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CABINET 


ELECTRICITY PRICES 


^Memorandum by the Secretary of State f o r Energy 


At Cabinet onW^^byember the M i n i s t e r of State, Department of Energy, 

explained t h a t  ̂ j ^ %  l e c t r i c i t  y supply i n d u s t r y was l i k e l  y t o r a i s e 

d i f f i c u l t i e  s abomt_ i  ̂ ^  r i c  e increase of 3 per cent from A p r i l 1984 included 

i n the r e p o r t of the M i n i s t e r i a l Group on P u b l i c Expenditure (MISC 99) t o 

the Cabinet. The S  ̂ f t f i  r  y of State f o r Energy would use h i s best 

endeavours to persuade the i n d u s t r y to accept the Government's view on 

p r i c e s . But he had n M ^ a ^ u t o r y power to r e q u i r e i  t t o do so, and he wished 

to have d i s c r e t i o n t o a g j ^ ^ ^ o proposals from the i n d u s t r y which would 

produce e q u i v a l e n t savings. The M i n i s t e r of State had discussed the matter 

w i t h the Chancellor of the Exchequer on t h i s basis on 9 November. The 

Cabinet concluded however t h a t i  t was not ready a t t h i s stage t o regard 

a d d i t i o n a l savings as a s u b s t i t u t e f o r the p r i c e increase. 


2. Following the Cabinet d e c i s  p r e s s e  d the Chairman of the E l e c t r i c i t  y I 
Council s t r o n g l y t o secure the agreement of the 12 Area Boards and the 
Central E l e c t r i c i t  y Generating B o a r ^ ^ ^ j h e 3 per cent p r i c e increase. I 
r e i n f o r c e d t h i s by p o i n t i n g out t h a t the Government had now published an 
Exte r n a l Financing L i m i t (EFL) f o r 1 9 J L f f * ^ h i c h would r e q u i r e them to 

»	 pay £740 m i l l i o  n t o the Exchequer. On 21 November, f o l l o w i n g two meetings 
of h i s C o u n c i l , the Chairman sent me a reasoned r e p l y , which I forwarded . 
on 24 November to the Prime M i n i s t e r and t S l H k c h a n c e l l o r of the Exchequer. 
There has been f u r t h e r correspondence betweefc^h^Chancellor of the 
Exchequer and myself. The E l e c t r i c i t  y C o u n c i l ^ ^ ^ e a d y t o accept the imposed 
EFL of £740 m i l l i o  n and t o do i t  s utmost t o m e W t h i s through a l  l the 
routes open t o management; but i  s opposed t o a 3 per cent p r i c e increase from I 
A p r i l 1984. 

3. I n s p i t e of the handicap of the N a t i o n a l Coal Board^jJCB) , the energy 
i n d u s t r i e s have produced 71 per cent ( n e a r l y £2.7 b i l l i o n  ) of the p u b l i c 
expenditure savings achieved by the n a t i o n a l i s e d i n d u s t r i e s i  n the recent 
p u b l i c expenditure survey. The e l e c t r i c i t  y i n d u s t r y i  n p ^ W ^ i l a r has 
c o n t r i b u t e d over £1.8 b i l l i o  n over the 3 years and has a c c  % ^ # ^  | negative 
EFL of £740 m i l l i o  n i  n 1984-85. They are ready t o meet the f ^ U ^ q u i r e m e n t s I 
of MISC 99 on p u b l i c expenditure and t o t r  y t o give the Government the 
best of both worlds by av o i d i n g or minimising any general p r i c e increase in 
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INDUSTRY'S RELUCTANCE ABOUT A 3 PER CENT INCREASE 


I 

I 

 P a r t  o f
\ _ _ g j _ l *  the background t o the i n d u s t r y ' s r e s i s t a n c e i s t h a t the 

i ^^2|overnment were ur g i n g them i n the opposite d i r e c t i o n as r e c e n t l y as the 
spri n g o f t h i s year. The then Secretary of State f o r Energy urged the 
E l e c t r i c i t  y Council t o change i t  s approach t o p r i c i n g , i n the l i g h t of a 

. ^ p _  £ from c o n s u l t a n t s . They concluded t h a t the Council could reduce the 
element i  n i t  s p r i c e s a t t r i b u t a b l e t o f u t u r e investment because the i n d u s t r y 

-
h a n o e a r l y need t o increase c a p a c i t y . With t h i s i n mind my predecessor 

agreed w i t h the Chief Secretary, Treasury i n March 1983 a lower f i n a n c i a l 

t a r g e t f o r the 2 years 1983-84 and 1984-85 than the E l e c t r i c i t y Council had 

proposed; a r e t u r n of 1.4 per cent on c u r r e n t cost assets instead of 

2 per cent.  ̂ _ 


* Since Then the i n d u s t r y has been doing b e t t e r than i t  s f i n a n c i a l t a r g e t 

because of h f l r a ^ f e r o w t h i n the economy, lower i n f l a t i o  n than f o r e c a s t and 


_
g r e a t e r e f f i c  t u 0 f _  l t  s l a t e s t f o r e c a s t i s t h a t i  t w i l  l overshoot i t  s 
negative EFL of ^ _ J  | _  i l l i o  n f o r 1983-84 by £184 m i l l i o n . I  t published 
good p r o f i t  s i n J u l y and i s s t i l  l under heavy pressure from i n d u s t r y and 
from the Consumer rToJ-PUs to avoid p r i c e increases or to give rebates. 
Having f o r e c a s t t e n t a t i v e l y i n J u l y a need f o r a p r i c e increase of 6 per cent 
m 1985-86, the Counc_k^%e_Lced t h i s t o 3 per cent i n mid-November, 
removing the l i k e l i h o o o  o  ̂ ^  s e v e r  e increase i n t h a t year. 

FINANCIAL FRAMEWORK AND PRICES 


I  t i s not s u r p r i s i n g t h a t the i n d u s t r y saw our request f o r a 3 per cent 

e
p r i c e increase as i n c o n s i s t e n tw _ : |  _ l _   f i n a n c i a l framework we had already 

e s t a b l i s h e d . We are i n some d a n { ( _ ^ _ o v e r - d e t e r m i n i n g the system by seeking I 
to c o n t r o l both the f i n a n c i a l framework _md p r i c e s . 
7
- I n f a c t I am c l e a r t h a t the r i g  ~ _ ~ W s  e i s t o manage these i n d u s t r i e s 

b
 y reference to f i n a n c i a l t a r g e t s , t o m _ ? r l_yarying these t a r g e t s a t short 
i n t e r v a l s and t o leave p r i c e d e t ermination t o them w i t h i n the f i n a n c i a l 
framework which the Government d e t e r m i n e s T J _ j _ i s how we describe our 
p o l i c y , both p u b l i c l y and i  n l e t t e r s to the Chairman of the i n d u s t r i e s , and 
I b e l i e v e i  t i s the only way to manage t h e m ^ _ r i d ^ g n t l y . "Economic p r i c i n g " 
tnay be a va l u a b l e guide t o the d i r e c t i o n of p r i c e movements and a c o n s t i t u e n t 
i n the d e t e r m i n a t i o n of f i n a n c i a l t a r g e t s , b u t  ̂  t i s not a neat guide t o 
i n d i v i d u a l p r i c e changes; and determining what i s "economic" i s open t o great 
argument. 

8. what i s c l e a r i n the case of e l e c t r i c i t  y i s t h a t anjj«u:ivate co m p e t i t i v e 

i n d u s t r y i n t h e i r s i t u a t i o n would not be making p r i c e increases. This i s an 

in d u s t r y w i t h between 25 per cent and 30 per cent excess generating capacity 

and w i t h gross over-capacity also i n i t  s p r i n c i p a l s u p p l i e ^ ^ ^ r a w m a t e r i a l , 

the NCB. As my predecessor concluded, the r i g h t course f o r  % f e ^ j ^  r i c i t  y 

Prices i s c e r t a i n l y not upwards. Although, as r e q u i r e d by C ^ ^ m l l ^ I have 

Pressed the e l e c t r i c i t  y i n d u s t r y t o make a 3 per cent p r i c e increase, and 

have secured a gas p r i c e increase from 1 January 1984, I t h i n k Typfl?gk 

s e l f - d e s t r u c t i v e f o r a Government pursuing a r i g o r o u s p o l i c y against 
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1 ^ ^ ^ i n f l a t i o  n not t o l e  t the economy i  n general and B r i t i s  h i n d u s t r y i  n 
p a r t i c u l a r have the b e n e f i t of low p r i c e s f o r a basic commodity l i k  e 

^ ^ ^ V  f e l e c t r i c i t  y when there i s no question of any element of subsidy i n doing 
^ C%P: q u i t e the c o n t r a r y . 

9 . There has been concern about how the e l e c t r i c i t  y i n d u s t r y w i l  l achieve 
^ ^ r e	 ^740 m i l l i o  n EFL and whether i  t w i l  l run down stocks (reducing power 


s t  ̂ t f ^  s endurance) or engage i n end-year switches of money. The. Chairman 

or.The Council assures me he has no i n t e n t i o n of r e s o r t i n g to these devices. 

Moreover he i s ready t o propose a p r i c e increase during the year i  f 

necessary t o achieve the £740 m i l l i o n  . I s h a l l monitor t h e i r progress 

c l o s e l y w i t h t h i s i n mind. Meanwhile p o s i t i v e cash f l o w i  s a t present 

running at a a ^ n n u a l r a t e of £600 m i l l i o n  . He i s w e l l on t a r g e t to achieve 

cost r e d u c f c i M ^ r f o r m a n c e t a r g e t s over the 2 years to 31 March 1985. He 

i s r e v i e w i n g working c a p i t a l requirements as urged by the Treasury. The 

i n d u s t r y has a record of keeping promises and has achieved i t  s f i n a n c i a l 

t a r g e t i n each%>Jfllhe l a s t 5 years. 


10. Even w i t h o u t any t a r i f  f increase i n 1984-85 there w i l  l be a small 
increase f o r i n d u s t r y under f u e l adjustment clauses, balancing a small 
r e d u c t i o n f o r i n d u s t r y i n 1983-84. I am i  n touch w i t h the i n d u s t r y about 
i n t e r - A r e a difference«OT^fce e f f e c t s on i n d u s t r y . But none of t h i s i s any 
argument f o r f u r t h e r a r c e j p m to enforce the 3 per cent increase; q u i t e the 
c o n t r a r y . 

CONCLUSION 


11. On every ground i  t seems to m^fcight t o leave the i n d u s t r y now to 
minimise p r i c e increases w i t h i n the new and exigeant EFL. This would be 
r i g h t f o r p u b l i c expenditure, f o r good n a t i o n a l i s e d i n d u s t r y management, 
f o r i n f l a t i o n  , f o r B r i t i s  h i n d u s t r y H ^ ^ E o r p o l i t i c a  l reasons. I ask the 
Cabinet t o agree a c c o r d i n g l y . • ^ ^  ̂ 

P W 


Department of Energy 


December	 ^ | | ^ 
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