sell a third, but the full financial

icati i been evaluated.
implications of this have not

-3
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APPENDIX B
SECTION 12

2 BRITISH AIRPORTS AUTHORITY
12:

Table B.12.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
Capital Requirements
1. Fixed assets in UK 106 (+11) 167(-3) 190(+59) 221
2. Other -23(-25) 10(-7) 4(-12) -23

TOTAL (1+2) 83(-14) 177 (-10) 194(+47) 198
Financed by
3. Internal resources 69(-14) 116 (+1) 139 (+10) 163
4. Grants 1(0) - (0) - (0) -
5. Leasing - (0) - (0) - (0) &
6. Short-term borrowing - (0) 1 «i) 1 ; 2

)

7. Long and medium MEB0) ) (+37)

term borrowing 13(0) 60 ) 54 =) 33
Total external finance

(4+5+6+7) 14(0) 61(-11) 55(+37) 35
8. Industries general

inflation assumption

(%) 13% 10% 10% %%

(Change on Cmnd 8175

attributable to this) (=1 (+3) (+1) (+2)
MEMORANDUM
9.  Assumed increase in

paybill (%) 11.1% 9.5% 11.6% 12.5%
10.  Assumed increase

tariff (%) 12% 10% 10% 10%
1. Performance against target 3.4% 4.5% 5.3% 5.9%

(6% CCA on net assets, but

including interest receivable
over 3 years 1980-81 to
1982-83)

(]

utlook ang Market Prospects
" In 19808 there was a small overall fall in demand and for 1981-82 the BAA forecasts
traffic although Gatwick is expected to continue the
above-“"age increases in demand experienced in recent years. The pattern of growth

no signiiicant change in

(S
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iously forecast for the mid-1980's is now expected to be delayed by aboyt 4 yeap =
previously

{

. i erious over- i
It of the current economic recession; this means that s ar: loadmg of the
result o

am
of the

t terminals at Heathrow is somewhat less likely before new capacity comeg on sty
en er :
pre:gas The longer term forecasts are for continued growth during the second half
in . e

1980's and into the 1990's.

Investment plans
2 The Authority's bid for fixed capital expenditure for the three years 1982/g3 o

1984/85 has risen by 32 per cent in cash terms compared with Cmnd 8175; and since its big

for 1982/83 shows a small reduction, this growth is concentrated in the final 2 years of t,
Survey period. During this period the Authority will be seeking to create the additiony
capacity at its South East airports called for in the Secretary of State's Statement g,
airports policy in December 1979. The investment programme is thus overwhelmjnglr,
related to growth, about 90 per cent on new mostly revenue earning profitable investmen;
and the balance on replacement of existing life expired assets; it is based for Planning

purposes on the BAA's central traffic forecasts.

3. The programme consists of four major areas of expenditure which over the period on

present plans account for over 60 per cent of the expenditure on new investment. These are;

(a)

projects aimed at relieving the present congestion at Heathrow until the fourth
terminal is available in 1985;

(b)

completion of projects designed to increase capacity of Gatwick's terminal
facilities to 16 million Passengers per annum;

(c)

building the fourth terminal at Heathrow to increase the airport's capacity in
1985 to 38 million Ppassengers per annum. Total expenditure within the survey
period will be £242m cash and this accounts for 85 per cent of total works;

(d)

building the first phase of a second terminal at Gatwick (subject to the
forthcoming planning decision) to increase its capacity in 1986 by about 4 millio"
Passengers per annum (followed by phased expansion in subsequent years until th®
irport reaches a maximum capacity of 25mppa in the 1990's). Total expenditur®

within the period will be £113 milli
works,

on and this accounts for 44 per cent of totd

CONFIDENTIAL
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The balance of the investment programme covers a considerable number of smal|
5

scts at bo Although some of these are concerned
projé ssential replacement of life expired assets most are intended to
with €

th the South East and Scottish airports,

generate commercial

evenue and to improve the flow of traffic and standards of Passenger service, Thig part of
:he programme accounts for the major part of the increased overal] bid in the later PES
ears:  Many of the projects included have been deferred as a result of the financing
sttrmnts of the last 2 or 3 years.

6 Taking commercial revenue into account, the Authority expects to earn better than
the 5 per cent required rate of earn on all its capital investments. Delaying the most
profitable projects could therefore affect the ability to achieve the forecast level of

internal resources.

Financing

7. Despite a small overall fall in demand, the BAA was able in 1980-81 to keep within its
external financing limit and achieved a 5.9 per cent adjusted CCA return on net assets,
which compares favourably with the financial target of 6.0 per cent average over the three
years 1980-81 to 1982-83. There were however special factors (including a higher than
forecast amount of interest receivable) and the Authority are only forecasting returns of
3.7 per cent and 4.5 per cent in the remaining target years, leading to an average shortfall
of 1.5 per cent. At the Scottish Airports, the Authority now expects to achieve by 1982-83
the aggregate CCA break-even target agreed with Government.

8.  The Authority raised its charges by 35 per cent on average in 1980, a considerable real
increase which is now the subject of legal action by a number of foreign airlines; this year,
€xcept in Scotland, where a real increase in charges has been made, its charges at the South
East airports have been increased roughly in line with inflation each year. Although traffic
growth and hence revenue is lower than forecast last year, internal resources over the years
1982-83 1984-85 remain broadly the same, principally due to tax relief from higher

Capita] alluwances, and these are expected to provide 73 per cent of the finance required.

> e Authority js seeking total external finance over the three future years of the IFR,
e g tiont Although in the year 1982/83 the Authority has been able to reduce its
1 roment by £1 its total bid is an increase of £42 million on Cmnd 8175. Should.
evel of BAA's lower forecasts this would reduce internal resources by a
on, but this would be more than offset by the £160 million short-term
The BAA's capital investment programme is almost
The cost of new construction index has

1 million,
traffic be at the |

total of £26 mi;
"eductjon in fixeq
enlirely devoteq t
cnnsistently increag,

asset investment,
0 new civil construction.
ed at a much faster rate than retail inflation. The Authority believe this

Patter, . .
il Persist with the result that the agreed inflation factors for PES purposes will

12~
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s

involve a large and growing reduction in the real level

over the IFR period without compensating adjustments.

Financing Constraints

10. The scope for reducing the external financing requirement by further increq
charges is limited as a result of the current legal action by airlines. The BAA have all‘ea,‘,
agreed to a cut in their initial IFR cash bid in 1982/83 to 1984/85 of £14 million, £2¢ mill,
and £30 million respectively. This requires deferring less urgent capital investment, o

BAA's traffic growth assumptions, there is no scope for further cutting the major jtem, i

e j,

the BAA's investment programme. Department of Trade and Treasury officials agree th,

there may need to be some re-phasing of capital expenditure in the later years of the [y

period if anticipated growth fails to materialise, but Department of Trade officials belieys
that it would be premature, given the long lead times for new airport construction, and the |

uncertainties surrounding future traffic growth, to take such decisions now. ‘\

2~y
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APPENDIX B
SECTION 13

;, BRITISH RAIL
13.

Table B.13.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1980-81 1981-82  1982-83 1983-84 1984-85
(provisional
outturn)
Capital Requirements
Fixed assets in UK 334 (-8) 348 (-34) 455 (-6) 540 (+43) 600
Other Capital &
i t evenue
L -113) -123) -149) -198) -227
) (-8) ) (=27) J{=T) ) (=72)
-25) =1) =l & =
Bl 196 (-16) 224 (-61) 306 (-13) 342 (-29) 373
Financed by
Internal resources -594 (-16) -688 (-53) -738 (-239) -755 (-264) -795
Grants 669 (-4) 787 (+7) 950 (+156) 1,034 (+192) 1,120
Leasing 22) ) ) ) )
Short-term borrowing 58) (+4)) 125%(+38) (+80)) )
Long and medium term ) ) ) 94 (+70)) 63 (+43)) 48
borrowing 41) ) ) 94 )
Total external financing
(4+5+6+7) 790 (-) 912%(+45) 1,044 (+226) 1097 (+235) 1,168

Industries general
inflation assumptions

%) 9.7 8.8 8.2
(Change on Crmnd 8175
attributable to this) +6 +30 =
MEMORANDUM
Ass“mfd increase in
Paybill (%) 8.3 8.3 8.8 9.2
Assumeq incre i

+ ase in
tariff (o) 10.4 9.7 8.8 8.2
Perform

N ance against
arget
NO SINGLE TARGET

Targets for individual businesses under review

]
Txcludes £52m avi
Ghe ﬁnancing fi
gt Tequirem

ailable for parcels - take up not yet certain.) g
gures for 1981-82 are given on the basis. of Cmnd 8175 grant provision.
ent above ceiling is shown as met by additional borrowing.

243r
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{1ook/Market Prospects
ou

or BRB's businesses in the short term is gloomy. The fall in traffic experienced

5 RAILWAYS BOARD

f
outlook
Th8980 has continued into 1981 and the Board has had to revise its forecasts to take account
in1

n

of this.

2 The Department's papers on the commercial businesses that were produced for the
recent CPRS review incorporated more pessimistic forecasts of long-term trends than those
used by the Board. These papers made it clear that both the Inter-City and freight sectors
are well short of their financial targets and unlikely to meet the test of covering all their
costs and showing a 5 per cent real return on investment by 1985. The Secretary of State's
statement to the House in June on main line electrification emphasised that the future of
the rail freight business depends on reducing its costs by major improvements in productivity
and eliminating uneconomic capacity; otherwise it will continue to shrink. As regards Inter-
City, the Board have been asked to bring forward plans for a business that will achieve a
fully commercial performance by 1985; and to start on the necessary changes immediately.

3. The Board has already taken some steps to match c

pacity to d d by reducing the
length and frequency of passenger trains and so increasing load factors. The Board are
farecasting a real reduction of 7 per cent (1982 over 1981) in the costs of train operation.
The scope for further economies of this kind is being examined. Productivity improvements
and cost cutting exercises are being vigorously pursued: the Ashford works is to close and
1,000 jobs are to be abolished in BREL; more than 4,000 other staff are to be shed in 1981
and some 10,500 in 1982, But such measures will not be sufficient to offset the effects of
the severe recession in traffic.

Iny,
=¥estment

4 The investment levels shown in the table above are lower than those put forward by
the B,

ard in their own submission. They include some provision for electrification of some
n?ain lines which Ministers have agreed must be linked to productivity improvements and a
::bl:e:mme'dd future for the lines in question. (The Board has been invited to:ubmit a

Programme of the most profitable electrificati h ). The ng

Tequire
Ment shown assumes that improvement in the perf of the

usin,
i ©55es and the necessary productivity gains will avoid the need for additional finance for

ese S
ke Clectrification schemes, which are estimated to cost £35 million in 1983-84 and
illiop j 1984-g5, : : ;

13~1 -
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5.  The figures also exclude any provision for work associated with the Channe] Tunng)
. : 3 or
the development of Stansted Airport. If either went ahead sizeable investment Might

e

required during the review period. Provision is however included for work on the viCtoria

Gatwick rail link.
6. To implement the Government's declared policy of maintaining a network of rou,

ghly
the present size the Department accepts that the Board must spend more on track

an
signalling renewals than it has done in recent years. Should spending remain at the Cune,:
depressed level there would be a deterioration in services caused by signalling failyreg and
speed restrictions and, eventually closures of services on grounds of safety wil] become
inevitable. The figures allow for expenditure on some major structures such as the
Barmouth viaduct. Similarly, if rural branch lines are to be operated efficiently in the long
term it will be necessary to press ahead with the development of low cost technology and
the figures are assumed to cater for the demonstration project associated with the net
bus.

rail-

7.

In determining an priate level of inv.
Board's provision for new rolling

and an i

pp ent, the Department has reduced the
stock. This implies more refurbishment of existing stock

age ages, especial

y of the freight locomotive and electric multiple

1984-85 on a new build of diesel multiple
in the late 1950s and early 1960s. The f;
which the Board are as yet unaware,
(Metro-Cammell) starting in 1983,
The benefits of this would be for M

igures do not provide for a separate proposal, of
for the DHU built to be undertaken by outside suppliers
2 years earlier than the Board's Proposed starting date.
etro-Cammell rather than the Board, because it would fill
therwise face in 1983 and 1984, The additional cost of
in this way would be £43 million in 1983-84 and £46 million

CONFIDENTIAL
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y increase in 1981, and an increase 2 per cent below inflation in 1982, Every
t pa
2 8 PET cent P se above 8 per cent would cost the Board some £16 million a year. On the
increase
1 per cent ! ¢ 1980, it seems unlikely that revenue could be significantly improved by real
jence © ¥
exper’

increases €x . g
price incr! ahead with their proposed reductions in London Transport fares.. If implemented
ss ahe
GLC pl’c

s plaoned 7

cept, perhaps, for the captive commuter market. Even this is at risk if the

4 October, the Board estimate that these proposals could cost BR some
in lost revenue during the remainder of 1981, some £15 million in a full year and
fl n 5

g5 million

1985 some £50 million a year,
by

The bulk of the recent losses of receipts have been on the passenger side and, to the
10. 8

extent tha ; i
in the Public Service Obligation (PSO)

The Departmest b
reflect this from 1982-83.

/A

s o
planning figures for external finance in 1982-83 and 1983-84, whlchLare wholly unrealistic

t these cannot be offset by management action, they shoud be met by an increase
grant rather than by borrowing. The figures above
elie

ve
that there is no prospect of meeting the existin;
5 D they believe E £

ince they were set before the impact of the recession was known and were not changed in
sinc

last year's IFR.

1. If the total of external finance had to be reduced further, without affecting the
investment or renewals expenditure provided for, possibilities for some savings would lie in
fares increases but this would be very limited. For illustration, an additional real increase in
London commuter fares of 5 per cent on 30 November 1981 would yield about £13 million in
a full year. Closures of some passenger lines would be inevitable. As an example the
continuing cost of the Cambrian Coast line is at least £2 million a year but because of the
statutory procedures for closure little of this could be saved in 1982-83 unless the Board
Suspended services for safety reasons.

. on investment and renewal, the position is that in 1981 the Board have reduced
xpenditure on track and signalling maintenance and renewal by £57 million below the level
¥k in 1979 and 1980 they had already judged inadequate. Rolling stock renewal was cut
by £ million, bringing the total engineering cut to over £70 million. The 1982-83 figures
i8ume that o)y part of this cut is recovered in that year, thus increasing the backlog of

"eWals 8till further, For the remainder of the investment programme, cancellation of the
of now d APT

Nati def

Ju T
Tbo ferrjeg Would save perhaps £5 million in 1982-83;
i cing cons t
to million in 1984-85. A decision, in the face of f mm." o
Proceed wig, o build of Mark Il coaches would reduce the requirement by £12 million in

1987,
83, £28 million in 1983-84 and £29 million in 1984-85.

"M save opy £2.5

13-
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' APPENDIX B
SECTION 14
13. The very limited scope for savings means that it is highly likely, on past xperia,
3 : s : Ce,
that the impact of tighter financing constraints, in particular for 1982-83 woulq fall o o ‘: g - TRANSPORT DOCKS BOARD
o RITIS!
and signalling renewal which is vital to the long-term future of the network. 14,

Table B.14.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85

ital Re! uirements

Capi Fixed assets in UK 11.2(-1.8) 15.3(-8.6) 17.2(-9.0) 19.3
ix 8

. e 2.0(-) 2.0(-0.5)  2.0(-0.3) 2.0
5 TOTAL (1+2) 13.2(~1.8) 17.3(-9.1) 19.2(-9.3) 21.3
Financed b
;—/h;rllal resources 18.2(- .8) 22.1(=12.7) 24.3(-12.2) 26.8
4, Grants 3 - = -
5, Leasing > o & =
6. Short-term -5.0(=) )

borrowing ;
7. Long and medium ) -4.8(+3.6) -5.1(+2.9) -5.5

term borrowing -

Total external finance
(4+5+6+7) =5%0/(=) -4.8(+3.6) -5.1(+2.9) -5.5

8. Industries general
inflation assumption
(%) 10 9 8 o

(Change on Cmnd 8175 6
attributable to this) -0.5 -0.

MEMORANDUM
9. ‘Assumed increase in 1
Paybill (%) 8 : :

Assumed increase z
tariff (%) 10 9 :

10,

n. Performance against target

(Target 20% return on

usgts by 1980) Figure

;chleved 1980: 9.9%

orecast cca ret

Shnak return on 2.0%(1981) 1.9%(1982) 1.8%(1983) 1.9%(1984)

Recent Develogmenﬂ

1, o hi ssion and the
1980-81 was 4 bad year for BTDB. Traffic was heavily hit by the rece

" ~l T
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hile an industrial dispute at Southampton caused a severe deterigra
while

seamen's strike, G
In addition BSC withheld payment of some £2.5 million dye durg,

tion j,
. ng th,
the final quarter. ; : :
this is now the subject of litigation. Despite a cut of almost 50 per cent 5 Pfﬂposed

t 1S r
year; BTDB missed its EFL of £10 million by £10.5 million. The Board's a

: v
investment, ] : |
forecast suggests that it will also have difficulty meeting its EFL for 1981-82 of £5 milg,
ore: X ]
partly because of the continuing dispute at Southampton. The Chief Secretary ag?eed’

exceptionally, that an offsetting reduction should not be rf)ade in the Boné's 1981-82 gy, on
condition that they took measures to meet their existing limit. The recession also Preventey
the Board from meeting their financial target of a 20 per cent return on assets after historj,
cost depreciation. A return of 9.9 per cent was achieved in 1980 which, in the

es, can be regarded as a iderable achievement.

2.  Legislation is well-advanced to enable privatisation of the Board. It is hoped to sell
49 per cent stake in November 1981 to secure this aim, although final decisions on when to

float shares must await consideration of the Board's latest results and profits forecasts,

S B

P y i are not ging; and the danger of further prejudicing the
possibilities for disposal needs to be borne in mind in considering the Board's financing
figures,

Investment

3.

BTDB's investment Programme is not large.
replacement of structures and facilities required to k
customer demand schemes,

It consists of two broad categories;
€ep its ports open (eg lock gates) and

The Board looks for a guaranteed return on customer demand
ake them unless their expected rate of return is at least 20 per
Approaches from Customers seeking new facilities reduce significantly
of the investment cuts were in the allocation set aside for these

cent on a DCF basis,
in 1981-82 and most

around £2 million pa -
in future years, This means that the bulk of

Financing
4.

In the Past, BTDB has .
early Tepayments of its debt to
due to the recession the
readily be cyt because so

ecorded healthy profits
the Government,
Board can do little

and has been able to make sizeable
However, faced with a big drop in turnover
to maintain jts profit levels, Costs cannot

r CONFIDENTIAL

’

few surplus assets which can be sold. Investment has been cut but this
There ar€

).
schem® n sufficient

to outweigh the loss of traffic.
t bee!
pas °
very much dependent on the state of the economy generally. The
ts are Y
Prospec

¥ riguses take a f

poards
the re

airly pessimistic view of the future figures with only a slow recovery

A strong economic recovery would therefore bring a marked
cession. O
from r forecast profit levels in the later years.

mleveﬂJE"l ave

Board's assumptions, its annual financing requirement would remain steady at
On the Boar .
6.
¢ -£5 million. ; L :
“% hat extent the Exchequer should benefit from the continuing surplus projected
i to wha
consider

If flotation does not take place this Autumn, it will be necessary to

the Board by means of further early repayments of NLF debt.
by the ¥

Financing Constraints

7. As explained above, there is little scope for increasing internal resources further.
‘l'.here is perhaps £1 million-£1% million of investment which could be deferred or cancelled
in 1982-83, though this would be counter productive if it inhibited customer dema.rfd
schemes. These cuts would eliminate only half the projected excess over Cmnd 8175 in

1982-83. The Board is likely strongly to resist cuts beyond this level.

8., The present figures involve at least two areas of risk. One is the possibility.of.a major
emergency expense due to equipment failure or accident and another is the possﬂ.n}lty that
the Board will not be able to raise prices in line with inflation, because of competition from
other ports some of which benefit from Government or local authority subsidies. No

Provision has been made for these eventualities.

=2~
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APPENDIX B
SECTION 15

BRITISH WATERWAYS BOARD
15

Table B.15.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85

Capital Requirements
|, Fixed assets in UK 6.5(+0.5) 7.1(+3.5) 8.0(+4.2) 8.6
2. Other -0.8(-0.8) 1.0(+1.0) 0.1(+0.1) -

TOTAL (1+2) 5.7(-0.3)  8.1(+4.5) 8.1(+4.3) 8.6
Financed by
B e resources -26.0(+0.3) -32.5(-3.8) -35.5(-5.1) -37.2
i Geants 28.5(-) 34.4(+3.8)  37.0(+4.5)  38.8
S0 Deasing 1.0(-) 0.7(+0.3) 0.7(+0.3) 0.7
6. Short-term

borrowing = (=) =) =1&) ==
7. Long and medium

term borrowing 2.2(-0.7) 5.5(+4.2) 5.9(+4.6) 6.3
Total external finance

(4+5+6+7) 31.7(-) 40.6(+8.3)  43.6(+9.4) 45.8(+49.9)
8. Industries general

inflation assumption 121% 10% 1% 5%

(Change on Cmnd 8175

attributable to this) (-0.6) (+0.4) (+1.0) (+1.1)
MEMORANDUM
*  Assumed increase in

Paybill (%) 74-10% 94% % 41%
L. Assumeq increase

tariff (o5) 124% 10% 1% 5%
. P!rform

ance against
target g Not Applicabl
PP

1

a..oCThe British Waterways Board maintains the nation's canals and operates some
nage, water supply and the movement 9! freight. It is unusual
ustries in that most of its activities are non-commercial and

Nsequ,
X QWent]y 8rant ajdeq - grant accounts for about 90 per cent of its total external e.
PMportion of invest.

N lateq Services - graj
ongst Nationaligeq ind

ment which can be appraised against commercial critezia and which

-1 5~
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i i all.
is the subject of this review is correspondingly sm

Outlook/market grogects

The nature of the business has precluded the setting of a financial target. The Board',

2 e na y

ctive, described in Cmnd 7131, is to break even after grant, Work o
)

i ial obje: .
general financi ) The large proportion of external ﬁ“ancing

i i ontinues.

developing performance aims c -

esented by deficit grant tends to make expenditure plans by BWB grant dependent rathe;
repr

than programme driven.

3% Turnover on most of the main commercial activities is expected to rise broadly in line
with GDP. This comprises relatively constant profits on property estates, water rates ang
recreational activity despite a 1/3 drop in hire cruiser bookings for the immediate season,
However the prospects for freight activity are more uncertain. Freight services moved into
an overall loss of £0.41 million for 1980-81 and the prospects for immediate recovery are
limited. This raises questions about the future of the business which will need to be pursued
in the coming year.

4. BWB estimate that arrears of ce exist a ing to £120 million plus
£21 million on reservoirs, bridges and tunnels for which there are statutory responsibilities
regarding public safety. BWB consider that additional finance should be made available in
recognition of the risks to public safety from depressed levels of revenue expenditure. On
the other hand, the Board's own record in according priority to this area of expenditure has
not been good.

L Concern with efficiency and costs has led to proposals for a consultants' study of

market prospects and of the efficiency and cost effecti

veness of the entire BWB operation
and the scope for rationalisation.

These are under discussion with the Chairman.

Investment Plans

—estment Plans
6. BWB i e
£ hfe maintained their limited programme of commercial investment at the
pense of X

p in the face of cuts in external fi ing limits i d
. limits impose
g : inancing
- h"::i 19:0 The investment Plans presented here represent in full the Board's view of
m
. ent necessary in both commercial activities and in the replacement and
of I assets, :

plans have yet to be presented to DOE,
Ipprovll. given to investment in the Sheff,
which is to be completed in 1983, The
should be able to borrow to finane,
replacement woylq enable the Board
freight anq recreational revenye fro

and investment appraisals for these
although within them a case has been made and
eld and South Yorkshire Navigation (SSYN) project
Department of the En,

vironment believe that BWB
€ essential maj 2

i

. 1 t sincé
to operate more elﬂcimtly and thus generate increased
m i
mproved maintenance of the waterway system.
15-1
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IFLINI IR
o] sury view is that in the absence of investment appraisals substantiating that
Trea K s
7 The borrowing figures should not be included in the resources table, If increased
. ¢ higher g i i
beue( hig - non-commercial maintenance work and equipment is necessary, increased
ure : = ¢ s
expendlt ¢ should be given to the Board. This would be for consideration within the
‘s ran
capital S( the Public Expenditure Survey and Programme 8.
t o
contex .
triction of borrowing to the one commercial project for which an investment
Restr T L S
8 | has been made, the SSYN, and to a limited amount of investment in Jjoint venture
jsal ha .
appra ser related schemes, for example, the Aire & Calder Canal, would result in the
and custo

. - reduction in the borrowing figures shown in Table B.15.2:
following

Table B.15.2

f£m (outturn prices)

1982-83 1983-84 1984-85

Long and medium term borrowing -4.2 -4.6 -4.9

Financing

9, Income other than grant is estimated to be £15.3 million in 1981. This is projected to
increase to £25 million in 1985. The Board have assumed that wage costs for 1981 will rise
in the order of 7#-10 per cent at a July settlement date. This is considered to imply unit
labour costs rising slightly less quickly than inflation generally although these, taken with an
increased manpower level, will bring a 23 per cent pay bill increase from 1980-81. This
increase in the pay bill underlies the concern about the Board's efficiency and costs which
has led to consideration of a study by management consultants, and work to devise

Performance measures before the extra resources which the Board argue they require are
committed,

0. The greater part (77 per cent) of the Board's income is composed of grant. With regard

1o the Board's independent sources of revenue, BWB have aggressive estates and charging
Policies byt these sources of income are limited in relation to their extensive maintenance
Ommitments to the canal network and associated structures. Faced with the present down-

t i 5 3
.o freight activity they are redeploying some staff onto maintenance but are

COnstraineq i furth

. er action by the short term costs of redundancy payments and the

igidit s q
Sdities of the dock labour scheme. Their projections assume that cost increases will be

Tecoupeq thy,

gh increased prices b et makes it
difg;, b pri ut the present depressed state of the market
leult ¢,

Make such increases without loss of competitiveness.

/5~
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Financing Constraints and Option Cuts
i ing is borne by grant aid f;
11. The majority of the Board's external financing y gr: o Pl‘om-amme

and options for future levels will be considered within the context of P"eﬁminary 0

, 28es of

the Public Expenditure Survey. Grant aid for BWB has been cut in previous years ang Q
. e i e

Board have made commensurate cuts in their engineers' maintenance Programmes, HOWQ“
T

they point to their statutory responsibilities to keep the system in working order ang
: o
maintain structures such as reservoirs and bridges to standards which meet Public safeyy

requirements, Further cuts are likely to add to long term problems and increase the

mounting backlog of maintenance.

12. Of the small proportion of investment properly financed by borrowing,

a large
proportion is already

P the Sheffield and South Y orkshire
canal which is now nearing completion. A smaller project totalling some £0.6 million on the
Aire and Calder canal is planned but not yet committed.

d on the sch to i

13.  The Board have property holdings but prefer not to dispose of them in the absence of a
from G to i

grant to make good the loss of rental income

which would result from sales,

il .
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APPENDIX B
SECTION 16
REIGHT COMPANY LIMITED

4, NATIONALF

Table B.16.1

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
irements
Wﬂﬁ&/
Fixed assets in UK 43.4(-) 44.8(-12.1) 48.3(-8.0) 53.2
i 3.2(-) 1.5(-3.0)  2.9(-2.7) 3.2
o (-15.1 1.2(-10.7)  56.4
TOTAL (1+2) 46.6(-) 46.3(-15.1) 51.2(-10. 5
Financed by
3, Internal resources 40.9(-) 46.7(-16.7) 49.9(-14.5) 53.2
4, Grants 2.6(+1.0) 1.6(+0.1) 1.6(+0.1) 1.6
5. Leasing Z.Z) 3.6) 5.5) 5.3
) (-1.0) ) (+#1.3) )(+3.7)
6., Short-term -
borrowing 0.9) -5.6) -5.8) BT
7. Long and medium ’
term borrowing = (=143} - =
Total external finance
(4+5+6+7) 5.7(-1.3) -0.4(+1.4) 1.3(+3.8) 3.2
8. Industries general
inflation assumption
(%) 11 10 10 1
(Change on Cmnd 8175 "
attributable to this) - 0.1 0.7
MEMORANDUM
9. Assumed increase in
paybill (%) 9 7 12 1
10 Assumed increa:
se
tariff (%) 11 10 10 11
1. Perform E

ance against target = = i
(o target)

Recent Develogments

1 0 and a
The former National Freight Corporation was wound up on 30 September 198

fey for
€°Mpany, National Freight Company Limited was formed. This was in preparation .

e pri: s .
Privatisatjon of the undertaking. The NFC's debt to the Secretary of State for Transpor

-16-
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¢ nting to £100 million) was written off in return for shares in the new C"""pany'

amou ; i ]
i shareholder but is considering an offe

Secretary of State is currently the sole r f'Om‘

management of the Company to purchase them.

2. The road haulage industry has been hard hit by the rece'ssio'n and significant Ove,
capacity in the industry has made it impossible to raise charges in lul'xe vlunh costs, NFCL'S
parcels business has been particularly hard hit and a major reorganisation of its two maj,
parcels-carrying subsidiaries, Roadline and National Carriers Limited, is being Carrieq out,
This has been precipitated in part by a decision by British Rail to close down its c"“EChd
and Delivered (C&D) parcels services, for which NFCL was a major sub-contractor, Overy
the Company expects to reduce its workforce from 31,000 to 26,000 during the course o
1981 and its vehicle fleet from 16,000 to 13,000. Despite the difficult trading conditions,

NFCL met its EFL in 1980-81 and expects to do so again in 1981-82.

Investment

3. Investment is expected to remain roughly constant over the planning period at around

£35-40 million (1980-81 prices). For investment planning purposes, the Company divides its

operations into three categories: "priority” (ie high growth potential); "intermediate" and

"problem”. Over two thirds of Proposed investment over the period 1981-4 is in the priority

category with only the minimum of essential renewals in the problem areas,
contracting.

which are
The Company is looking for DCF returns of 25 per cent and upwards for
investment in the priority areas. With privatisation in mind, preference is given to projects
offering a good return in the short term,

¥ The Company's submission included Provision for investment in undertakings overseas.

Such investments require special authorisation b
is unlikely to be given.
deducted from the

y the Secretary of State for Transport which
The relevant sums (risin,
figures shown above,
Priority: - in the event of a decision to

would be likely to defer other investments in order to find money to fund the overseas
activities.

g to some £3 million a year) have been
The Company regards overseas investment as a top

authorise the overseas investment programme, they

Financing

5. NFCL's financing
disengaging from their

1981-82 o help them

requirements haye been pushed

Up in the short term by the costs i
unprofitable parcels operations

(£13 million was added to the EFL fof

de 7
current cost operatin ik M)- i Company is expected to move int0
- € Profit in 1982-83 wify assets sales providing a further boost t°

ternal resources, i g
16-1

)

h the creation of NFCL brought with it the right for the new Company to
Although 3

g arkets, it is envisaged that the company will become a net lender of funds.
porro¥ = lh"vm e component of its external finance is vehicle leasing. Grants have been
The main pos.‘::’:hp exception of a small sum in respect of travel concessions to former
phased qul ‘:,lnplov“"s‘ which is passed straight on to British Rail.
pritish Ral ’

ttern of financing in later years will be affected by the precise size and timing
The patte

Te d payments; these are deducted from internal resources and will have to be
jvidend pa ’ )

o 4 if the previous planning figures for external finance are to be met. There are
+ i e

restricte

in terms of flotation in encouraging NFCL to pay dividends, which are, of course,
tages ] 1s & . =+
g the Secretary of State as sole shareholder. However, it is considered unlikely
ble to N . N
PaYaNFCL will be able to pay a dividend of £5 million in 1982-83 as they assume in their
that

ts. This payment has therefore been excluded from the figures shown above.
forecasts.

8 NFCL have been making good progress in cutting costs through redundancies and
reorganisations; scope for further improvements over and above those already planned must
be limited, though it might be possible to accelerate the rundown of the parcels sector; an
immediate closure option is to be reviewed in late June/early July. This would h.owever
mean heavier costs (and more external finance) in 1982-83 but increased profits in later

years. These effects will be easier to quantify after the review has taken place.

9. The Company hopes to be able to increase prices in line with inflation but, in 'a .highly
competitive industry, significant real price increases are unlikely to be possible. van‘{et-:ds
in later years could be cut from the planned level of £8.5 million in 1983-84 and £9.5 million
in 1984-85.

10. Investment could be cut if necessary, but this would seriously undermine future w?ﬁ“
and viability. The long term prospects for the Company (and for its flotationlisss (.:rucmlly
dependent on the move out of old products and into new areas with growth potential. The
Overseas element of new investment, which NFCL expected to bring large and speedy

retumns, has already been removed.

16— 2~
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Total external finance

MEMORANDUM .
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- APPENDIX B
SECTION 17
NATIONAL BUS COMPANY
Table B.17.1
£ million estimated outturn Pprices
(Change on Cmnd 8175 in brackets)
1981-82 1982-83 1983-84 1984-85
ital Requirements o g e
o ox sen estezniz) AR
& 7 5
.- 5(-2) 6(+3.2) 652 e
% TOTAL (1+2) 59(-) 72(-24.0)
Financed by
3, Internal resources -16(-) -9.6(-29.7)
4, Grants 60(-) 58(-1.3)
5, Leasing 7.5) 211
t-t ) )
i )(5) )70
)
7. Long and medium ) )
term borrowing () 2.5)

(445+6+7) 75(-) 81.6(+5.7)

Industries general
inflation assumption
(%) 14

(Change on Cmnd 8175
attributable to this)

Assumed increase in
Paybill (%) 1

Assumed increase
tariff (o) 14
Performance against target:

2. target path
+ latest forecast

Figures represent agre

Proport 1
luu];ﬁ' fon of 1985 target (£18.

ed
T in each calendar gran!
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3

lopments
t Deve:
Recen

he last year has seen major cuts in NBC's services and staff levels in the face of

passenger numbers due to the recession. These cuts enabled NBC to meet their
ining 79

cl y - .
dec! 1 despite a drop of £25 million in forecast profits but further cuts will be

gFL for 1980-8 f
peeded tO meet this years EFL.
TR A medium term financial target for NBC was announced in May 1981. The target is to
earn bY 1985 a current cost operating surplus of £18.5 million at 1980 prices (£28.8m in 1985
on the basis of NBC's inflation assumptions). This is a larger surplus than would be required
1o meet the RRR on new investment, although smaller than the surplus required to meet the
RRR on all capital employed. Its achievement will require a substantial improvement over
the £20 million current cost loss in 1980. Progress towards the target will be dependent on
NBC's ability to raise real fares, reduce service levels and costs and secure local authority
revenue support for unremunerative services, at a time when the recession is eroding traffic.
substantial reductions in the level of local bus services will be necessary.

3, In contrast to the difficulties facing stage carriage services, which form well over
90 per cent of NBC's undertaking, the National Express long distance services have had a
very successful year. Both passenger carryings and receipts have increased markedly since
the Transport Act 1980, which came into force on 6 October, removed licensing restrictions
on all express services. It is too early to be certain whether this will lead to a sustained

improvement in profitability, but the signs so far are encouraging.

favestment

4 85-90 per cent of the Company's investment is in new vehicles to replace those which

e worn out. The investment permits some reduction in labour costs through greater one-
™an operation, but is primarily justified as y to maintain the busi Any quality
improvements reflect the requirements of safety and other regulations rather than NBC

A s :
Pecifications except in the case of the express coaching business, where higher quality

vehi o,
icles may be Justified by the prospective commercial return.

by
The fleet replacements forecast by the Company - settling at 950 a year - show a
anhsta.nﬁal redu

f ction from the 1260 a year of last year's forecasts. The reduction results -

Tom 3
ref), G vehicle lives and reducing total fleet size by 23 per cent from end 1979 level
ecty g
"8 the recession and the declining future for local bus services.

s .

g Th ¥ )

'“ump: g financing requirement resulting from reduced investment is modified by the

i) o1 adopteq by NBC that the real cost of vehicles will increase by 4 per cent a year
istorical trends. Further work has been set in hand with thg company to.

LU, B

= i
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s likely to continue and to look at likely future capit

consider whether this trend i % 5

and what this implies for the trade-off between Capity)
g

maintenance costs of vehicles

maintenance expenditure and fleet size.

7. Low vehicle acquisitions in 1982-83 are offset by an exceptional item of g19 milljg,

presenting the capitalised value of part of NBC's property at Victoria.
re]

Financing

8. Even to stand still will require an improved performance from NBC since New By
Grant (worth about £25 million to NBC in 1980-81) will be phased out for all OPerators oyg,
the review period. The new financial target requires a significant additional improvemeng
over current levels of profitability. Local authority grants are an important element of
NBC's finances; the existing figures are broadly in line with the assumed level of local
authority transport expenditure contained in Cmnd 8175. Although reductions in local
authority grants will generally result in reductions in the services concerned, the time lag
between withdrawal of grant and service cuts and the short term costs of withdrawals can
have a significant effect on the company's finances.

9. NBEC's plans imply a gradual decline in financing requirements in real terms. However,
their relatively high inflation assumptions lead to a rising profile in cash term
increase on the revalued Cmnd 8175 figures.

s and an

Financing Constraints

10.  Further constraints would lead to more service cuts (particularly severe if there were
oncurrent cuts in local authority revenue sy

Company believes that any attem;

£ PPOrt or concessionary fares payments). The

be counter productive because it There is almost no scope for

In the later years service reductions may lead to a lower vehicle
able some investment to be deferred.

further cuts in investment.

requirement which ﬁ:ight en;

“CONFIDENTIAL

r APPENDIX B

SECTION 18

oTTISH TRANSPORT GROUP
sC
18.

£ million estimated outturn prices
(Change on Cmnd 8175 in brackets)

1981-82 1982-83 1983-84 1984-85
capital Requirements
Capital =<2 0 UK 14.0(-1.7)  14.0(-1.1)  15.0(~2.0) 14.2
Fixed assets In
b -0.1(+0.5)  0.9(+1.3)  1.0(+1.3) 1.1
2. Other
TOTAL (142) 13.9(-1.2) 14.9(+0.2) 16.0(-0.7) 15.3
Financed by .
3. Internal resources -2.2(-0.6) ~-11.1(-9.1) -12.9(-13.1) 15.1
20.4(-1.5) 27.0(+5.4) 29.3(+7.2) 32.1
4, Grants
5, Leasing
6, Short-term X : .3
borrowing -1.5(+0.9) 0.3(+2.0) 1.2(+2.9)
7. Long and medium 3 T
term borrowing -2.8( =) -0.7(+1.8) 1.6(+2.3) 0.4
Total external finance
(4+5+6+7) 16.1(-0.6) 26(+9.2) 28.9(+12.4) 30.4
8. Industries general
inflation assumption
(%) : 8%-12% 8%-10% 8%-10%  8%-10%
(Change on Cmnd 8175
0.7
attributable to this) (-0.3) (+1.0) (+0.4) (2052}
MEMORANDUM
9. Assumed increase in
7%
Paybill (%) 74% 1% 7% ]
10. Assumeq increase
tariff ()
1. Performance against target: 1983) 7.2(1984)
%+ target path (£m) 5.1(1981) S 7AISEEEE T 7.2
b latest forecast 5.8% 5.7 3

3 -ate of
(Bus 8roup target is cca profit after grant and before interest of an average r:

fetum of 43 per cent per annum on net fixed assets over period to 1983).

*
% Recoups 1980 shortfall

in the 4

maj = Scottish Transport Group runs bus services throughout Scotland, except
LT .
3

N mber of
Shippinx and haulage services on the West Coast of Scotland; and a nu
-8~
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ancilliary, travel-related activities. The bus operations account for some 83 Per ¢

ent of
Group's total turnover of around £143 million. Around 11 per cent of turnoye, co =

A e LT
Ferry Services and the balance from haulage and ancilliary activities. roy,

Outlook

2. In December 1980 a new medium term financial target was set for the byg Groy
Pty

4 Per
ing tp,

l‘erry
are

make a current cost operating profit amounting to an average rate of return of
annum of net fixed assets over the period to 1983. The target is equivalent to meet.
full RRR on new assets. Targets for other parts of the business were unchanged,
operations are expected to break even after grant; haulage and ancilliary services

make a surplus of at least 8 per cent on turnover.

3. The bus Group experienced a sharp decline in traffic over the Past year, Ty
s is

fic wij
e short (by
£0.6 million) of meeting its target in 1980. It plans to recoup this shortfall in 1981 although

trading conditions may make it difficult to redress the shortfall in the space of one year,

expected to moderate in 1981-82 although the long term downward trend in bus traf

continue. The Group performed well in difficult circumstances but fell marginally

Investment Plans

4. The object of the Group's investment is to re;

Projected trends in traffic,
of new buses.

Place existing assets consistent with

The bulk of the investment is required to finance the purchase

equirement by some 15 per cent. While the
gth by end 1982, slippage in the programme may result i
In order to achieve an orderly purchase and replacement

achieving the required rate of return,

5. The table takes
: 1O account of peyw invest s :
shipping operations, The Group has twice ment in replacement tonnage for the Group’

annual review anq its eff

Proposed the j i i i in the
e i © inclusion of this expenditure in

ars can be summarjeq as follows:

Table B.13.2
Fixed assets 1982-83 1983-84 1984-85
Internal resources e 6.7 +8.4
Short-term bargo.in, 0.1 +0.4 +2.1
=1e1 i
:0113 and medjym term b°"°"ing' o~ +0.8 +1.6
otal External finane, +3-1 +5.5 +4.7
: +6.3
18- +6.3
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acisions have been taken on the structure of government assistance to ferry services
intil decis (all el g 2
e years, investment in new tonnage is difficult to Justify. Ministers should be aware,
future p
in < that ‘i the light of the policy adopted and taking account of the Group's
howevers

fication for its proposals, agreement may be sought in the course of the year to a
tific
Jus

E o the Group's 1982-83 EFL to accommodate additional investment,
yarid

wﬂ"ﬂ

¢ The financing requirement projected by the Group exceeds that in Cmnd 8175 by a
relatively large margin. There are 5 reasons for this. The major factor is the considerably
higher Jevel of local authority support which it is now assumed will be forthcoming. The
Group does not itself determine these grants which count as external finance. STG has
projecled both a 10 per cent increase in real terms in local authority revenue support
together with an additional £5 million from Lothian Region in 1982 (inflated for subsequent
years). This contrasts with last year's forecast of 5 per cent real term increase. Second, the
éroup desires broadly to maintain its present capital structure by further NLF borrowing
whereas the Cmnd 8175 assumption was that STG would repay £4 million of loan capital in
1983-84 without further recourse to the NLF, implying a cash generation requirement well
above target in that year. Third, the Group have felt it necessary to improve their liquidity
and this is reflected in additional provision each year for working capital. Fourth, smaller
than previously anticipated depreciation allowances have reduced internal resources.
Finally, following a marketing study conducted in 1980, the Group are planning to reduce the
overall size of their bus fleet by 15 per cent over the period of the review. The reduction in

net fixed assets affects the profit level required to meet the financial target.

7. The Group's main working assumption is that it will generate the level of surplus
necessary to finance its capital investment and meet its financial targets; costs will be cut
or fares increased as necessary to do so. Lower levels of inflation are assumed than in last
year's review with capital costs running somewhat ahead of general inflation in the light of
Past experience. On the basis of the figures set out in the table, fares increases would be
€Xpected to be contained well within the 8 per cent general inflation rate projected by the
Group, but different levels of regional revenue support can be expected to result in

different; £
rential fareg Increases/reductions.

1n;

F y
—hding constraints
8
. S :. i i

TG's freedom of action is severely constrained by the fact that its investment

Pro, i ion in i
$ramme g Beared to replacement of its fixed assets. A short term reduction in its

finap,
Tedy,
Of p,

Cing limiy of perhaps £1 million might be met by a squeeze on working capital, or by a
It 3 : :
ton in the Group's liquidity. In the longer term, it could only be met by raising its rate

ety i
™ on apital employed.

1g-2-
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i 1 million { APPENDIX B
9 There may be some scope for limited savings (say £1 million in each Year) on g SECTION 19
. . ’ ixeg

investment if older vehicles were retained by the Scottish Bus Group., A reductio, of g,

e

years anq woulq RITISH SHIPBUILDERS

s e

vigorously opposed by the Group's management, but could have a margina) impagy . 9. B

i

rent cost St a Table B.19.1

ey g

Group's vehicle intake could be expected to have repercussions in later

i i ively little scope for cur
restraining fares increases. There is comparatively P

greater than those which already underlie the table. £ million estimated outturn prices

(Change on Cmnd 8175 in brackets)
10. Of crucial importance for the overall financing limit is the level of local ay

!hom}, 1981-82 1982-83 1983-84 1984-85
sing ¢,
The Secretary of State I

revenue support which is projected in the table at approximately £17 million in 1982 ri

3 ements
£22.7 million in 1984, compared with £8.6 million in 1980. Capital Require

-d assets in UK 39(+9) 60(+21) 92 (+42) 120

Scotland declined to increase the 1981-82 EFL to accommodate higher loca] authority 1. Fixe e o - ey -

support proposed by Lothian Region after the EFL for that year had been fixed, Continued 7 Bl (142) 67(-13) 120(+61) 157 (+102) 136
limitation of revenue support would not, however, affect the Group's requirement for TOTAL

finance and reductions would need to be recouped from fares revenue. %1 oo vae o, e < e il e

4, Grants 62(+19) 55(+11) 37(+3) 14

5. Leasing 1(+1) 1(+1) 1(+1) 1

6. Short-term =~ = =
borrowing

. Long and medium

; ternrs borrowing 88(-19) 91(+46) 98(+77) 73
Total external finance

(4+5+6+7) 151(+1) 147 (+58) 136(+81) 88

8. Industries general
inflation assumption

(%) ke S iy s
(Change on Cmnd 8175 a
attributable to this) -3 = 1
MEMORANDUM
9. Assumed increase in
Paybill (%) 1% g 4 i
0, Assumeq increase in
tariff (%) Not applicable
1, Perfo,
rman s et
“F AeAinaL target E;sscazss;:“g Target not set for subsequent years
after crediting
IF. (This
equals £75m loss
before IF credit)
Stnery
The 1p,
. ] Plan and assume
§ R figureg Were supplied by BS in advance of their 1981 Corporate
at Mo, g icient to avoid disruption in the
2 orders anq exports of warships will be sufficien
=3

._lq_
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t merchant and offshore orders will be available o

s jvision, and tha n te,
yarshipbuilding division, i til th i "y
o, {1l permit an improving financial performance. Until the MOD picyy,, N fugy,
hich will per : § . e
) ts is clear, and the Government has decided on its response to BS's Curporal

uirements is ) ; . g
. h stimates must be regarded as jigblygimcertaine . Further COTltrac[jon in thy
Plan, these e: o

industry would increase costs to Government.

Outlook/Market Prospects

As noted above BS's market prospects for naval orders depend upon the outcome of the
Defence Expenditure Review. The market for merchant ships is forecast to turn up in 1%2'
and continue rising throughout the review period, but BS's ability to secure orders 4
reducing levels of subsidy will depend upon the development of world shipbuilding Prices
which are in general determined by Japan. The outlook for offshore orders is uncertain gq
the market is erratic; a major prospective order from Occidental which was recently shelyeg
has been replaced by another major order from another buyer within a short space of time,
Treasury officials believe that the 1981 Corporate Plan's assumptions on both merchant

shipbuilding and offshore orders are too optimistic, both as to volume and to price.

BS are currently forecasting that they will be within their loss targets for the current
financial year, but their EFL could be in jeopardy as a result of the possible effect of Polish
Debt Rescheduling on the Polish Ships Deal which could cost BS up to £12 million per year in
lost receipts during the period of rescheduling.

Investment Plans
——==tment Flans

BS's investment Plans will have to be rev,

iewed in the context of their Corporate Plan. The
figures in the IFR are thus Provisional.

They include capital expenditure for the Trident
Programme which is the subject of se]

Parate financial scrutiny by the Department d
Industry, The breakdown is as follows:~

Table B.19.2
£m outtumn Prices
81-82 82- g 84-85
Trident b3 BogEd
Other 2 4 36 5
Total oL 46 56 66
39 60 o2 120
Financing

ike
D orders, the costs of the steel st¥

>
p
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tilisaton. At the same time it was announced that the loss target of
r-utilisé 3

gnd of unde fore crediting Interest Fund grants) was likely to be exceeded by £20 million.
- ( ore
£90 million (be ear £7 million within the revised EFL and exceeded the loss target by
shed the YEe
finis
9 otly £20 million:
exa

the forecasts are highly uncertain, and subject to review: as part of the
d above
ps note

s scrutiny of BS's Corporate Plan.
Gavermnentb 9

No change in the method of external

visaged but special arrangements may be necessary for the Trident project.
ing is envise
financing

Financing Constraints

BS's external financing requirements will be considered in the review
The scope for reducing BS

of BS's Corporate Plan.
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