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CONFIDENTIAL

10 DOWNING STREET

LOMDON SWIA ZAA
From the Privaie Secreiary

& hpril 19490
Dopns T

'
ELECTRICITY PRIVATIEATION: SFPECTAL SHARES

Thank you for your letter of & April. I note that your
Secretary of State is content to discuss these points further
with the Financial Secretary. I should bea grataful if you could
report the outcome of any further discussions in due course.

I am copying this letter to Tim Sutton (Lord President's
0ffice), Stephen Flanagan (Financial Secretary's Office}, Jchn
Neilson (Department of Energy), Martin Stanley (Department of
Trade and Industry), Stephen Leach (Northern Ireland Office) and

to Sonia Phippard (Cabinet Office).

hﬁﬁhﬂl
Bov

Barry H. Potter

Jim Gallagher, Esq.,
Scottish Ooffice.




CONFIDENTIAL

SCOTT1I5H OFFICE
WHITEHALL, LONDON SWIA 2AU

Barry Polter Esg

Private Secretary

10 PDowning Strest

Whitehall [

LONDON o April 1390

\
ELECTRICITY PRIVATISATION: SPECIAL SHARES
.-I -_- _Jj
Paul Gray's letter of 16 March td H’r.elphen Flapagan in the Financial
Secretary’s Office suggested that the Financial Secretary and my
Secretary of State might discuss Ffurther the special shares for the

Scottish Electricity Industry. My Secretary of State will of course be
happy to do so.

He has noted, however, that as, whatever happens, the specinl share in
the National Grid Company will not be time restricted Iin England and
Wales, the shares in the companies owning the Grid in Scotland will have
to be the same. The Grid is of similar strategic importance In Scotland
and the fact that it is under the control of 2 separate companies does not
diminish its importance. In order to ensure the independence of the
Scottish Transmission System, my Secretary of State will therefore find it
necessary to ensure the independence of the 2 Scottish companies.

The special shares will also serve the purpose of maintaining the
Government's view that in order to have competition in the Scottish
Electricity Industry, given the view taken on vertical integration, it will
be necessary 1o have 2 separate companies. I the special share Is time
lmited, then thaere ls a danger that at the end of that period the larger
of the companies will simply take over the aother, and remove all internal
competition from the Secottirh Electricity Supply Industry. My Secretary
of State has countered criticism of our case for privatisation by pointing
to the fact that it will bring back control of this strategic industry from
Whitehall to Scotland ftself. The Scottish electricity companies will be
2 of Scotland's largest ple's. Against that background he cannot lightly
entertain the prospect of control of the whole of Scotland's electricity
ayatem being concentrated in a single set of hands. He does not believe
ithat the normal operation of competition policy would be an acceptable
substitute for a special share in the hands of the Secretary of State for
Scotland which ensures that no one sharcholder can gain more than a 15%
gtake in either of the 2 Companies. That is something which my
Secretary of State would very much wish to avoid.

EJD0594Q3 CONFIDENTIAL




Finally, the Secretary of State is mindful of the commitments made to both
Houses of Parliament during the passage of the Klectricity Bill. In those
commitments, the Government did not link the rpecial share protections to
the nuclear ondeprtsking, and did notl sugpest to Parliament that they
were contemplating a change of course in special shares when it was
announced, before the Bill had completed its passage, that the nuclear
undertaking would remain in the public sector. If the Government were
to renege now on earlier assurances, my Secretary of State expects that
there would be widespread opposition from Government benches, as well
as among Opposition parties.

My Secretary of State is not therefore convinced of the economic case for
change, and even if it were compelling, his view is that it would be much
batter for the special share fo be reviewed in due course In the light of
experience, and any action to redeem it justified to Parliament at the
time.

My Secretary of State will, however, be happy fo discuss these points
further with the Financial Secretary.

Copies of this letter go to Tim Sutton (Lord President's Office), Stephen
Flanagan (Finance Secretary's Office), John Neilson (Department of
Energy), Martin Stanley (DTI), Stephen Leach (Northern Ireland Office)
and Sonia Phippard (Cabinet Office).

\éxw ml—fimx:b :
L{’m.uu-‘fo}ﬂu‘
¢

D GALLAGHER
‘Private Secretary
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Prime Minister

Mo oo Lo t.j
fovpoma 4oty

ELECTRICITY PRIVATISATION

I am pleased to be able te tell you that the Commission today
approved our proposals for the Non-Fossil Fuel Obligation and
associated levy and the p:upDEE&—;E;;;;;:ﬁ;;-;;;;DEL to deal with
the liabilities of NHuclear Electric and Scottish Huclear. I

understand we will also be receiving the political comfort letter

nad been some earlier procedural difficulties but Leon Brittan

on the competition aspects of the new electricity regime. Therﬂ(

was able to overcome them. This is good news and will allow

vesting to proceed as ﬁianned on March 31 without the nsed faor
temporary expedients.

At the same time we received Commission approval fear our coal
State Aids proposals and so the Einancial reconstruction of

Britigh Coal can now proceed.

I am copying this minute te Douglas Hurd, John Major,
Nicholas Ridley, Malcolm Rifkind and to Sir Robin Butler.

o
-:*'“"-%5‘“‘“"*

e

28 March 1990 Secretary of State For Energy




TONY BALDRAY M.P

Cecariment of Energy
I Falace Shreet

Landan SWIE SHE
6l 218 3169

John Redwood Esg MP

Parliamentary Under Secretary of State
for Corporate Affairs

Department of Trade and Industry

1-19 Victoria Street

LONDON
SW1H OET March 1590

G, %,

ELECTRICITY PRIVATISATION: RTP ASPECTS
Thank you for your letter of érday.
I am content with your proposals, subject to the couple of minor

drafting amendments to the order which vour officials agreed with
mine, and for the amended order tc be made as socon as possible.

I am grateful for you and your officials’ constructive approach
to these RTP issues, and weould be grateful if my officials could
continue to be kept closely in touch with developments on the
further orders and directions proposed.

S

'___‘

S

TONY BALDRY

ikn, Fo v eetiint ) s
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ELECTRICITY PRIVATISATION: RTF ASPECTS

My Department has been working closely with yours, and with
representatives of the Electricity Supply Industry (ESI), to
ensure that the necessary procedures are agreed and in place by
Vesting Day in relation to proposed exemption orders under
section 100(2) of the Electricity Act.

The main features of the arrangements on which officials in our
two Departments are now agreed are as follows:

p ¥ An initial section 100 exemption order will be made
during the early part of this week, to come into force
on Vesting Day. The coverage of this first porder will
be confined to agreements which:

{a) cannot be made until 31 March or later, and which
will thus be unable to take advantage of tha
provisions of section 1-00(4) of the Electricity
Act (which allows a pericd of six months from the
commencement of section 100 for the furnishing of
particulars to the Director General of Fair
Trading (DGFT) of those agreements made before
commencemeént, during which period consideration
can be given whether to exempt such agreements or
to furnish them); and/or

will be entered into in such numbers that it would
be impracticable to furnish particulars to the
DGFT pending the coming into force (with full
retroactive effect) of a section 100 exemption
order, notwithstanding the possibility of applying
toc the DGFT for an extension of time for such
furnishing.
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the depariment for Enterprise

The main types of agreement falling into Ethe above
categories are those which would be registrable sclely by
reason of the parties agreeing to complY with the Grid or
Digtribution Codes; together with agreements for connection
or supply to two or more persons (eg two customers sharing
the same premises, or a customer and a second-tier supplier)
which would be registrable only by virtue of the fact that
there are more than two parties to the contract. The offect
of the order will be to exempt agreements containing cnly
certain kinds of restrictions from registrability under the
Restrictive Trade Practices Act 1976 ('RTPA’).

2, A second order under section 100{2) of the Electricity
Act will be made AS soon as reasonably practicable
post-Vesting, to come into force not later than the end
of June, This will cover the main agreements (eg
Pooling and Settlement, the initial Contracks for
Differences, NGC and PES Connection and Use of System
hAgreements, NFFO Qualifying Arrangements, MFFPA
Arrangements, French and Secottish Interconnector
Arrangements and the British Grid Systems Agreement)
which lie at the core of the industry restructuring
and privatisation arrangements, and for which
exemptions have been agreed in principle between our
two Departments. These agreements will generally be
made prior to 31 March, and will thereby benefit
automatically from the provisions of section 100(4) of
the Act. Provided that an exemption order is made
within a period of six months from commencement of
secticn 100, the agreements in gquestion will not be
subject to any requirement to furnish particulars to
the DGFT, and there can be no risk of voidness or third
party action. 1In practice of course we shall ensurae
that any necessary orders are made well within such
period - and effectively by not later than the first
week in Juna - in order to allow the full 40 davs
praying period to have elapsed prior to issue of the
first prospectuses.

An advantage of leaving this second order until after
Vesting is that it enables us not only to specify many
of the agreements by name, to put beyond doubt the
question of whether they are covered by the exempkbtion
|zince agreements can be specified only after they have
been signed), but alsoc to ensure that the scope of
application of the order is sufficient to cover the
kinds of agreements for which it is intended. In many
cases this can be achieved only cnce the contractual
arrangements themselves are settled and in place.
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A 'comfort letter’ will be issued by DTI officials
later today, confirming the Department’s present
intentions in relation to the scope of application of
any section 100 exemption orders made post-Vesting.
The terms of such letter have been agreed between cur
respective officials, and with the relevant industry
legal advisers. GSeparate ’‘comfort letters’ will be
isgued by the OFT in relation to agreements falling
ocutside the scope of section 100{2) of the Electricity
Act (as relatking other than to the generaticn,
transmission or supply of electricity), confirming
where appropriate that on the basis of its evaluation
so far, the 0Office does not consider that the
agreements (eg for the procurement of cables or
overhead transmission lines, or for research and
development into new systems of metering) will prove
unsuitable for directions under section 21(2) of the
RTEA.

It is also intended that orders should be made pra-
vesting under sections 9(5) and 18(5) of the RTPA in
respect of certaln standards and engineering
recommendations prescribed oT adopted by the
Electricity Council, or by its successor body the
Electricity Association Ltd. These orders will ensure
that where parties are required to comply with such
standards or recommendations as part of the terms of
averyday commercial agreements or transactions, this
does not have the effect of bringing the agreements
within the scope of RTPA registrability.

These arrangements have been discussed extensively with the
relevant legal advisers to the ESI, who have expressed themselves
content.

I attach a draft of the proposed first section 100 order. This
is substantially in the form in which we expect to make the crder
- hopefully either today or tomorrow. The order has of course
been drawn up following consultation with the DGFT and DGES, as
reguired by seckion 100(3) of the Ack.

Copies of this letter go to the Prime Minister, Peter Lilley,
Ian Lang and Sir Robin Butler.
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1990 No.
ELECTRICITY

The Electricity (Restrictive Trade Practices Act) (Exemptions)

Order 1990

Made ... 1990
Laid before Parliament 1990

Coming into force 31st March 1990

The Secretary of State for Trade and Industry, in axarcisze of the

powers conferred on him by section 100(2)(b) of the Electricity

Act 1989%(a) and after consultation with the Director General of

Electricity Supply and the Director General of Fair Trading(b),

hereby makes the following Order:-

Citatia comméncement and tarpretati
A (1) This Order may be cited as the Electricity

(Restrictive Trade Practices Act) (Exemptions) Order 1990 and

shall coma into force on 3lst March 1990.

(a) 1989 c.29.

{(b) See section 100(3) of the Electricity Act 1989.




{2} In this Order =

"the 1976 Act” means the Restrictive Trade Practices Act
1976(a);

"the 1989 Act"™ means the Electricity Act 1985;

"agreement” has the same meaning as in the 1976 Act;

"distribution code" means a code of practice for the
development, malntenance and operation of a system for
the distribution of electricity with whose provisions a

licence holder is required, by the terms of his licence,

to comply;

"exempted person”™ means a person who is, or a member of a

class of persons who are, exempt, by virtue of an order
made under section 5 of the 1989 Act, from the

requirement to hold a llicence under that Act;

"grid code” means a code of practice for the development,
maintenance and operation of a system for the
transmission of electricity with whose provisions a
licence holder i= required, by the terms of his licence,

to comply:

"grid systems code™ means a code of practice relating to

the furtherance or maintenance of or the connection of or

{(a) 1976 c.3A.




relationship between the electricity transmission
systems belonging to persons holding a licence under

section 6(1)(b) of the 1989 Act;

"information provision™ has the same meaning as in the

1976 Act;

“licence holder” has the same meaning as in Part I of the

1989 Act:

"restriction™ has the same meaning as in the 1976 Act.

The agreements relating to the generation, transmission
supply of electricity to which, by virtue of section 100{2){b)
the 1989 Act, the 1976 Act does not apply and is deemed never

have applied are agreements which =

(a) meet any of the descriptions of agreements specified
in the Schedule to this Order; and
satisfy the condition specified in that Schedule in

connection with the relevant description.




March 1990 Parliamentary Under Secretary of State,

Department of Trade and [ndustry




SCHEDULE Article 2

AGREEMENTS EXEMPT FROM THE 1976 ACT

1. (1) Any agreement to which a licence halder or an exempted

parson is a party.

{2) The condition which must be satisfied by an agreement of
a description set out in sub-paragraph (1) above is that, except
for any term of which, for the purpose of determining whether the
agreement is one to which the 1976 Act applies, no account is to
be taken by virtue of any provision of of that Act or the
Restrictive Trade Practices Act 1977(a) or any instrument under

either of those Acts -

(a) the only restrictions or information provisions
contained in the agreement relate to either or both of

the following matters -

(1) compliance in whole or in part with the terms of
one or morm of the following codes: a distribution

code, a grid code, or a grid systems code, or

(i1} requiring a person not a party to the agreement
to comply with the terms of any one or mere of those

codes: or

ib) the only restrictions or information provisions

{a} 1977 c.19.




contained in the agreement, other than restrictions or
Provisions referred to in sub-paragraph (2)(a) above, are
restrictions or provisions accepted by only one party to

the agreement.

2. (1) Any agreement under which a licence holder ar an exempted
person agrees to provide to one or mors persons any one or mora

of the following:-

(a) a supply of electricity;

(b) distribution, transmission or connection services

relating to a supply of electricity;

{c) other services relating to a supply of electricity or

any of the services referred to in sub-paragraph (1)(b)
above.

(2) The condition which must be satisfied by an agreement of

a description set out In sub-paragraph (1) above is that -
{a) the only restrictions or information provisions
contained In the agreement are one or more of the

following restrictions or provisions -

(1) restrictions or provisions of a kind referred

to in paragraph 1(2){a) of this Schedule; or

(11) restrictions or provisions relating exclusively to




goods or services supplied in pursuance of the

agreement; or

(b) the only restrictions or Information provisions
contained In the agreement other than restrictions or
provisions of a kind referred to in sub-paragraph (2){a)

above -

{1) are accepted only by parties to the agreement to
whom the goods or services are supplied pursuant to thes

agreement , and

(i1) are made as between cne or more of the persons

referred to in (i) above on the one hand and the person

by whom the goods or services are to be supplied on the

othar.

3. (1) Any agreement between two or more persons each of whom is
a licence holder or an exempted person having as its sola
objective the furtherance or maintenance of or the connection of
or relationship between the electricity transmission or
distribution system or systems belonging to the parties to the

agreament.

{2) The condition which must be satisfied by an agreement of
a description set out in sub-paragraph (1) above is that the only
restrictions or information provisions contained in the

agreament are one or more of the following restrictions or




provisions -
{(a) rastrictions or provisions of a kind referred to in

paragraph 1(2Z)(a) of this Schedule; or

(b) restrictions or provisions relating exclusively to

goods or services supplied in pursuance of the agreement:

or

() restrictions or provisions relating [exclusively] to
the furtherance or maintenance of or the connection of
or relationship between the electricity transmission or
distribution system or systems balonging to the parties

to the agreement.




EXPLANATORY NOTE

ta A i

This Order spacifies descriptions of agreements relating to the
generation, transmission or supply of electricity to which the
Restrictive Trade Practices Act 1976 ("the 1976 Act") s deemed
not to apply and never to have applied. By virtue of section 100
(1) ef the Electricity Act 1959 electricity Is treated as goods
for the purposes of the 1976 Act. This Order provides that
agreements meeting any of the descriptions set out in the
Schedule to the Order and satisfying the relevant condition

specifled In that Schedule will nevertheless fall ocutside the

provisions of the 1976 Act.




CONFIDENTIAL

SCOTTISH OFFICE
WHITEHALL, LONDON SWIA 2AU

Tancred Tarkowski Esqg
Private Secretary to the
Chancellor of the Exchequer
HM Treasury

Treasury Chambers
Parliament Street

LONDON

SWIP 4AG /) March 1990
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SCOTTISH ELECTRICITY: REGULATION

Further to the Chancellor's lettér of 20 March and the Secretary of State
for Energy's letter of the same date, my Secretary of State is content lo
delay announcement of ¥ values for the Seottish industry to meet
Mr Wakeham's concerns. He therefore intends to procead to publish the
draft Scottish licences by means of a written answer today and to
anncunce the X values, also by written answer, early next week. As
regquested, the terms of the announcements will be cicared at afTicial
level.

1 am copying this to Paul Gray, Neil Thornton, Steve Catling,
John Neilson, Sonia Phippard.

Jlﬂ_ ATATK {"»-'L-» Lo ~gh )

WA f doudesing

hl J cALLAGHER
l Private Secretary
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Treasury Chambers, Parliament Street, SWIF 3AG

The Rt Hon John Wakeham FCA JP MP

Secretary of 5tate for Energy

Department of Energy

1 Palace Straat

Victoria

LONDOK GSW1E SHE Z1 March 1930

DISTRIBUTION COMPANIES' EFFICIENCY SAVINGS
Thank you for your letter of 20 March to John Major.

You have proposed a set of ¥ factors which produce an average
outcome of RPI+1.1. I am disappointed that this is a more lax
outcome than that indicated by Tony Baldry two weaks ago, let
alone my own recommendation of around RPI-0. The gearing
percentages agreed with the distcos also represent a less tight
cutcome than those which yvour advisers thought possible. I note
also that the initial dividend and dividend cover remain to be
clarified. I am s=sure that you agree that these are an integral
part of the financial structure and I hope that you will include
them within your current assessment of cash flowas before
finalising the detailed proposals to be agreed with the distcos.

Though I am not persuaded that the outcome on X and gearing
represents the best that the distcos should be able to achieve, 1
recognise that time is short and that you have had some tough
negotiations with the chairmen in order to bring them down from
RPI+2.2 or so. In the circumstances I will not press my arguments
further. Whatever the Chairmen think of the settlement, I hope
they understand that we regard it as generous; and that we are now
expecting their wholehearted cooperation in meeting our marketing
and flotation objectives.
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1 agree that the X factors for England and Wales ghould be
announced on Thursday. I underatand that Malcolm Rifkind is
content for his announcemant Lo slip slightly, without
jeopardising the Xs set out in his.letter of 16 March. I would be
grateful if your officials could consult mine on the terms of the
announcement.

1 am copying this letter to the Prime Minister and to
Malcolm Rifkind.

PETER LILLEY







10 DOWNING STREET
LONDHOMN SWIA ZAA

From rhe Privare hecretary

21 March 1990

ELECTRICITY PRIVATISATION: X FACTORS
IN THE DISTRIBUTION COMPANIES'
PRICE FORMULAE

The Prime Minister has seen your
Secretary of State's letter of 20 March to
the Chancellor of the Exchequer. She is
content with the proposed approach.

I am copying this letter t¢ John Gleve

{HM Treasury) and Jim Gallagher (Scottish
office).

PAUL GRAY

John Neilson, Esqg.,
Department of Energy

RESTRICTED
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In my letter of 20 M&rch about the X factors for the Area Boards, I
said I would be writing separately oa the National Grid Company

(NGC}. I have now concluded negotiations with David Jafferies, the

Chairman of NGC, and this letter sets out my proposals for X and
debt. r—

ELECTRICITY FHIRFIETTE?W? ¥ FACTOR IN THE NATIONAL GRID COMPANY

My objectives in the negotiations with NGC have been assentially thae
zsamea as with the Area Boards. My aim has been to:

(i} ensure that future price increases to electricity
customers are kept to the minimum;

— e —

ensure that NGC is able to finance its already large but
growing capital invastment needs (some E3.5 billion at
today's prices over the next 10 years);

{1ii) ensure that the price regime sets a tough discipline on
reducing controllable costs; and,

tiv) ensure the business is able to produce reasonable profit
growth.

Added to this, thers have heen factors specific to NGC of which I
have had to be mindful: —

(v+) because NGC is not itself to be directly floated, I have

endeavoured to ensure we obtain full-valwe for the tax
payer by way of proceeds; and,
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in view of the limited contxel that NGC's shareaholders,
the PESs, can exert over the company and iks investment

programmes, I have aimed to ensure that NGC is
financially independent and that it can fund 1ts
investment programme on the basis of its own balance
sheat ,

Peter Lilley in his letter to me of 15 March recommended that a
tight X, to the order of plus 1, should be set for NGC. I have
conSidered this careful‘y and ﬂiscusseﬂ it with the Chairman of NGC.
The X-factor in NGC's price control formula applies to prices only
for 2 years. To this extent, the financial profiles of the buSiness
are"less dependent on the value of X than for the Area Boards.
However, NGC is being sek up as a new separate businass. Management
priorities must initially be ensuring the success of the business
and in particular the operation of the pocling and settlement
business,., Our management consultants Touche Ross have concluded the
scope for efficlency savings in the X periecd is limited. In the
medium term, however, cnce the business has astablished itself the
scope for afficiency savings shonld be much greater. This was one
of the main reasons for keeping the first X-period short. The
ragulator will ba ino the best pogltion to assess efficlency savings
once the business is properly established, There is a further
point, that because NGC is only now baing sat up as a separate
company; its cozts are subject to some uncertainty. This wags - a
further reason for keeping the initial X-paried short.

I believe the right balance betweecn putting maximum pressure on
MGC's costas through the X factor and recognising the uncertainties
in the company's cost base as it develaops its new corporate
functions and businesses is struck with ¥ set at RPI-0. Taking into
account the growing burden that NGC faces on capftal expenditure,
and the pressure that will place gn costs through increased
depreaciation, I beliesve that RPI-0 should result in controllable
costs declining by 4% over the three year period to 1392/93.

It has been one of my key priorities in reaching a view on NGC'S
capital structure to maximise the proceeds we will cbtain, A high
level of debt will place a continuing tough dis¢iplina on NGC to
conktrol its costs.

Peter Lilley has recommended an injection of £1 billign of debt. I
have considered this carefully. In setting the level of debt, we
cannot ignore the very real risks to the businass of capital
axpendityre in addition to that currently being forecast proving to
be necessary. ThHe TeEstTucturing of the industry and introduction of
compatition mean that thare iz a rsal Jassihll1ty of additional
capital expenditure proving to be neacessary to strengthen the grid
to cope with closure of old plant and tha development of new
ganeration projects in different locations.

Daspite these risks, I have persuaded David Jefferies, the NGC
Chairman, that the level of debt should be E370 million. This is a
very high figure; it is;, I believe, the maximaom level of debt the




company can bear, without jeopardising its sustainability, and
represants a major concession by NGC. This level of debt was
acceptabhle to the Chairman, NOWweveT, only on the basis that X was
get at RPI-0, I believe this is the right approach. 1 do not think
it would be right to buy an artificially high walue of X by
substantially reducing the level of debt.

This level of debt is consistent with HCA book interest cowver not
falling below 4.0 times in any year on the basis of our assumptions
(which are not shared by NGC). This ratic is based on extensive
discussions between EKleinwort Benson, the Department's merchant
banking advisers, and experts in the debt markets. To the extent
that WGC's assumptions rather than ours prove te be correct, the
ratio could dip below 4; Kleinworts advise that this is not
unacceptable, Howevar I helieve in view of the company's extensive
investment programme and borrowing needs, it would be wrong to set
initial debt on the bhasi= of lower cover ol our assumptlons nor
would that be acceptable to the Chairman of NGC,

As with the Aresa Boards, I propose to announce the value of NGC's X
and finalise the company's licence tomorrow.

I am copying this letter to the Prime Minister and to
Maleolm Rifkind,
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Thank you :prxﬂight of your proposals circulated
under cover of your letter to John Major of

15 March. I know our officials have kept in
close touch on proposdls north and south of the
bordar and I am content with what you suggest.

I loock forward to seeing the statement Ian Lang
proposes to make.

Coples of this letter go to reciplents of yours.
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ELECTRICITY PRIVATISATION: X FACTORS IN THE DISTRIBUTION
COMFANIES' PRICE FORMULAE d -
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Further to my letter of 7 March; I have held a seriea of =
negotiating meétings with the Chairmen of each of the Area
Boards. Thizs letter reports on the outcome.

2. In these negotiations, I have been mindful of the importance
of:

(i) ensuring that future price increases to electricity
customers are kept to thé minimum;

(i1) ensuring that the businesips are able to financa thair

growing capital expenditur®needs (some £10bn over the
next 10 years); -

{iii) ensuring that;the price regime sets a tough discipline 4
on reducing controllable costs; and

e~ — - &

{iw) ensuring that, subject to the above, the businesses
are able to produce reasonable future profit growth,
and that Chairmen are given a regulatory and financial
regime that they accept produces a reasonable
foundation for a successful flotation. ‘
iy
3. The outcome of the negotiations is satisfactory. It !ill
enable us to continue to get the message across that ical to
franchise customers will be held at tha :nb& of inflation fur
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next three years, This is good peuws for glectricity customers
afid meets your tancern that we should not be giving the wrong
signals at a Time when we are stressing the need to bear down on
inTIation. I shall also wish to get across the further message
that within this price ceiling we have been able to set a
requlatory and financial regime which will enable the industry to
invest £E5bn over the X pericd in the distribution network to
maintain security of supply, a rate almost double what has been
necessary over the past 5 years. A further point to get across
iz that the major part of the total price toc customer (getbting on
for 80%) is the cost of electricity generation. This is the area
into which we have introduced real competition.

4. I understand the point you make in your letter of E March
about Chairmen having the incentive to exaggerate their
unwillingness to accept tough Xs. It was for this reason that I
have met each Chairman perscnally, and pressed very hard indeed
on X. In the event, no Chairman resigned although this seemed a
very real prospect during the negotiations which in a number of
cases reguired my meeting with the Chairman on three separate
occasions. I am spre you will appreciate; however, that at the
end of the negotiations, I must make the difficult judgement as
to how far the Chairmen can be pressed without seriously
jeopardising the success of the subsequent flotations.

B The values of X which I propose to set are listed in the
attached Annex. Weighted on a per customer basis for the Area
Boards, the average is RPI+1.1. The Chairmen have, with
reluctance accepted that this is a reasonable basis for the
subseguént flotations. In the light of your letter, I had
considered imposing values of X tighter than this. It is my
judgement thakt to do so would have put in jeopardy the success of
the subsegquent flotations. The active cooperation of the
Chairmen in selling the industry despite having accepted values
of X they believe are tough will be an important element in
ensuring a successful sale. You should be aware, however; that a
number have expressed concern that, even with the X wvalues I
propose, the level of growth on their assumptions may be lower
than 3%, leaving the flotations exposed to risk of adverse
movements, particularly on load between now and the Autumn if the
market ceases to share our views about good economic growth in
1991, Given the importance we both attach to setting a tough
discipline through X, I am prepared to take this risk with the
flotation.

6. On gearing, I know that your officials have pressed for
levels as high as 67%. I do not believe such a level is

———
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reasonable; it totally ignores the very real risks in the supply
market which is guite unlike the monopoly distribution business;
ik fails ko recognise the risks ko the business that arise from
the radieal restructuring of the industry; and it also fails to
recognise the very real difficulties we will hawve in persuading
potential investors thak they can have confidence in the industry
ag an investment despite its absence of a track record and
despite the radical restructuring of the industry. This is not
the right privatisation to set unprecedented high lewvels of
gEdIlng I have therefore negotiated; with some difficulty,
gearing levels of 40-50% for the majority of Boards with the
industrial Boards at 35-40%. This represents a major advance on
the BDoards’ own proposal® of up to merely 20%. A full assessment
of the cash Elnws resulting from the restructuring of the
indusktry will be necessary before this broad understanding can be
translated into a precise level of debt to be injected. I shall
be setting out detailed proposals on 1 this in due course.

g I shall be writing separately on my proposals for X and debt
for NGC.

| B. The date of vesting is now fast approbaching. In order to be
able to keep to the timetable, I would like to announce the
values of X and thereby finalise tha licences on Thursday 22
March. I appreciate that this is the same date as Malcolm
Rifkind was proposing to make his announcement. I believe wvery
strongly that the X factors for England and Wales should be
anncunced first, If the Scottish RPI-X factors are announced
first, it will make the presentation of the position in England
and Wales much more difficult., I fear I must therefore ask
Malcolm (to whom I am copying this letter) to delay his
announcement of the X factors {though not of the other points on
the Licence). I appreciate the concern he has raised in his
letter of 16 March, that further delay could lead to the
hardening of the Scottish industry's attitude, but hope he can
agree to hold the position until the beginning of next week.

3. I am copying this letter to the Prime Minister and to
Maleolm Rifkind.

g
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FIHNAL WVALUES OF X

DISTRIBUTICH X SUPPLY X

RPI+0. EPI+0

RPI+1. RET+0
LEE RPI+0.00 RET+0
MANWER RPI+2. 5 REI+D
MEE RPI+1.15 RPI+0
NEEB RPI+1. RPI+0
HORWER BEFI+1. RPI+D
SEB RPI+O0. _ RPI+0
SEEB RFI+0. RFI+0
EWALEC RPI+2. REI+D
SWEB RPI+2. RPT+0

YEB A ik RPI+Q

RESTRICTED
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The Et Hon Malcalm Rifkind MD

Secretary of State for Scotland

Dover House

Whitehall
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SCOTTISH ELECTRICITY: REGULATION
Thank you for your letters of 15 and 16 March to John Major.

I am content with your pricing proposals for Scotland, and with
the X wvalues vyou propose for transmission, distribution and
supply. It is important that privatisation should be asscciated
with downward costs, and your proposals secure that. SP in
particular might have been able to carry somewhat tighter Xs, but
I am aware of the future uncertainties associated with thedir
business, and of the other difficulties that you mention Iin
gacuring tighter Xs.

The proposed regulatory regime in Scotland has a number of
differences from that in England and wWales. Howevear, I -accept
that these will be  justifiable by different structural
characteristics, and they do not of themselves jeopardise a level
playing field between companies north and south of the border. I
suspect that the Scottish companies' concern about competition
from England and Wales has a negotiating element; but whether it
materialises will depend to some degree on tha coal contracts
still to be concluded, and any disadvantage will in due course
fall away as Miller gas comes on stream and the nuclear contracts
align to the English and Welsh pool price.

It will eclearly be important to resolve uncertainty about future
coal wall prices before flotation if the taxpayer is not going to
be heavily exposed to a discount from uncertainty. Indeed, unless
a deal is in place this summer there must be a risk of damage to
the institutional marketing campaign. I am sure that you and
John Wakeham will be pressing both sides accordingly.

I recognise the difficulty in regulating for some of the benefits
of Miller gas to be passed to consumers; although that should in
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due course be the effect A& competition develops. In the sharter
term, Miller gas will be of wvery substantial benefit to the
companies, although whether the taxpayer gets proper vwvalue will
depend on investor uncertainty as to when it comes on stream. I
will be looking to take the benefit fully into account when the
companies’' capital structures are set.

I am content with an announcement on Thursday. Please could your
officials clear its terms with mine?

I am copying this letter to the Prime Minister, MNicholas Ridley,

Sir Geoffrey Howe, and John Wakeham, and to Brian Griffiths and
Sir Robin Butler.

g/mwr A

%

PETER LILLEY







C f A,

v

SCOTTISH OFFICE
WHITEHALL. LONDON SWIA ZAU

The Rt Hon John Major MP M e 5 e cidoim

Chancellor of the Exchequer

HM Treasury
Parliament Street Q{L-Lh
LONDON ; tnf )

SWIP 3AG | March 1330

o
JW '-’W fit On '{
REGULATION OF THE SCOTTISH ELECTRICITY SUPPLY INDUSTRY

Further to my letter of 15 March about the terms of an announcement
about licensing and price regulation of the Scottish electricity industry, 1
am now in a position to seek your agreement to my conclusions on
X values for the transmission, distribution and supply segments of the
vertically integrated Scottish companies.

Following an efficiency review of the Boards' costs by my regulatory and
technical advisers, and detailed negotiations with the senior managemeant
of the Scottish industry, | have concluded that the following X wvalues
ghould be applied:-

Scollish Powen Soottish Hydro-Electric

Transmission 1
Distribution and Supply 0.

.0 0.5
3

0.3

1 have reached these conclusions taking account of the Boards' inevitably
conservative views of the achievable costz savings over the next 5 years
and also bearing in mind the kinds of values which | understand are
being contemplated by John Wakeham for England & Wales. Clearly, we
would not wish the Scottish companies to be markedly outside the range
of values for the Distribution Companies and the National CGrid Company
but different considerations do apply in Scotland. In particular, growth
in profitability of the Scottish companies is less sensitive to X values
because of the substantial impact of generation and my advisers are
satisfied that satisfactory profit growth for the Scottish companies as a
whole can be achieved when my proposals on regulation of generation
cosls are taken into account. The X values I am proposing are not the
most aggressive which could be contemplated but they do strike a balance
between the interests of the companies and the taxpayer on the one hand
and cusiomers on the other and 1 believe they will be readily achievable
by an averagely competent private sector management. The figures will
accommodate capital expenditure projections gignificantly above historic
levels, which the Scottish Boards fes! will be necesgary to maintain

EMLO74Q6




security and operational efficiency on their systems; and they assume
modest revenue savings as well as the additional costs flowing from
restructuring and privatisation.

The Scottish Boards will not voluntarily accept X values which are more
aggressive than those being proposed in England & Wales and they have a
fairly clear idea of the range of values being discussed with
John Wakeham. However, I believe they will acquiesce to my proposals if
1 move reasonably guickly and I am therefore anxious to press ahead with
an announcement of X values alongside our announcement on the
regulatory and licensing arrangements which has now been set for next
Thurseday. 1 appreciate that John Wakeham may wish to make his
announcement of X values first and I therefore hope he will be able to do
80 in the early part of next week. Any further delay on my part is very
likely to lead to a hardening of the Scottish industry's attitude which will
make it more difficult to deliver an acceptable outcome.

1 am copying this to tha Prime Minister, Nicholas Ridley,
Sir Geoffrey Howe, John Wakeham, Brian Griffiths and Sir Robin Butler.

I

MALCOLM RIFKIND

. by b .

440y

wid wgnid in ot







10 DOWNING STREET

LONDON SWIA 2AA
From the Private Secretary

1lé March 1%%0

Dees Ceer,

ELECTRICITY PRIVATISATION: SFECIAL SHARES

The Prime Minister has seen the Financial Secretary's two
letters to the Secretary of State for Energy dated 9 February and
14 March, together with the letters from the Secretary of State
for Trade and Industry dated 15 February, the Secretary of State
for Scotland dated 21 February, and the Secretary of State for
Energy dated 5 March.

The Prime Minister understants the Secretary of State for
Energy's reluctance to recpen the issue of special shares with
the generators at this stage; and she agrees that if the
Scottish companies were to retain timeless special shares, it
would be very difficult teo justify different arrangements for the
generators in England and Wales. - But on economic grounds, she
considers that the arguments put forward by the Financial
Secretary and the Secretary of State for Trade and Industry for
changing the arrangements for the Scottish companies and the
generators are correct in the light of the changed circumstances.
The Prime Minister therefore thinks the next step should be for
the Financial Secretary and the Secretary of State for Scotland
to seek to resolve their differences on the treatment of the
Scottish companies.

I am sending copies of this letter to Martin Stanley
(Department of Trade and Industry), Jim Gallagher (Scottish
Office), John Neilson (Department of Energy), and Sonia Phipard
(Cabinet Office).

s
LA

PAUL GRAY

Steven Flanagan, Esq.,
Office of the Financial Secretary,
HM Treasury.
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ELECTRICITY PRIVATISATION: SPECIAL SHARES '\ .y fi o con-vaik
We discussed briefly at lunchtime the attached papers whichﬁFbu P’{"
gaw in the box last night. You wanted to think further about
thie.

~ 1“'-:':'7 _,-._L--‘.J-:f*‘;?ﬂ Lia | adtae AR -

You were reluctant to endorse the Treasury/DTI proposal tQ»EfEEfd
time limited special shares to the Scottish companies and the

generators. Your main concerns seemed to be:
the threat of a French takeover;

not upsetting John Wakeham's balancing act on electricity

-

privatisation;
think these concerns can be met:

the way to stop undesirable French takeovers is through the

normal use of Mr. Ridley's powers. That is the approach he
—————p e T B i ey

favours (see Flag F). Whereas the timeless special share is

in danger of preventing effective competition developing.

the main protagonist for the status guo is Malcolm Rifkind,
not John Wakeham (if Malcolm Rifkind can be persuaded to
dEEept time limited shares for the Scottish companies, then

John Wakeham will go along with the same arrangement for the

English generators).

So I think the balance te be struck is between the Rifkind

arguments Wfli? €) and the Treasury cnuntarzfgse EFIE&iéJ which

is supported by Gecrge Guise (Flag F).

(i) Do you want to support the Treasury/DTI as recommended
by George Guise?

or
(ii) Prefer to support the Malcolm Rifkind defence of the
a@iﬂ status quo, notwithstanding the nuclear change?
=

15 March 1930
JD c:electricity
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REGULATION OF THE SCOTTISH ELECTRICITY SUPPLY INDUSTRY

Il am writing to seek your and colleagues' agreement to draft licences for
scottish Power and Scottish Hydro-Electric and in particular the price
comtrol arrangements which have been the subject of recent discussion
between your officials and mine. 1 would hope to have an oral statement
in the House about the licensing and price control arrangements next
week io coincide with publication of the draft lcences. — 4. affecked }:’f'."'..-:_‘.:,f,a

The Scottish leences are composite documenis reflecting the wvertically
integrated structure of the Scottish industry and incorporate licences for
public electricity supply, iransmission and peneration of electrieity. The
document, a copy of which is altuched, follows closely in most important
respects the parallel draft licences published by John Wakeham on
12 February and have been the subject of close consultation with John's
officials. Apart from the price control conditions which 1 discuss below,
there are no materig] differences from the comparable documents for
England & Wales to which 1 need draw your attention and which cannot be
justified on the bagiz of the different structural arrangements for
Scotland. 1 also intend to publish a draft generation licence and draft
gecond tier supply licence for independent operators in Scotland, copies
of which will be circulated at official level. Eoth documents are very
much in  line with the equivalent drafts already published for
England & Wales.

The composite draft licence does not yet contain the detailed price control
condition which my officials are in the final stages of draflting and will
circulate shortly at officlal level. The Important clements of my proposals
are as follows:

- the Scottish Public Electricity Supply companies will enjoy the
same level of franchise protection as their counterparts in
England & Wales in order to ensure a level competitive playing
field in the early vears: these arrangements were a necessary
prerequisite to the industry accepting a nuclear supply contract
and should help pave the way for agreement on a coal purchase
contract with British Coal;

EJDO74P2 CONFIDENTIAL
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average distribution and {ransmission revenues will be capped
and Indexed by RPI-X: 1 aim to take decisions on X values
shortly;

the initial average price of electricity generation within the
overall supply price will also be capped and indexed for the
first 4 years by RPI: regulation will thereafter move over
progressively to an index derived from average generation
prices in the England & Wales competitive market (identical
arrangements will apply for indexation of the nuclear price in
the contract between Scottish Nuclear Ltd and the 2 Scottish
supply companies):

price regulation will extend over the first tier supply market up
to 10MW: there would be no direct price regulation in the
above 10MW, second tier supply and wholesale markets;

there will be a subsidiary cap on average prices in the
below 1MW market which will restrict price rises to be no
greater than the movement in the overall price cap;

there will be ne provision for specific pass through of
gencration ¢osts to customers - the Scottish companies will
therefore enjoy improved profitability when Miller gas comes on
stream but will have to absorb the costs of any Ffuture
agreement with British Coal for supplies in the home market
within the tariff continuily constraint: | believe this is a fair
guid pro guo for the taxpayer and the consumer.

The Scottish industry and my advisers sccept thal this is a1 well balanced
package which provides long term protection for consumers while at the
same time offering substantial profit opportunities for the companies.
RPI indexation of gpeneration prices in the early years reflects the known
costs of nuclear and Miller gas and should provide a useful diseipline
upon negotiations with British Coal for the balance of the Scottish
industry's fuel requirements over the next few years (although I would
very much hope that the outcome will be a real decline in coal prices as
in England & Wales). The ftransition to a reference price based on
England & Wales gencration prices will take place over a further 4 years
when the full force of competitive pressures should be emerging in the
wider GB marken. For the longer term the use of an index derived
entirely from generation prices south of the border will ensure that the
diseiplines of the competitive market are impressed upon the Scottish
vertically integrated companies while yel giving those companies [uall
incentive to improve profitability by reducing costs as compared with that
wider market. The subsidiary cap on the below IMW market is required
to protect non-mobile customers who might otherwise suffer from
'tumbledown' of costs as prices are pushed down in the contestable
market. I propose to include provision in the licence for this subsidiary
cap to be reviewed by the DGES after 4 years (when the franchise is
reduced to 0.1MW):; but it does seem likely that competition will emerge
more slowly in Scotland, given the surplus of capacity and the vertically
integrated structure of the industry, so that the cap may need to be
retained for some considerable time. The 10MW cut off and the exclusion
of second tler supply and wholesale activities [rom the regulated market
will reduce price volatility and remove other distortions which would be
likely to operate against the interests of customers and the companies
themselves. Apgain, it may well be appropriate to reduce the size of the

EJDOT4P2 CONFIDENTIAL
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regulated market in Scotland progressively ns price competition cmergos
owver bime.

| am discussing with the Scottish industry average tariff increases of no
more than #8.5% nextl year and the price conirol arrangements above
should ensure that tariffs remain broadly in line with inflation for the
following 4 years, the precise movements being subject to the X values
which | have yet to determine. The Scotiish industry will alse aim to
hold prices in the above 1MW market steady in real terms for at least a
year, in line with the undertaking which John Wakeham has obtained from
the industry in England & Wales.

These price control arrangements are substantially different from those
for England & Wales largely because of the requiremenl within the
Scottish vertically inlegrated structure to impose direct control on all
components of the overall electricity supply price, whereas the generation
price in England & Wales will be effectively unregulated because of the
protections available from competition. However, the arrangements should
ensure a broadly level playing field throughout GH snd that overall price
movements in Scotland broadly track those in England & Wales.

I should be glad to have your agreement to these principles and to
lan Lang announcing them to the House next week (on Thursday
22 March). 1 would also aim (o be in a position to announce X values for
the Scottish companies, about which I shall be consulting you shortly. 1
ghall of course circulate a draft of the proposed statement in due course.

1 am copying this to the Prime Minister, Nicholas Ridley,

Sir Geoffrey Howe, John Wakeham, Brian Griffithe and Sir Robin Butler.

MALCOLM RIFKIND

EJDOT4P2
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Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon John Wakeham FCA JP MP

Secretary of State for Energy

Department of Enerqgy

i Palace Street

Victoria

LONDON

SW1E SHE 15 March 1990

ELECTRICITY PRIVATISATION: SPECIAL SHARES I~

Thank you for your -letter of 5 March. I have also Seen
Nicholas Ridley's letter of 15 February, and Malcolm Rifkind's
letter of 21 February. -

As a general rule, we need to ensure that the interference of
special shares in market mechanisms is kept to a minimum. They
could redoce companies’ ability in the long term to raise capital
in the markets; they certainly prolong the period when the
Government is placed in the awkward position of choosing betwean
bidders, as demonstrated during the Jaguar takeaver. And as
Nicholas Ridley pointed out, business placed in the private sector
should be subjected to private sector dieciplines as far as
possible. Unnecessary provision of timeless special shares would
go against this fundamental prineciplea.

I agree that the National Grid Company (MGC) shguld retain its
timeless specig]l share, not only to protect its pivotal position
at the centre of the supply system, but alsoc to preserve its
independence from its shareholders, the distcos. But I have
difficulty In accepting that the position of the grid in Scotland
is analogous. It will not be subject to a comparable structure;
it will be held in two parts by Lwo companies, and will be an
integral part of those companies. Neither company will possess

CONFIDENTIAL
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the horizontal integration and consequent strategic power of NGC.
NGC's special share not only places a 15 per cent 1imit on
individual shareholdings, but entrenches its independence from the
distcos. A timeless special share In the Scottish companies would
not, because of the structural differences, secure the
independence of the Scottish grid.

Like the Scottish companies, the distribution companies are very
substantial businesses in their own areas. Yet we all agree that
time-limited special shares are adequate for them.

Malcolm's other concern was that a single monopoly might be
created in Scotland. But any takeover would be subject to
competition law. For a takeover to happen, the MMC and the
relevant Secretary of State would have to agree that it was not
against the public interest. Similar considerations apply to the
generating companies south of the border. Malcolm also expressed
concern about cross subsidy of rural areas in the North: but our
pelicies on thid Hhave statutory wnderplnning in the Electricity
Act, and the MMC would be bound by that. Any outside interest
buying into the industry would be bound by existing licensing and
stabtutory requirements.

Our commitment to timeless special shares in the Scottish
Companies and National er (NP) rested on the need to protect
the nuclear aaHEts'iﬂﬁi:Eaﬁiﬁ_hg_ﬂgigigg. This is no longer the
case. In the light of the advantages of keeping special shares
to A minimum, I would favour restricting timeless shares to NGC.
I do not really accept the analegy with the Scottish grid. But
the arguments seem even weaker for extending timeless shares to
the gencos in England and Wales, where thera is full potential for
sufficient competition between many suppliers to sacure an
efficient structure. Time limited special shares will be
sufficient to protect these companies from predators as they
adjust to the new industry structure. Beyond that we should let
the beneficial effects of competition in the equity market take
effect, subject to the requlatory regime and the usual mergers
supervision; they will be sufficient to meet any strategic
CONCerns.

I am sure you will appreciate my uneasiness about using special
shares to continue to coccupy the commanding heights of the
aconomy .

I am copying this letter to the Prime Minister, Nicholas Ridley
and Malcolm Rifkind.

PETER LILLEY
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FRIME MINISTER

ELECTRICITY PRIVATISATION: SPECIAL SHARES

Last year you agreed that the electricity distribution
companies in England and Wales should have only time limited
L —

special shares following privatisation. But permapent special

——

shares were agreed for:

the England and Wales National Grid Company,
reflecting its pivotal position at the centre of the

supply system;

National Power and the Scottish companies, because
they would include the nuclear assets;

PowerGen, on the basis that it was difficult to treat
it differently from National Power as the other main

generator.
— ——

Last month you saw a note from the Financial Secretary (Flag A)
arguing that, following the decislon to retain the nuclear
assets in the public sector, a change should be made to time
limit the special shares in National Power, PowerGen and tha
Scottish companies - althnugﬁ_{EE'EF;re in the Grid Company
would remain timeless. You simply noted my initial reaction
that this ceemed a sensible response to the new electricity

s e ——
structure.

Sinece then, there have been exchanges between colleagues:
————
Mick Ridley (Flag B) supports the Treasury case on
competition;

—_—

but Malcolm Rifkind (Flag C), and John Wakeham

(Flag D};ﬁpused to a change. Malcolm Rifkind
argues that, since grid transmigsinn is integrated in
the two Scottish cﬂmpanies;qzhese must retain

CONFIDENTIAL
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timeless special shares. John Wakeham argues that if
the Scottish companies have timeless shares, the sane

- = N

has to go for the generating companies in England and

Wales.

N

=

The Financial Secretary (Flag E) has now responded. He argues
that the Scottish puEitinn can be distinguished from the

National Grid Cumpany 1n England and Wales, and he continues to
press for time limiting the Scottish companies and the English

generators.

e ——

Ceorge Cuise (Flag F) strongly supports the Treasury/DTI line,

You have been most reluctant to make any intervention in eother
electricity i=sues to upset the skilful balancing act Jchn

Wakeham has been performing. But I don't think that is an

i e —

aspect that need concern yvou in this case; there is no guestion

of upsetting delicate negotiations between the different

parfIéEl it is simply a matter of the Government's decision on

special share arrangements.
— — ——————a

i —

Given that the protagonists are currently split 2:2, I imagine
they are all awaiting your further reactions.

Do you want to weigh in in support of the Treasury/DTI as
recommended by George Guisge?

CONFIDENTIAL
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From the Private Secretary

12 March 1990

Do Stgtan,

ELECTRICITY FRICES IN HORTHERN IRELAND

The Prime Minister was grateful for your Secretary of
State's minute of 7 March. 5She is content for him to proceed
with an announcement on the lines proposed, and would ba grateful
for a further report in due course on the work in hand for a
White Paper on privatisation of Northern Ireland Electricity.

I am sending copies of this letter to the Private
Sacretaries to the members of E(A) and to Sir Robin Butler.

o

Pt

PAUL GRAY

Stephen Leach, Esdq.,
NMorthern Ireland Office.
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FRTME MINISTER

Last autumn you saw a progress report from the Horthern Ireland
rd_p—jl———1

Office on their planning for privatisation of Northern Ireland

Electricity (HIE). The cnﬁEIE;iun was that work should continue,
with a view to a White Paper sometime this year; but that
meantime it would ke appropriate to announce the decision to
bring to an end the tariff link arrangement which has been in

3 ) —
operation sinca 1981.

T —— —_—

The attached note from Peter Brooke (Flag A) now sets out his

propeosal to announce an end to the tariff arrangements by means

of a written PQ. He will indicate that, in the longer-term, NIE
tafiffs must be based on long run sustainable costs of generating
and distributiné_éle¢trinity in Morthern Ireland. But for the

yvear ahead he will EEF_Ehat the average electricity price

increases will be held to some B per cent.

-—

Peter Brooke's note is, in my view, a rather thin report, and
says nothing about more general planning feor privatisation or for

a White Paper. Gegrge Guise (Flag B) expresses similar

sentiments. But the only immediate issue is whether Peter Brooke
———

shotild proceed with his annmPncement about the tariff link, and
— EE———

both George and I suggest you should agree to this.
e

— ——— =
Content to agree Peter Brooke's proposal, while asking him for a

further report in due course on planning for the White Paper on
privatisation?

Py,

PAUL GRAY
9 MARCH 1990

a:\economic\NIE.mrm
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PAUL GRAY 9 March 1990

HORTHERN IRELAND ELECTRICITY PRICES

Peter Brooke's proposals have the support of the Treasury but
only after a behind the scenea argument about the lewvel of

pricae rissas.

The Treasury believe that a prica hika of the order of 204
18 neceggary to pat NIE tariffs in line with the long run
gustainable price of generating and distributing electricity
in Nerthern Ireland. The MNorthern Ireland Office have been
arguing that the figure 1is nearer 10% and that, prior to
privatisation, increases in line with RPI are all that are
neaded ! This argument is continuing and the Treasury hope
to have it resolved by the end of the summer.

Peter Brooke's paper is an apologia for the progress report
promised to E(A) last October. The general proposal is
sensible. The tariff 1ink i1is @learly an anachronism,
particulary in wview af the imminent privatisation of UK
generation. Like any other commodity, electricity in Northern
Ireland will have to be priced such as to enabla it to be
profitably produced. However, the figure of 8% which the paper
indicates for the NIE tariff increase from April 1990 has been
set only after much pressure from +tha Treasury. Narthern
Ireland's original proposal was for 6%%.

There is clearly a tendency in the Northern Ireland oOffice
to put electricity privatisation into the “too difficult box"
and pressure will have to be maintained on them to think
commercially. The danger of leaving the major price hike to

privatisation itself is that this will then be seized upon

by the Opposition as another aexample of the private sector

milking a monopoly - of water privatisation. The Treasury
#dre clearly on top of the problem and I do not recommend

intervention frem here as yvet.

GEQRGE GUISE
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Rt Hon John Wakeham FCA JP MP
Secretary of State for Energy
Department of Energy

1 Palace Street
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Thank you for your letter of-7 Harél.

I am glad that you agree that the X factors should put strong
pressure on the companies to improve their efficiency. And as you
gay, the negotiations with the companies are a matter for you.
But I am very sorry that you were unable to speak to Peter Lilley
yesterday, following Peter's meeting with Tony Baldry. I am sure
you racognise that the Treasury has axpartise in and
responsibility for the whole area of privatisation and I would be
grataful if wvou could take full account of the following
considarations.,

On the evidence of past privatisations, the Chairmen are all too
likely to exaggerate their unwillingness to accept tough Xs. They
have certainly had every incentive to do so in the negotiations to
date. In entering the debate now, you have the chance to take a
fresh view and start from X factors that are consistent with
profit growth of 3 per cent and high gearing.

I am sure you realise that an average outcome of RPI+X would be
most unhelpful: it sends guite the wrong signal at a time when we
are stressing the need to bear down on inflation. And it could
damage our presentation of the privatisation Programme .
Fartunately, our officials’ calculations suggest that, consistent
with these aims for profit growth and gearing, an average outcome
of RPI-0, with RPI-X for a majority of the distcos, would be
feasible. Both resulte are plainly very desirable. It is against
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these aims that we should assess the outcome of your negotiations
next week.

I am copying this letter to the Prime Minister.
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01 238 3290

The Rt Hon John Major MP

Chancellor of the Bxcheguer

HM Treasury

Treasury Chambers

Parliament Streat

LONDOMN

SW1P 3AG j? Mareh 1950

Fmams NS

Tony Baldry has reported his discussions with Peter Lilley on the
subject of the level of the X factors to be contained in the pricing
formulas for the public electricity suppliers and the National Grid
Company .

I can assure you that I fully share the Treasury's wish to have

¥ factors which will put strong pressure on these companies Lo
improve their efficiency and to reduce their costs. Teo this end 1
will be seeking as demanding X factors as T believe are justifiable
and consistent with the flotation of these companies and achieving a
proper return for the taxpayer's assets. But I am sure you will
agraea that the negotiation has to be left to me, and the
recommendation as to what is justifiable and deliverable must be
mine. I will, of course, keep you informed of progress and seak
your agreement to my recommendations.

I am copying this letter to the Prime Minister.

'H\S"""_'“_J_‘_'J

<§F\~\
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PRIME MINISTER

ELECTRICITY PRICES IN NORTHERN IRELAND

In Qctabar IEBE, I undertook to advise E(A) colleagues before making

any announcement about future electricity prices in Northern
Ireland. Following discussions with the Chief Secretary, I am now
in a position to make an announcament and I propeose to do so by
means of a Written Answer in the House.

The central feature of the announcement will be the decision to
bring te an end the tariff link arrangement which has determined
Northern Ireland Electricity’s (NIE‘’s) prices since 1981. At that
time, because of high o0il prices, NIE’s tariffs had risen well abave
those in Great Britaln and this was considered an unreasonable
burden on the NI community and a real obstacle to esconomic
development. Under the link arrangement, NIE's tariffs were set
equal to those of the highest area boards in England and Wales and
its consequential revenue deficits were met by Government subsidy.
Since the fall in oil prices in 1986, however, NIE has been
profitable and no subsidy had been neesded.

Following a review of the tariff link arrangement, my predecessor
and the Chief Secretary agreed that the link should be

discontinued. The decision was also influenced by the consideration
that, since NIE is to be privatised, it is clearly necessary for it

to move back to setting its tariffs by reference to its own costs

1
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rather than those of other Boards. In my Parliamentary Answer I
shall explain the reasons for the ending of the link and I shall
point out in addition that the fundamental changes which are taking
place in the structure of the electricity industry in England and
Wales mean that it is no longer appropriate.

In announcing the end of the tariff link, I must give an indication
of the tariff setting principles which will replace it. I have
agreed with the Chief Secretary that,in the medium and long term,
NIE's tariffs must be set on the basis of the long run sustainable
price of generating and distributing electricity in Nerthern Ireland
- that is, the price at which electricity can be generated and
distributed efficiently while providing for renewal and development
of the system and producing an acceptable rate of return. It has
not been possible so far to establish precisely what the long run
sustainable price should be, though much valuable work has been done
by officials and advisers on the guestion. It seems certain that
the long run price will be higher in real terms than it is at
present, but there are a number of uncertainties including, for
example, the price effect of an interconnector with Scotland. I
shall, therefore, not be able to give any clear indication about the
path of electricity prices in Northern Ireland in the longer term,
though I shall say that economic pricing is the ultimate aim.

I shall, however, have to say what the increase in NIE’‘s tariffs for
the year from April 1990 is likely to be. Ideally, I should have
liked to be able to derive this increase from a clearer view of the
long term sustainable price and the stages by which that should be
attained. As is clear from the above, I do not at present have all
the information I need to be able to do this. However, in the light
of the work done so far, I have agreed with the Chief Secretary that
an increase of 8% on average would be appropriate and fully

consistent with the objective of moving over time to a long run

sustainable price.

2
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In order to give NIE time to implement tariff changes by 1 April, I

neaed to make the announcement by 9 March.

I am copying this to members of E(A) and to Sir Robin Butler.

T March 1990

3
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PRIME MINISTER 5% March 1990

SFPFECIAL SHARES IN ELECTRICITY GENERATORS

It i85 unfortunmate that timetable constraints are forcing the

privatisation of fossil fuelled geperation as a duocpoly.

The original justLEEEaEiﬂE for the duopoly was that we had
tc build a big enoogh ecage to hold the nuclear generators.
without that requirement, the logical form for privatisation
Wwould have been 4 or 5 generating companies; probablv grouped
according to. the coal fields that supply them, Thiz would

have been a natural step towards the ultimate privatisation

e

of coal.

Just as the nuclear red herring led us into the genoration
duopoly - the cage with no bear in it - so it is leading John

e Tl P

S —
Wakeham, Jled on by Malcolm Rifkind; into a false conclusion
about special shares. It 18 perfectly resasonable for any

newly privatised organisation to have a special share for

a limited period. Management experiences a real jolt when

fEé_Ezgi;E;;HgDEE private because alien and unfamiliar issues
suddenly appear on all sides. It is therefore perfectly
reasonable toc allow management a breathing space of, say 5
Years, to adjust to such new elements wilithoot worryving about
threats from itz share register, However, to make suach

takeover protection permanent is a totally different matter.

e S S = e

With the current duocpoly structure, there will be many cosy

Rl e E emaaemms

anti-competitive practfées carried over from the present CEGB.

e =

The newly appointed Regulator, Stephen Littlechild, will be
nardput to f£flush them out. He will also have to be ever on
his metal te dissuade new ones from coming into being.

————————

Ultimately, the competitive situation should riEhE__itééif

as the supply companies develop other sources of electricity,

—— e
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including power stations which they may build themselves.
This natural process of esvolving from a ducpoly inte a regime
of proper competition will be rotally frustrated 1f the big
generating companiss are given permanent protection from

takeover.

IT there 1is to be limited competition in the consumer market,

at least let it prevaill in the';@E;e market! At the end of

5 years the specizal share should evaporate, Jjust as it will

in the distribution companies. The risk of not setting a

time I1imit, and leaving it to the initiative of the Secretary
of State, ia that it will never be the right time to 1ift
the sgpecial share. Remember the build up of pressure over
Jaguar. Because the special share had only one year left
to run, it was possible to build the case that an unreal market
was developing. If there had been no antomatic expiry
deadline, Ford and GM would not have put their energy into
building up takeover proposals cof the kind which ultimately

prevaliled.

Permanent takeover protection is bound tao sustain

inefficiencies. The companies will operate as though they
wére still state owned. There will be no automatic market
discipline to examine performance or the level of their price
earnings ratio, DRividends will bhe miserly and vast sums will
be spent indulging thelr engineers in new power station
degigns. There will be a continuation of the kind of
hopelegsly uncommercial thinking which led te those assets,
both nuclear and fossil fuelled, which it is proving so

difficult to privatise.

Tc protect a management from its shareholders is ultimately
to protect it from its customers. There is no commercial
or hational case f[for maintaining a golden: share in the
generating companies and the producer led arguments from
Rifkind and Wakeham should be soundly trounced. The Treasury

CONFIDENTIAL
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is right to recpen the i1ssue and the arguments in the DTI

letter are excellent. s

The national security case, raised in particular by Rifkind,
is weak. Under emergency conditions government can - take
control of any strategic asset. Farthermore, the MMZ is
obliged Tt consider the national intarest 10 AB5E8E81Ng
takeovers. It is not merely competition which it must address.
A future takeover of an electriecity generator would be referred
te the MMC who would be obhlliged to consider avery factor in
concluding whether the bid should proceed. There are therafors
adequate safegquards and the Rifkind argqument is both hyperbolic
and bogus.

QONCLUSION AND RECOMMENDATION

Suppert the retenticon eof a special share against takeover
for a pericd of 5 years and no longer,

o pod

I

I ! L
o GEDORGE GUISE
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THE RT HON JOHN WAKEHAM MP

Department of Energy
| Palace Stresl
London SWI1E SHE
g1 238 32810

The Rt Hon Peter Lilley MP

Financial Secretary to

The Treasury

Treasury Chambers

Parliament Street

LONDOM

SWIP 3AG & March 1990
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ELECTRICITY PFRIVATISATION: SPECIAIL, ARES
qumEi;il Eﬁ.ﬂj "

Thank you for your letter of 8 February. I have also seen
Nicholas Ridley's letter of 15 February and Malcolm Rifkind's

letter of 21 February.

I £find Malcolm's arguments for retaining indefinite shares in the

Scottish companies very compelling. And if the Scottish
companles were to have permanent special shares, it would be
extremely difficult to justify different arrangements for the
generateors in England and Wales.

You will be aware that, in the run-up te vesting, we are having
to resolve a number of difficult issues, often to the perceived
detriment of National Power and PowerGen. It would be unwise now
te re-open the ISsSue of special shares with the industry.

In these circumstances I must ask you not to reopen the decision
on special shares that was taken a year ago.

I am sending a copy of this letter to the Prime Minister,
Nicholas Ridley and Malcolm Rifkind.

Shome RO
"{fpy"_*

JOHN WAEEHAM
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Fram the Private Secretary

1 March 1590

R S

TIMING OF ELECTRICITY PRIVATISATION

Thea Prime Minister was grateful for the Chancellor's minute
of 26 February, which she has noted without comment.

I am copying this letter to John Neilson (Department of
Energy), Jim Gallagher (Scottish Office} and Sonia Phippard
(Cabinet Office).

{oE
[

Faul Gray

Tancred Tarkowski, Esq.,
HM Treasury.
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Az you will recall, John Wakeham; Malcolm Rifkind and I have Deen

considering thiz matter. This minote sets out our decision and
informs colleagques of certain implications.

2. Cur cblective is to complete the sale of tha electricity
industry before the Election. The sale will involve
12 distribution companies and 2 generating companies in England

and Wales and 2 vertically integrated companies in Scotland.

= 3 The timescale is short. The distribution companies will not
be ready for sale before Autumn 1590. Our City advisers are clear
that all the sales must be completed before the summer holidays in
19%1. They advise that the pre-Election shadow would make sales

after that date very risky and, possibly,; impracticable.

q. To fit all the sales into this pericd, John, Malcolm and I
have agreed that, subject to market conditions, the 12 English and
Welsh distribution companies should ba sold in AutuEE_IEEE_Eﬁd tha
2 generating companies in February 199%1. The 2 Scottish companies
would, again subject to market caﬁﬁitiﬂns, be so0ld around
May-June 1%9%1. This would complete the sales in an orderly manner
in the time awvailable.




5. One consegquence of these arrangements is that the sale of the
genarating companies will come shortly before the 1991 Budget

Statement. This will create very difficult problems for Treasury
Ministers in relation to prospactus and legal disclosure

reguirements. A8 colleagues will be aware, as vendor of shares in

e D |
a privatisation, the Government has an obligation under law to

disclose information and facts which are material to the prospects
of the company whose shares are being sold, or to potential
investors in these shares. There is a standard trawl of
departments on this matter close to each of the sales. Disclosure
does not simply relata to decisions which have beean taken. It
also ambraces the settled intentions of departments.

B. Certain tax changes could be material to the prospects of the
electricity companies, or to potential investors in their shares.
In the period up to the 1991 Budget, Treasury Ministers will,
therafore, have to decide either not to introduce any such tax
EEEFQEE, or to disclose them aﬁgad mf_EPe Budget Statement in the
prospectuses of the electricity qpmganiea._ This is a situation I
would have much rather avoided, but it is one I am prepared to

accept in the interests of successfully completing tha

privatisation.

T In his minute to you of B Janvary, John Wakeham set out the
relevance of disclosure considerations to our continuing
discussion of environmental policy. I am sure he was right to
emphasise the need for a clear statement of Government policy on
the environment early this Autumn. This would also apply to any
taxation measures designed to benefit the environment. If thera
ware any such measures, they could well be material to the
prospects of the electricity companies and be a matter for
disclogure in tThe prospectuses. The timetable we have now
established for privatisation means we will need to have
established a clear position on such tax measures by the early
Autumn.




B. I am copying to other members of the Cabinet and
Sir Robin Butler.

[J.M.]
26 February 19%30
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MEETING WITH SIR LEON BRITTAN: 27 FEBRUARY

Unfortunately I am unable to join you at your meeting with Leon Brittan
on Tuesday next. | have every confidence that you will be able to
maintain a solid UK line.

My purpose in wriling is principally to stress the paramount importance
which I attach to the maintenance of a life of station nuclear contract
belween Lhe Scottish nuclear company and the 2 Scottish electricity
companies which are to be privatised. In secking to meet Commission
concerns, we have gone as far as we can in making provision for any of
the partles to require a review of the terms of the contract after
15 years. The unequivocal advice from my financial advisers is that any
shaorter period would seriously jeopardise the prospects for flotation.

The UK Government and the Scottish Electricity Boards have not alighted
on 15 yearse by chance; it is at that time (around 2005) that the
Hunterston B AGR station is expected to close. This would remove
1150MW of capacity from the Scottish system, so that should the nuclear
contract be terminated at that point as a result of a review of its terms,
the level of over-capacity then extant In the Scottish system could be
expected to have assumed manageabls proportions. But this will not be
the case over the next 15 years.

We are effectively proposing to restructure the Scottish electricity market
by allowing the controlled introduction of competition to bring an orderly
transition to the free market. It would be both uneconomic and perilous
to move faster. Uneconomic, because the free play of competition in the
presence of substantial surplus capacity would drive down prices to
system marginal cost, giving industry and commerce in Scotland a windfall
benefit from artificially reduced prices. It I neither in the interests of
the UK laxpayer nor in the interests of the Commisgion's competition
policy that the State Aid which the UK Government would need to inject

CONFIDENTIAL
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*'-liu these circumstances should be substantially increased and market
distortions exacerbated. Moreover, in relation to the State Aid, we have
no effective choice. The ecoste of the nuclear investment programme have
alrendy been sunk, and the liabilities in relation to decommissioning will
need to be met willy nilly. If the Commission are not prepared to
counienance the arrangements which we have proposed, they will be
forcing the UK Government to choose between writing an open cheque to
underwrite the nuclear operation or to go back on ocur commitment to
introduce competition at all.

Introducing competition in a surplus market without the element of
certainty which we propose for at least 15 years would also be perilous.
Tha prospect of cut throat competition at the end of the contract period
would put in serious doubt the continued financial viability of the Public
Electricity Suppliers in Scotland. We could not ignore the risk to
security of supply. Were our proposals as outlined above to prove an
absolute sticking point with the Commizsion, I should need to consider
carefully whether | could justify proceeding. These risks would be such
that I am advieed by our merchant bankers, BZW, that investors would
not be prepared to accept them without very substantial discounting.
They do not belicve that we could successfully float the 2 Scottish
electricity companies In those circumstances.

What we are offering the Commission is a finely balanced compromise
beiween, on the one hand, massive State subsidy o the nuclear
undertaking which would result from the completely free play of
competition within the structure we have established and, on the other,
the maintenance of a State monopoly Tor the foreseeable future. It
represenis a means of setting Scotland firmly on the road to a more
competitive environment which can only be effectively achieved when the
existing surplus of capacity has been substantially reduced. 1 should not
like to leave Leon in any doubt about thigs. The proposal for an opan
review of the contract at 15 years is simply not negotiable, =o that
Commission insistence on a shorter period could halt us in our tracks.

I am sorry that | shall not be there to deploy these arguments in person.
You will, however, have been fully briefed by one of my officials, who
will also accompany you on Tuesday.

| am copying my letter to the Prime Minister, the Chancellor of the
ixchequer, Nicholas Ridley and Sir Robin Butlar.

sl
7

MALCOLM RIFKIND
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ELECTRICITY PRIVATISATION: SPECIAL SHARES

__.-"
Thank you for your letter of 9 Fcbruaﬁv concerning special shares in the
2 Scottish electricity companies and the England and Wales generators. |
have also seen Nicholas Ridley's letter of 15 February.

1 do not share your view that, as the nuclear generating stations are Lo

remaifi in the public sector, there is longer a need for Governmentl to
have timeless special shares in uithﬁr the
England and Wales generators. I leave John Wakeham to address Lhe case
of the GenCos but [ believe that there remain overwhelming reasons why

we should retain special shares in the Scottish companies for the
foreseeable Tuture. .

The 2 Scottish electricily companies are of great strategic importance to
Scotland. They will be amongst the largest pldS in Scotland and will play
avital role in all aspects of the Heoffish economy. — Moreover, the
Scolfish companies are ‘-TEPTJHEE-!JL!HEE},'HIEIZI and will retain ownership and
control of the Scottish grid. In our earlier discussions, we recognised
tHAY the grid both north afd =outh of the border was a & cage, |
take It that you confifiue jio believe that the National Grid Company
requires a timeless special share and 1 cannot contemplate an outcome for

Seotland which would place control of the transmission network north of
the border in a different posifion.

In publishing our White Paper on privatisation of the Scottish industry, I
also made clear our view that it would be unacceptable to create a single
MO0 licensed to generate, transmit and supply electricity throughout
Scotland. [ be perceived as an all too likely outcome of
offering only "fledgling protection” for 5 years. In the light of their
previous approach o Scottish Hydro-Electric, the management of Scottish

CONFIDENTIAL
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.l-‘-nwva'r' would be likely to-regard any change as an open invitation to plan
a takeover stralegy, complicating enormously the process of a joint
flotation of the 2 companies. The threat of takeover, from other parts of
the industry or outside interests would in particular create serious
concerns in the North of Scotland, for example about the continued
dedication of the hydro benefit to underpin the high costs of distribution
and transmission In that area. 1 do notf believe we can realistically rely
on the MMC mechanism to secure the Industry structure to which 1 attach
50 much importance. ]

Quite apart from these substantive arguments, I believe it would be guite
wrong to change course at this late stage. The Government gave firm
assurances to Parliament during the passage of the Electricity Bill that we
would retain a special share in the Scottish Companies for the foreseeable
future. Indeed, specific amendments to the Bill were only withdrawn on
the strength of those assurances. 1 am convinced that we should be
regarded as acting improperly were we now to provide that special share
protections lapeed after 5 years. There would, at the wvery least, be
considerable political opposition to any retreat from our earlier
undertakings.

Apainal thie background, I must ask you to accept the status quo. The
retention of spfieial shares without limit of EME 18 not of tourse an
irrevocable step. It will be open to the Government at any stage in the
future to redeem such special shares as and when they are believed Lo
have outlived their usefulness. That step would need to be Justified to
Parliament at the tiTp; it is not a battle which we can or should fight

LW .

I am copying this letter to the Prime Minister, John Wakeham and

Nicholas Ridley.
_/] .
L g -,

/100

MALCOLM RIFKIND
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ELECTRICITY PRIVATISATION: SPECIAL SHARES Hor

Feter Lilley sent ma a copy of his letter o ruary to
you. I have also seen Number 10's letter o ¢ February.

In the course of our collective discussions during 1988 on
this issue, it was recognised that the existence of nuclear
capacity in the private sector would merit special
consideration, and that a timeless special share would afford
suitable protection for such businesses.

The exclusion of the nuclear businesgs from the sale
effectively negates the original justification for advocating
a timeless special share for the generators and the Scottish
companies,

The fundamental and guiding principle in privatisation must ba
that business is placed in the private sector to be subjected
to private sector disciplines as far as possible, These
disciplines include the competition legislation, and only
where gpecial circumstances arise in which it is necessary to
protect a vital national interest should the use of a timeless
special share be considered. Buch special circumstances no
longer arise in the case of the generators and the Scottish
companies, and I agree that a time-limited special share of
five years duration would now appear appropriate.

I am sending copies of this letter to the Prime Minister,
Malcolm Rifkind, and Peter Lilley,
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domestic consumers are. all being put second o the
requirgment that has been placed on bhom by the Pome
Minister, which is get the industry sold off as quickly as
F.‘l;:qi!ﬂhl.l_'"

Mr. Wakebam: The hon. Genfleman asked wme 10
guestions. He i right that his first guestion -aboul
Seotland-—is a matter for my right bon. and learnesl
Friend the Secrebiry of State for Scotland, amd 1 shall
certanly pal 1 1o lim

The hon. Member then talked sbout price increases and
about fatteaing up the industry for privatisation, as he pul
1L Hig st mandke up bis mind faicly soon about whether we
are fatiering up the industiy for privafisation or sclling it
for p song. The fuct is that we are doing neither. We intend
to privatise the industry af & proper and for price. 17 the
hon. Ceentleman had fistened (o what 1 sasd aboal prce
increases. be would have beard me say thnt 1dil ool expect
that on average there would be any price incréases in real
terms and thal prices would stay the same in real térms. |
shall ool guols the Labour party’s record on elecinolty
prices s there sre plenty of other guestions to-answer,

The hon, Gentleman asked me not to be vague ahoui
targe wsers of electricity. T oertainky shall not be vague and
I by ik thar | expoct the indusiry to offer ferms (0 the
fnrge users and 10 any user ever 1%W of consumption and
io keep the price incresses o the RPI o the current year
Thercafter, they will be in a position 1 negotiate freely For
prices within the market and I know that & number of them
are alneady setting about that task,

The hon. Gentlerman™s fourth guestion  related
diomestic prices. | have sadd that cusiomers below | MW
will kave the benefits of the oversll prive comirol and of
regulistion. s no peason why their prices should increase
by much more than the rate of inflation this yesr, although
the area boards have nol yel made (keir proposals. The
price coniral formule will =nsure that prace rises are Homited
so thot there will be no real increase in prices for the next
twin years. As [ have said, they are maximam fgures, and
the area boards could well do Better for many of their
CUsLOmeTs

With regard Lo the fossil fire levy that | announced, the
by, Crentleman 15 ml*:.‘aua.d:ng the Hésuse il he states that it
5 oo additiconal impost on - electricity  consumers.
Consumers pay for the cost of noclear power in their bally
at the moment. The levy simply brings the matter oul m
thi open, a5 set out in the Electricity Act 1989, and these
will be o incredse inthe price of noclear powaer &s a resabt
of the change. The kevy will still b2 thers, but at [0:6 P
cent. it is less thap a lot of people thought, and it wall
decrease over the nexi eight vears.

On the question of the obligation Lo supply, or the
securify of suppdy, 1 helieve that the present arrangements
under the Electricity Act dare better than the previous
hursaucratic arrangements of the Central Elsctricty
Ciencrating Board. Under the Electicity Act, the drea
boards ane required to offer lerms (o any custoners in thedr
ares and that offer wall be backed up |‘1-1l,' the 1||_'{:r1:1illp;
conditionsand by stifl finaneisl penalties. Therefors, they
will have a clear legal obligation to contract for sufficient
suppliss to mest the requirements in their areas.

The hon. Gentlaman 15 righl to raise the imporiant
mutter of energy conservition. He shoild rememBer thal
over the past |0 years there has been a subsimnlial
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improvement in energy cliciency in Britain. While there
has been a 20 per cend, incrgase in groas domestic product,
we havie dsed the same levels of energy. We expect that to
continse. It i very much in the consumer™s interest (o
pursue  mprovemenis o energy  eficiency.  Several
proposaks in my- statement will improve energy efficicacy
further, First—

M. Jeff Roaker { Rirmingham, Perry Bam)l: How much
lomger?

Mr. Wakeham: The hon Gientleman's hon. Friend
asked me L0 questions and | have nod finished answering
them, If he does not like it he should speak 10 his hon
Fraenst ahout it

The overwhelmingly fmporiant Factor in efficieacy of
ELErEY consumplion is ko create compelilion in generation,
The area boards will have a respomsibility to encourage
energy cfficiency and will druw ap codes of practice.

The Government stand by their commitment to 2asore
that the European convention an flue gases, @0 which we
are signatorics, is met. Proposals will be macde (o do that
n the most efective and  efficient way  possible,
Megotmtions on the most effective way will include
desulphurisation retrofitting of electricity stations, In
somne stabions, it will not be necesary because of the
planned changeover lo gas, Megotiations with the indusiry
are being ekl now, | eonficm that the Government are
fully commitied to the European directive. The indusiry
will be fully comimitted to any environmental matiers thal
wrise oul of the Fnwronmental Protection Ball curreatly
going through the Heuse,

The hon Member for Holborn and 51, Pancras asked
me about renewables and combined heat and  power
procedures. We did not include CHP power stations in Lhe
renewilbles, We beheve that CHP propesals can prowvide
some of the most ellicient forms of elecisicity generation,
There will be o great incentive for builders of eleciricity
generating stations to uss those primiplkes wherever
appropriatie; Lo the initial period, most CHP proposals will
come within (he proposals for own-generation, which will
be fres of the fossil Tael levy. Buildars of power stations
will benefit {rom that

The hon. Gentlernan is wrong aboul privatisation. The
purpese of privatisation is to provide costomers with
belter deal by encouraging competition mo elecinGty
generation. 1t can be séen from the date of my siatement
that that has alrepdy begun, At the end of the ransitismal
porod all consumers will benefit.

Several Hon, Membsers qose

Mr. Speaker: The Howse koows that 1 always
endeavour Lo look after the interests of Back Benchers and
give 1hem at deast 23 long as Front-Bench Members.
However, [ ask bon, Members 1w opal thelr queshions
succinctly 5o that we can get on with the business set down.
This is-a prvate Members’ day,

Pvir. Jobin Hanmam (Exeter): Dioes my nghit bon. Frend
recall that it was not long age that the Labour party
forecast price increpses afler privalisation in excess of 20
per cent.! Mow Labour Members grumble that prices will
increaee at the level of inflahon, womething that the
Labowr Government did not achieve. Will be accept the
thanks of consumers for ihe steps that he has laken o
stubtlise electricty prices after privatisation? Will be
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I adsa ntend fo lay 6 The same tme an onder setting the
el cooeieTossil Taed woktligseisn [err (he pubhc elecimoiiy
supply compames. The intention of the obligation s nod
only to ensure that exisbng and commiticd auchear plant
in England and Wales 15 contracted for, it = also to
encourage the development of commercis! renewable
energy sources. Around 3K projects have bezn pui
forward to the arca boards in response tothat policy. The
Governmcint have becn E'l:I||:|r||:|'_'.' ¢|1|..:'Elu|'u_u|:.,|. |'.|!|- ||1i.=|
responsae and wish 1o ensure o Tull contobution rom
renewabdes 10 the NFFOQ, Given the size of (he response,
il has not been possible fo assess all those projects fully by
the time the initigl order nesds to be made

Accordingly, the mitial order will cover only noclear
capaecity. | intend oo allow a furiher two months Tor the
aies boards (o |.:||:|r|;:-||.' e I]Ilc.:il ||-.-|.:Hq_|l;iu|i-:_:-|:|s v.-l.lh ru1n:'.l'i||JI|:
operators and | qhiall then lay a second order rn:l._:ring
specifically to renewables. Thai will ensure thet renewables
projects cun be assessed fuwirty und a proper contribution
ohigmed

The mitiak order will. therefore, amount to some §,000
MW or so in ioal for the penod |990-%1 (o |997-98, As |
told the Hous: on 9 Movember, the Governmont will
review the prospects for nuelear poswer in 1994, Diecigions
abont the kvel of the obligation beyond 1998 will be tuken
then

Eeturning to the ficences, the conditions on security of
supply have been amcopded to enswre that all supplices
mseet the correnl :i!url-.l.u'rlhi of SeCurly, exoepd where Lheir
customers chooss otherwise. Suppbicrs may mest that
comdition by becoming members of the new electricity
trigding pocl that is being established since the price of

elecinicity in the pool will include a capacity charge that
refiects the value of secure supplies 0 cugtonsers, Suppliens

will have econpmie incenbives 0 epsure  sulficient
generaling plunt s avadable. T bebeve that that approach
will provide secure supplics more effectively than central
planmng by n moncpoly supplier.

As for competition 1o supply, the licenoes now
meoorporale  provisions o implement  the  decisions
announced on 29 September 1989 Those provide Tor an
orderiy and stable transition teca fully compesitive mirke
h:.' aih‘:l.'rj'.lg other & |.|.J1F|I:iL:r:1 o cohmpele wakh the arei
supply companics for cusfomers I:;ulu:inﬂ more than 1 MW
at the outsel, for cusiomers taking more than [0 kKW afier
four yesrs, and for all costomers afier cght years,

Phe lwences, therefore, comigin cormesponding tran-
siponal constraints on the premises  which  such
competitors can sapply. If they apply for leences to supply
CUBLOMIErs fa"iﬂg witlin those resioictions, 1wl look o
the Director Genernl of Electricity Supply (o advese me on
whether such lcences should be issued.

Although | shall be disposed o act in accordance with
e restnctions anmounced on 29 September, | accept that
[ will need to exercise discretion 10 deal with particular
circumsiances that already exist or mav arise, Such cases
will be considersd on thedr mentz. The loences shag
confain trangitional limits on the extent Lo which Mationzl
Power and Power(ien can engage 10 direct siles to enahble
compelition n supply and new supply arrangements to
develogp

The wrrengements that T have set out today mark the
successiul nehievemend of another stape in this privatisa-
tion. When the new companses are vedted on 31 Marnch,
this country will have the mosi competilive electricity
supply mdusery in the workd. 1 know that thoss in the
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industry are keen to be privatised 1o respond o the ut"
challenmpes and to fod themselves of the dead hand of the
puhll-.: sector. | am sure also that the |!|u|:|]i|_' will weleiang
the Benefits of competition and will seze the opporonibes
to invest in the sew companies.

Mr. Frank Dobson ( Halborn and 52 Pancras)! 1 thank
the Secretary of State for his statement. T realise thag my
tirst paint 15 not @ matter for him, but will be confirm for
the benefit of my Scottish colleagucs that a statement on
whai is to happen to the electricity industry in Scotiand
will e made in the House

The Stl:‘-.l'i:HJ}' of State fold us about ldis HJII'ﬂ-LiI:IE
BRPl —X +% lormula, bat there must be a more imporiant
defnition of Y. Everyone in the country will sant to know
why it i necesary for thers o be any cdecincity price
mereises. Will he conlirm ihal price increasss are quite
unneceasiry and are needed only o fatten up the industry
for privatisalion? 151t mot the case that. over the past three
yenrs, coal prices have gons down by 6 per cent., electricity
prices have gooe up by 12 per cent., the generating board's
profils have gone up by 90 per cent., aad the aew coal
contract envisages further reducticns in the price of coal?
S0 why is it oecessary 1o have any price incresses lor
consumers?

The Secretary of Siafe is an dccouniant and he =
weswilly Fairly precise, bud his statenseat was rather vagoe
about price increases fo be faced by major industrsl
consumers in particular, such as the specil steels industry,
the chemicals industey and paper and board mails, Wikl he
guarantee thal he will not handhcap those COMpanics b‘,r
EMOTTIOUE Price mcreases in the rum-pp to 9927 What will
be the increases for domestic ¢onsumers in foture years?

Will ihe Secretary of Stale confirm that a noclear levy
of (-6 per cont. means that ouclear power costs must Kow
be at least 40 per cent. more than the cost of electnay
produced at conventional etations? IT that is the cass, why
does he iosist that the most expensive stations on the
SYRICT _[!lru:‘:-'-‘:ldl: the base boad whake the |.'|1r.i|'|_1¢5| power
s1ations on the system are fol run all the tme? Surely that
i the reverse of common sense.

I hope that the Secrvlary ‘of Sfale will forgive my
colleagues and me if we do not comment on the lcenoes,
beciuse we have had the details only since 3 o'clock and we
have not had sn opportunaty to consider them in dietail,
Howewver, do the licences place an obligation to supply
upon the two main genarating companies? 1F not, how can
there he any poarantee of security of supply? 'Will 1he
licences promote energy comservalion by the disinbulion
companies? Will they réquire the generating companies to
install equipment to clean up fiue gases, or is there truth in
the mumeur 1kat the right hon, Gentleman i allowing the
generating companies (o wriggle out of their obligation 1o
clean up Aue gases? In other words, & 00 wroe thatl he s
willing o accept them continuing i their present dirty
wiayh, a8 they have [or the pust two decades, io make the
indfustry more attractive to private purchasers?

Wi welcome the news thal there are many :.ppl:'-:.:ul.ic!m
for renewables, but will the Secretary of State reconsider
the position and allow combined heat and power to be
included in that category, nnd thus give it the boost that it
reeds?

Finally, will the Secretary of State confirm  that
eviryihing in his satement amounts to him putting
privatisation first, and that the interests of industrial
consumers, the balance of payments, the environment and
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snalysis of suh-Saharan Africa in the secent report of the
World Bank, would not it be exoremely stupad to go along
the lines suggested by Mr. Mandzla ond strengthen
sanchions, when &3 my nght kon Friend sad, the Souath

African economy s the powerhowse of the whole of

sub-Saharan Alrica? That is what woe must now recognise
and supgrl,

Mr. Waldegrave: 1 find my hon. Frignd's analysis railer
aftractive. The present circumstancss have thesr parallels:
the extremists on bath sides sometimes end up in the same
position, 1 have never been able to undersiand why 1t
should be thouwght that damaging the economy of South
Africa furiher would bring about any progress at such a
jumcire,

My hon. Friend asked abowi Mr Mandels and
sanctions. Mr. Mandela has made it perfectly clear that he
i% & loval member of the ANC, and the view that he bos
expressed s AMC policy. Mo one imagined that be would
change ANC palcy overnight, and thers was no surprise
whatever when he took the sienee that he ook

Mr. Tony Benn (Chesterfield): Is the Minister aware
thai the Prime Minister™s view —refecied in his answer
—is open o o wholly differeni interpretation: that
aparthedd 4 & systems of ccopemic eupleifation, mode
posable by the denial of political rights, and that the
profics from il nocroe o fansign fnvestors, many of whom
live in this couniry?! The Government’s oppoaition to
sanctions has been motivated mone by & wish 1o priserve
the economic intetests of their business Mmends than by any
interest in the Almcans themselves?

Mr. Waldegrave: Mot lor the first tme, the right hon,
(Fenfleman has the wrong conspinacy (heory. IT be wants
to examine the way m which economic pressures are
affecting the' position, he shonld fecognise that it is
perfectly  clear that those who wunt dialogue and
fundsmenial change in South Africe are now 10 be {oand
amiong South Afdca’s business community. They know
that without the wse of all the conntry’s resouroes
including both Biacks dnd whites—ihe economy will begin
1o be damaged, and they are u force for progress.

Nr. Michael Knowles (Mottimghiom, Baat); izt e
fallow up whaot my hon. Foend the Member [or Havint
(5ir Tan Llovd) said about the World Bank repori. There
i omnly o democratic country in the whole of Afnica, and
thal s Holswann, We can see Nanmubaa bcmming
independent next month, and we have high hopes of
fresdom im South Africa. Wil the Brfish Government
then press for the abolition of the one-party State (o
Lombabwe, SErnbaa ancd 1 anranes?

Mr. Waldegrave: The Workd Bank meport makes
depressing reading. The great prizs in southern Afnca isa
peaceful transitton of Africa’s most powerful economy 10
ity proger ownership—ownership by all South Alncs™s
peaple, We believe that Mre. Mandels wants that, and that
M. de Kierk is entering on the great rask. We welcome
what Mr. de Klerk has done and lor thil réegson we
support him.
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357 pm

The Secretary of State for Emergy (Mr.  John
Wakcham)z ¥With permussicn, Mr. Speaker, | should like to
mike A stilement abaot electricity privatisation, Lhe
publication of the draft regutiatory licences for the industry
and the non-fossit fuel obBgation

Ciood progress continges o be made in preparnng the
elecinicity supply indusiry for vesting on 31 March. The
Hoase will be aware Lhat the secomd commencement onder
ander the Electricity Act 1980 was made at the end of
January. Today [ am laking another imporant siep
townrds completing the restructunng of the mdustry

I have today made avaitable to the House copiss of
revised drafls ol the heences 1o be izsoed o the successors
af the Central Blectmcily Generating Board and area
clectricity boards, which were inigally poblished on 10
January 1989, The revised drefts tuke accouni of the
commitments made during the passuge of the Electrizity
Act, and of consulatons since the originnl drafls were
published, Oiker licengecs will recsive hicences bassd on
thess drafis, bul tailored (o thelr particular requirements.
Regulations aré being faid teday setting out how (o apply
for & licence and the details of the ppplication procedure
The exemption order identifying. thoss who will naol
require & licence i3 alen being tabled todny.

The poncpal changes in the draft leences published
teday are in the conditions denling with price control,
pecurity of supply and the transition 1o o competitive
market, The revised conditions are explained in detail in
the explanabory nofes that acocompany the licences.

The average price for all customers supplied by the
public electricity supply companes will be controlled by an
RPI— X+ Y formula, where Y represents the actual costs
to the companics of porchasing the clectricity supplied.
Customers tiking more than | MW will benetit from the
competition m supply that will be introduced by
privatization, 1 expect many of them to enjoy prics
reductions, It may ke some rme for costomers 1o pain
expericnce of the markel and negotiate terms. I have
therefore sought an undertaking from the mdustry that it
will wse its best endeavours to offer o one-year real podc
Friepe 1o cudtoaners taking more than | MW

Customers taking less than | MW will benefit from an
addition to the prics control. Although the industry has
vl o propose a final figure, 1 see no reason why the
averige price 1o these customers should risz by much more
thin the cumrent rate of infatien this vear. The prce
contral should prevent any further real increases befone
the end of March 1993, Indesd, the puebliv efecinciy
supply companies could well be able 1o offer some Teal
prics reduciions to these customers in this period.

I belicve that the combination of these contrals will bo
mare effective than the vardstick price contral proposed in
the origmal draft icenees. Altogether 1 do not expect the
average price for all costomers 1o rise in real lerms this
yeur

All of these expectations on prices alliw for the effect of
the Fossil fuel Tevy, which T intend to set for 1990-2) ar @
ritle of 1046 per cent. on the value of final sales. 1 expact the
rube of levy 1o dechoe significantly over the next eight
vears. | shall be laying regulationd pader which the Loy
will Be estabiished and collected shortly.
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Llmom has contnbuted —many other things have also
cemntnthulisl— o the change in amosphers. We ase well
wwitte that the advice of the Soviet Linkon to the AMNC, the
South-West Aftica People’s hrganisation  and  other
ofganisations in southern Africa las been o seek dinlogee
and peacs.

Mr. Stanley Orme (Salford, East); Will the Minister
recobsider his remarks aboul (he white backlash swesping
awny President de Klerk! Should not he be more positive
it g Approach to the iberal whites and the black majority
i South Africa? Were ot his carlier remarks wery
unloriumat=?

Mr. Waldegruve: IF 1 spoke with urgency, 1 meant it
Mhe person whe is under most immediate pressuee from his
constiiuency 15 President de Klerk, which is wliv it is righi
that we should signal to him that there are benefits for his
r-:-nsiju.b:r:u}l in gl:l':ﬁg down  the road o jecles amad
dialogue.

Mr. Micholas Soamses (Crawloy): Will my aght hon
Friemd encourdge, in cvery international lorom (hat he
atbends, a8 full and pgescrous response  from o the

international commumity o the fandamental changes that
have taken placz in Sowh Alvic, amd whish need (o take
|T1H.‘L'll.' i vhe luture? Does he agree that the h|;|'|:¢:=. and
aupirations ol the hlick |.:|:_|:rr|:rn.|11-i1:.- m soulh Almca will be
bt sarved by panceful and steady reform and not by a
hezidlong rash into what may be a very dangerous period?

Mr. Waldegrave: The chullenge fucing sl sides & to
ranaler the most powerful economy in Affica to its
nghtlul owners—all the people of South Africe—under a
proper eonstitution and without revolutionary chaos in
the process. I agies with wlhat my hon, Friensd said aboul
that. Tha deps that hisve be=en tmken h}' M de Klerk,
which have trunsformed the situation away from the
simple cartninlies of the pust few vears and to which we are
abresdy seeing @ response from Mr. Mandela, deserve our
wholehenrisd support.

Ma IHame Abbatt (Hackoey, Morith amd Stoke
MNowington): 1= the Minisier aware that it will have heen
neted that e went out of his way (o priise the courage of
President de Klerk bur said nothing about the courage of
the tens bf thousands of people who struggled Tor &
generabion to bring about yesterday's historical event? Is
the npht hoo. Gentheman aware that the Prame Minister 15
widely megarded in this country and abroad as @ flth
columnist for aparthsid? In her beadlong rush to drop
sanctions before there has been o word rom de Klerk
aboul boaging down the fundamentals of apartheid aod
about one person, one vote, is nol she—like colluborators
und  fifth ool I!h'n::up;hnul e m;pum.-::d as
redundant, marmnal ond out of step?

Mr. Waldegrave: [ do not agree with the extravagince
of the hon. Lady's lnnpuage, The importence of the events
in South Africa should nol be underestimated. Tt is casy to
imagine this opporiunily being loat because we do not rise
Lo the scale of the events boz stick to 1the old rhetons—that
15 the danger which faces us. My righl bon, Friend the
Prime Minister 15 as defermmned as aoy of us in the House
te see the destruction of apartheid. We need, therefore, to
get negotiations under way quickly, and that is what Mr.
de Klerk is domg, Hon Members have paid tribute many
limes 1o those who have soffered and who combimoe (o
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suffer under aparthesd. [tV worth thinking of those T!I’i".'l.l"p’
in Bouth Afnen who @re nol alive today and who could
haive coninboted fo this process of peace. [T Mr. Steve
Bake were uhive today, he would contribate To the process
of reconciliation and negotiation,

Br. Cyril I Townsend | Bexlevheath): 1 welcome the
call by my right hon, Friend the Foreign Secretary fora
measured résponse 1o Lthis historic event. That response
should be co-ordimated 1o the manimum extent with our
Furopenn Commumity pariners, the Commonwealth and,
it parkkular, the United States, which has taken a sirong
line oo samctions. Does my right bon. Friend agree s
sanctions were impossd pot For e release of onoe
distinguished and courageous leader from prson but to
help bring down a system that was séen as unjust by the
infernalional community®

Mr. Waldegrave: My hon. Frend is right—the
ohjective of the House amd af the world is the destruction
of apartheid, It s vital 10 gel negotistions going In 1986,
thic Cooncil of Mimster reaffirmesd
*ihe urpont need for o genuine nacsonal dialogus®
in South Africa and proposed vartous sanctions (o bring
that aboul, We batieve, as Mr, Mandela clearly believes,
that that aagional didlogee i aboul to begin,

Several Hon, Members rose——

Mr, Speaker: Order, | remind the Howse that this 5.4
day for private Membera” mations amd that an importand
statement is to follow this privete notice question. L shall
call two more Members from:ench side, and then 1 am
afraid that we musl move on,

Dr. Dafydd Elis Thomas [(Meirionnydd Nant Comay):
The Minister of Stite referred o number of times to giving
“signiala™ {0 the present regime in South Afvica. Ts not the
concern throughout the Howse, including that of the koo
Member for Bexlevheath (Mr. Townsend) aboul the fact
that the Government Ene conlobuting o confusing
signals? As the right hon, Crentlemean 15 a sirong advocate
of a common Torsian Fn::-l.-'q'_':,.' in the I".umpmn Comminity,
will he ascurd us that the British Government will not take
pasition with the Coundil of Ministers whereby if secks to
wilhelrimw any sunctoens af this stage? Does the right hon.
Cienlleman accepd that there is oo paralled between Lhe
democratic movement in ceniral and castern Europe and
the changes in South Alnca? The South African regime iz
based on institutional raciem, That i gqualitatively
different Trom any ather Inck of democracy warldwide.

Mr. Walileprave: The lack of democracy in Stafinist
Fussla was buill on institutionalised persecution of the
pupulation by o so-called vanguard. The institutional
macism of South Alrica is an equal ar greater evil, Both are
evils, and we should welcome the destruction of both,

The hon, Gentleman asked me about the European
Community, We will dispuss thets mattess with onr
partners, bt we do nod believe that it would be nght at this
momert to send o sgnal to the South  Afncan
Chrverniment,

Sir lan Lloyd (Havant): | give the warmest possible
endorsement o my right hon, Friend's analysis and the
wnitments that be expressed. Does be apres thai the three
premtest dnmgers now are the extremism of the extreme
Hight, the estremiom of the exifeme Lefl and the
extrenism of the extremely stupid? In the light of the
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From the Privare Secrevar)

12 February 1990

Do SAere-,

FLECTRICITY PRIVATISATION: SPECIAL SHARES

The Prime Minister has seen and noted
the Financial Secretary's letter of
g February to the Secretary of State for
Energy concerning the implicatione of the
decision to hold the nuclear stations in the
public sector for the special shares
arrangements to apply to the privatised
electricity companies.

I am copying this letter to John Neilson
(Department of Energy), Jim Gallagher
(Scottish Office) and Martin Stanley
(Department of Trade and Industry).

.
[i- 4

(PAUL GRAY)

steven Flanagan, Esg.,
Financial Secretary's Office,
HM Treasury.
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Private Secretary ko
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STATEMERT ON ELECTRICITY PRIVATISATION

I attach a revised draft statement on electricity privatisation
which my Secretary of State intends to make this afternoon.
Copies of this letter are being sent to Sonia Phippard,

Gillian Kirton, Stephen Wall, John Gieve, Martin Btanley,

Jim Gallacher, Stephen Catling, Murdo MacLean and Bernard Ingham.

.
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J 5 NEILSOHN
Principal Private Secretary
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STATEMENT

With permission, Mr Speaker, I
should like to make a
statement about electricity
privatisation, the publication
of the draft regulatory
licences for the industry and
the Non-Fossil Fuel
Obligation.

Good progress continues to be

made in preparing the

electricity supply industry
for vesting on the 31 March.
The House will be aware that
the Second Commencement Order
under the Electricity Act 1989
was made at the end of

January.




Today I am taking another

important step towards

completing the restructuring

of the industry. I have
today made available to the
House copies of revised drafts
of the licences to be issued
to the successors of the CEGB
and Area Electricity Boards
which were initially published
cn 10 January 1989. The
revised drafts take account of
commitments made during the
passage of the Electricity Act
and consultations since the
original drafts were
published.




Other licensees will receive
licences based on these drafts
but tailored to their
particular circumstances.
Regulations are being laid
today setting out how to
apply for a licence and the
details of the application
procedure. The exemption

Order identifying those who

will not require a licence is
also being tabled today.

The principal changes in the
draft licences published today
are in the conditions dealing
with price control, security
of supply and the transition
to a competitive market. The
revised conditions are
explained in detail in the
explanatory notes that
accompany the licences.




The average price for all
customers supplied by the

public electricity supply

companies will be controlled
by an RPI-X+Y formula, where Y
represents the actual costs to
the companies of purchasing
the electricity supplied.

Customers taking more than

1 MW will benefit from the
competition in supply that
will be introduced by
privatisation. I expect many
of them to enjoy price
reductions. It may take some
time for customers to gain
experience of the market and

negotiate terms.




I have therefore sought an

undertaking from the industry
that they will use their best
endeavours to offer a one year
real price freeze to customers

taking more than 1 MW,

Customers taking less than 1MW
will benefit from an addition
to the price control.

Although the industry has yet
to propose a final figure, I
see no reason why the average
price to these customers
should rise by much more than
the current rate of inflation

this year. The price

control should prevent any
further real increase before
the end of March 1993. Indeed
the public electricity supply
companies could well be able
to offer some real price
reductions to these customers

in this period.




I believe the combination of
these controls will be more
effective than the yardstick
price control proposed in the
original draft licences.
Altogether, I do not expect
the average price for all
customers to rise in real

terms this year.

All of these expectations on

prices allow for the effect of

the fossil fuel levy, which I
intend to set for 1990/91 at a
rate of 10.6% on the value of
final sales. I expect the
rate of levy to decline
significantly over the next
eight years. I shall be
laying the regulations under
which the levy will be
established and collected
shortly.




I also intend to lay at the

same time an Order setting the

initial Non-Fossil Fuel
Obligation for the public
electricity supply companies.
The intention of the
Obligation is not only to
ensure that existing and
committed nuclear plant in
England and Wales is
contracted for. It is also to
encourage the development of
commercial renewable energy
sources. Around 300 projects
have been put forward to the
Area Boards in response to
this policy. The Government
has been extremely encouraged
by this response and wishes to
ensure a full contribution

from renewables to the NFFO.




Given the size of the
response, it has not been
possible to assess all these
projects fully by the time the
initial Order needs to be
made.

Accordingly, the initial Order
will cover only nuclear
capacity. I intend to allow a
further two months for the
Area Boards to complete their
negotiations with renewable

operators and I shall then lay

a second Order relating
specifically to renewables.
This will ensure that
renewables projects can be
assessed fairly and a proper
contribution obtained.




The initial Order will,
therefore, amount to some 8000
MW or so in total for the
period 1990-91 to 1997-98. As
I told the House on 9 November
the Government will review the
prospects for nuclear power in
1994. Decisions about the
level of the obligation beyond
1998 will be taken then.

Returning to the licences, the
conditions on security of
supply have been amended to

ensure that all suppliers meet

the current standards of
security, except where their
customers choose otherwise.
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Suppliers may meet this
condition by becoming members
0of the new electricity trading
pool that is being established
since the price of electricity
in the pool will include a
capacity charge that reflects
the value of secure supply to
customers. Suppliers will
have economic incentives to
ensure sufficient generating
plant is available. I believe
this approach will provide
secure supplies more
effectively than central
planning by a monopoly
supplier.

As for competition in supply,

the licences now incorporate

provisions to implement the

decisions announced on
29 September 1989.




11

These provided for an orderly
and stable transition to a
fully competitive market by

allowing other suppliers to

compete with the area supply
companies for customers taking
more than 1 MW at the outset,
for customers taking more than
100 kW after four years and
for all customers after eight
years.

The licenses, therefore,
contain corresponding
transitional constraints on
the premises which such
competitors can supply. 1If
they apply for licences to
supply customers falling
within these restrictions, I
will look to the Director
General of Electricity Supply
to advise me on whether such

licences should be issued.
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While I shall be disposed to
act in accordance with the

restrictions announced on

25 September, I accept that I
will need to exercise
discretion to deal with
particular circumstances that

already exist or may arise.
These cases will be considered
on their merits. The licences
also contain transitional
limits on the extent to which
the National Power and
PowerGen can engage in direct
sales to enable competition in
supply and new supply
arrangements to develop.

The arrangements that I have
set out today mark the
succesful achievement of
another stage in this

privatisation.
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When the new companies are
vested on 31 March, this
country will have the most
competitive electricity
industry in the world. I know
that those in the industry are
keen to be privatised to
respond to the new challenges
and to rid themselwves of the
dead hand of the public
sector. I am also sure that
the public will welcome the

benfits of competition and

will seize the opportunity to

invest in those companies.
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The Rt Hon John Wakeham FCA JP MP

Secretary of State for Energy

Thames House South

Millbank
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ELECTRICITY PRIVATISATION: SPECIAL SHARES

Colleagues agreed last year on a_gpecial shares package covering
the water and electricity industries. This incloded permanent
gepecial shares in Natlonal Power (NF) and the Scottish companies,
which was mainly a reflection of their nuclear assets. And it was
decided to place PoWSBYGEN on Lhe same FoOOLing as NP.

However, we have now decided to Eg$%__%ﬂg__ﬂgglgg{;_ggg;igps back
from tha =sale. 50 that ratiomale Ior permanent special shares
ceasag to aﬁhly. I therefore suggest that we extend to the
generatore and tha Scottish companies, special shares of the form
agreed Tbr the distribution dompanies, whidh 1imit individual
shareholdings to 15 pé&F cent, and which are automatically redeemed
after 5 yoars.

e

This would help achieve the aim of creating a ‘framework Ifor a
competitive Industry to evolve. A permanent special share in a
company shelters it from the threat of takeover, which 1in a
commarcial environment is a necessary incentive to management
efficiency, as well as prolonging the period during which the
Government may be placed at the awkward position of choosing
between bidders. It may also reduce the ability of the companies
in the long term to raise capital in the markets. Furthermore,
the UK is sesking to persuade the EC to take steps to reduce the
barriers to takeover in the Community; the fewer barriers we erect
purselves, the more credible our message will be.

The arrangement 1 propose would be sufficient to protect the
companies from predators during the initial pericd of adjustment
to the new industry structure, and private sector environment.
After this initial period, the regulatory regime and the normal
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mergers supervision under the Fair Trading Act will together be
sufficient to meet any strategic considerations, while allowing

the evnlut;nn of a competitive sector free of permanent controls
on ownership.

L am sending copies of this letter to the Prime Ministe
Malcolm Rifkind and Nicholas Ridley. 3 i

FPETER LILLEY
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Rt Hon John Wakeham MP [&J@F#M-

Secretary of State for Enerqgy fati4ﬂ
Department of Energy

1 Palace Street L]f
Victoria L

LONDON
SWLE SHE “ FPebruary 1990

-‘_\'\.\Ih e .
Abas Secreba, =f ShID,
ELECTRICITY PRIVATISATION: DRAPT LICENCES  CUu

s

You wrote to John Major on 7 February about“publishing the draft
electricity licences.

I note that the licences now contain a reguirement on the
generators to produce eseparate accounts for thelr separate
businesses. This must be right. It is important that the
electricity market develops competitively and we cannot be sure
yet of the degree of market power that the generators will have in
practice., The correct way forward must be to ensure that the
Director has sufficient information at ‘his disposal to detect any
abuses by the incumbent generators, particularly with regard to
cross-subsidisation and non-discrimination. Separate accounts
will provide a useful source. 1In the longer term, of course, it
will be for the Director to decide what information he needs to

carry out hig duties best.

So I agree with you that these lIicences provide a satisfactory
basis on which we can proceed, and I am therefore content for you

to publish them, as drafted, on Monday 12 February.

¢# PETER LILLEY
f"ﬂ-FF"F'T_“H" by fo.0 ﬁ“MLiﬂ-L
Seerabnts, Geph Compasl To IS
Mi—“-—t—lj
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The Prime Minister
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STATEMENT ON ELECTRICITY PRIVATISATION

AS you know my Secretary of State intends to make a statement
this Monday on electricity privatisation.

I attach a copy of the first draft of his statement and will let
you have a further copy “Mofday morning if it is revised over the
weekend. Copies of this letter have been sent to Sonia Phippard,
Gillian Kirton, Stephen Wall, John Gieve, Martin Stanley,

Jim Gallacher, Stephen Catling, Murdo Maclean, and

Bernard Ingham.

Youlk™

Sapls
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With permission, Mr Speaker, I should like to make a

statement about electricity privatisation, the
publication o0f the draft regulatory licenses for the

industry and the Non-Fossil Fuel obligation.

Drafts of the licences to he igsued to the successors of
the CEGB and area electricity boards were published on
10 January 1989, I have today made available to the
House copies of revised drafts, These take account of
commitments made during the passage of the Electricity
Aot and consultations since the original drafts were

published.

Other licensees will receive licences based on these
drafts but tailored to their particular circumstances.
Regulations are being laid today setting out how to
apply for a licence and the details of the application
procedure. The exemption Order identifying those who

will not require a licence is alsoc being tabled today.




The principal changes in the draft licences published
today are in the conditions dealing with price control,
security of supply and the transition to a competitive
market. The revised conditions are explained in detail

in the explanatory notes that accompany the licences,

The average price for all customers supplied by the area

companies will be controlled by an RPI-X+Y formula,
where ¥ represents the actual costs to the companies of
purchasing the electricity supplied. Customers taking
more than 1 MW will benefit from the competition in
supply that will be introduced by privatisation. I
expect many of them to enjoy price reductions. It may
take some time for customers to gain experience of the
market and negotiate terms. I have therefore sought an
undertaking from the industry that they will use their
best endeavours to offer a one year real price freeze to

customers taking more than 1 MW,

Customers taking less than 1MW will benefit from an
addition to the price control. I see no reason why the
average price to these customers should rise by much more

than the current rate of inflation this year. The price




control should prevent any further real increase before

the end of March 1993,

I believe the combination of these controlz will be more
effectiva than the yardstick price control proposed in

the original draft licences.

All of these eaxpectations on prices allocw for the effect
of the fossil fuel levy, which will be set Foxr 1990/91 at
a rate of 10.6% on Gthe value of final sales. I expect
Ehe rate of levy to decline significantly over the next
eight years, I shall be laying the regulations under
which the levy will be established and collected later

this week.

I shall also be laying later this week an Order setting

the initial Non-Fossil Fuel Obligation for the public

electricity supply companies. The intention of the

Obligation is not only to ensure that existing and
committed nuclear plant is contracted for. It is alse to
encourage the development of commercial renewable energy
gources. Around 300 projects have besn put forward to

the Area Boards in response to this policy. The




Government has been extremely encouraged by thiz response
and wishes to ensure a full contribution from renewables

to the HFFO. Given the sgize of the response, it has not

bean possible to assess all these projects fully by the

time the initial Order needs to be made.

Accordingly, the initial Order will cover only nuclear
capacity. I intend to allow a further two months for the
Area Boards to complete their negotimtions with renewable
cperators and I shall khen lay a second Order relakting
specifically to renewables. This will ensure that
renewables projects can be assessed fairly and a proper
contribution obtained. It is, however, clear that
sufficient capacity is likely to come forward to fill the
initial tranche set aside for renewables in the

Obligation.

The initial Order, which will amount to some BO0OD MW or
g0 in total for the period 1990-91 to 1997-98 will ensure
that all existing nuclear plant is contracted for for
their planned lifetimes. This will maintain the wvaluable
contribution nuclear power makes to diversity of energy

supply throughout most of the 1990's. As I told the




House on 9 NHovember the Government will review the
prospects for nuclear power in 1994, This will include

the level of the cbligation beyond 1998.

Returning to the licences, the conditidéns on security of
supply have been amended to ensure that all suppliers
meet the current standards of security, except where

their customers choose otherwise. Suppliers may meet

this condition by becoming members of the new electricity

trading pool that is being established since the price of
electricity in the pogl will dinclude a capacity charge
that reflects the wvalue of secure supply to customers.
Suppliers will have economic incenktives ko ensure
sufficient generakting plant is available. I believe this
approach will provide secure supplies more effectively

than central planning by a monopoly supplier.

As for competition in supply, the licences now
incorporate provisions to implement the decisions
announced on 29 September 198%. These provided for an
orderly and stable transition to a fully competitive
market by allowing other suppliers to compete with the
area supply companies for customers taking more than 1 MW
at the outset; for customers taking more than 100 kW

after four years and for all customers after eight years.




The licenses, therefore, contain corresponding

transitional constraints on the premises which such

competitors can supply. I1If they apply for licences to

supply customers falling within these restrictions, I
will look to the Director General of Electricity Supply
to advise me on whether such licences should be issued.
While I shall be disposed to act in accordance with the
resktrictions announced on 29 September, I accept that I
will need to exercise discretion to deal with particular
circumstances that already exist or may arise. Thesea
cases will be considered on their merits. The licences
also contain transitional limits on the extent to which
the Hational Power and PowerGen can engage in direct
sales to enable competition in supply and new supply

arrangements to dewvelop.

5683
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Chancellor of the Exchequer
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I have seen John Wakeham's ::?h!f of ?F&hruarp setting out the proposed
licensing regime for the ESI siccessor companies in England and Wales, |
understand that John wishes to make a formal stalemenl when publishing
these licence documents on Monday of next week.

My officials have kept in contact with those at the Department of Energy
during the development of the lieensing regime both north and south of
the horder; and we have tried o ensure a consistency of approach given
the GB nature of the regulatory regime as it appliee to the GB
competitive market. 1 am therefore happy with the framework now
proposed for England and Wales and for John to proceed with his
statement next week as proposed. My officials are in contact with John's
over the form of that statement.

Inevitably, the finalisation of the licensing regime in Scotland will have to
take account of the structure now developed for England and Wales and
this, coupled with a number of purely Scottigsh issues which have had to
be resolved in the licensing context, means that publication of the draft
Scottish Heonses will take a liftle more time. 1 hope howover to have all
outstanding issues resolved soon with the aim of publishing our licenses
by the end of this month. [ will wish to consider making a statement at
that stape and will consult colleagues over the proposed licensing
framework and pricing issues for Scotland beforehand. So far as initial
prices and price regulation are concerned, we are In discussion with the
industry and 1 shall come [orward with proposals shortly. My officials
are keeping yvours in touch with our thinking as it develops.

I note that it is the intention (o make the licence application regulations
and the licence exemption order at the same time as the statement. Both
documents are of GB application and have been signed by John and
myself in our respecilive capacities in relation to the industry in Scotland
and in England and Wales.

MCNOB103. 020




I am copying thiz letier to the Prime Mindster, HNicholas Ridley, John
Wakeham, Chris Patton, Brian GrilTiths and Sir Robin Butler.

%M Mw%
A Driak

MALCOLM RIFKIND

%wu fﬁlfha_ Qw%
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ELECTRICITY PRIVATISATION: DEAFT LICEMCES

I have seen your letter of 7 February enclosing the latest
draftes of the electricity licences for the ESI successor
companias .

I am content with your wish to publish the draft licences and
make the announcement. I am also content with the licence
applications regulations and the licence axemption order.

I am copying this letter to the Prime Minister, John Major,
Malcolm Rifkind, Chris Patten, Brian Griffiths and

S5ir Robin Butler.
W
-
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ELECTRICITY PEIVATISATION: DRAFT LICENCES

Thank you for sending me a copy of your lptter of 7 February to John
Major enclosing copies of the draft licences to be issued to the ESI
successor companies.

In the time allowed for comments it has obvicusly not been possible
for my officials to examine the documents in detail. However my
main concern is that enecrgy efficiency should bes encouraged as much
as energy use, and I trust that the licences will be sufficiently
flexible to allow offars of least-cost planning services to develop.

I am copying this letter to the Prime Minister, John Major, Wicholas
Ridley, Malcolm Rifkind, Brian Griffiths and Sir Robin Butlar.

# - :
o )
A1
CHRIS PATTEN

(appeee by A7 Secilin
gﬁﬂ_& L 5’??{"-—!‘—-‘: La . Do Sb¥ER

e,
{4

Ty

£







CONFIDENTIAL

®e
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From the Private Secretary LONDON SWIA 2AA

8 February 1990

D‘ﬁ-—-’ :r_'ﬂ'_'.
ELECTRICITY CONTRACTS, PRICES AND FROCEEDS

The Prime Minister was grateful for your Secretary of
State's minute received in this office on 29 January, and has
also seen the response from the Financial Secretary dated
5 February. The Prime Minister has noted these exchanges
without comment.

I am copying this letter to John Gieve (Treasury), Martin
Stanley (Department of Trade and Industry), Jim Gallagher
(Scottish Office) and to Sonia Phippard (Cabinet Office).

i
® panms
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PAOL GRAY

John Neilson Esqg
Department of Energy
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ELECTRICITY PRIVATISATION: DRAFT LICENCES - o¥

Last January we published drafts of the alectricity licences
which would ba issuaed to the ESI successor companies,
Substantial progress has been made with our proposals since
then. The successful passage of the Electricity Act, the
sattlement of the underlying contracktual framework and tha
agreement to a transitional package which allows for the
progragsive development of full competition in the electricity
market have all bean reflected in the latest drafts of the
licances which I now anclosa,

Thasa drafts are the culmination of intensive discussions with
the industry as well as taking account of the concerns of
other parties. We have also taken appropriate soundings of
the Director General of Electricity Supply and officials from
the principal Departments concerned.

I believe the drafts now provide a satisfactory basis on which
we can proceed. Given the need to give clear signals in
advance of vesting to other players in the industry who may
reguire licences, or who wish to consider and organise
alternative supply arrangements, it is my intention to publish
thasa licances as soon as possible., Thay would form part of a
broader announcement on electricity pricing which I proposa to
make next week, and would also be accompanied by the licence
applications regulations and the licence exemption order which




I plan to lay on or arcund that day. Copies of the revised
drafte are therafore anclosed for your early clearance. I
would welcome any comments by Friday 9 February,

I am copying this letter to the Prime Minister,
Nicholas Ridley, Malcolm Rifkind, Chris Patten,
Brian Griffiths and S5ir Eobin Butler.

JOHN WAKEHAM
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PRIME MINISTER
ELECTRICITY CONTRACTS, PRICES AND PROCEEDS

John Wakeham has now finalised his proposals for electricity
contracts, and proposes to make a Parliamentary statement next
week. He is planning to mention this in cabinet tomorrow. I
h3VE hot praviously shown you his latest minute (flag A) setting
out the conclusion that the best way of dealing with large

elactricity users would be to provide a one year RPI+X cap on

price increases. This seems a sensible outcome to both
George Guise and me. The Financial Secretary (flag B) has now
concurred, although he opposes the possibility of a further

extension of the cap arrangement after the first year should
e ———

there be pressure to do this.

Bosasa
pp- Brawo r*’(
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Treasury Chambers, Parliament Street, SWIP 3AG

Rt Hon John Wakeham MP
Secraetary of State for Energy
Department of Energy

1 Palace Street

LONDON

SW1E SHE

5 February 1990

Teosr Secrtdan, of Shte,

ELECTRICITY CONTRACTS: LARGE INDUSTRIAL USERS Wit ﬁ.

You sent to John Major a copy of your minute né’?ﬁﬂgg;uu:y te the
Prime Minister,

1 have no objection to your proposal to limit the cap for large
users for 1 year, subject to any arrangement being financed, as
previously envisaged, by a slightly higher than otherwise price in
the franchise market, which in turn argues for keeping down the
cost of the scheme in fixing its parameters.

You raise the possibility of extending this scheme at the end of
the first year if we are subject to further lobbing then. I Eae
no case for this. The cost would fall in one way or another
directly on taxpayers, be wholly unacceptable tc the competition
authorities in Europe and here, and damage the credibility of any
efforts by us to attack the cross subsidisation of large users by
European electrical utilities.

I am copying this minute to the Prime Minieter, Nicholas Ridley,
Malcolm Rifkind and Sir Robin Butler.
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PRIME MINISTER

ELECTREICITY CONTRACTS, PRICES AND PROCEEDS \ 1? r
gﬁug by ;

On 21 December, I circulated proposals uﬁ#the contracts o be

signed between the Area Boards and generatoras. On 16 Jaﬁuary, 1

wrote to the Chief Secretary about amendments to these proposals

that had proved necessary to improve the generators'

profitability.

After further discussion with the industry and correspondence
with the Chief Secretary, we have now reached the stage where the
Area Boards, National Power and PowerGen have agreed contract
prices. The level of nuclear revenue has alsé_EEEE-hecidad.
There is still a lot to do in the next two weeks to turn thesea

decisions into agreed portfoliocs of contracts between the twelwve
Area Boards and all three generators. However, I believe
progress has been sufficient to enable westing of the new
structure to take piace on 31 March.

You will recall that one area of concern about the contract
proposals was their effect on intensive users,; who might face
S s

price increases as large as 15% real. Last July, colleagues
e

agreed that there was nothing that could be done te reduce such

increases without risking chaflenge under UK and EC competition

legislation. However, in the recent correspondence, I reported

my intention to pursue with the industry the possibility of a

three-year RPI+5 price cap for all users over 1 MW.

——
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In discussion with the industry, it has been established that
such an arrangement could be put in place. But it would be
cumbersome and complex. And it would be unattractive to the

Director General of Electricity Supply (DGES) and our financial

advigers.

What is more importankt, the large users have made it clear that
such a schema would be very unaktractive for them. They do not

accept our forecasts of the market price or the need for any

. A A S e
price increase. Since the new structure of the industry iz not
vet in place and the new pool or spot market is not operating, it
is impossible to poilnt to evidence that the market price requires
an increase in their prices. That evidence will only become
available and public over the first year's cperation of the new
structura.

I have therefore concluded that a one-yesar RFI+X cap on price

increases for users over 1 MW would ?E_E_EELEEE—iﬂlHLi““* X will

have to be set in the light of information on the number of

customers affected, since the lower the permitted price increase
the more customers will be affected and the greater the cost and
complexity. However, I believe we should be able to set the cap
below RPI+5, given that it is only a one-year deal. The

advantages of this arrangement are:

(a) it should be posesible to give large users a more
acceptable priece increase at April;

it would give them a year to negotiate with the
generators; the Scots, the French and different Area
Boards or to consider their own generation schemes;

.Y

it would meet the Government's policy of transferring
all customers into a competitive market as soon as
possible;
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(d) it would mean that arguments about next year's price
increase would take place against the background of
tangible published evidence of the market price; and

it would mean that these were arguments between
suppliers, customers and the regulator, not arguments
with Gowvernment.

As for the immediate argument in the next two months, I believe
we should refuse to be drawn on price increases for 1991 and

afterwards. We could justifiably say that we would not predict

the market price of electricity.

A one-year cap would also be easier to implement, Since time 13
very short; I believe that isz important. In the interests of

further simplification; I also propose that this cap should be
cffered only by the Area Boards. It would greatly add ko Ehe
complication to allow the generators to offer capped prices
direct to customers. That is not to say that we would prevent
them offering better prices if they felt able to do so, but I
believe it is5 unlikely that they will.

Given the attitude of the large u=ers; I see little alternative
to a one-year deal and have told the industry that I will be
seeking such an undertaking from the Area Boards. They are
working up the necessary arrangement=. If the situvation at the
end of the first year proved intolerable for large users, their
first port of call would be the DGES. There would also be
measures we could consider, such as the offering of cheap

contracts by Nuclear Electric; but thesa would probably all need
clearance with the UK and EC competition auvthorities and I
believe we should view them only as a last resort.

I am copying this to John Major, Hicholas Ridley, Malcolm Rifkind

and Sir Robin Butler.
- %ﬁ-ﬂﬁh

SECRETARY OF STATE FOR ENERGY
,-.’22 . J. ¥k January 1990
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ELECTRICITY CONTRACTS, PRICES AND FPROCEEDS

Thank you for your letter of January. You will also have seen
Nichalas Eiﬂley'$ lattar of Anuary.

d
As you know, I am most reluctant to inflict real increases in
electricity prices on the day the new structure of the industry is
put in place and against the background of current concerns on
inflation. However, our timetable does not permit any further
delay. If you feel that the price increasss implied by your
proposals are nacessary to protect public expenditure, T will
acquiesce in a decision to set initial nuclear revenue at
£2.1 billion in 1990/91 prices. Since we have to send the final
notification of our proposals to the Commission a8 sEoon as possible,
T cannot guarantee that it will be possible to find offsetting
movements to deal with variations from the current projections in
NE's costs and expenditure.

I can accept your proposal for the reduction in the lavy over the

B year period, soc as to produce a 19%9%7/8 price eguivalant to a 8%
real return on the current estimate of Sizewell costs. As you say
this amounts to a reduction of some 4.50 percentage points in the
levy. We have of course still to agree performance and other
objectives for NE. I will certainly take your concerns into account
when setting these, but we have not yet had NE's own assessment of
what is possible in the immediate future. Any targets we set,
however challenging, have to bha realistic and to take account of the
availability of funds for the investment that may be needed to
achieve them.

I am copying this letter to the Prime Minister, Nicholas Ridley and
et 5 Robin Butler.
e e ip

T

JOHN WAKEHAM
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THE RT HOM JOHN WAKEHAM MP
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The Rt Hon Nicholas Ridlay MP

Secretary of State for Trade and Industry

1-19 Victoria Street

LONDON

SWiH 0ET Z{ January 1990
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ESI CONTRACTS, PRICES AND PROCEEDS

I owe you a reply to the pﬂints about price control in your letter
of 4 January. — R L ¢ mHA Pl=

I understand my officials have had some discussion with you on this
subject and that your principal concern iz the potential lack of
competition in generation. I can see that insufficient competition
in genaration and full pass-through of generating custs in the price
control would not ba attractive for the Area Boards' franchise
customers. But I think there are a number of answers to this
concern!

- the initial contracts between the Araa Beards, National
Powar and PowerGen will largely determine the input costs
of the Boards for at least three years. We are approving
these contracts. 1In that sense, generating prices will be
regulated for the first three years or 50j;

competition in generation and supply will develop and should
be sufficient by the time the majority of contracts come up
for renegotiation. Our decisions on pooling should help
this by treating sach power station as a single competing
anit; but

if there is evidence that the generators are abusing their
position in the market, the DGES and Government can make use
of the powers avallable under competition legislation.

I do not think we should use the price control applying to the Area

Boards' successors to try to regulate menopoly behaviour by
generators. That would expose the Area Boards to intolerable risks.

CONFLDENTIAL & COMMERCIAL IN CONFIDENCE
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Tha proposal to apply a simple RPI-X constraint to the final prices
charged by Area Boards to franchise customers demonstrates this.

The initial three-year cap is possible only because of the coal
agreements. By freezing the price of coal in real terms, thasa
effectively remove most of the fuel price rigk from Area Boards. It
would not be sensible to assume that a similar RPI-X control could
bae put in place after the coal agreements have expired. If the Area
Boards could not find generators and fuel suppliers willing to take
the fuel price risk, such a control would inevitably expose them to
the risk of bankruptecy, given that fuel costs are volatile and
amount to almost half the cost of elactricity. Such a control might
well force the Area Boards to contract only with generators using
British coal, on the basis that only British Coal would accept the
fuel price risk; this would be a serious distortion of the market.

This leads on to the guestion of why we cannot apply an RPI-X4Y
control to tha franchise market alone. 1In principle, I accept that
price controls should only apply to captive markets. However, vyou
are aware of the problems of allocating costs between the franchise
and non=-franchise markets on a Board-by-Board basis. These include
measuraement and hypothecation across demand and tima. It was partly
their complexity that led me to abandon the yardstick. Ultimately,
something along these lines may prove possible with metering
developments, but in the meantime we need an overall structure which
can be sean as potentially enduring into the medium term, Whether,
on reviewing its operation, the Director chooses simply to reset a
component of such control or adopt a new basis of control altogether
is in any event a matter for him at the time: what is important now
s to avoid a presumption that there will be wholesale change on an
garly time-zcala,

I believe the RPI-X+Y formula; albalt on the market as a whole,
achiaves this obhjective. Moreover, it is of the right character for
companies with large elements of costs over which they havea no
gffective contreol.

As regards 1ts &effect on the non=-franchise market, wae naad toc look
at what this means in practical terms. First, the RPI-X element
imposes a degree of efficlency pressure on controllable costs.
These are only a tiny fraction of the costs of supply to
non-franchise customers, and I propose to make surae that they have
an appropriate welghting in the RPI-X component itself by a
relatively simple adjustment to the formula. This will mean that a
PES will not be encouraged either to retaln load at the expense of
franchise customers, or to avold meeting competitive pressures on
prices in the non-franchise market. Second, the Y component caps
only pass-through of generating cests in total: it doces not mean
that a PES must price up to the cap.

As far as franchise customers are concerned, the argument that the
benefits of competition at the upper end of the market will extand
to other customers through non-discrimination has some force -
particularly since, like you, I am not disposed to make an early
reduction in the level at which customers have a right to tariff

CONFIDENTIAL & COMMERCIAL IN CONFIDENCE
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terms as wall as the option of saeking a contract. Given this, and
the choice between some regulatory stability and the prospect of
complete and early changes to the rules as a whole, I would prefer
to retain the overall ceiling. Clearly the non-discriminatien
conditions will be impartant, so that franchise customers are not
exploited within the overall cap to the benefit of non-franchise
customers. I think we have to rely on the DGES to enforce these
conditions and to seek whatever information is necessary to do se.

Finally, although I am not keen to scrap the limits on successor
generators' direct supply until it is demonstrated they will in
practice create specific problems, I would like to keep this aspect

under review for the present.

I hope you can now agree to my going forward on this basis. Copiles
of this letter go to recipients of yours,

JOHN WAKEHAM

CONFIDENTTAL & COMMERCIAL IN CONFIDENCE
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(4 January 1990

Bepo Jiln

ELECTRICITY CONTRACTS. PRICING AND PROCEEDS

I have seen your letter to Norman Lamont of 16 January on
elactricity contracis, pricing and proceeds.

I am broadly content with your proposals. In particular, I
should be concerned if the initial level of nuclear revenuas
were set o ag to raise the average real leval of customer
prices.

1 am copying this to the Prime Minister, John Major,
Malcolm Rifkind, Norman Lamont and Sir Robhin Butler.
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ELECTRICITY CONTRACTS, PRICING AND PROCEEDS

Thank yvou for yaur letter of 4 January, in which you argue that
Huclear Electric's initial level of revenue should be

i; 25 billion,; producing a 13% levy on the assumptiocns in my
paper of 21 December. I have also seen Nicholas Ridley's
comments on the subject in his letter of 4 January.

In the last week or so, we have been reviewing the conktrack
proposals in the light of the latest information from the
industry. Your officials have been closely involved. Our review
has revealed that my paper of 21 December overstated the impact
on prices of the contract proposals. The new figures suggest
that it might be possible to raise the initial level of generator
revenue by as much as 200 million without taking average price
increases for all customers above 5-T%. All other things being
equal, this would enable me to go some way to meeting your
concern on nuclear revenue.

However, our review also shows that all other things are not
egqual, As I warned in my earlier paper, we have a problem with
the profitability of the conventional generators. Our original
analysis suggested that their combined post-tax profits would be
as low as}375 million in 1990/1 and would grow by some 40%
compound in real terms over the next three years. Both
generators now argue that our projections of their costs and cash
requirements are understated; that their initial level of post-
tax profits ig at the lower level off300 millicn; that we have
not taken full account of the financing burden of the FGD
programme; and that we will not get proper value for the high
rate of growth we are projecting. They also believe that our
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underlying assumption that oil prices will rise by 4% real a year
is too optimistic. On this gis, they believe their combined
valuation will be less thanggabilliun, and that this will be
indefensible.

While T do not accept all their projections, I have concluded
that we need to raise the initial level of Mational Power's and
PowerGen's combined post-tax profits and reduce the subsequent
rate of growth, eo that we obtain better value. ©On a flat oil

rice assumption, for instance, it would require an increase of
zgun-asu million in our projections of the initial level of

evenue to reduce the growth rate of post-tax profit to some 15%.
On the generators' projections, a larger increase would be
required. I believe the generators are exaggerating their costs
to negotiate higher revenue, but it is clear that the present
contract proposals must be significantly adjusted.

I also remain convinced that we need to mitigate the effects of
the contract package on large users. The Area Boards' latest
forecast is that the increases faced by their largest users will
be 15-20% real and some transitional arrangement is clearly
needed. Discussions with Professor Littlechild have indicated
that he would prefer to avoid favoured treatment for particular
users arnd that he belieaves it would be easier to defend a general
cap on price increases for any user over the next three years.
This cap would probably have to be set at RFI+5, subject to
adjustment for fuel price movements. I believe the Area Boards,
Hational Power and PowerGen will be willing to give an
undertaking to offer any customer such an arrangement ak the
outset and T will be pursuing this approach with them and with
the DGEE. While it would involve some lower priced generating
contracts, it should not regquire amendment to the coal agreemant.
The Government would be saying that the arrangement offered a
transitional cap on price rebalancing, rather than a special deal
for industrial customers, and we will have to ensure this
approach can be accepted by the EC Commission.

Raising the conventicnal generators' profits will raise price
levels generally. Restraining price increases to larger users
will produce larger increases for other users. I am convinced
that I will need to raise the generators' revenues by at least
i;ﬂ0—3ﬂﬂ million in the first year. The proposed cap on price
Tebalancing is likely to addéﬁu—?n million, or some 0.5=1%, to
the price increase we have been forecasting for franchise
customers. Other things being equal, these two proposals will
make it very difficult to meet our aim of keeping average price
inocreases to all customers, and franchise customers in
particular, in line with inflation. Adding on top the increase
in levy you have proposed would make this impossible.

CONFIDENTIAL
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I have therefore reconsidered evary element of the conktract
package to sea whather there iz any flexibility to meet your
concerns on nuclear revenue by reducing revenue in other parts of
the industry. After discussions with our financial advisers, I
have reluctantly concluded that this would not maximise the
benefits to public expenditure. If thera is an overall price
constraint, my conclusions on maximising benefits are as follows:

(a) prices for each part of the industry should be set at
the maximum sustainable level:

{b} sustainable levels for the transmission and
distribution monopolies will be set by the regulator.
Dur advisers have warned that investors may be
concerned that returns above 6-7% may be regarded as
potentially excessive by regulators. Accordingly, they
cannot say that we would definitely get full walue for
any revenue in excess of a 6% real return on CCA
assets;

sustainable levels of generator prices will be
determined by the new entrant price and by the level of
market prices at the fourth year, when a large
proportion of the initial contracts expire;

taking revenue from NGC and the Area Boards to give to
the generators would almogst certainly reduce proceeds
overall, The redouction in wires revenue would almost
certainly be permanent, since the price controls would
not allow it to be clawed back. The increase in
generator revenue is only needed in the first two
vyears. Moreover, profits in the monopoly wires
buzsinesses are likely to be more highly valued than in
the competitive generators;

allowing public expenditure to increase for just the
first two years to enable generator profits to be
increased within an overall price constraint would be
less costly to the Excheguer. The obvious but
impossible way to do this is to subsidise lower coal
prices for the first two years. Ancther way is to take
lower revenue in Huclear Electric than we would
otherwise like for the first two to three years.

In the light of this, the decision on nuclear revenue turns on
the impact on customer prices. I am very relucktant to allow the
average price for alectricity to rigse fagter than inflation,
especially against the background of two years of real price
increases, the price rebalancing that will occur and our current
concerns about inflation. The Government has made much of the
downward pressure on prices that this privatisation will produce.
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For these reasons I am reluctant to move from my proposal to set
NuLec's initial revenue at/2 billion in 1990/1 (out turn

prices). To adopt your proposal gf{;.iﬂ billion would add some
2-1 percentage points to the average price increase, taking it to
some 7-10% nominal. ©Our latest financial projections for HuLec
are attached. As you will see, the company is cash positive in
all but the first two years. I can understand your concern about
the estimated cash deficits in the first two years, but the
analysis above suggests that they are the price for maximising
expenditure benefits within an overall price constraint. For my
part, I recognise that there are uncertainties in our price
forecasts; and it may just be possible to concede an opening
revenue as high asj2.1 billion for HuLec, the sffects of which
are set out in the attached projections. But I do not believe it
will be possible to go further.

The timetable is wvery tight. We have ko set prices for tha
conventional generators, Area Boards and HGC this wesk., I have
therefore given the industry contract assumptions that are
designed:

- to increase the first year level of generator revenues
bvé}ﬂﬂ—Eﬂﬂ million and provide dividend growth closer

to some 15%; and

to provide a level of revenue for the distribution and
transmission businesses equivalent to a 6% return on
CCA net asszets.

I will also be seeking an undertaking from the Area Boards and
generators that, until 30 June, they will use their beast
endeavours to offer arrangements that cap average increases for
any class of non-franchise customer at EPI+5 cumulative over
three years, subject to normal fuel price adjustment clauses.

I believe we should decide the initial level of nuclear revenus

when the impact on customer prices iz clearer next week. But I

hope you and John Major can agree that it will have to be in the
range off2-2.1 billion in 1990/1 prices and that we should work

on that basis in state aids discussions with the EC Commission,

On our revised assumptions, this level of revenue would produce

levy of around 10-11%, though the precise figure will depend on

our final forecasts of SMP and pool price.

I am copying this to the Prime Minister, John Major,
Malcolm Rifkind, Nicholas Ridley and Sir Robin Butler.

.I;—" T R s B
b

T —

i
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NULEC CASH FLOW
Provisional Egtimates
(E million MOD)
1990791 91f92 9293 93/94 S4/95 95/96 97/38
2000 2040 2289 2385 2429 2417 3011

iess

Reveruas
costa

Profit/Loes
before interest

plugs
Depreciation
Interest

Frovisions

less

Capital

requirements and
payments against
provislons 1199

Net Cash Flow -182

Initial revenue of £2 billicn and average price of nuclear electricity
assumed to fall at 2.2% from 1930/1.

If initial revenus is set at E2.1 billion, net cash flow rises to:
-82 -138 135 §23 374 458 700 G609

If initial revenua is E2.1 billion and average price is held constant
in real terms, net cash flow is:

~B2 -83 242 600
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ESI CONTRACTS, PRICING AND PROCEEDS

Thank you for your letter of 5 January.

It 15 not my intention to create barriers to trading between
Scotland and the rest of Britain. I think we all want a regime
in which the Scottish companies can sell to and buy from the
English pool and strike contracts direct with customers and
suppliers. If the demand for such trading is great enough, then
NGC and the Scottish companies will no doubt justify upgrading

the interconnector. I do not see how my proposals frustrake that
aim.

The complexities of putting in place contracts between twelve
Area Boards and the three principal generators should not however
be underestimated. We have very little time to achieve this.

And I really believe the only way to get the new structure set up
is to start it off with these contracts in place and to create
scope for contracts with France, Scotland, and other generators
to be signed after vesting. This will be achieved by the short-
term nature of the initial contracts in England and Wales.

Our objective in treating electricity from Scotland like
generators in England and Wales, in particular by requiring all
sales and purchases to be made through the pooling and settlement
system, is to give Scottish producers equitable treatment. The
charges for use of the interconnectors and the transmission
system will be a matter for the Hational Grid: I would expect
them to reflect charges placed on generators in the north of

England together with a charge for those assets used solely by
the Scots.

COMMERCIAL IN CONFIDENCE
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I entirely agree that our officials should have further
discussions about what is proposed. I understand a meeting has
been arranged for later this weesk.

I am copying this to the Prime Minister, John Major, Nicholas
Ridley and Sir Robin Butler.

_.':_:_j-ﬁh.--—.. - B,
".;?'-if“--ﬁ_.
-."
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ELECTRICITY CONTRACT - FRICING AND PROCEEDS

nly o -t (4
T have seen your minule td the Prime Minister of 21 December and her
reply of 2 Japuary. | am sorry that my comments have been delayed.

Many of the proposals are specific to the England & Wales situation but
we &shall be considering the implicalions [or Scotland in some areas,
specifically relating to returns on the wires businesses, price regulation
and tariffs. Most importantly from the Scottish point of view, we aim to
oul proposals to colleagues on the terms of the nuclear contracts in
Seotland as soun as  possible with a view 1o reaching agreement on
detailed terms with the industry as early as possible,

There is one aspect of your proposals, however, on which | must reserve
the Seottish position now. As you know, Maleolm Rifkind and [ have
heen anxious 1o ensure that a full and falr opportunity is provided for
the Scottish Companies to strike contracts with the industry in England &
Wales for export of power on an upgraded interconnector. Only in this
wuy will we be able to secure proper value for the surplus pgenerating
aszelz in Scotland at flotation and justify the Government's consistent
claime that Scotland would be an  important early contributor to
competition in the England & Wales generation market. 1 am concerned
that your proposals will frustrate that aim and will prevent early progress
on the upgrading of the interconnector.

| readily recognise the need to avold accusations of discrimination against
the French in thizs context and it is for this reason that Maleolm hae
conceded that Scottish nuclear exports should not be ineluded in the
NFFO and thus command the higher nuclear price in the England & Wales
market, However, we cannot accept without discuseion your conchision
that Scotland should be treated identically in all respects to the French
since this ignores the reality that the Scottish Companies will be an
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intepral part of the wider GB industry: il 5 nol gppropriale to-treat the
whole of Scotland simply as a 'boit on' generator. | cannol accept at this
elage that there should be no ecope for direct or contractual links
between Scofland and the Distribution Companies at the outset. 1 am also
concerned that the proposal to single out the Scottish interconnector from
the rest of the grid and impogse connection charges over and above the
normal use of system charges will provide an artificial and potentially
insuperable barrier to trading.

It is therefore imperative thal we have an opportunity to explore«your
propaosals in more detail and to consult the Scottish industry before
reaching firm conclueions - | understand that such detailed discussions
have already been conducted with the French. [ therefore invite you and
colleagues to agree that officials should urgently discuss the treatment of
the Scotland-England interconnector and the aseociated trading
arrangements before firm decisions are taken. 1 fully appreciate the need
lo make very rapid progress on these matiers in order to achieve vesting
on schedule but this is an issue of great significance to the prospects for
fiotation of the Scottish industry and to our claims to be creating a
competitive framework for the GB industry as a whole,

1 am copying this letter to the Prime WMinister, dJohn Major,
Nicholas Ridley and Sir Robin Butler.

"L':_-:] T“;xtlll‘r\ﬂ“«h

¢p IAN LANG
CApproved by the Minister and
signed in his absence)
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Thank you for copying me your minute to the Frime Minister of
21 Decamber together with the paper on elactricity contracts,
prices and procasds. [ have also seen the reply from the Prime
Minister's office of 2 January. 1 am broadly content with your
propogsals, subject to the two points discunssad bhelow.

Prica controls

I have a major concern, on competition grounds, that our proposal
to have an RP1-X+¥Y price control to cover all prices charged by
the Area Boards, thereby allowing full pass-through of the
majority of the generators costs, will not give proper protection
to customers.

On the one hand, I believe wa should do more to promote
compatition, in particular by announcing that there will not,
after all, be any market share limits on direct supply to non-
franchize customers by MNational Power and Fower Gen. I
understand that you accept that they will not work wall in
practice and that you ara prepared to renounce them altogether
during negotiations with the Eurcpean Commigsion. I should
welcome such a move.

Moreover, 1 believe that we could and should give a much stronger
pro-competitive signal to customers and suppliers alike by giving
up any attempt to regulate prices for the market as a whole,
albeit retaining a simple RPFI-X type control for all or part of
the franchise market (a point to which I return below). I am not
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convinced by your financial advisers arqument that the Area
Boards would be unflotable without such an overall control. I
understand that potential shareholders might want some assurance
about what form any subseguent price control might take: and that
there are considerable practicable difficulties about devising a
control which covered only part of the market and which did not
reguire frequent changes to the value of X. Neverthesless,
shareholders may have to accept that changes in the rules may be
necessary and will be the subject of negotiation betwean the DGES
and the industry.

On the other hand, I beliave we should provide effective
regulatory protection to the smaller (up to 10 MW) non-franchisze
customers, who will not be covered by your proposed subsidiary
HP1-X control, by ensuring that they do have the right te opt for
tariff supply during at least the first ¥ear. This would give
them the benefit of your control of initial tariff lavels
together with the rather weaker protection granted by the ban on
undue discrimination between tariff customers. During this
breathing space, we should expect these customers to negotiate
contracts for subsequent periods in a competitive framework.

Az regards the scope of the subsidiary control, I believe it
should cover all the franchise customers, rather than just the
domestic ones, even if this means that the control would have to
be of the form RPI plus X, rather than RPI minug X. All the
franchise customers will be captive and the non-domestic
franchise customers may rightly regard themselves as not
sufficiently protected by a combination of a price control for
domestic custemers and a ban on undue discrimination betwean
domestic and other franchise customersg.,

Price changes and nuclear revenues

Thank you for providing an assessment of the Price affects of
Your proposals on domestic and industrial customers, including
the largest industrial customers, as I requested in my letter to
You of 7 December. Like the Prime Minister, I am concerned that
the largest customers should not face the sort of price increases
cutlined in Annex A of your paper. The axact figure for the levy
is a matter of balance but I am inclined to support your view
that we should aim at as low a levy as possible, consistent with
NUCO not being a burden upon the Exchequer over, say, the next
four or five years. The precise caleulation of figures is of
course principally a matter for vou and John Major to decida, but
I do not belive we should restrict our attention to revenue
targets for the next two Years. I ecertainly do not believe that
we should put ourselves in the position of having to defend what
might turn out to be a significant surplus in those Years.
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More generally, 1 believe we should aim at rates of return for
the industry which allow us to demonstrate falls in prices to
significant groups of customers, particularly domestic ones, to
offset the high increases to the largest industrial ones. This
will be important in political terms.

Definition of owpn-genercation

0n the definition of what own-generation should escape the levy,
I am now satisfied that your officials have found the right
balance betwean exempting own consumption by own-generators and
preventing wholesale evasion of the levy.

Competition law

Lastly, as you state, we need to ensure that all your proposals
are consistent with relevant UK and EC legislatiom.

I am copying this letter to the Prime Minister. John Major,
Maleolm REifkind, Sir Robin Butler and Professor Brian Griffiths.

bo. Sloiod

{ﬂpprnvedﬁg;ﬁzhe Secretary of State
and signed in his absence)
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John Major and I have discussed your paper of 21 December. We
remain unconvinced that the levy should be as low as ll per cent.

r 8 1 understand that putting the package together involves a
number of difficult judgements about competing objectives. But
your recommendation does not accommodate our specific concerns,
most recently set out in John Major's letter of 8 December, and
divergea substantially £rom the presumption agreed when we took
the decision last Movember to withdraw the nuclear stations from
the sale. In particular, your proposals carry a continuing public
expenditure cost, by comparison with our expectation in March, of
£500 million & year. This is extremely unwelcome at a time when
we are already facing a number of pressures on our expenditure
plans.

3. You understandably express concern at the impact of a high
levy on final prices, particularly for large users. But the cause
of that problem is not the levy, but the need to unwind the very
substantial and unjustifiable degree of cross-subsidisation 1in
favour of this group in the past. We have long recognised this
problem as one that would have to be faced sconer or later; we
will be helped by the likelihood that large numbers of smaller
jndustrial customers will see their prices fall in real terms.
Lowering the levy would be a very inefficient means of assisting
large ueers, since it would mean lower prices for all customers,
with a substantial and continuing public expenditure cost. I
would instead favour a transitional arrangement for large users of




the form that vyou propose, providing it is neutral in terms of
proceseds and public expenditure. Whether the annnal cap is
RPI+5 per cent or some slightly higher number should, 1 suggest,
be left to decide when we have the industry's final contract
prices at the end of this month.

4. There is nothing in your paper on the implications of your
proposals for Nuclear Electric. At an income of £2.0 billion the
company will probably be in cash flow deficit for the next two
years. 1 cannot accept this: not only is it contrary toc a number
of your own public statements and the basis on which we decided to
withdraw the noclear stations, it would be an immediate addition
to our recently agreed public expenditure plans, of up to E0.2
billion in 1991-92.

5. I was also disappointed that your paper £fails to provide
gquantification where there are trade-offs between proceeds and
public expenditure. For example, if a higher levy was offset by
somewhat lower generator profits, the reduction in proceeds on
your illustrative assumptions would be smaller than the discounted
value of the expenditure benefit (I agree that generators’ profits
alone could not absorb a large change). I would expect the same
point to apply to the extent that the levy were financed by higher
prices. (To mitigate the impact on the distcos of any effect on
growth in demand, I favour a tight definition of own generation).

6. 1 nevertheless recognise the pressures that you are under
from the industry and advisers to reduce the levy, and the limited
room for manoeuvre to construct an acceptable package. 1In the
interests of seeking agreement, John and 1 are prepared to see a
reduction in the levy to 13 per cent, compared with the 15 per
cent previously envisaged. That would secure a sufficient Iincome
for Nuclear Electric. Precisely how it is financed can be decided
when we have the later projections but by comparison with your
proposals, we would envisage a proportion being met from gencos’
profits, although perhaps a larger proportion adding to prices.

T I will be interested to learn of your proposals for how
prices and the levy should move over time. This is not discussed
in your paper, although will be important both in judging the
overall acceptability of the package, and because of the
implications for Wuclear Electric and future public expenditure.
My presumption would be that WE's initial level of income should
be sustained in real terms over the 8 year contract period. The
rise in pool prices will mean a decline in the levy, possibly more
rapidly than is needed for EC purposes. Franchise consumers will
be protected by the run off of the coal contracts. A slightly
higher price on day one will be much less unpalatable if we can
point to the likelihood of real terms falls or at least stability
thereafter.




B. For the rest of your package, I am content with the proposed
structura of the contracts. I see that you do not see any
possibility for contracts between the distcos and new entrants or
between customers and gencos to be put in place before flotation.
1 am sure that in further discussion with the industry you will
have in mind three guestions about risks:

(i) whather we would not be creating too great a
presumption in favour of the established players and
patterns of supply to the detriment of competition.

whether investors will perceive the contacts in place
at the time of flotation as sufficiently stable; their
perception of risk could mean a heavy discount on
proceeds.

whether our concern to treat Scotland on absolutely all
fours with Prance might adversely affect the success in
due course of the Scottish sales. I hope that you can
reagsure Malcolm Rifkind on this point.

. I am content with your proposals for pricing nuclear
contracts and for Muclear Electric to sell into the pool. I note,
however, that they will require the company to acguire the
necessary skills, and also increase their commercial risks. This
should in turn be reflected in NE's required rate of return and
hence the justifiable price of nuclear ocutput both in the initial
and follow=-on contracts.

10. I am also content to see the yardstick dropped in favour of
full pass through and a subsidiary cap on the franchise market.
This decision will, however be interpreted as an anti-competitive
change of policy. It will be important to develop an adeguate
justification for wider use.

11. Finally, I note your proceeds assumptions. I hope that in
practice we would be able tec secure somevhat lower dividend
covare, at least for the distcos and gridco. As my cfficials are
discussing with yours the lengthy marketing campaign with the
institutions provides an opportunity to overceme investors'
initial cautious reactions to covers, gearing etec, and I hope that
the Government's advisers will be guided accordingly.

12, To recap: John and I understand your concerns and the
difficulties in accommodating a number of objectives. But you
will similarly understand that the implications of your proposals
for public expenditure are extremely unpalatable. In the
circumstances I hope that you will accept the compromise we have
suggested; for our part we would not hold out the prospect of
moving any further.




135 I am copying this letter to the Prime Minister, Nicholas
Ridley, Malcolm Rifkind, Sir Robin Butler and Professor Brian

Griffiths.

’It-d'- s caredy

CaA.n-!lEu.%ﬂ

NORMAN LAMONT
{Approved by the Chiel Secretary
and signed in his absence)
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ELECTRICTITY CONTRACTS, FRICTHNG AND PROCEEDS

The Prime Minister was grateful for your Secretary of
State's minute of 21 December and the attached paper. BShe is
fully content for him to finalise a package along the linea get
out in consultation with the Chancellor and the Secretaries of
State for Trade and Industry and Scotland. She has commented
that she strongly agrees with the judgment in paragraph 3 of the
detailed paper that price increases for intensive electricity
consumers at the level set out in Annex A would be wholly
unacceptable.

I am copying this letter to John Gieve (H.M. Treasury).
Neil Thornton (Department of Trade and Industry), Jim Gallagher
(Scottish Cffice) and Sonia Phippard (Cabinet Office).

Ao

(s

John MHeilson, Esq.
Department of Energy.
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THE ELECTRICITY SUPPLY INDUSTRY
Background to Privatisation

The purpose of this paper is to set out the key £ about the
electricity supply industry in England and Wwales | EIl), not to
consider the future structure of the industry in the private
sector. It starts with a shert histeorical introduction, and goes
on to describe the current structure Bf the industry. It then
gives an overview of the current state of £EE industry, its
financial performance and prospects, ‘before turning to a number
of key features that are worth a closer look. It does not
describe the industry in Scotland. =

Historiecal Background

2. The ESI developed out of small private companies and
municipal undertakings, some of = which also supplied gas,
é8zentially meeting " local needs for lighting, industrial motive
power and public transport. The commercial pressures that shaped
the industry were the savings to be made by sharing generating
capacity and the economies of scale to be cbtained in generatien.
However, genarating units of larger output require the
conatruction of sufficient transmission capacity at higher
voltages; and early legislation, designed to curb the possible
abuse of manupn?% power, did not encourage the necessary co-
operation by essentially local updertakings. Construction of a
major grid system only began in earnest with the establishment of
the Central Electricity Board in 1926, In the 1930s the Board
built an essentially regional 132 kilovolt transmission system,
connected on a natichal scale, which enabled larger generating
sets to be built. This process was continued after
nationalisation by the construction of a _Ejiﬁu gystem in the
1950s and a 400kv system in the 1960s, together known as the
"super grid"?n-—fg- a result, the average size of new generating
gets rosa from zome EEEE in 1920 to JEEE;W in 1980; and the
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t1arma1 efficiencies of generating plant in converting fuel to
electricity more than doubled between 1520 and 1313, and rose a
farther S0% by 1980. fggjgghelapment ﬂfq:;é transmission system
also reduced the total amount of capacity needed to provide
continuity of supply and the resulting savings more than paid for
the capital cost of the grid. The ESI had 283 power stations in
1946; 122 were closed between 1972 and 195?:‘§%E the CEGB now has
g2. The . average real price of electricity for dcmestic consumers
“fore than halved between 192D and 154T and fell by another third
by 1970, Total sales of ElectrLclt? per head of population rose
some 10 times between 15920 and 1947, , and rose a further five
times by 1980. =

— e —

3. The legislation applying to the ESI is archaic and has never
been brought up to date. There are some EE:EEF;} the earliest’
dating from 1EE¢ specifically applying to the industry. Many of
the clder provisions still in force have little relevance to the
modern industry and new prove difficult to interpret and apply.
Belfore privatisation, the existing legislation will have to be

brought up to date and adapted to a private sector anus*r?
e —— i

Current Structure

4. The electricity supply industry in England and Wales
CORMpCisSes: 5

the Central Electricity Generating Board (CEGB) which
supplies G55% of power regulrements and owns and
operates the 275kv and 400kv national grid transmission
system; the CEGB alsn specifies the performance
requirements and supervises the construction of new
T p - — - e
power stations !

twelve statutory independent Area  Boards, each

—_—  —

responsible in  their geographical area for the
distribution of electricity from the high voltage grid
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to the final consumer, through the 132kv and lower

voltage distribution networks;
—

——

the Electricity Council, which has a co-ordinating role
in this federal industry, together with special
respongibllities for the Lantral management of finance
and__taxation, industry-wide industrial relations,
research and advice to government.

Consumer interests are represented by twelve rea Electricity
Consultative Councils, whose Chairmen sit on their respective
Area Boards, and an Electricity Consumers®' Council which
represents consumers throughout England and wales. These bodies,
which are independent of the electricity supply industry, are
funded by the Department of Trade and Industry.

e —

-1 An analysis of the structures adopted for the industry in
ther countries reveals a very diverse picture with many
different structural patterns that have been made to work and te
rovide secure supplies. At Annex A is a summary description of
the structure of the power industries of the principal OQECD
countriea. Although there may be lesscns to be learnt,
clearly preferred structure can be identified.

Dverview

6. Electricity demand increased by an average “f.iﬁit per annum
from 1370/71 to 1980/81, and by an average of 1.9% per annum from
1980/81 to 19B6/87. In 198&6/87, electricity demand on the CEGB
system moved between a winter day-time peak of 47.9GW and a
summer night-time low of around %égy. The total demand on CEGB
plant after allowing for load management and exceptional winter
weather was about 44CW. The total declared net capability (DNC)
of the Board's stations was 52.4GW, but this did not include
capacity in reserve, capability provided by cross-border links
and power statione which have not yet been formally commissicmed.

Y
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The amount of Spare capacity regquired is largely determined by

the need to meet peak demand after taking account of capacity

unavailable because of breakdowns and routine maintenance; but
—— e 5 e — 5
the CEGB's plans also have to make allowances £or errors in

forecasting demand and weather effects. At present, the CEGB

plans to provide generating cape:i%y sufficient to mneet peak

demand in all but nine winters in 100 years. The extent to which

the Scottish Boards, France and private generators can contribute
— e e

to peak demand in England and Wales could at present apprﬂach 5%

of maximum demand and their maximum potential contribution cauld

be arcund :EEfﬂf unit reguirements throughout the year.
—

£ The CEGB's capacity i=s provided by B2 operational power
stations, of which four are not vet f'lf-—_gumm‘ﬁsiuned- The
stations are linked by a national grid, consisting of some 9,000
miles of high voltage transmission lines. The grid allows the
operation of stations on a national esconomic "merit order" to
minimise the total costs of the system. The merit order, is
based on mHEEEEEl operating costs, but is subject to many
constraints in practice. Electricity cannot be stored as such
and so at any point in  time supply must apprnxfﬁatéiy egual
ﬂg@gﬂﬂﬁ Any differances batween “the two are reflected in
variations in the frequency and vocltage of supply which are
permitted only within limited tolerances. The output of the
poWwer stations must therefore be adjusted on a minute by minute
basis to meet demand. The CEGB has a statutory duty to provide
bulk sunplles and the Area Beoards have a statutory duty teo plan
and carry out the distribution of those supplies to persons who
rggg;;g_ghem- The ESI has over 21.7 million custumsrsr_supplieﬁ
through over 3B0,000 miles of distribution system.

8. Following the construction of a national grid, it became
possible to site large power stations near to sources of fuel and
cooling water, as well as close | to the customer. " The economic

choice WAS to site near sources uf fuel and the UK's generating
Sl niioes
capacity therefore <consists largely of coal-fired stations




CONFIDENTIAL

located near coalfields and supplied h?_fii}’ with fewer oil and
nuclear stations generally sited on or near to the coast [see
Annex B). Germerating in large stations distant from the main
areas of consumption has led to strong north-south power flows,
and pressure to build future capacity in the sputh to avoid the
costs and environmental diffieunltises of hauiﬁE"hEE develop the
transmission system. It alsc means that generation is a fuel and
capital intensive business, which determines most of the cosfs of-
alectricity. A% a whole, generation and transmission accounted
for some B0% of ESI operating costs in 1986/7. Some 60% of CEGE
costs weré | fuel ¢ l mainly costs of g . Which conseguently
account for some half of the total costs of electricity. It is
3till true to describe electricity as "“"coal by wire". OQut of the
BZ operational power stations, 12 large coal-Fired stations

accounted for some 60% of electricity supplied in 1986/7.
TR —

9. Not only does the CEGE dominate the ESI's cost base, it also
dominates the asset base. The CEGB's CCA fixed assets of £27
billion (60% of their gross book value) account for some 75% of
the industry's total fixed assets of £38 billion (50% eof giuss

book value). The distribution side, dealing direct with 21.7
million customers, is more labour intensive. Of the industry's
131,000 employees, sSome 82,000 (63%) are employed by the Area
Boards, and sume_jELpED {g&}} are ;ablnyad by the EEEP- However,
a much ‘higher proportion of the CEGB's staff is technical and
managerial, and the ESI's salary costs are split almost equally
between the CEGB and Area Boards. Az a whole, salaries and
related costs account fé?r-sume 1 of total alectricity coats.
However, total employment in the ESI has fallen by more than 40%
from the 228,000 employed in the late 1960s. Salaries and
related costs have fallen more slowly than manpower (by 8.5%
since 1975) as salary costs per employee have risen in real terms
(by 11% since 1975). This fall in manpower numbers will slow
down and possibly reverse ae staff are recruited to replace and
maintain the ageing assets of the distribution and generating
businesses.
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il. Breakdowns of the ESI's coste, assets and employees are
given at Annexes C, D and E.

11. Annex F gives the ESI's profit and loss account for 1986/7
on a _Epg_gnd “15F25¥E_EPEE__F3513' The current cost operating
profit for 1986/7 was £1149.7 million and the profit after
interest and taxation was £586.9 million. The comparable figures
on an historie cost basis Q;?;rila??.ﬁ million and £1315 millicn,
implying a return on net assets of 13.75%. The overall Teturn on
CCA assets achieved in 1986/7 was  3.17%, compared to 2.65% in
1ggiéﬁ. This compares with the figzﬁziaL target =set by the
government of an average annual rate of return of 2.75% over the
three-year period +to 1987/8. Bince the industry has for scme
time faced no need for substantial investment 4in generating
capacity, it has for some years been able to repay debt while
earning this relatively low rate of return. In liﬂﬁﬁI,IEpEFmEEEE%1
totalled £1334 million, compared to £452 million in 1985/6.
Average prices to domestic consumers have also declined in real
terms by about 15% over the last 5 years.

_————

12. More than B80% of the employees of the ESI are members of
trade unicns, In terms of numbers, the principal unions are
NALGD, the EETPU, the EPEA, the GMBATU, the TGWU and the AUEW.
However, the EPEA plays an important role, since virtually all
the key operational, control and power station engineers are
members . Most of the NALGO members are clerical and
administrative staff in the Area Boards, but they include the
computer staff operating the transmiesion and distribution
control systems. The employees of the ESI have traditionally
been leyal to their industry and aware of their responsibilities
to consumers. They have usually sought to resolve disputes by
'HEEEEI;E?EHh:hrﬂugh the five national joint becdies that cover all
the various types of staff employed 4in the industry throughout
Great Britain. In the context of privatisation, they are likely
to support the unification of the industry and oppose any attempt

- — i
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ta d:vlde the present structure further. Their other main
concerns will be to protect emplnymentij safequard pension
arrangement;} and to preserve the tional negotiating
arrangements currently enshrined in their individual contracte of

employment. At Annex G are the most up-to-date figures on union
memnersﬁ*n held by the EBI, though these relate to 1984.

Eaey Facts

13. The previpus section of this paper gives an overview of the
current state of the industry. This section ie intended to take
a closer lock at a number of key features:

(a) the economic importance of electricity: electricity
accounts for 14% of fuel consumption by end users,
compared to 33% for gas -and 41% for oil. However,
these figures==ﬁnder5tate the ﬁﬁﬁgr:ance of electricity
to the economy. It accounts for some 1.7% of GDP, some
738 of UK coal consumption and some 34% of UK primary

“fuel consumption. The functioning of essential

“industries and seIviceB, such as alrports, | railways,
dﬂﬂkyardsrkgaﬂ distribution,| coal mining,{hﬂspitals and
communications, is reliant en eleckricity.| Since there
are no real altarnatives to electricity in many
markets, security and continuity of supply assumes
great importance;

the markets for electricity and the eXtent of
competition with other fuels: the proportions of total
electricity sales accounted for by the main customer
sectors have changed considerably over the past thirty
years: domestic sales have risen from 30 to 36% of
Eahgl sales; industrial sales have fallen from 51 to
36%; and commercial sales have doubled their share s from
12 to 24%. Agriculture, public lighting and other

custcmers took the remaining 4% in 1986/7. The largest
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growth in sales volume is still in the commerecial
sector, which increased by __ 6.5% during 198617 .
EIth&ugh electricity competes with gas for certain uses
in the domestic sector, and in some industrial markets,
only about one-third of sales are subject to any real
cﬂmpe:{giﬂn.'ﬂﬁﬁzike gas, there are substantidl marKets
it‘ﬁﬂ?n? electricity has a monopoly, such as lighting,
glectronics and some motive power. Saome 50% of
domestic sales are estimated to be subject to
competition, some 35-40% of commercial sales, and

perhap=s 20% of industrial sales.
e~

coet of fuel: Annex H shows the types of station cwned
Eﬁ_EH;_ CEGH, together with their fuel consumption in
1986/7. It shows that coal accounted for some 17% of
fuel consumed, at a cost of some £3437 million.
Although the joint understanding on coal supply between
the CEGB and British Coal iz designed to reflect
competition from oil and imported ccal, the CEGE has
claimed it could make savings by increasing imports of
coal by perhaps 30 million tonnes gver f[ive years. The
CEGE is presently paying an average of some £45 per
tonne (deliversd) for BCC coal compared to a PEEEEDLE
price for imported coal of the same quality of £34-39
per tonne (delivered). The arrangements governing the
future supply of coal to power stations will need to be
set out clearly at the time the industry is privatised,
given the importance of .coal costs. It wouid, for
instance, require a 35% saviﬁﬁ on ESI manpower costs to
mateh the savings achievable by a 10% reduction in fuel
costs; &Y F

I

ageing assetse and the need for new capacity: partly
because of over-optimistic plant ordering in the 1960s,
which led to a significant surplus of capacity that is
only now disappearing, the CEGE is an industry of
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F___'EE-_.._]:I.g—d-E-EIﬂ L&, Sumeﬂ of capacity was commissioned
betveen _952 anc 1972, and more than 708 of the CEGE s
CApacity is now 15 vears cld ar more. The distributisn
System also has a high prnpﬂttlua_af old assets, with
about 70% of fixed assats over 20 years old an id, in
Eomea _EFEE Boards, nearly 30% E;;: 40 years old.
ASsuming a compound growth rate in elactricity demand
of 1.6% a year, and taking inte account the age of
existing plant, the CEGE forecast a requirement for
13GW of new capaclty to be commissioned between 1995
and 2000, requiring an immediate Start to the approval,
arﬂeriﬁguand censtruction of new stations. The CEGE's
Plan is to meet this requirement with the PWR at
Sizewell, five further PWHeE_ and four coal-fired
stations. By itself, this plan would 'T;guirs
investment of some £15 billion in 1987 prices by the
end of the century, Taking into account the stations
envisaged after 2000, the CEGB plan to invest almost
£30 billion (1987 prires) to the end of the century, or
Blmost £45 pillion in estimated cutturn prices. As a
result, the CEGEB envisage annual capital expenditure
rising to some £3 billion in 199374 (1987 prices),
Such an investment programme would offer considerable
Opportunities for the UK Dower plant and eguipment
manufacturers, and the construction irdustry Some 55%
of Sizewall contracts are expected to go to UK
companies. Further details of the capital expenditure
PrOgramme on pew generating capacity are given in
Annex I; o ——

o

nuclear power, R & D and fuel services: with g nuclear
power stations commissioned, three in the final stages
of commissicning fHart}EPEE:T qu_qam I and
Dungenegs B), and a furtheT twe undar | __construction
fHeyshaﬁ’EI and Sizewell B), the CEGE plays the leadlng

role in the UK nuclear 1nduaEﬁI In 1586/7, paymeuts
e i
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to the UKAEA from the ESI as a whole amounted to just
under 15% of the UKAEA's total turnover. As of 1986/7,
tHe CEGE has taken on 30% of the costs of the UXKAEA's
fast reacter programme and the cost of this teo the
Board will be about £31 million for this finanecial
year. In adaition, it pruv?EEs about 70% of BNFL's
income from UK fuel cycle services. It has also made
Provisions for £1.3 billion of reprocessing and waste
disposal liabilities which are expected tc be met by
BNFL. The CEGE also provides technical backup for the
South of Scotland Electricity Boards' nuclear stations,
Niclear stations accounted for some 9.6% of the CEGB's
total capacity in 1986/7 and supplisd some 16.4% of
electricity s=supplied. In coal equivalent terms,
nuclear fuel accounted for 16.2% of the Boards' total
fuel consumption, at a cost of £534 million. On the
CEGB's plans, nuclear stations will account for some
70% of 1investment in new capacity to the end of the
EEEEury. However, if the magnox stations are all shut
down at the end of their extended nominal lives (30
years) the proportion of total electricity supplied by
nuclear may fall significantly in the 1990s before the
Pﬁﬁg‘ﬁre Drought on stream, and this may be aggravated

if the AGRs continue EE-perfsrm below expectations;
i

private generation: +the 1983 Energy Act sought to
Tiberalise the 'market by removing legal obstacles to
private generation, making available the transmission
and distribution systems to private generators to allow
them to deliver power to any customer, and &Eliginq the
ESI to ﬁﬁ?bhase privately generated electricity on an
avoided cost basis. This Act has so far had limited
effect largely because of the limited scope for
econcmic entry by private generators at a time of
surplus capacity, especially since the ESI has so far
declined to enter into long term contracts with private

———— T— ——
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generators. At the end of 1986 some 3.5% of total
Tnstalled capacity in Great Britain was privately owned
and 4.8% of total electricity supplied (excluding
supply from BNFL and AEA nuclear staticns) was
privately generated, mainly by industry for its own
use., Private generation has declined by over a third
since its post war peak in 1333 0 analysing this
decline and future FIQEPECtE,_E§§=f;rEE main categories
of private generaticn should be considered separately:
indust:iaf'géieratiﬂn for own use; private generation
for YMe =51's public supply system; and combined Heat
and Power [CHP) schemes. The industrial own use
seCtor, the traditicnal market for private genciation, |
ﬁE?sﬁecl;ned with the size of the manufacturing sector
and with lower demands for industrial heat, since
electricity has traditionally been geperated as a by-
product of industrial steam raising. Private
generation for the public supply system at present
accounts for only scme 0.5%8 of total available

electricity and comes entirely f£from very small plant

with some surplus capacity to export; there are at
present no major private power stations supplying the
grid, There are, however, a number pf potential

T T

projects for private supply to the ESI  under
discussion, some involving power stations as large as
TOOMW . These projects largely fall into two
Tategories: refurbishment or construction of coal fired
stations, usually taking advantage of cheap coal
iﬁEE?EE; and gas fired projects, usually sﬁbnsured by
oIl companies seeking alternative markets for gas,
which will need to exploit flexibility in the EC
directives controlling the use of gas in power
stations. There are also a number of smaller scale CHP
schemes under discussion; but their viability will to

seome extent depend on finding an adeguate market for
i e
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heat. Annex J givees details of existing and potential
private generators;

regional differences in distribution: the twelve Area
Boards in England and Wales supply different types of
marxet, For instance, 47% of sales by the South
e | —
Eastern Electricity Board were to domestic consumers,
_--__—-_‘_rr_

26% to commercial consumers and 25% to industrial
consumers; for the Merseyside and North Wales
Electricity Board, the corresponding figures were 28%,
16% and 33%. In general, the Northern and Welsh Boards
have a greater reliance on a declining industrial
sector, Whereas the Southern Boards have a greater
N "

reliance on a growing domestic and commercial sector.
Comparisons between the performance of the Area Boards

ie therefore difficult to make, but in general the

V Scuthern Boards face better ﬁ?bapects in term= of sales

/f Yrowth.

(h) appliance marketing: the Area Boards own some 900 high
street rfetall outlets, which provide direct contact
with customers and through which electrical appliances
are sold. In 1986/7, turnover and ocperating profit on
appliance marketing amounted to £550 millien and
£39 million respectively, compared to £481 milliﬁh and

“E32 million in 1985/6. = =3

Environmental and Nuclear safety Issues

14. The CEGB's plans to fit substantial flue gas scrubbing
equipment to reduce sulphur emissions from three stations will
involve a capital cost of some £600 million (1986 prices) over
the next ten years or so, representing the eguivalent of about
half the cost of a new 1.BGW coal fired power station. Agreement
between Government and the CEGE on the method of financing these
plans is expected to be reached in the near future. The addition
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df'Eh 3 equipment Will also reduce cutput capacity and_efficiency
by up to 5%. The Board is also intending to replace the burners
at all large powsr stations to reduce nitrogen Dx{EE_EEEEEIbns
at & cost of some £170 '0 million (1987 prices). Tighter
regulations on emissions are _Baing considered in the EC.
However, the Government has not agreed to further retrofitting
and the CEGB's plans for emiégfbn control at future power
setations are in line with possible future EC reguirements. The
costs of controlling radioactive emissions fall mainly on
reprocessing plant ﬂperéieﬁ by EﬁFL, and are reflected in higher
charges to the CEaE The cost of the delar to the construction
of the PWE at
to £70 -Eill}nn, according to the Department's latest estimates.
The cost o<f holding the inguiry alcne was £4 million, of which
£2.5 million was provided by the CEGE, The Board has also made
DrD?iE*QHE totalling over £2.5 billion for the expected costs of
decommissioning its nuclear power stations, reprocessing, storage
and disposal of irradiated nuclear fuel, and decommissioning of
facilities owned by BNFL. The last consent for a major
tranmission line in the South-East was given 20 years ago and it
iz clear that any proposals for a npew line would meet
considerable opposition from those along its route.

15. Bafety at nuclear power stations is regulated under the
Nuclear Installations Act 1965 and the Health and Safety at Work
Act 1974. These place atatutngg-respanslbilit? for safety on the
operators. However, no power station may be built or operated
without a nuclear site licence from the Healt and Safety
Executive (of which the Nuclear Installations Inspectcrate isg
part.) The HSE have powers to close down unsafe plant at any
time. At present the NII licences three organisations who
operate nuclear power reactors - | CEGH, SSEB, and BNFL. Under the
licensing procedure the Nuclear Inspectorate require an operator
to make a safety case. The NII does not set prescriptive rules
but judges the safety case against their safety assessment
principles; in this respect it differs from regulatory
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authorities in most other countries. The operator must providas
any research which 13 & necessary part of the safety case.
Nuclear safety research is expensive: and much is at presant
carried out under contract by the Atomic Energy Authority.

Conclusions

16. The purpose of this paper is to give background information,
not to reach conclusions; but a number of points may be worth
highlighting:

the historical pressure to achieve econcmies of scale
in generation:

S

the need to update _tha legiglation regqulating
electricity supply;

the lack of any clearly preferred structure for

—

@lectricity industries overseas;

the dominance of the asset base by the CEGE and of the
workforce by the Area Boards;

the dominance of the fuel and capital c¢osts of
generaticn in the cost structure of the industry;

the CEGE's plans for new investment, of which some 70%

is for nuclear stations, to replace the ageing assets
el Slee 3t o :

of the industry and to meet growth in demand;

the negligible 1level of coal imports taken by the CEGB
and its stated belief that it could increase coal
imports to 30 million tonnes a year within five years,
making substantial cost savings;
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the barriers to entry faced by private

generators
o

during a time of surplus capacity which is now ending,
and the potential projects under discussion;

= -

the regional differences in the market for electricity

and the monopoly nature of some of those markets.




CONFIDENTIAL

LIST OF ANNEXES

Electricity Supply Industry Overseas
Location of Major Power Stations in the UK
BBl Costig

ESI Assets

ESI Employees

ESI Profit and Loss Account

ESI Trade Union Membership

ESI Power Staticne and Fuel Consumption
CEGEB Capital Expenditure Plans 1387-2005
Existing and Potential Private Generators

Lo I T < 7 R R - T e R o o [ ]







CONFIDENTIAL

ELECTRICITY SUPPLY INDUSTRIES OVERSEAS

AUSTRALTA

About 15 public alectricity utilities. Four ©of the State
Governments have their own power boards:; in the other three
States, the utilities generate and transmit electricity to other
public corporations which distribute. In addition, a large
hydro-generation scheme iz jointly run by the Federal Government
and some States. There is not integrated national grid but =ome
interconnection. (Total installed capacity of supply system:
J2GW approx. )

BELGIUM

Three large private sector companies acecount for about 90% of
electricity generated. These and a small public sector
generating body own and operate the transmission system.
Distribution is the responsibility of local government which
elther cperates a distribution monopoly itself aor (more usually)
grants a concession +to the private sector. { Total installed
capacity of system 13GW approx.)

CANADA

43 electricity utilities, mainly owned by the 12 provineial
governments, account for 90% of electricity production. These
utilities are also principally responsible for transmission and
distribution. Cntario is an eaxception where distribution is
carried out by a large number of small municipal undertakings.
(Total installed capacity of systam 90GW approx. )

FRANCE

One large electricity wutility, accountable o +the naticnal
government, which is responsible for generation, transmission and
distribution. (Total capacity of system B2GW approx. )
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GERMANY (FRG)

Ganeration comes from a mixture of public/privata joint wventures
(the wvast majority), public authoritiss and private sactor
companias. Qf these, aight ragicnally based but interconnected
utilities dominate generation. Transmigssion is carried out by
these eight largest utilities and ather regional utilities: in
some cases, they also carry out distribution. However, most
distribution is carried out by a large number of small local
distribution undertakings. (Total installed capacity of system
B0GW approx. )

ITALY

Generaticn, transmission and distribution dominated by the state
utility, which is responsible for BO% of total genaration. Some
160 municipal authorities also generate, transmit and distributa.
(Total installed capacity of system 44GW approx.)

JAPAN

Nine regional private sector companies dominate generation.
transmission and distribution. Public sector utilities (ane
large one and a number of smaller regional ones) also generata
and sell in the main to the nine companies for transmission ang
distributicn. The private sector and public sector undertakings
ara interconnected and co-operate closely in load despatching.
(Total installed capacity of system 140CW approx. )

NETHERLANDS

Generation and transmisgion is +the responsibility of 16
provincial and municipal public authorities. Most of these alsg
distribute. In additicn, thare are a large number of small
municipal distribution-enly authorities. A co-ordinating body
owned by the generating companies operatas the grid. ( Total
installed capacity of system l6GW approx. )

SPAIN

There are a large number {over BOO) of mainly private
undertakings grouped into 22 parent utilitiass. 0Of these, a third
are power boards carrying out generation. transmission and
digtribution: the other two-thirds are distribution-only
utilities. The transmission grid has recently been nationalisad.
(Total installed capacity of system 3BGW approx.)
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SWEDEN

A large number of utilities (1500) +ha majority being in the
public sactor. These are dominated by the Stats Powar Board
(58PB) which ecarries ocut half of tha total generation. Most of
the generating companies also tranemit and distribute, but
majority of the distribution is actually undertaken by a
number of small private sector and municipal
(Total installed capacity of system 30GW approx.)

the
large
undertakings.

usa

About 75% of generation and distribution 15 carried out by
private sector utilities whish have a territorial monopoly of
sSupply, but who co-operate to create "power pools®. About 9% of
total generation comes from Federal projects whiech wholesalas
alectricity to smaller utilities for distribution. A further 10%
18 provided by State and municipal utilities who also distribute.
There are alsoc a large number of =mall co=-oparative undertakings
(which account for 3.5% of production) which sSupply ramote rural
areas. Thare are three separata transmission netwoerks covering

most of +the USA, (Total installed capacity of system &660GW
appro:. )







ANNEX B

MAJOR POWER STATIONS SHOWING MAIN
RIVER SYSTEMS AND COAL FIELDS

EXISTING COAL-FIRED STATION

EXISTING QIL-FIRED STATION

. EXISTING NUCLEAR STATION

PUMPED STORAGE STATION

COALFIELDS







ANNEX C

ESI OPERATING COSTS
ES| as a whaole in 1986/87

Depreciation

.Fm'

Salaries £ : SEsR e
ti35m Of i o e Fuel and purchases

of alectricity

Daprecmation
£1,082m

For CEGE only in 1986/87

Depreciation

Fuel and purchases
2\ of electricity

£1095m £4.433m

Salaries
£776m

TOTAL £7384m

"OMGS is other materials, goods
and services, and includes rents,
rates and nsurances







ESI ASSETS

Tangible Fixed Assets
CCA Net book value at 31 March 1987

Distribution .
£9289m /£ e | = Conventional
i : generation
£13,791m

Transmission
£3995m

MNuclear generation
EB784m

TOTAL TANGIBLE FIXED ASSETS £36671m
NET CURRENT ASSETS £3,183m

CREDITORS AND PROVISIONS (£2,788m)
NET ASSETS EMPLOYED £37,066m

ANNEX D







ANNEX E
ESI EMPLOYEES

ES| as a whole

Area Boards
81960

cle il e Eotricity Gouncl
TOTAL 131,070 RS Slaiony Coung
at 31 March 1987 =

CEGB Area Boards

Trainees and Managerial and Trainees and Managerial and
apprentices higher executive apprentices Hioher Bxecuiie
680 N X710 1480 N #510
1.4% 1.5% |
' Scientific and ~—. 50l
s lechnical T

Industrial b JER T T N et B
26640 s saies etc. iIndustrial — “Executive, clerical,
6,880 41,920 sales etc.
29,560
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I ® FIGURE
.Empk]yees, MANPOWEH TREND Emplovees

000s 000s
100 -

AREA BOARDS

]
-'.-
-80

-20

10+ -10
ELECTRICITY COUNCIL
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0

Year ending 31 March
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ESI PROFIT AND LOSS ACCOUNT
and other fimanecial statistics for the
Year to 31 March 19B7

HC

Profit and Loss Account Million

TUurnover 11,119
Operating costs 9,441

Cperating profit 1,878
Monetary working capital adjustment el

Profit before interestk
Interest
Taxation

Profit for the year

Dther financial statistics

Net assets employed at year end
Return on average net assets

Capital reguirements:

Financed by internal sources

Net repayments
TOTAL paym







ANNEX G

NUMBER OF EMPLOYEES [N EACH TRADE UNION WHOSE SUBSCRIPTIONS ARE DEDUCTED BY
WCYING BOARDS - ELECTRICITY SUPPLY INDUSTRY - ENGLAND, WALES AND SCOTLAND AS
AL SEPTEMBER LO84 >

TRADE UNION Number

Aszcciation of Managerial Electrical
Executives 196

Electrical Power Engineers' Association 23,999

Naticnal and Local Government !
Officers' Association 35,524

Association of Professional, Executive,
Glerical and Computer Staff

Genersl; Municipal, Boilermakers and
Allied Trades Union

Transport and Ceneral Workera Union

Amalgamated Union of Enginesring Workers

L}

Electrical, Electronic and
Telecommunications Union - Plumbing
Tradea Union

Union of Conatructicn, Alliad Trades
and Technicians

Othar

Total number of employees whose Trade
Union subacriptions were deducted by
employing Boards

I
I
I
|
I
|
I
1
I
|
I
|
|
I
|
!
|
|
I

The total number of employees on the payroll at 30 September 1584 was 152,274
and the percentage of employess whose subscriptions wers deductad by ﬂnlrdl'ili
87.5%.

Of the remaining 12.5% a proportion paid their subacriptions direct to thair
union, and the remainder were not union members.

=

Al0:227JBL







ANMNEX H

&
ESI POWER STATIONS AND FUEL CONSUMPTION

Electricity supplied Declared Net Capability
in 1986/87 (TWh) (MWso)

il il
e (6,780)
Nuclear :
37.5)
v Coal/Oil

- Muclear
o (5,030)

: %%Gas turbine
T 11 440)

N umped storag
24 (2,090)

l Coal Coal and el gas

[178.58) Coal/Gas et 1ur_l_:u'r‘n‘.*5
(30.900) (1.510]
| Total 228.4 TWh Total 52,360 MWso

l Fuel Costs in 1986/87

(in£m, with total fuel consumption
in million tonnes of pcal equivalent)

il
52m(6.8mtcel)

MNuclear
£534m (16.2m1ice)

e 50 e
(77 .Omtce) Total £4.223m
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ANNEX 1T

CEGE CAPITAL EXFENDITURE ON NEW CAPACITY 1987-2005

Capacity shortfall

CEGB forecasts suggests that total demand at winter peak in
average cold spell conditions is likely to increase by
nearly 25% Dy the year 2000 and its forecast=s assume a
compound growth rate in demand of 1.6% pa. On this basis,
and assuming that a 198 planned capacity maragin is reguired,
the Board predicts a capacity shortfall commencing in 1994/5
and growing te 13 GW by 2000. This shortfall might be
reduced if firm imports from Scotland are available in the
late 1980's, and if old coal plant can be run beyond the end
of itz nominal life. It should also be noted that the
potential for life extensions to other plant after 2000 is
very substantial and could significantly reduce the new
capacity needed in this peried.

Flant ordering plans

The CEGE's plans envisage the commissioning of Sizewell B in
1993 followed by five further PWRs and four coal-fired
stations between 1995 and 2000. The sequence of
commissionings currently planned for the peried up to the
vear 2000 is:

PWER Coal-fired

1955 Sizewall B
19456 S

1997 b

1558

1559

2000

A further six PWRs and one coal-fired station are envisaged
for commissioning between 2000 and 2003, The plans have yet
to be accepted by Government beyond the decision to go ahead
with Sizewell B. Becauge of the long lead time involved,
the first tranche of plant will need approval in the near
future. Lord Marshall has indicated that proposals for the
next PWR and two coal-fired stations will reach the
Secretary of State this year and applications for the next
two FPWRs are likely to be made next year. Planning
inguiries on the next five PWRs after Sizewell are likely to
run from 1988 to 1993, and construction would probably have
to start between 1950 and 1992 to meet the Board's plans.
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fET“ Capital expenditure

Up to the end of the céntury, the Board's expenditure plans
will involve (all figures in 1987 prices):

-fiy investment of £15 hillien on the first family of PWRs
and coal statiens which are required by 2000;

1i) investment af £10 billion on the further gtations which
are required by 2003;

111l) investment of £5 billion on transmission and
generation-related projects,

Taken together +his implies investment of £30 billien ta
2000, at 1987 prices, or almost £45 billion in estimated
outturn pricee. In the next seven years, the pericd covered
Dy the Board's detalled forward plans, capital expenditure,
which is illustrated in the attached graph, ies envisaged tg
grow as follows (£ million, 1987 prices):

1987/88 19BB/89 1989/90 1930/91
new power stations 208 297 407 T71

Fower stations
eXisting and under 223 216 220
construction

transmission ; 185 155

other 174

Total 1320

Total for
1991/92 1992/93 19937494 7 years

new power stations 1281 1847 2277 7088

Powar gtaticns
existing and under 215 250 1682
construction

for transmission 200
cther 209

Total 2500
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Capital

Expenditure CAPITAL EXPEND'TURE BY CEGB Capacity

£m

GwW
4000 5 -75 '

70
35004

65
GENERATING CAPACITY + #

*SHORTAGE |
20004 AVAILABLE - ety o8 60

'

2500 4 50

GENERATING CAPACITY - 45

2000 - REQUIREMENT

15004  GAPITAL EXPENDITURE
(April 1987 prices)

#Ehﬂr’tﬂge indicates capacity
shortfall without the proposed
capital expenditure programme

92 94 96 98 2000
Year ending 31 March
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FRIVATE GENERATION OF ELECTRICITY

Including nuclear stations (670MWe) owned by the AEA and BNFL,
total privat@ generatiocn capacity in Great Britain at the end of
1986 was some 3I900MWe contributing =some 6% af to=al electricity
supplied in Great Britain (1% nuclear), =

(a) Existing major private generators

The major existing private generators are largely ingdustrial,
producing electricity for their own usa. Excluding the nuclaar
Stations, the largest is Alcan 1in the North East with A9CMWa .
Other significant aperators are: =

Lendon Transport - 300MWe (scheduled to close in 1590 )

ICI Wilton 250MwWea

ICI Mond 220MWa (on threa sites)

e

Esso Fawley 150MWa

—y

8P Grangemcuth 140MWe
Edmonton refuse-
fuelled generator B0MWe

-
s

There are 1 ate generators selling te Boards in Great
Britain. Of these, 35 have capacities above 10MW: 19, betwean 1
and 10MW: and 59, below 1IMW. Out of the 73 private generators
exporting to Boards in England and Wales, 35 are small-scale
Combined Heat and Pocwar (CHP) operators.

(b) Potential private generator projects

Other than the potential Mersey and Severn Barrages, there are 3
numbar of more cocnventional projects under discussion which might
lead to private genarators supplying the public supply system:

Rogerstone - The CEGBR has received two bids. from Ryan
International and Coal Mining Development
raspectively, for this redundant 114MW coal-
fired station in South Wales. Both companias
4Te Interested in refurbiszh ng the station
with a view to salling to the Area board.

Ewbank Preeca - (a) In asgociation with Schlumberger are
exploring the possibility of
constructing a 700MW coal-fired power
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station at EBarking on an existing CEGE
sita. The power station would Be owned
by another company, such as Cos+tains or
TEaT1lor WooOToOwW;

ara axploring the possibility of another
700MW power station on a loccal authority
gite at Shoreham:

—

are investigating the possibility of a
combined cycla powar station at

Inswarton Point near Plymouth. They
havé contacted British Gas about this.

Trafalgar
Housa aze interested in installing a 300MW combined

cycle gas turbine at Marchwood. = The CEGE has
asked that they consider a number of othar

gites.

—

—

(e} Potential gas-fired private generation projects, principally
for supply to the ESI

A number of projects involving oil companies seaking alternative
markets for gas are under considaration:

e

Paterhead - BP and ﬂunuEp are preaparing to burn untreated
Sour gas from the Miller Field by converting

the Petarhesad war station (1.20W) from
coal. The alac%rIciE? would ba gold to

NOSHER.

Ranger/LASMO are studying options for the disposal of gas
from a sizeable soythern basin discovery,
including the conversion of a wvirtuall
redundant power station at Great Yarmouth,

Wytch Farm

Developmant BP plans to genarate ealectricity from gas at
Wytch Farm by installing +two turbine
gererator’ sites capable of producing a peak
output of 5.4MW. BPF 's own reguirements are
expectad to be 1.5MW. The balance will ba
sold to SEB. TR

are investigating the possibility of

constructing a gas-fired power station in
East Anglia using gas Supplied by Hanger.

—————

BP, Conoco and
Carlass are also studying prospects for electricity

generation for own use and for =sale at a
number of small onshore developments.
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(d} Combined Heat and Power (CHP) Schemes

Qf the three "lead city schomeg” raceiving £750,000 of Govarnment
aid, Leicester (160MWe) is the nearest to commercial viability,
The conscrtium involved has launched a company "Leicester Energy
Ltd” to take the project forward in the private sector.
Teasibility studies on Belfast and Edinburgh have been completed
and the consortia are ndW preparing tR&ir reports for submission
to Ministers befores publication. Sheffield City Council and
Tyneside are pressing ahead with plans to fuel CHP and District
Heating Schemes with refusa.

)
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ELECTRICITY PRIVATISATION
EEY ISS3UES

This paper starts by identifying the cbjectives of privatising
the electricity supply industry. 1In particular, it emphasizas
the importance of creating downward PrESsUre on qEEts through
competition. It describes two bread approaches to increasing
competition within the E8I and identifies the key issues
common to beth of them, concentrating on their impact on the
nuclear power programme, | the UK coal industry, | and the
management of the generatian and transmissiaé_hggéfem. The
pEber does not examine how the two approaches differ in their
implications, nor does 1t address their feasibility or

advantages and disadvantages. That analysis will be. the
subject of a separate presentation.

OBJECTIVES

e In addition to extending share ownership and obtaining
full wvalue for public assets, the overall objective of
privatising the industry must be to create a secure but more
efficient and economic supply of aelectricity. To some extent,
privatisation on any model ‘will increase pressures for

—

efficiency by:
i
- transferring a nationalised industry to the private
gector, giving management freedom to manage, and
subjecting it to a clear regulatory regime;

—=

requiring the new companies to raise finance in the
private capital markets, s0 subjecting their
investment plans and performance to commercial
tests;
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making the new companies, and particularly their
management, accountable to their shareholders and
subject to the continuous scrutiny of the financial

markets; and
————

providing an opportunity to give all employees a
direct stake in the performance of their industry,
in the form of shares ar share options.

——

However, these effects of transferring the industry into the
private sector are unlikely by themselves to achieve the

Government's overall obijective.

3. A more detailed picture of the industry is given in a
geparate background paper, but there iz a atreng case for

saying that creating a secure but more efficient and economic

o —— i —

supply of electricity i] reguire an approach to
privatisation that aims to:

introduce an effective measure of competition to
improve affieciency, reduce costs and contain prices;

avold creating additional barriers to investment in

p— — —

nuclear power;

contribute to the creation of an efficient and
economic UK coal industry;

L{Aﬂmir
meat any technlﬂal conetraints on changing the
structure of the in dustry and to minimise the costs
involved:

establish a regulatory regime which gives protection
against excessive price rises, creates real
incentives for efficiency and s=sets standards of




garvice to consumers, especially in
distribution of electricity; and to

privatise the industry as soon as is consistent with
these other objectives.

Not all of these objectives are mnecessarily compatible, and
trade-cffs may have to be made between them. Each objective
is addressed below and examined in detail in the Annexae=s to
this paper.

4. There are a number of key points about the industry to
bear in mind when considering these objectives, First, the
ESL s an industry facing a substantial requirement for new
generating capacity to replace aqﬁiﬂz_ assets and to meet
growing demand. This means that there can now be no delay teo
the approval, ordering and constructicn of new stations. On
the CEGE's costs and plans, which m;} not be entirely ralevant
—_— =
after privatisation, capital expenditure in 1587 pPrices will
increase by almost five times from its current level of =cme
€615 million to about £2860 million by 1993/4. Total capital
expenditure to <001 is  expected to amount to almost
£35 billion in 1987 prices. Even taking account of the
greater efficiency and posaibly different investment
strategies of a privatised industry, the capital programme
will be substantial. The industry is now ceasing to generate
sufficient cash to repay debt; it will shortly face a growing
and substantial borrowing reguirement. Second, the CEGH
expects scme 70% of investment in new capacity to 2000 to be
in nuclear stations and the Government has accepted the
strategic case for a substantial nuclear programme. Third,
the ESI is an industry in which coal-fired stations currently
provide 78B% of total electricity supplied and in which
purchases of coal account for some 40% of operating costs.
Fourth, the ESI is an industry in which generation and
transmission have been developed into an integrated system
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operated by a single bedy, with the aim of reducing system
COSLE rather than simply the costs of individual generating
units. Finally, domestic consumers only have direct contact
with the Area Boards that carry out the local distribution &=
electricity, a natural monopoly inteo which it will be hard to
introduce competition. -

— ————

COSTS AND PRICES

-1 Frivatisation offers an opportunity to achieve cost
reduction and efficiency through greater competition. This
will be important in itself. It will be assential if the
privatised electricity industry is to generate sufficient
profit to finance its capital expenditure requirement and keap
borrowing to acceptable levels,

6. Partly because it has for sgme years had surpaus
capacity, the industry has been able to keep its rate of
return at relatively 1low levels; and it will require a
substantial improvement in cash flow to finance the six-fold
increase in capital expenditure envisaged between now and
zﬁEE, whether or not the industry is privatised. ___This
improvement will prcbably have to be greater if the ESI is to
raise the necessary finance in the private capital markets,
In the short term, there will be the need to pay dividends,
which may amount to more than £500 million a year. In the
longer term,  there will be a need te earn a higher rate of
return than the historically low rates required by a public
sector body subject only to a statutery duty to break even,
taking one year with another.

Ts One of the aims of privatisation should be to ensure that
the industry finds a solution to its financing reguirement
that does not simply rely on price increases. This will be
important bhecause the difficulties of introducing real
competition into the local distribution of electricity will
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maxe it hard to change the public perception that the whole
industry is a monopoly. Together with the reliability of
suEEIET_EIEEthElty_E:ices are thergfore likely to be the most
obvious xarﬂstick by which customers will measure the success

of privatisation.

B, Annex A contains a preliminary analysis of the industry's
future cash £low. Inevitably, this is based on the CEGE's
projections and costs, and it therefcre gives only one picture
of the future. The tentative conclusions of this analysis can
be summarised as follows:

(a} if reductions in costs of some £760 million a year
e ———
,.:?Elg i»-¥ were found by 1990/1 (outturn prices), growing to
—y ;
geer Some £3500 million a year by 1999/2000, then price
e o rises to maintain an acceptable financial
performance by the privatised industry could be kept
in line with inflation. The latter figure of
e —— - |
£3500 million is eguivalent to Some £1850 million in
1887 prices and represents some 35 per cent of total
costs in 1999/2000;
the necessary reduction in costs by the end of the
century falls to some £1500 million, if prices are
allowed to rise in <real terms by 1% a year between
1890 and 1935 and by %ﬁ a year frem 1995 to 2000.
This figure is eguivalent to some £795 million in
1587 prices, and represents 15% of total costs in
1999/2000;

COSt saving or price rises are, of course, not the
ohly ways of improving net cash flow and maintaining
an acceptable level of gearing. Capital expenditure
can be reduced and the capital structure improved.
A number of slements can therefore be combined to
achieve an acceptable financial performance. These




SECRET

include: deferring capital expenditure through the

extension or refurbishment of plant; lea=ing rather

._-_I o .'.. —— —

than purchasing assets; savings in fuel purchases;

and improving the capital structure of the CEGB.

Uur initial work suggests that the scale of oost

reduction, revenue enhancement and containment of
e — e —

capital expenditure which should be scught by the

—E——— =

industry 1s substantial. For that reason, it would
_

be premature to conelude that the industry will be

able to avoid the need for continuing real price

——

increases;

Sl
these projections are based on the CEGB's capital
expenditure plans as costed by the CEGB, and
envisage the need for 13GW of new capacity by 2000.
The Department's energy projections suggest that the
CEGE may be underestimating the capacity

requirement, which could range f£rom 13 to 19GW by
2000, with a central estimate of 16GW, The
principal sensitivities are the paths of economic
growth and fossil fuel prices;

it 18 bhard to judge the scope for cost savings. A
breakdown of ESI operating costs was given in a
geparate background paper and ie repeated at
Annex B. Generation and main transmission account
for some B0% of ESI operating costs, and fuel
accounts for some 60% oOf generating costs and some
50% of ESI operating costs. The CEGE claims that it
could achieve substantial savings, perhaps of more
than £500 million a year within 3 years, if it were
allowed complete freedom in coal purchasing.
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INCREABING COMPETITION IN GENERATION

- 17 Increasing competition in fuel purchasing does not
necessarily reqguire any change in the structure of the
inEEE;? Bince it would be open to the CEGB to reﬁégntiate its
understanding with Britizh Coal, purchase fuel more
competitively and make use of sizeable coal imports. In terms
of the gtructure of the industry, +therefore, +the most
important requirement will be to introduce greater competition
into generation and the provision of new capacity.

10. The scale of the CEGE's capital expenditure programme has
[Je——

two consequences. First, it makes it important to subject

this renewal of ageing assets to competitive pressure.

Second, it offers the opportunity to intreduce competition
—— o —
into electricity generation on a significant scale whether or

not the CEGB is divided. This is illustrated by the
Departm@nt‘s tentative projection that some 40-5080W of new
capacity or extensicns of plant life will be needed by 2010.
The aim would not just be to subject project management and
plant econstruction to greater competition but, in time, to
introduce competition into the business of generaticn and so
put pressure on all generating costs. However, this approach
depends crucially on whether private generators will wish, or
be EE#E' Lo enter the market in competition with the CEGB.

11. Against this background, it is possible to identify two
basic approaches to introducing competition in the generation
of electricity:

(a) growth: this assumes that private generators are
g;;;igg to enter the market and that it will be
pogsible to create a framewgfk which enables private
SECtor companies, or consoertia, to compete for the
provision of new capacity as private generators;
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b} division: this creates competition by dividing the
CEGE into a number of separate generating companies,

12. The development of competition on these two approaches
will be considered in a sgparate presentation. But there are
of course a number of variants on both these approaches.
Those that rely on the growth of private generation usually
envisage leaving the CEGB intact, supplying one or more
distribution companies. Some require the disposal of some
part of the CEGB's capacity, as a basis for competition. Some
dlso envisage removing the 400KV and 275KV national grid from
the CEGB, on the grounds that this will ensure fair and equal
access for private generators to the transmission system. On
most models, the distribution companies are given the right to
generate themselves, so creating potential competitors for the
CEGE. ”hEEE_HMdels that divide the CEGB usually envisage the
creation of 4 or 5 nQew generating companies, a separate
transmissicn company, and 4 or 5 distribution companies. In
almost all mudéﬁs, the obligation to supply is placed on the
distribution companies, so shifting responsibilit for
bringing forward new capacity away from the CEGE to the retail
end of the ESI.

13. On either of the two basic approaches, it is unlikely
that private sector finance for capital investment would be
forthcoming except on the basis of long-term supply contracts

between the distribution or transmission companies and the
generating :amﬁ;nlgg. Equally, 4t is ﬁElLkely that any
generator would build capacity without the assurance of long-
terﬁﬁﬁupply contracts. In general, such contracts would be
likely to provide for a fixed capacity charge to enable
finance to be raised and a variable energy charge. In such
clrcumstances, competition for the supply of new capacity
would take the form of competition in a long-term contract
marxet. Potential entrants into such a market include the
distribution companies themselves; plant manufacturers;

P ——

~—
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construction and nmining companies; oil companies, especially
——— ] — = -

those seeking new markets for gas: 146cal authorities; and
major industrial companies with atrElus power from their own
plant. ==Y

14. In some models, the separate generating companies created

by dividing the CEGE are combined with regional transmissian

and distribution companies to form power boards. To same

extent, this is the same as the unification of the industry on

a regional rather than national scale. The danger is that it

{EET#_Hﬁuld lead to regional monopeolles. It does not appear to add

—.anything to the option of gividing the CEGE other than a
further layer of organisational complexity.

e e

EEY ISEUES

15. It is not the purpose of thie paper to analyse the
relative merits of the two basic approaches to privatisation
outlined above. However, there are a number of issoes which
will arise on any approach to privatisation which are
discussed in some detail in the Annexes to this paper and
which demonstrate that some trade-offs are likely to be needed
between the various objectives for privatisation:

(a] ESI cash flow: as mentioned above, if substantial
cost savings and other cash flow improvements are
not found, the industry's capital investment

programme is likely to create upward pressure on
prices; (Annex A);

Nuclear power: subjecting investment plans to
commercial tests may reduce the scalea of future
investment in nuclear power, which is favoured by
the historically low discount rate (5% real) set by
the government and used by the CEGB to appraise
investment (Annex C);
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British Coal: subjecting fuel purchasing to purely
commercial tests will lead in time to sizeable
imports of coal, unless British Coal or private
companies can meet the ESI's coal reguirements at

prices competitive with world market prices
{Annex D).

Technical constraints: the ocperation oI the
generaticn and transmission systems has become
progressively mora integrated over the last fifty
years, with the aim of minimising cost and ensuring
that the total system does not £fail. The CEGB
believes that splitting the  two would incur

and grehtl? increase the risk of
eyatem failure. The technical and commercial issues
involved will need to be examined =o that the costs
and practicability of separating the Grid can be
properly assessed. (Annex E) ;

Regulation: on any structure there will be elements

of monopoly, priﬁzzpallr_in local diqggibutinn and

transmission, that will need strict regulation,

— B

16. The timetables involved in privatising the ESI on the two
basic approaches described above will be considered in a
separate presentation, But it is worth highlighting two
related tasks that the industry will be facing over the next
five years. Firet, it seeme likely that planning inguiries on
the next family of PWR's, and_E_EEEple of coal stations, will
take place over the next five years. If thé-expeczad capacity
shortfall in the 1990s is to be met, and if the nuclear
programme is to be successful then it is crucial that these
inquiries do not take as long as the Sizewell inguiry.

'Secnnd, managing the related five fold increage in gcapital

L
expenditure to 1995 and beyond, together with the associated
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increase in staffing and workload, will reguire considerable
management skill. Any delay or uncertainty in this programma
would have implications for the plant manufacturing industry.

NUCLEAR POWER

17. WwWith the possible clo3ure of the magnox stations at the
end of the extended lives, the contribution of nuclear power
will decline in the 19590s in terms of the proportion of total
electricity supplied. To maintain the momentum of the nuclear
programme, the CEGE has plans for completing Sizewell B and
five further PWEs by 2000. A further six PWHs are enuiéigeﬁ_
by 2003, Planning inguiries on the first five are likely to
stretch from 1988 to 15992. The application for the next PWR

at Hinkley Point has reached the Secretary of State.
_— e

18. Even with Sizewell B in operation, the CEGB estimates
that, on it= plans, coal burn at the end of the century will
still contribute 75% of electricity supplied. Experience has
shown that it is unwise to réT} tnﬁ_ﬂéguilf upon the security
or economic advantage of one fuel. The case for nuclear power
does not therefore depend solely on its economic advantage.
In national terms, there is a strong case on grounds af_;g&}
diversity. To depend on ccal alone for the country's baseload
generating capacity would be irresponsible.

19. One guestion tc be addressed is how to maintain the
momentum of the nuclear programme, and to ensure that the next
family of ©PWRs is successfully launched, <during the
transitional EIEEL tion of privatisation. We can expect
opponents of nuclear power to EiETEit any opportunity Ifor
delay. This can no doubt be managed but it may have
implications for the timetable for privatisaticn.




Another gquestion is whether a privatised industry would
accept the naticnal case for fuel diversity _or rest its
investment decisions solely on the economics of PWRs. This is
important because a cruecial element in determining the
economics of FPWRs is the real rate of return (RRR) reguired
from investment. The ;GH.EEE_ﬂf 5%, fixed 5& the Government
and used by the CEGB, favours capital intensive plant. A
private sector company in a competitive market would use a
higher RRE. On the Department's central estimates of capital
costs, ¢Eﬂstructiun times and fossil fuel prices, FWRs become
unattractive compared to other technologies at RRRs of 10% and
above, unless other considerations, =such as diversity, are
taken intoc account. This assumes no improvement in the
capital costs of coal-fired stations, which the CEGB are
actively trying to reduce.

¢l. Amnex C lepoks at these other considerations in more
detail. It identifies three factors which will be important
in influencing private sector csmpghies in their decisions on
nuclear investment:

(&) their ability to reduce capital costs and
censtruction times through the replication of a
standard PWR design in a steady ordering programme;

concerns about the reliability of earnings from
nuclear plant and the costs of environmental and
safety regulation; and,

concerns about the future price and availability of
fossil fuels, and their dependence on coal-generated
electricity.
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BRITISH COAL

22. Annex D considers the impact of ESI privatisation on
British Ceal, given the objective thaf privatisation should
contribute to the creation of an efficient UK coal industry,
This is clearly important since some 70% of British Coal's UK
sales go to meeting 095% of the CEGB's coal requirement. The
Joint understanding between the CEGE and BCC provides for the
supply of 70mt at an average delivered price which is up to
£12/t more than the delivered price of imported coal. Thera
are physical constraints on how much coal the CEGE could
import, and there may be little cost advantage in importing to
inland stations situated on coal fields hecause of transport
costs. But the CEGB argue that they could make substantlal
Savings by increasing imports to 30mt over some 2 to 5 yearg.
This would clearly create a considerable obstacle to break
even by BCC. A clear statement on future fuel purchasing
arrangements will be needed in any ESI prospectus.

3. Meeting the challenge from importes will be a considerable
task for BCC. BCC has substantially reduced estaff and
increased productivity in the last two years, but full
alignment with international cocal prices by the early 1990's
would reguire a much sharper reduction in manpower that the
35,000 BCC :urrently envisages by 1990/1. Cutting existing
capacity by a further 25mt/a by then would involve shedding an
additional 30,000 men, so almost halwving the current workforce
to some 75,000, If further industrial action has to be faced
in achieving an efficient UK coal industry, the ability and
willingness of the ESI to maintain electricity supplies will
be crucial. The current contingency plans will have to be
adapted to a private sector ESI and responsibility for the
costs involved made explicit in any prospectus. In this
Eantaxt, the technical constraints on operating the generation
and transmission system need to be considered, since changing
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the structure of the system may reduce its flexibilicty to
conserve ceal in an emergency.

TECHNICAL CONSTRAINTS

24. The CEGE will argue that splitting the operation of the
natinnafrqlaﬁﬂ valta&g_z}ansm-ssian system from the operation
af the nat: ‘on's generatipg plant would ineur significant Coets
and greaEli__lnfgggsa the «risk of system failure. To ensure
generating stations are operated in order of cost and in such
8 way <hat the lcads on the transmission system do not cause
parts of it to fail, CEGE National Grid Control, through the
Area Control Centres, continucusly directs the use of power
stations and flows in the transmission system. The Board does
not believe that the integrated planning and operation of the
system can Dbe achieved through contractual relationships
between generators and 3 separate sransmission campany except
at excessive costs. On the other hand, parts of the industry,
including socme Arsa Board Chairmen, believe that transmission
can be separated, !ﬂrnu1ded the transmission company acts as
the sole purchaser of power from generating companies and
directs the use of ggne:aﬁ?ﬁg capacity. The role of the
generating industry in this latter model is reduced to
managing individual power stations and providing output and
new capacity within contractual arrangements. These
arguments, which have implications for the structure of a
privatise&_ﬁﬁ;, are described in more _detail in Annex E and

will be examined in a separate presentation,

REGULATION

25. Bince the nature of the regqulatory regime will wvary with
the structure adopted for the industry, this paper will not go
into detail on escongmic regulation. However, there are three
key issues which should be highlighted:




SECRET

Distribution: There i a strong case for saying
that distribution and main transmission are natural
i e e ————
monopalies betause of the costs of duplicating
[esources. The privatised distribution companies
will need careful regulation to contain prices.
They will alsoc need to be placed under an cbligation
to supply, since it is clear that no generating
company could retain such an obligation if
competition 1is to develop. The distribution
companies will then have to decide whether to
generate themselves or enter into long term
contracts for bulk supply. It would alsoc be
desirable if domestic and industrial consumers could
be given more power, through tha ragulater, to
enforce standards of service, such as the time taken
Lo connect or reconnect cCustomers or to remedy
faults, This last point needs further study in the
context of the updating of electricity supply
legislation that will be reguired bafore
privatisation;

Transmission: if transmission were to remain in the
cwnership of a privatised CEGE, or & separate
transmission company, it would reguire strict
regulation to avoid monopoly pricing. It would also
be crucial to ensure that competing generators had
fair and equal access to the transmission =ystem,
and that distribution companies had access through
the system to the cheapegt sources of generation.
If ownership of the Grid was not transferred to the
distribution companies, fair and eqgual access would
have to be achieved through detailed and continuocus
policing of common carriage charges by the
regulator;
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Generation: The degree of regulation of generation
will depend on the level of competition that i

introduced. “Thoss approaches  that introduce most
Eomperition inta generaticn offer the prospect of
moving towards minimal regulation of the ex-power

etation price of electricity.

DISTRIBUTION

26. This paper has concentrated on the guestion of
introducing competition into generation and the implications
of dolng so. The key issues to be addressed in privatising
the distribution side of the ESI are:

(a) the form of regulation, given the monopoly power of
the Area Boards; and,

(b) the number of distribution companies reguired,

i

Scme parts of the industry bhave argued for a single
distribution company, or at least a holding company for the
Area Boards, in order tc balance the dominant position of the
CEGB and to contract centrally feor bulk supply. Othars
believe that some reduction in numbers will be necessary to
ensure the f{inancial wviability of the companies and to
simplify flotation. These arguments need to be considered
further, However, it seems clear +that decisions on the
structure of the distribution side of the business, and on its
regulation, will have to take account of decisions on the
EEE;;E_“EETueturE of the generating industry and, in
particular, the future ownership of the transmission system.

SUMMARY AND CONCLUSION

27. The beginning of this paper identifies a number of
objectives for privatisation of the ESI. The analysis in the
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of the paper suggests that there may have to be trade-
between some of these objectives and concludes that:

the CEGB's capital expenditure programme will put
UpWard pressure on prices. This pressure will be
greater in the private sactor:

capital expenditure and fuel costs will be
largest elements in the wholesale price
electricity;

two basie approaches to introducing competition

generation can be identified: division of the
or the growth of private generaticn over time:

— .

the economice of investment in PWRs will be less
attractive to private sector generating companies in
& competitive market;

privatisation of the ESI on any approach will
increase the pressure on BCC to reduce inland coal
prices and to accelerate its programme to reduce

costs;

the CEGE believes that excessive costs would be
incurred if cperation of the transmission system was
split from generation, which is fikely'EE_EE one of
the prereguisites of dividing the CEGB into a number

competing companies.
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EST CASH FLOW

The ESI is facing the need for a wery substantial capital
expenditure programme to meet growing demand and to replace
its ageing assets. On the CEGB's plans, which are shown
graphically in Figure 1A, capital expenditure will rise by
more than five times by 1999/2000.

T L —_

Z. The Department has analy=ad the cash flow projections of
the CEGB with its financial advisersz. This analysis involves
assumptlons about the dividend yield, interest cover, and the
cash flow and level of gearing reguired to attract private

capital on the secale required. The assumptions used by cur
advisers are:

B qross dividend yield of 5%

growth in dividends of 10%

the need to aveid steadily increasing negative net
cash flow as the capital expenditure programme
gathers pace.

Clearly these assumptions ars crude and need to be tested,

The principal conclusions of this analysis are:
{a) The changez made tc prices within the next one to
tWo years are not particularly significant for the
longer term financing of the industry. Major price
{ncreases will tend to increase value ¢f the
generating industry at the time of £lotation and
reduce debt. They do not establish, however, a
Cﬂpital structure that will be able to withstand the
projected capital expenditure unless dividend cover

at the time of flotation eor the CEGB's equity
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capital ie substantially increased, both of which
will reduce overall net proceeds from the generating
industry;

if cost reductions of some £760 million a vear were
found by 19%0/1, (outturn price), growing to some
£3500 million a year by 1999/2000, then price rises
to maintain an acceptable financial performance by
the privatised industry could be kept in line with
inflation. The latter figure of £3500 million is
equivalent to some £1850 million in 1987 prices and
represents some 35 per cent of total costs in
1999 /2000;

the necessary cost reduction by the end of the
cantury falls to some £1500 million, if prices are
allowsd to rise in real terms by 1% a year between
1990 and 19%5 and by 2% a year from 1995 to 2000.
This figure is equivalent to some £795 million in
1986 prices, and represents 15% of total costs in
15999/2000;

another way of achieving acceptable financial
performance in the private sector, rather than
simply eutting costs or raising prices, is to
combine a number of elements so as to reduce capital
expenditure and costs and to improve the capital
structure of the CEGE. These include:

(L) deferring capital expenditure through the
natural extension or refurbishment of existing
plant, though the scope for this is limited
until the last five years of the century;
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leasing, rather than parchasing, agsets
wherever possible to even out the pattern of
cash flows and improve overall tax efficiency;

increasing the savings in fuel purchases;

injecting debt into the Area Boards and
increasing the capital base of the CEGE by a
corresponding sum, though this will naturally
reduce the walue of the Area Boards.

Cur initial work indicates that the scale of cost
reduction, revenue enhancement and containment of
capital expenditure which should be sought is
substantial. One combination which initial analysis
BEuggests could produce an acceptable financial
performance, and contain real price increases to 1%
a4 yYear, would ba:

(1) to reduce capital expenditure up to 10% in the
last five years of the century;

to lease assets wherever possible (it may be
difficult to lease nuclear power stations);

to assume fuel savings similar to thoese which
the CEGB says are attainable;

to tranefer £1 billion from the Area Boards to
the CEGH.

However, a considerable amount of further work is
needed to test the assumptions behind this analysis
and the extent to which these changes could be
achieved. In particular, we will need to discuss




SECRET

the guestions of leasing and deferral of capital
expenditure Wwith the CEGE.

4. All these preocjections have, of course, been made on the
basis of CEGB estimates of capital expenditure. These are
based on the CEGB's estimates that 13GW of new capacity will
be required by 2000 and more than 20GW by 2003. The
Department has reconsidered its projections of long-term
energy needs to check the validity of these estimates. The
key variables in assessing future energy reguirements are the
future levels of economiec activity and real fossil fuel
prices. The Department has examined energy reguirements for a
range of growth rates of GDP from 1.25 to 2.75% and for a
high, low and central path of fossil fuel prices. The high
fuel price case assumes an interpational crude oil price
rising from $15 per barrel in 1986 to %40 by 2000 (1986
dollars;, The lew case assumes a price of $18 in 2000. The
central case assumes a price of $25 by 2000, This analysis
shows final energy demand growing at about 2% pa to 1990 and
between 0.5 to 1.5% pa thereafter. Within this, total
electricity demand tends to grow at a slightly faster rate,
though this depends on the real rate of return required by the
E5I and the consequent effect on electricity prices. The
Department's projections are based on a 5% real rate of return
being reached by 1990, higher than the current target of
2.73%, and a sensitivity run based on a 10% ERRR has been
carried out.

< P The results, in terms of generating capacity reguirements
in England and Wales, are shown in Figure 3A. They suggest
that, If anything, the CEG@,EE__EEE?Eégzzagzing the need for
new capacity. The Department's assessment is that the
requirement for new capacity by 2000 could range from 13 to
19GW, with a plausible central case at around 16GW. Raising
electricity prices by introducing a 10% RRR reduces this

central case requirement to 14GW. It is worth noting that the
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e tentative assessment of the total need for

her life extensions or new capacity by 2010 puts it at

about the 40 to 506W level. About half of this arises from

stations reaching the end of their nominal lives., The rest is
the result of growing demand.
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ANNEX B

ES|I OPERATING COSTS
.FDI' ES| as a whole in 1986/87

Depreciation

Fuael and purchases
of alectricity

Depreciation
£1.082m

OMGS* =
£1095m

Salaries
£776m

For CEGB only in 1986/87

Depreciation o
£1082m _ofoiis

Fuel and purchases
of eleciricity

£1095m : . £4.433m

Salaries
ETTEmM

TOTAL £7.384m

"OMGS is other materials, goods
and services, and includes rents,
rates and insurances







RUCLEAR FOWER

in 1336/7, the CEGB's magnox and commissicned AGR stations
provided some 10% of +total declared net capability and some
16% of total electricity supplied. If the magnox stations
have to be shut down at the end of their extended nominal
lives, tha first closures will take place in the early 1990s
thEEE the firet PWR at BSizewell reaches its Expectéa'
commissioning date in 1595, This loss of capacity and supply
will however be balanced by the contribution from the
commissioning of the four operating but not yet commissioned
AGRs. Even so, the amount of nuclear generated electricity is
likely to decline in the Eggggﬁas a proportion of the growing
valume of electricity sales.

The CEGB's Planned Nuclear Programme

¥, To maintain a substantial level of nuclear generated
electricity, the CEGE envisage the commigsioning of the
Sizewell PWR in 1995 followed by five further PWREE between
1995 and 2000. A further six PWRs are envisaged for
commissicning between 2000 and 2003. Because of the long lead
times involved, the first tranche of plant will need approval
in the near future. An application for the next PWR at
Hinkley Point has reached the Secretary of State and
applications for ¢Re next two PWRS are likely to be made next
year. Construction of the five PWRs following Sizewell would
probably have to start between 1990 and 1992 to meet the
CEGE's plans. The CEGB are pressing for EE"EErly Government
statement emphasising the case for nuclear power in order to
limit the scope of the nEEEssarf-_ﬁlgﬂninq inguiries. As
described in the main body of this paper, there is a strong
case on grounds of fuel diversity for a nuclear power
programme. Nuclear power stations alsc offer the EEEEEEEE of
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economic baseload generating capacity, provided thay can be
=t
built to time and cost.

—— == =

—— —- ———

Economicas of Nuclear Power

3 The current methed of analysing investment choice in
generating capacity is based on the concept of the system "net
effective cost" [NEC]) . Thia indicates the eastimated
discounted total lifetime costs of constructing, maintaining
and using a unit of capacity, less the associated savings to
the rest of the system. The lower or more negative the NEC,
the more attractive the investment. Clearly the required real
rate of return (RER), or discount rate, usgsed ig a cruecial
element in such calculations. The Government and CEGB
currently use an RRE of 5% real for appraising investment
decisions, This figure was based on comparisons with past
real rates of return earned in the private sector. For
whatever reascn, the figure is arguably comparable to the real
opportunity cost of money with little or no risk premium. For
instance, the current vield on long term  Government
securities, a riskless investment, is socme 10% or about 6%
real, A private sector generating industry would certainly
require a substantially higher RRR than the risk free cost of
money, 8

_—

4. At Figure 1C is a graphical presentation of the effect of
varying RRR on the net effective cost comparison of a follow-
on PWR with a coal-fired station. The calculations are based
on the Department's computer model of the ESI generating
system and of the way in which it is operated. This model,
inevitably, differs from that used by the CEGB so the figures
should be treated as giving only a broad indication of the
results. Further, the comparisons given are sensitive to a
number of assumptions, including the future price of fossil
fuels, the cost and time of plant construction, and the cost
of possible future environmental controls on either nuclear or




coal-fired stations, The calculaticns presented here are
based on the Department’'s central perceptions about fossil
fuel prices and the latest available estimates of capital
costs and construction times. They suggest that the NEC
comparison switches from PWR to coal at around the 10 per cent

level of the ERR. However, this assumes no reduction in the
capltal costs of coal-fired stations.

Private GSector Concerns: Construction, Environmental and
Safety Costs

3 As noted, these calculations are sensitive to the capital
costs and construction times assured for PWRs. At a 10 per
cent RRR the estimated 4 1/2 per cent reduction in capital
Costs in comparison with the Sizewell PWR, assumed by CEGB, is
sufficient to ensure that nuclear plant is_EEp_;Eifg_put_pn
economic grounds. At a 15 per cent RRR a further 15 per cent
reduction would be required for this to hold. As recommended
by the &Study Group on the Industrial Impact of Post Sizewell
Nuclear Policy, the best hope of achieving such reductions
lies in building PWRs to a fixed design and to a steady
programme. This will be important if a privatised ESI is to
continue to build nuclear stationsz, especially since priwvate
sector companies will be concernsed about:

the reliability of earnings £rom nuclear statioms,
given the poor performance of the AGRs;

e

safety and the cost of environmental and safety
regulation, given the impact that retrospective
changes in nuclear safety reguirements have had on
US electric utilities;

the potential costs of decommissioning and waste
Ao

disposal, for which the CEGE hag =p far made

provisions of some £2.5 billion;




the potential £ material andg digagter
insyrance.

Strategic Considerations

5. The strategic case for building nueclear plant rasts
largely on:

{a) ceoncerns aboue the future price and availability of
fossil fuels; .
concerns about the dependence of the BCONOMY on
electricity generated from coal:

The former 488igns nuclear a role as a ‘'hedge' against higher
than expected fosszi] fuel prices in the future. At a 10 per
cent RRR the net effective cosSis of a follow-on PWR and a coal
Station are very close, Suggesting a mixed plant strategy. At
84 15 per cent RRR, however, even if 0il prices were to reach
$40 per barrel by the year 2000, which is the nighest case
used in the Department's Projections, coal prices would be
unlikely to rise sufficiently to cause the economics of the
PWR to become more attractive than those of a coal Station.

T Quantifying the case for diversifying out of ecaal is more
diffienle, partly because nuclear power is not the only
alternative. However, experience has shown that in national
terms it would be unwise to rely too heavily on coal and that
nuclear is a proven alternative. The question is whether a
Private sector company would place sufficient welght on fuel
diversity and, if it did, whether it would prefer less capital
intensive plant, such as combined cyecle gas turbines, as the
alternative to coal, rather than nuclear.
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Implications for the Huclear Industry and Safety Regulation

g The implications of prixiiiﬁgti:n for the AEA's
programmes - especially the fast reactor, which accounts for a
gquarter of its work - and for ENFL's reprocessing at
Sellafield will alsc need to be considered. A privatised
industry may take the view that it dues* not nead the fagt
reactor within the foreseeable future and does not therefore
wish to support a substantial research PIoOgramme . This  in
tarn could reflect on it perceptions of the need, or
timescale, for recovery of plutonium by BNFL from spenE fuel.
Decisions on the structure of the priuatised'lndustry are also
likely to have implications for the NNC's role as a nuclear
supplier.

9. The existing arrangements for safety regulation at
nuclear stations have been drawn up in the knowledge that the
resources of CEGEB's Health and Safety Department and their
Berkley nuclear laboratories were available. The extent to

which the arrangemeants may hava to change, following
privatisation, particularly if the CEGB were divided, needs
further study. It seems likely that both the Nuclear
Installations Inspectorate and the generating companies would
requira additional staff and that some means of pooling
knowledge and skills would have to develop.
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CONFIDENTIAL ANNEX D
IMPACT ON THE COAL INDUSTRY

AL prasent some three quarters of electricity generated by the
CEGB comes from coal-fired stations, and British Coal [BCC)
gupplias 95% of the CEGB's requirements. In 1985/87 CEGH
consumed 77.0mt of coal and added 1.5mt to its coal stocks.
Disposals to the CEGB of 74.9mt accounted for three-gquarters of
BCC's sales to the UK market, CEGB's imports amounted to only
Imt; their purchases from UK private mines and other UK private

sactor sourcas were 3Imt.

Delivered Price of Imported Coal

2. The international price of coal has been falling in recent
years, following the establishment of new low-cost capacity 1in
sevaral coal exporting countries, particularly Ausgfglia, South
Africa, and lately Colombia and China. World trade in steam coal
(for power stations and industry) has been growing rapidly over
the last few years and now stands at around 140mtpa. The decline
in international coal prices accelerated sharply last year
following the cgilapse in ni{_EEEﬂas, and the average price
currently stands at around E20/tonne for delivery to deep water
ports in NW Europe. Considerable spare production overhangs the
market and thari are no strong reasons for expecting a price
recovery over the naxt few years. Transhlpmeng_;nd fraight to
shallower water British ports increases the price to about
£24/tonne. Freight charges to inland power stations along
——— —
existing rail and road links would vary with distance: CEGB have
assessed the cost at around E10/tonne for those inland power
stations most accessible to coal imports giving a delivered price
for imported coal of £34/t.

The Delivered price of BCC Coal

SECRET
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ﬁ 'Ehe price paid by CEGE is governed by a five year
Undecstanding reached with British Coal laaE__EE;: Ministers
have en Endnrsad the Understanding for the periead up to March 13B8.
The deal provides for CEGE to take 70mtpa from BCC. 132mtpa of
this is at prices directly related to imports. The remaining
60mt i5 in two tranches - a first tranche of 47mt priced at
£46.88p/tonne and a second tranche of 11mt priced at 75% of the
ﬁEEEE_EEQEEEE_EEEce. By 1991 the first tranche will have been

=
5

progressively reduced to 40mt, and the second tranche Iincreased
to 18mt. Prices are adju;EEH aach November. There iz a kacit
understanding between CEGB and BCC that CEGH may buy additional
tonnages from private UK minas and from the international market,
provided that tﬁese are Ilmitad to not more than 5% of the total
coal taken. This ensures that the great bulk of any incremental
;EEE_E;EEhd is awarded to BCC. The averages price CEGH is
currently paying for BCC coal is £41.72/tonne to which needs to
be added transport costs to power stations, which amount an
avarage to EETEE?EEE;;_TELthﬂqu_IE_;;rlEE considerably depending
on distance). This gives a total delivered cost of BCC supplies
of around E£45-46/tonne, up to £12/tonne more than the delivared
coat of imported coal. et

The Pressure for Change

4. CEGB claims that it could save E500-750m a year by more
competitive coal purchasing from BCC and increasing imports.
This claim has to be locked at c;;;Eully. If CEGEB were, for
axample, to try to rely on imports for all of its coal
raquirements, thiz would be likely to have a significant effact
upon the world price. Moreover, the infrastructure available to

move large volumes of coal imports to inland UK power stations is
still constrained and would take a few vears to develop. A major

UK supplier could in any case expect to axtract a pramium over
the international price for coal which is availahle in quantity
on a continuing basis, of a quality for which CEGE bollers wera

designed, which flows through establish links, and is

invoiced in sterling. Nevertheless, thera ara strong commercial

pressures on CEGE to reduce the price it pays for its coal.

—
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Given the likely persistence of a buyer's market, it seems
probable that - aven Wwithout esi privatisatinn - BCC will have
baen obliged te align its powar station coal & prices much more

closely with import prices by, say, the mid-1990s.

——

Impact of ESI Privatisation

5. Privatisation of the esi may be expected to accelarate and
intensify the pressure fafrzapﬂrt parity prieing. Privatised
generators would be under stronger short term financial pressures
to substitute low cost for high cost coal, and their succass in
doing so would be a factor at the time of their flotation. Tt is
reasonable to assume that a privatised CEGE would seek to
diversify its sources of coal in ordar to increases its sacurity
of supply. As a result, BCC ig likely to lose a larger share of
the power station market than if the CEGB had remained in the

public sector; and it will have to accelesrate its adjustment
towards a lower cost bage.

6. Whether the CEGB is sold as a single entity or is broken up
inte, say, four companies is unlikal gself to affect the
outcome very much. Although a fragmented industry might take a
more aggressive approach towards British Coal, it would also have
less clout in dealing with a monolithic supplier for its inland
powar stations. Moreover, splitting up the CEGE would probably
take longer and so give BCC more time to gat itself into a
competitive position. The precise grouping of power stations
into the competing generating companies could affect the overall
balance of UK and imported coal, depending on the interplay of
locatien and need for supply diversification, but the effect is
likely to be relatively marginal. TIf the ganerating consortia
had overseas mining interests, this too could of course tilt tham
in favour of imported supplies.

British Coal's Future

T Leaving aside these special considerations, the volume of
Britlsh Coal's power station business following esi privatisation
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15 likely to be primarily govarned by five Ffactors.

(a) The size of power station coalburn

————
8. CEGB currently forecast coal burn of Témt in 1990/91, but
this figure is dependent on both the rate af growth of
electricity demand and the performance of nuclear power etations.
It could range from mt to mt. If a priuatlsed aai built
fewar nuclear stations then coal demand might rise but this would

be unlikely to have any affect by the early 1990s.

(b} Private Sector Coal Production
9. The exlsting Eiiuatﬂ sectpr_gbal industry is too small (about

3 mtpa) and too weak to have a gignificant iméact on the power
station GDEI‘;;;ELt Even if the present statutory limitations
are lihﬂraliaed it is unlikely to offer more than a marginal
source of supply for the foresesable future, not least because of
the Eﬁvirnnmental constraints on the mainly opencast output.
S5ince the new planning arrangements came into farce in lgﬁfi halft
of BCC's applications for planning consent have had to go to

publie inguiry and to date o only a third of these have received

s

planning consent,

e

{c) Infrastructure far coal handling and transport

10. Although BSC has a number of deep water terminals capable of

handling large (100,000 dwt and above) vessels, CEGB and SSEB do

not. Imported coal has to be transhipped at RutE;;Ezh and

shipped to the UK in smaller vessals, At present CEGB's imports

are limited to 1 mtpa; SSEE has imported no foraign coal for
—_—

several years. CEGB have claimed, and BC accept, that they could

step up their imports by 10mt immediately through existing ports

for supply to coastal power stations; and that a further 10mt
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could be accommodated within a year, still mainly at coastal
power gtations , following reascnably modest investment in
flnating term*nals, principally in the Thames, Humber, and Mersey
estuaries, CEGB also claims that with E;; necessary investment
in port and rail facilities it could step up its imports to 30mt
— e, = ———

within 3-5 years.

(d) The World Coal Price
11. CEGB's entry into the international market on this scale

would no doubt tend to hEFﬂan world prices; but CEGE believes
that the present and prospactive excass é;pacity in coal
axporting countries, coupled with the likely esagerness of coal
axporters to secure the CEGB business, will limit this increase
to no more than £2,.50 per tonne. On the basis of today's prices
and exchange rates a privatised CEGE might expect to increase its
imports at competitive prices by 20 mtpa on a continuing basis;
and by a further 10 mtpa if there was investment now in thae
necessary Infrastructure. However the future movement of the
world price of coal expressed in sterling terms is highly
uncertain, and so therefore will be the economically viable level

———

of coal imports.

(e) BCC's Cost Structure

1Z2. Although British Coal's average production costs by 1990/91

are expacted to be not far above the level of world market

prices, the market pressures that a privatised generating

industry can bring to bear, together with the Government's own

objectives for British Coal, should curtail BC's ability to
P--_|___l'

cross-subsidise high cost production from the profitz of low-cost

mines and opencast production. The size of BC's market shara
will depand on the structure of its production costs, It is
difficult to construct a reliable supply curve for BC showing the
cumulative output availabla as production costs rise, but the
Department's best estimate is given at Figure 1D , based on
1985/86 actual operating costs.
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f;ﬂ much rellance should not be placed on the ahsulute

values of the costs shown 1in this curver and ik ig bauﬂd on BOC's

allocation of costs; but it does illustrate one ka? feature the
supply curve is relatively flat. Relatively small chanqms in tha

Brice of coal will result in large changes in the amount of UK
coal production that ie profitable. The Department believes
that, taking inte account the benefits of investment maturing by
the early 19908, around 50mt of BC steam coal production might be
available at pithead costs of £30 per tonne [around E1.30/GJ) or
lega., This includes 12mt of opencast production, 10mt from the
new Selby complex, and 3Imt from the new Asfordby mina. The
remaining 25mt would come from exlisting low-cost pits.
Substantial further tonnages could, however, be available from
collieries which would be only marginally logs-making at
E30/tonna. Morecver there could be some collieries with aven
higher pithead costs which are economic hesause of their
proximity to power stations.

Consequences for BCC

14. Against this baeckground it is clear that full alignment with
international prices by the early 19908 would require a much
sharper reduction in British Coal's employment than - BCC nurrently
envisaga. BCC's latest plans are based on maintaining cutput and
sales at a little over 100 mtpa, with deep-mined output steady at
86.5mt and sales to CEGB around 74mt. Prices are axpactad to
E;Eiﬂin real terms by only 1% pa. -hn this bagisz BCC expect to
breakeven in 1988/89 and to build up to a profit of £115m by
1990/91. This is largely due to closure of 10mt high-cost
capacity displaced by Selby and to the reduction of 35000
amployees. Cutting existing capacity by a further EE_EEpa by
1990/91 could invelve shedding an additional lﬂ!ﬂﬂﬂ men. Such an
adjustment is likely to be particularly severs in those
coalfields with relatively high costs which have hitherto
shaltered behind cEE;ﬂnsuhsidisatinn. notably in DEEE?M'
Seotland, and Derbyshire. S

— ==,

e
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15. Two gensral points can be mada. First, oppasition from the
unions can be expaected. If further early industrial action has
to be weathered, as the price for achieving afficiency in the UK
coal industry, the ability and willingness of the ESI to malntain
electricity supplies and conserve coal will be crucial,

Secondly, the reduction in capacity will be easier the earlier it
is started. Continvation of the existing 5-year deal between BC
and CEGB, which preserves an artificially high markst share for
British Coal, will tend to blind BC's management to the need for

early adjustment,
Endurance

16. The key features of current contingency planning are at

prasant:

{a) the levels of accessible stocks of coal, other fuels

and crucial supplies at power stations;

——

{(b) the flexibility of the generating system to replace
coal with oil and gas burn, increased nuci_gx output, and
imports via the iﬂt&rcunnectars with France and Scotland:

{c) the flexibility of the interconnected transmission
system to transfer power around the country;

(d) the extent of continued coal production and the

availability of road and rall transport: and

R

(@) good industrial relations within the CEGB,
particularly willingness to handle abnormal flows of oil

and coal.

i
S

g

Privatisation will highlight the costs of these arrangements and
their future will have to be made explicit in any prospectus.
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PriJate sector companies would be unlikely to hold such large

stocks and would be less willing to incur the very large costs af
—

oparating the system uneconomically ta conserve ceal. Tha

ﬁgbarnment has some powers under the Energy Act 1976 te direct
companies to hold fuel stocks and can, in emergencies, issue
orders and direction on tha use of fuel, The adequacy of these
powers for a privatised ESI needs to be studied further. The
question of cost recovery also has to be considered. If the
regulatory regime does not allow far the recovery of such costs
through charges to the consumer, then they may have to be met by
the Government. The technical constraints on the oparation and
transmission systems will alse ba important.
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TECHNICAL CONSTEAINTS
The Integrated Generatlon and Transmission System

The construction of the 400KV transmission system in the 1560s
completed the development cf a naticnal grid which had earlier
been based on 273KV and before that on 132KV. It allowed the
CEGE to achieve considerable economies by increasing reliance
on fewer and larger generating units operating on base lecad,
with units with higher running costs following the peaks and
trq_ghs EE_‘Femanﬂ Thea ESI had 353 powWer stations iﬁ_agqﬁ;
122 were closed between 1973 and 1987; and the CEGB now has B2
operating stations. Of these stations, 12 large coal plants
accounted for some 60% of electricity éEEplied. The 10
commissioned nuclear stations and 6 of the older coal =tations
accounted for another £3% of supply. However the CEGB would
acknowledge that the scope for achieving further reductions in
power station numbers is now limited. Mecreover, with a
generation deficlency in the South, which must rely for supply
on large coal-fired sﬁatians in the North Midlands, there are
heavy flows of power in the 400KV inter-regicnal transmission
system from the MNorth Midlands to the South which have

implications for the reliability of supply in the South of
England. e

Minimising Cost

= The CEGE operates the transmission and generation system
together with two | haslb aims: to minimise cost; and to ensure
that the &system dGEE not fall To minimise cost, a procedure
brcadly on the following lines is adopted, making considerable
use of computer programmes :
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at regular intervals, the CEGB's Natiocnal Control
Centre ranks plant in merit order of marginal
mpe:ating_ﬁastj._}ﬁture daily demand is estimated,
and future plant use is predicted on the basis of
cost ranking and total demand; fuel is then
centrally purchased and alleocated to stations;

every day, the ranking of plant and demand forecasts
are updated; the technical constraints on power
flows to prevent the system failing are taken into
account; and National Control issues instructions to
Area Control Centres on the plant to be used the
next day. Thé_EELlﬁwing day these instructions are
:EEE}EE;d continuously to meet actual demand and to

preven?_ﬁﬁe failure a{_the-gystem.

—_—

Another important aspect of cost minimisation is the central
direction of plant maintenance, since this affects not only
the ability of the system to meet demand at or near minimum

cost but also the power £lows which can provoke system
failure.

Avoiding System Failure

3, To avoicd system failure, and to ensure that it delivers
usable power, the CEGE needs to manage a number of features of

—_—

power transmission:
J
(a) frequency: |if demand is not precisely met by supply,
the fregquency of the EQEET} system as a whole will
drop from the standard 50 cycles/sec as generators
give up rotational Energyf‘EE‘meet the shortfall.
Conversely, if demand drops below supply, the
fregquency will rise. The limits within which
frequency can move are set by regulation at + 1%,
though the CEGB's aim is to limit changes to & 0.4%.




Larger <changes can affect the operation of
electrical equipment and the power stations
themselves. The system therefore has to be managed
continucusly to ensure supply and demand de not
drift apart. The pumped storage station at Dinorwig
with its ability to provide power at vef?__EEEr:
notice, is important in the control of freguency.
If the GCrid were to be separated from generation,
there would be a strong case for separating Dinorwig
as well, since this would ease many of the problems
yE f};qu&n:y control .

of

o

voltage: when load is low, it is a characteristic of
the transmission 5?3?55 that wveoltage will rise
unless lightly Iloaded circuits are ;ﬁ;tcnéa-laﬁt,
which inevitably reduces Eﬂﬂurit;- of supﬁI},
Unchecked, rises in voltage can cause damage to
plant connected to the system. Conversely, voltage
tends to f£all when lpad is high and power flows are
strong. Unless foreseen and prevented by
appropriate system design and operation, voltage
collapse on the transmission system could occur
which would inevitably lead to widespread power
cuts. This is an important feature of managing the
UK transmission system which is characterised by
heavy  North-South power flows which, if
uncontrelled, could lead to conditions of voltage
collapse and hence power failure, This can, of
course, be prevented by appropriate system design,
the use or addition of reactive compensation
eguipment, and by correct system operation,
including the operation of power stations, sometimes
out of merit order, to influence system voltage
rather than simply to produce power. The CEGE lays
some emphasis on the last option, as an argument for
running transmission and generation together.




Separate pperation of the transmission system would
be likely &to change this emphasis and it would be
important to assess the costs involved,

sEystem stability: sudden disturbances, such as a
fault on an overhead line or the fajlure of a
generator, can cause the transmission afgtem._EE
become unstable. Roughly speaking, such faults
cause sudden changes in the electrical output of the
machines connected to the system, generators get out
of step with each other, and oscillations can be set
up on the system, causing further tripping out of
equipment under the automatic protection system or
the need to switch out circuits for their own
Frotection. BSo the transmission system not anly has
to be designed to meet stability requirements, it
also has to be operated to ensure stability. At
presant, the CEGB checks the risk of instability in
its daily planning and, f necessary, adjusts the
scheduling of generators tc aveid preoblems and to
allow for transmission lines out of service. Since
instabilities are a potentially major source of
supply failures to consumers, it would be important
to ensure that any separation of the Grid from
generation provided a means of ensuring the minute-
by-minute stability of the system.

Integrated Operation

4. Any approach to transmission which inveolved separating
the transmission and generation systems would have to capture
these operational features through contractual relationships,
and it would be important to ensure the new system worked
before the sale to the public took place, It would alsc be
important to ensure that the principal benefits of the co-
ordinated planning of transmission and generating investment
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were not lost The siting of plant will be important to the
operation of the transmission system. Whilst power station
sites are Deing sgught in the South of England, the flows on
the North-South interconnectors will, for many years, remain
high. The capacity of these 400KV circuits can be increased
and the CECB is currently studying the amount and allocation
of reactive compensating equipment to be installed in the
South so as to extend the power transmission capability of the
existing circuits. The provieion of additional parallel
N¥orth-South 400KV cireuwits is, of course, an obvious
alternative, but the difficulty in obtaining consent for
suitable wayleaves cannct be over-estimated.

Constraints on Competition

5. The finite capacity of the transmission system may also
place constraints on unfettered competition in the suppl? of
alectricity. This can be illustrated by the trivial example
of splitting the CEGB into companies representing its Area
Grid Control regions, with regicnal portfolios of plant. Even
if the company in the North-East, say, was the cheapest
producer in the UK, there would be a technical constraint on
increasing the flows of power from that ._company through the
Lransmissicy systenm, since this is cnnnected to the remainder
of the system in England and Wales by only one 4C0KV double
circuit. As mentioned above, there would be considerable
difficulty in obtaining consent for additional line routes and
substations. Technically the cunstraints_ﬂaﬁlﬂ be the same if
a4 power company had stations on a portfolio (rather than a
Regional) basis, but the effect c©on each company would
obviously depend on the portfolio.










