3 Planning

I ntroduction

3.1. In this chapter we examine AEA's planning arrangements including the effect of externa factors and
legal congtraints (paragraphs 3.2 to 3.9), strategic planning (paragraphs 3.20 to 3.37) and medium-term
planning at corporate and business level (paragraphs 3.38 to 3.54). We then review AEA's approach towards
joint ventures and aliances (paragraphs 3.55 to 3.59). Our conclusions and recommendations are given at
paragraphs 3.60 to 3.78.

The planning environment

3.2. There have been dramatic changes in the role that the Government has expected AEA to play in the
last five or six years. These changes have their origin in a review of AEA carried out in 1984 by a DEn
working group. This group's recommendations (the Manley Report) included establishing AEA as atrading
fund which would operate on a more commercial basis, recasting the major Government R& D programmes
on a customer/contractor basis, and transferring responsibility for the financing of some Government
programmesto the ESI.

3.3. Since it began to operate on a trading fund basis in 1986 AEA has had to plan within a rapidly
changing and uncertain environment. From 1986 to 1988 AEA began to take systematic steps towards a
more commercial approach with the major emphasis during this period being on cost reduction within the
exigting structure (see Chapter 9). At the same time it became apparent that Government support for some
programmes, for example the fast reactor programme, was likely to decline.

3.4. During 1988 the Government decided to reduce support for the magjor nuclear programmes more
rapidly than previoudy envisaged. At the same time the impending privatisation of the ESl was thought
likely to reduce AEA'straditional role in the development of nuclear power. The Government announcement
of itsintention to cease supporting the operation of the PFR in 1994 was expected to lead to further closures
of major supporting facilities at Windscale, Harwell, Springfields and Dounreay. Changes in ESl funding
arrangements together with the Government decision to reduce funding for work on thermal reactors led to
the closure of the PLUTO materias testing reactor (MTR) at Harwell and to substantial reductions in the
workload on other facilities at Windscale, Winfrith and Harwell. A similar Government cut-back led to the
closure of the DIDO MTR at Harwell and of the remaining part of Springfields Laboratory. At the sametime
Government funding for the fusion programme was reduced.

3.5. In May 1990 it was decided to close the Steam Generating Heavy Water Reactor (SGHWR) at
Winfrith with effect from March 1992. The closure date was subsequently brought forward by AEA to
autumn 1990 when technical problems were discovered which required modifications to the plant in order to
operate it to AEA standards; these modifications were judged by AEA to be uneconomic. Responsibility for
the reactor safety programme was aso transferred from DEn to the Health and Safety Executive (HSE) with
effect from the 1990/91 financia year. As a result of this series of decisons AEA's planning process has
been faced with the major challenge of developing a new role against a background of sharp reductionsin its
traditional business areas, and the threat of further potential reductions following the Government's review of
nuclear power scheduled to take placein 1994.

21



The vires constraints

3.6. The Authority's activities are regulated both by statute and by Ministerial directions. The key features
of the statutory framework are:

() The Authority can engage in any trading activity involving atomic energy and radioactive substances
(except in relation to atomic weapons).

(b) Outside the nuclear field the Authority may only conduct business in areas specified by ministeria
requirements, and then only if they constitute "R&D'. The Authority is prevented from engaging in
routine or repetitive manufacturing or service business in non-nuclear areas (although exceptionally
thereis greater freedom in relation to waste disposal and treatment).

(c) Following Ministerial direction the Authority may not build or operate nuclear reactors primarily for
generating and selling electricity.

(d) Even within the limits of its statutory powers the Authority's ahility to engage in partnerships, share-
holdings and other forms of commercia participation with other companies is in many cases
constrained by the need to obtain the written approval of the Secretary of State.

3.7. Thereis an overriding condition that the Authority cannot do at one remove what it is not permitted
to do itsdlf. Subject to this the Authority can form or acquire subsidiaries including wholly-owned
subsidiaries. Prior ministeria approval is required in the case of a proposed majority shareholding. Similar
constraints apply to AEA's participation in partnerships and unincorporated joint ventures.

3.8. Over the years the Authority has developed a considerable body of inventions and know-how. AEA
believes that much of this could be more fully exploited if the vires constraints were relaxed. It supplied us
with some evidence to support this view, but considered that the limited available examples understated the
full effect of the congtraints because any project ideas which were likely to require extended powers to be
exploited effectively were either not generated at all or dismissed at an early stage. AEA is concerned that
the restrictions could become increasingly damaging to its ability to pursue attractive commercial prospects
and to compete effectively.

3.9. Its vires congtraints may aso have a significant restrictive effect on AEA's ahility to exploit its
technology through joint ventures (see paragraph 3.55). This could apply particularly where a non-nuclear
joint venture manufacturing company had exploited its first product based on AEA technology and
subsequently needed to manufacture additional products to develop its business effectively.

Objectivesand tar gets

3.10. In 1986 the traditional vote-funding arrangements for AEA were replaced by a more commercial
approach which included the requirement to meet financia targets in the shape of a current cost accounting
(CCA) rate of ROCE and an EFL, both set by the Secretary of State (see Chapter 4). Broad policy objectives
are also specified in aletter to the AEA Chairman (see Appendix 1.3). No quantified targets are set by DEn
as sponsor for AEA's performance in such areas as efficiency or quality of service, although as a customer it
establishes its requirements through negotiating the Programme L etters.

3.11. Another aspect of target-setting by DEn is the Board members bonus scheme (see Appendix 3.1).
The bonus scheme has evolved each year to reflect the development of AEA and the financial information
available. DEn's intention has been to relate the scheme to AEA's overall objectives and to other factors of
importance to the health of the business. The bonus scheme formula for the current year includes
components related to:

(a) meeting the financial targets set by the Secretary of State;

(b) the management of capital projects within budget and to time;

(c) targetsfor salesto aspecified group of customers;
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(d) profit targets for specified businesses;
(e) thereduction in net expenditure by the site organisations; and
(f) target current cost profit per employee.
These components differ from those for 1990/91 and will be amended for 1992/93.

3.12. Bonus payments in the current scheme are mainly triggered by the separate achievement of
individual targets and are in general not conditiona on the achievement of minimum standards in all
important aspects of commercial performance. Although there is no evidence that this has happened it would
be feasible to satisfy some of the bonus scheme requirements by taking action which was inconsistent with
the broader objectives defined elsewhere by the Secretary of State. For example, sales targets could be
achieved by accepting unprofitable orders or the EFL could be met by increasing credit levels or cutting
essential capital programmes. This would, however, result in the targets for the following year being more
difficult to achieve. In addition to setting objectivesin its role as sponsor and sole owner DEN also influences
the objectives of AEA asitsmgjor customer through the objectives specified for major R& D programmes.

3.13. The Secretary of State requires AEA to propose its own performance targets to complement the
overal financia targets set by DEn. These targets are set internally by AEA in the form of Ietters from the
Managing Directors of the two business groups to each of their business Chief Executives. The targets
identified vary from business to business but typicaly include profit margin as a percentage of external sales,
external turnover, overheads, work in progress, capital expenditure, value of contracts won and success rates
in achieving contract milestones to time and cost.

3.14. AEA daso publishes an internal Mission and Vaues Statement which is summarised at Appendix
3.2. Thisis not at all specific about how the aims are to be achieved and does not set any quantified goals
and targets against which progress can be monitored.

Theannual planning cycle

3.15. Thereis an annual planning cycle which results in a business plan for each business and site and a
corporate plan, each plan covering a four-year period. The planning processis centred on the Medium Term
Corporate Plan (MTCP) and leads through the development of the business plans to the annual budget and
the annual AEA Corporate Plan. The main stepsin preparing the MTCP are:

- theissuing of top-down guidance;

- theformulation of detailed plans by businesses, sites and CHQ;

- the submission of these plansto CHQ and top management review;

- revision and adjustment to provide the basis for the budget; and

- the preparation of the AEA Corporate Plan for review by the Secretary of State.

3.16. At the start of each planning round the corporate priorities are laid down in a guideline document.
In addition to setting out the objectives of the process and providing detailed guidance on the overal
strategic framework and on planning assumptions, this document specifies the timetable for the planning
cycle and standard financial formats. The planning timetable for 1991/92 is shown in Table 3.1.

3.17. AEA told us that it aimed to focus its planning processes on the key rea issues facing the
organisation, in an attempt to prevent formal, mechanistic planning for its own sake. The detailed
arrangements have varied therefore, from year to year, in response to developing objectives, changes in
organisationa structure and so on. But the basic processes provide a framework which persists from year to
year.
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TABLE 3.1 Planning/budgeting timetable for 1991/92

Mid-late August
11 September

16 September

20 September

20 September

7 October (or before)

During October

During October
28 October
During November

13 November

25 November

Early December
16 December
20 December

10 January

14 January

17 January
13-31 January
7 February

28 February
12 March

Late March-early April

31 March

Source: AEA.

Proposed plan formats circulated for comment and agreement
Business Secretaries' Group discussion
CESG meeting determines:

(a) indicative expenditure guidelines for marketing and business development, IT and
management systems, training and personnel, and employee communication;

(b) indicative overall expenditure envelopes for corporate research (CR), applications
development (AD) and new business investment projects (NBIP); and

(c) indicative capital account investments in external investments and capital expendi-
ture

CR/AD Group determines business-by-business indicative expenditure figures for CR
and AD

CHQ issues guidance on the planning/budgeting process

Businesses provide sites with indicative manpower numbers, so that service providers
can plan levels of service provision

Businesses concentrate on market/sales/income planning and business/business
interactions. Sites concentrate on service resource costing, liaison with Corporate
Service Directors (CSDs)

AEM/CESG considers initial reports on progress and issues

Sites provides businesses with per capita charges and unit service costs

Businesses concentrate on financial planning; sites and businesses iterate

CERM provides an opportunity to review early progress with Chief Executives/Site
Directors

Returns of intra-AEA transactions (not yet agreed between businesses/sites) submitted
to CHQ

CHQ follows up major discrepancies on internal transactions

Sites and businesses submit plans to CHQ. Sites copy submissions to CSDs
1992/93 budget guidance issued (including formats)

AEM reviews overall picture, and determines:

(a) approach to take in preparing AEA Corporate Plan; and

(b) adjustments needed to Year 1 for budget purposes

CR/AD Group finalises CR and AD budget figures

CHQ issues overall budget targets

Business planning meetings with Managing Directors, businesses
Budget submissions

AEM considers 1992/93 budget proposals

AEA Board considers draft AEA Corporate Plan and 1992/93 budget
CERM reviews outcome

Formal targets issued

AEA Corporate Plan to DEn
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3.18. The planning cycle is of the standard type that would be expected in a company with product
divisions. It should be noted though that AEA's businesses do not in general correspond to the normal
concept of a “drategic business unit', that is a part of the organisation supplying a smal number of
product/market segments. Some of AEA's businesses supply a wide range of products to many different
markets. Although a few businesses have recognised the need to develop plans at division or product-group
level, this is not formally provided for in the planning cycle and is Ieft entirely to their discretion. The
analysis of planning issues at product-group level, eg identifying specific competitors and determining
which product/market segments to invest in, is not a mandatory part of the planning process, which is
therefore best described asamix of “top-down' and "middle-up' elements.

3.19. Planning for the corporate research and applications development (CRAD) programme is also
updated annually (see Chapter 10). From 1990/91 the Underlying Research Programme was replaced by two
categories of corporately-funded R& D: CR, aimed at the longer-term underpinning of AEA's technological
base and at major technical innovations; and AD to cover more specific and immediate development work.
Proposals for both categories are submitted by the businesses and the final programmes of work are
evaluated by the DCR and agreed by the AEM.

Strategic planning

3.20. At two-yearly intervals since the trading fund was created (viz in 1986, 1988 and 1990) the senior
management of AEA has carried out a strategic review. This is intended to set out the broad corporate
strategy, provide the context for AEA's formal planning and establish the necessary link between objectives,
strategy and plans.

3.21. The grategic reviews have differed according to the prevailing issues and problems. However, each
has taken the form of the preparation of a series of discussion papers culminating in a two- to three-day off-
site conference for AEA's top management. The outcome of each dtrategic review has been widely
disseminated to employeesin the form of a short summary of the conclusions.

The Strategic Initiative Project (SIP)

3.22. By mid-1988 it was apparent that a more detailed regppraisal of AEA's role and objectives was
necessary. Government funding decisions were reducing support for AEA further and faster than either side
had envisaged three years previoudy (see paragraph 3.4). At the suggestion of DEn and Her Magjesty's
Treasury (HMT), AEA sought competitive tenders from a number of |eading management consultancy firms
for afundamental review of its objectives and strategy. The successful consultants formed a joint team with
AEA gaff and the resulting SIP had the objectives of assessing the business prospects for AEA, defining the
merits of its available strategic options, and estimating their resource requirements. The SIP occupied much
AEA senior management time throughout 1989.

3.23. The consultants identified a number of cultural, procedural and legal congtraintsin AEA's previous
site-based structure which inhibited a more commercia approach. These included:

- consensus decision-making;

- atendency to inter-site competition rather than co-ordinated business devel opment;

- insufficient sengitivity to customers needs;

- the continued use of non-commercial accounting and management information systems;
- weak communication of top management direction; and

- agenerd naivety about competitive tactics.

3.24. The report on Phase 1 of the SIP was submitted in April 1989. Following the formal endorsement
of the preferred strategy by the Board, it was submitted to DEn and subsequently discussed with and
endorsed by the Secretary of State. The report presented three options for AEA's medium-term development:

- "Cut to the Core'": become asmall public sector advisory body;
- “Pushing the Limits: maximise commercia potential within thelegal constraints; and
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- “Potential Unlocked': expand further by removing the legal constraints.

3.25. The "Cut to the Cor€' option entailed reducing AEA's activities as rapidly as possible to those
essential to support Government responsibilities for nuclear safety and policy. AEA would have remained
permanently in the public sector as an advisory body, of less than one-third of its previous size. AEA would
also have been responsible for essential nuclear R&D (particularly safety) and for decommissioning plants
which had no further use. Its revenue would have been reduced by some two-thirds and its activities limited
to those for, or mandated by, the Government. However, the cost of the residua commitments to
decommissioning and to redundancy payments would have been high.

3.26. AEA rejected this option asit believed that a drastically immed down public sector advisory body
could not have a stable medium- or long-term future. Explicitly adopting this strategy would, AEA
conddered, have led rapidly to a dispersal of expertise, tdent and commitment. It would have been
impossible to sustain atechnically competent body of skills and thus to fulfil the intended role.

3.27. Under the second and preferred option, “Pushing the Limits, AEA would maximise the commercial
potential of its nuclear and non-nuclear capabilities while remaining subject to the existing legal constraints.
It would become a more efficient, competitive and responsive supplier of technology to United Kingdom
and international customers. AEA would need to focus on a small number of businesses in which it could
offer digtinctive technical solutions and services. four nuclear and four non-nuclear businesses were
proposed. The role of the site management units would be adjusted to fit the needs of the businesses and
their costs reduced substantially, while the relationship between DEn and AEA would be restructured on
more commercial lines. AEA would become increasingly self-financing and might eventually have some
potential for privatisation.

3.28. "Pushing the Limits required a fundamenta reorientation of AEA's activities to distinguish clearly
between commercia business and the management on behalf of the Government of the “nuclear legacy' of
past activities. All commercial R&D and service activities had to be divided into discrete business units
designed to concentrate on clearly defined markets and to develop their maximum potential.

3.29. The third option, "Potential Unlocked', envisaged AEA in due course taking this process one step
further with the legal constraints removed. AEA would have become a supplier of a range of non-nuclear
products and services in additional areas where it had a commercial advantage. This would have included
forming partnerships and joint ventures with private sector companies which could complement AEA's
capabilities in non-nuclear fields. This option could have been a more certain first step on the path towards
privatisation.

3.30. Such an extension of AEA's role would have brought it into conflict with its vires constraints (see
paragraph 3.6). Legidation would therefore have been required to extend its powers. There was thought to
be little prospect of the necessary primary legidation being enacted within the medium term. More
importantly the scale of change necessary to maximise the commercial potential even within the existing
legidative congtraints rendered any more ambitious strategy unrealigtic at that time.

3.31. The SIP report thus presented AEA with one strategy which was not immediately accessible to it,

and one which was so unambitious that no Board would be likely to accept it. This effectively left AEA with
only one strategy: “Pushing the Limits. Its subsequent planning has been based on the implementation of this

strategy.
Current AEA dtrategy
3.32. AEA told usthat it saw four partsto its future role:
(a) asaleading supplier of nuclear products and services;
(b) usingits skills and facilities to supply non-nuclear markets;

(c) supplying markets related to energy, environmental protection and industrial safety; and
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(d) becoming an internationally recognised centre of specialist technical skills.

3.33. AEA attaches great importance to retaining technical and organisational cohesiveness. It sees the
nine businesses as a family operating under the AEA Technology umbrella rather than nine wholly separate
companies held by "AEA Technology Holdings. It believes that this technical synergy and interdependence
enables AEA businesses to exploit commercial opportunities more effectively by drawing on each other's
capabilities. AEA dso considers that the UKAEA brand name is of substantial value in assisting its
businesses overseas marketing.

3.34. AEA's|onger-term strategy is to move from “Pushing the Limits to "Potential Unlocked' to enable
it to develop its commercial potentia to the full. It told us that it believed that the key factors required to
achieve thistrangition were:

(8 moving closer to the market by having a greater direct involvement in the production and marketing
of products, particularly in the non-nuclear sector;

(b) forming partnerships and joint ventures with companies that had complementary manufacturing and
marketing skills or would enable AEA to strengthen its position in the market;

(c) acquiring other companies which would give AEA a competitive edge or access to new markets, for
example oversess;

(d) broadening and diversifying AEA's customer base, and aiming for commercidly realistic terms of
trading; and

(e) expanding overseas trading and developing an international base.

3.35. AEA believes that its Nuclear Business Group must both retain a strong position in the United
Kingdom and push very hard for growth in overseas markets. While the group's United Kingdom turnover is
till substantial, it has declined sharply in recent years and is expected to decline further. AEA nevertheless
sees the group as having a pivota role in providing independent technical support to the United Kingdom
nuclear industry and Government departments. It will seek to use this domestic base to underpin its drive to
establish itself as an international supplier of services and consultancy. Its objective is to expand the
proportion of overseas nuclear business by afactor of about three over the next few years.

3.36. AEA has identified the overriding priority for the Industrial Business Group as seeking vigorous
growth in turnover and profits. Moving into and expanding overseas markets is again thought to be vital.
AEA sees its established non-nuclear contracts with Government departments, HSE and the European
Commission as the base for an expansion into international markets where it has a technological advantage.

3.37. The legacy of nuclear decommissioning and waste management liabilities is substantial, with an
annual funding requirement for operational purposes currently equivalent to about one-quarter of AEA's
turnover. This is set to increase further over the next few years. AEA believes that it is essentia that this
liability and the way it is dedlt with is not allowed to distort AEA's commercial position. It is AEA's view,
therefore, that the DRAWMOPS programme should be ring-fenced, with a clear separation between the
liability on the one hand and the responsibility for carrying out the operational tasks it implies on the other.
AEA believes that the liability should remain principally the responsibility of the Government and that the
practical job of carrying out the programme should be conducted on a contractua basis with commercialy
realistic terms of trading.

TheMedium Term Corporate Plan and AEA Corporate Plan

3.38. The MTCP is consolidated from the business plans produced by the businesses and sites, and, after
adjustment for resource congtraints, results in the AEA Corporate Plan which is submitted to DEn at the end
of March each year. The AEA Corporate Plan thus hastwo roles: first, as an internal planning framework for
implementing AEA's strategy, and secondly, as the basis for the discussion of future strategic issues with
DEn and for the negotiation of the EFL.
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3.39. Successive annual MTCP exercises since 1989 have concentrated on the fundamental recon-
sruction of both the organisation and its mode of operation implied by the new strategy. The revised AEA
Corporate Plan prepared in June 1989 reported the outcome of the SIP, outlined the new businessled
strategy and structure, and presented initial projections of both the restructuring costs and the trading results
which the new strategy might imply.

3.40. A magjor proportion of management effort since then has been devoted to planning for the necessary
changes and implementing the new structure. The key planning and implementation decisions have been
directed towards:

- the definition of the new businesses and of a supporting sites organisation;
- the appointment of Chief Executives and senior managers to each new business/site/CHQ;

- theredlocation of every AEA employee, every AEA facility and every continuing business contract to
a specific business/site/ CHQ; and

- the re-examination of the business prospects of each part of AEA to validate the strategy and to
provide afirm foundation for the future.

3.41. AEA considered that as its forma planning processes had focused on the new strategy, they had
revealed encouraging evidence of profitable opportunitiesin many of its new business areas. A magjor theme
of the business planning process was claimed to be a refocusing of marketing and business devel opment
activities away from R&D in favour of product and service provison. AEA reported that there were
examples of consequential emerging opportunities in the safety and reliability and the environment markets
and that the nuclear businesses were also pursuing good development prospects.

3.42. In the Revised 1989/1993 Corporate Plan produced after the SIP report AEA set itself a number of
strategic goals:

- to build a number of sustainable, financialy self-supporting businesses, each with atarget revenue of
at least £25 million per annum in the longer term;

to reduce the existing cost base by at least £35 million by 1992/93;

to achieve by 1992/93 profits before interest of at least £30 million per annum; and

to acquire the necessary management and commercia skills.

3.43. AEA dso st itself atarget of obtaining half itstotal turnover (excluding DRAWMOPS) in the non-
nuclear area. Thisrequired amajor thrust into private sector and non-nuclear work led, generally, by some of
the smaller business units. AEA aso planned to increase the level of overseas turnover, projected to rise
from £36.9 million in 1991/92 to £67.4 million in 1994/95.

3.44. Thelatest AEA Corporate Plan, sent to DEnin March 1991, is entitled "Road to Success: Corporate
Plan 1991 to 1995'. It assesses progress in terms of forward projections towards the goal s discussed above. It
projects substantial improvements in profitability over the period of the plan and forecasts that industrial
business turnover will increase to compensate in part for reductions in nuclear business sales.

3.45. The plan includes outline four-year sales and financia projections broken down by business and
sites. These are not, however, accompanied by any historical performance data against which the realism of
the sales and financial projections can be assessed.

3.46. The plan provides a broad description of future activity but is very limited in its product detail and
market analysis, which are assumed to be covered in plans at business level. It is therefore more appropriate
as a vehicle for discussions with DEn than as an internal implementation plan, although it does provide an
outline planning framework. A few key sensitivity cases are considered, for example the impact of the early
closure of the PFR. There are, however, no full contingency plans for the other serious threats which AEA
may face.
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3.47. The plan includes an assessment of AEA's strengths, weaknesses, opportunities and threats.
Although a number of serious weaknesses are identified, this analysis is not fully followed through to
provide outlines of action plans to minimise the weaknesses. For example, the identified weaknesses include
weak project management, limited business skills and “too many of the wrong people’.

Planning at business level

3.48. The preparation of business plans at business and site level is integrated into the MTCP planning
cycle. Comprehensive guidance is supplied by CHQ in September to businesses and sites on the areas to be
covered in their plans, which are submitted to CHQ in late December. This guidance includes:

- anoutline of the main topic areas to be addressed in the plans, such as the principal areas of business
strategy, product and market positioning and development, cost trends, and competitor analyses,

- guidance on income to be received from other businesses and sites and pro formas to assist the
agreement of intraAEA transactions;

- the planning timetable (see Table 3.1);
- formatsfor the submission of financial projections;

- formats for the submission of detailed data on restructuring costs and “line-by-line' guidance on their
completion;

- guidance on manpower aspects;
- arrangementsfor per diem contracts; and

- details of Nuclear Installations Inspectorate (NI1) licensing costs, corporate overheads and paymentsin
lieu of businessrates.

The guidance is circulated to the key planning staff in the businesses, sites and the CHQ team and copied to
the AEM, business Chief Executives and Site Directors.

3.49. Businesses, sites and CHQ prepare their individual detailed plans to be submitted to CHQ late in
December. The plan submissions are consolidated and analysed by CHQ late in December and early in
January, and are evaluated against the initial framework of corporate objectives and strategy. The key
features are then identified for discussion and resolution by the top management team.

3.50. As an example of the process we consider what happened in the 1990/91 planning cycle. The plan
submissions from the businesses and sites were considered by CHQ to be generally encouraging, both in
terms of the quality of the planning activities and with respect to the projected progress towards key business
objectives. However, if they had been endorsed as they stood, these business plans would have led to a
serious cash flow problem in the first year and to a breach of the EFL. Measures were therefore taken by the
AEM to reduce planned cash outflows (especially on restructuring) without jeopardising overall commercial
progress.

3.51. During January 1991 each business plan was reviewed in depth at the relevant business Board of
Management meeting. This provided an opportunity to explore in detail how the overall changes required by
the AEM could be implemented. The plans were then revised to resolve the cash flow crisis without serious
damage to the commercial prospects (but at the cost of a significant worsening of the cash flow position in
the following year). The AEM then endorsed the revised plans as the basis for the forthcoming budget, and
for the AEA Corporate Plan to be submitted to DEnN.

3.52. CHQ's own assessment for the AEM of the plans submitted by the businesses and sites acknow-

ledged the variation in the quality and depth of the analysis, and athough most plans were generaly
businesdike in their approach, some were distinctly sketchy. The main weaknesses tended to be in the depth
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of analysis at the fundamental product-group level. It should be noted that some businesses, eg InTec, have a
very large number of widely varied product groups. Few of the businesses serioudly analysed the capabilities
of each major competitor, or identified their own distinctive competitive competences.

3.53. Little thought was given to identifying the businesses own management limitations (either in skills
or capacity), how these should be remedied or compensated for, and how the parts of the businesses should
be managed within their skills limitations. Where moves downstream into direct product and service
provison were proposed, any analysis of the intended production/service delivery dtrategy, market
positioning and the marketing strategy was very limited.

3.54. Mogt businesses have yet to develop a systematic analysis of their portfolio of products with a view
to identifying the product/market segments with the most potential and those that should be run down or
disposed of, and thereby achieving a sharp product/market focus as envisaged in the SIP report.

Emerging businesses, joint ventures and alliances

3.55. In addition to identifying four nuclear businesses and four non-nuclear businesses for AEA to
concentrate on, the SIP report recommended that it should nurture a select group of emerging businesses
which AEA could then add to its portfolio in the 1990s. The SIP report further recommended that AEA
should create a number of independent “spin-off' businesses. Seven non-nuclear high-technology fields were
suggested. In these technologies AEA's contract research had left it well positioned to develop products or
services with strong growth potential. Since these products and services would draw on technologies shared
with the main AEA businesses, the SIP report recommended that they should remain within AEA.

3.56. In other areas, such as power fluidics, the SIP report considered that the potential businesses should
become freestanding. AEA's stake in these “spin-off' businesses could take the form of a combination of
royalty payments and a share of the equity.

3.57. The AEA Corporate Plan identifies 21 existing and potential joint ventures and alliances. AEA is
alert to further possibilities and envisages that between 10 and 20 per cent of its turnover could be associated
with joint ventures within the next few years. Most of the potential emerging businesses and joint ventures
arewithin InTec, which acquired any non-nuclear activity that was not appropriate el sewhere.

3.58. Many of the potential emerging businesses are aso candidates to become joint ventures. Two
business areas within InTec have been designated as AEA Ventures (Computational Fluid Dynamics and
Power Fluidics).

3.59. AEA has recognised that suitable joint ventures and alliances may offer it the opportunity of
gaining access to various combinations of industry and market knowledge, new markets, and more flexible
management structures. It does, however, have limited experience of, or skills in, corporate venturing,
although appropriate use is made of external consultants and professional advisers.
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Conclusions and recommendations

Objectives and targets

3.60. The Secretary of State sets broad policy objectives for AEA, supplemented by specific financial
targets covering the CCA rate of ROCE and the EFL. The Board members bonus scheme is, however,
related to a complex formula which includes additional single targets, some of which are not necessarily
always aligned with the broad policy objectives. The setting of contract terms and programme objectives for
Government-sponsored programmes requires a balance to be struck between DEnN's need for value for
money and AEA's ROCE target. Thisin turn means that DEn must assess the relative weight to be given to
its two roles as AEA's sole shareholder and as its principal customer. As, in many product areas, AEA's
power as a monopoly supplier is restricted by DEN's strong position as sole purchaser, this potential conflict
applies to determining prices aswell as to setting objectives (see Chapter 14).

3.61. The Secretary of State has encouraged AEA to set arange of interna targets for its businesses and
these have included targets for their financial and sales performances and for their performance in achieving
contract milestones to time and to cost. Despite some discussion of the issue between DEn and AEA it has,
however, proved difficult to formulate formal targets for AEA's performance in areas such as efficiency or
quality of service. We conclude that DEn has not set AEA any explicit targets for efficiency or for quality of
service performance.

3.62. We recommend that DEn should ensure that the next AEA Corporate Plan includes specific,
quantified, medium-term goals for AEA's efficiency and quality of service performance, together with dated
short-term targets related to these goals.

3.63. A range of quantified targets is dso included in the Board members bonus scheme. These targets
have been refined over the years to reflect the development of AEA and the available financia information.
The mgjority of the targets in the 1991/92 bonus scheme are single targets related to various aspects of
AEA's commercia performance which are of importance to its overall objectives and to the hedlth of the
business. An element of bonus is payable for each single target met even if other areas of performance are
less satisfactory. Although there is no evidence that this has happened a bonus could be achieved by
concentrating on some targets at the expense of other important factors, for example it would be possible to
meet sales targets by accepting unprofitable orders or to satisfy the EFL target by increasing credit levels or
underspending on essential capital expenditure. This would, however, result in the targets for the following
year being more difficult to achieve. We conclude that the bonus scheme is over-simpligtic in this regard as
progress towards the achievement of AEA's overall objectives is dependent upon maintaining a minimum
standard of performance in al areas which are important to the health of the business.

3.64. We recommend that when the Board members bonus scheme is revised for 1993/94, any payments
under the scheme should be conditional on a minimum standard of progress being made towards achieving
each of the main targets in the AEA Corporate Plan. Payments should, however, be triggered only by the
achievement or over-achievement of the target level of performance for each factor. We further recommend
that each Board member's participation in the bonus payments should be conditiona on the achievement of
individual targets within his specific area of responsibility.

Product-group planning

3.65. Although some businesses develop plans for product groups, this is not formally provided for in
AEA's planning cycle. As aresult AEA failsto carry out adequate market and competitor analysis for some
products (see Chapter 13), and to put sufficient weight on developing the best production or service delivery
srategy for these products. We conclude that AEA's planning process has not so far given sufficient
systematic attention to planning issues at product-group level, although we note that steps are being taken to
improve thisin future.

3.66. We recommend that in the next planning cycle separate product-group plans including a market

appraisal, competitor analysis, marketing strategy and production/service delivery strategy should be
developed for each product group (see also paragraph 13.40).
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Strategic planning

3.67. Many strategic options are available within the overall framework of AEA's preferred “Pushing the
Limits strategy. Thisis particularly apparent at business level. We conclude that:

(a) athough AEA has established a strategic framework, its strategy needs to be more completely
defined and further analysis is required to identify the best strategic option within the broad frame-
work of “Pushing the Limits;

(b) athough some progress has been made, many of AEA's businesses have yet to achieve the sharp
strategic focus envisaged in the SIP of May 1989; and

(c) thebusinessplans prepared by AEA are of variable quality although steps are being taken to improve
them in the next planning cycle.

3.68. We recommend that:

(8) in preparing its next business plan each AEA business should carry out a strategic review of the
options available to it; and

(b) aspart of these strategic reviews each business should classify its product groups with a view both to
taking prompt action to improve its business focus and to identifying any constraints impeding
progress. Possible categories could, for example, include:

(i) coreproduct areas with attractive margins to be retained for cash generation;
(if) peripheral but profitable product areas to be hived off or form the basis of joint ventures;

(iii) low-volume product areas with limited growth potential to be closed or sold, for instance to
their management teams;

(iv) loss-making or low-margin product areas with no potentia to be closed; and

(v) low-volume product areas with growth potential and attractive prospective margins to be
invested in aslikely emerging businesses.

The AEA Corporate Plan

3.69. The AEA Corporate Plan for 1991 to 1995 contains four-year sales and financial projections, but
because of the reorganisation there are no comparative data on historic performance at business or product-
group level. Actua performanceis not therefore reviewed againgt earlier plans and the milestones suggested
in the SIP report. Any analysis of the market and the competitive position at product-group level is very
limited. We conclude that the lack of comparative historic data and the limited market analysis at product-
group level inthe 1991 to 1995 AEA Corporate Plan increase the risk that the sales and financia projections
may be unredlistic and have prevented AEA's actual out-turn performance from being effectively reviewed
againg earlier plans.

3.70. The AEA Corporate Plan identifies a number of important management weaknesses such as poor
project management, limited business skills and “too many of the wrong people. Although training
programmes are under way, these are not related in the plan to the specific weaknesses identified. The plan
does not outline action programmes for recruitment to rectify these weaknesses, or modify the strategy to
operate within the restrictions that they imply. We conclude that the 1991 to 1995 AEA Corporate Plan does
not take sufficient account of the weaknesses that it hasidentified.

3.71. We recommend that in its next MTCP (or in associated documents) AEA should assess the
adequacy of the action it has taken to rectify the management weaknesses identified in its 1991 to 1995
Corporate Plan, particularly in the areas of poor project management and limited business skills, and should
outline appropriate further plansto close any remaining gaps in its management skills.
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3.72. AEA is particularly vulnerable to changes in Government energy policy. Although the AEA
Corporate Plan considers a few key sensitivity cases including the impact of the early closure of the PFR,
little condderation is given to the potential effect of threats such as major changes of Government policy
towards nuclear power. We conclude that some of the threats faced by AEA are sufficiently serious to
require it to prepare appropriate outline contingency plans.

3.73. We recommend that in its next MTCP AEA should identify the threats which could expose it to
serious financia problems, and should develop outline contingency plans accordingly, so far as is
practicable.

Joint ventures and alliances

3.74. AEA's dtatutory powers (vires) have a significant inhibiting effect on the activities that it can
undertake in the non-nuclear field. Broadly speaking AEA is not empowered to manufacture non-nuclear
products or to provide routine non-nuclear services. This applies even in respect of products or services
based on intellectual property rights (IPR) which AEA hasitself developed.

3.75. AEA bdlieves that forming aliances or joint venture companies could be an important part of its
strategy towards developing some segments of its business. This particularly applies to the non-nuclear side,
which AEA is seeking to expand to compensate for the declinein nuclear business. A number of possibilities
have been identified in the AEA Corporate Plan. Because of its restrictive vires constraints, however, AEA
has less flexibility in forming such joint ventures than a private sector company. Thus AEA is confined to
taking minority positions which limit the extent to which it can influence the exploitation process, and the
financial return it can expect. Further development of the joint venture, beyond the initial product based on
AEA's IPR, could also be restricted by AEA's vires constraints. The joint venture would be prevented from
diversifying its business to include second generation and complementary products. Even those joint
ventures established initially for nuclear work could be affected by the congraints, for example where a
nuclear company in which AEA had a majority holding wished to diversify into related non-nuclear aress.

3.76. Furthermore, AEA is subject to certain requirements for prior approval by the Secretary of State by
reason of a Ministerial Direction under section 3 of the Atomic Energy Authority Act 1954. These approval
requirements have been relaxed, notably in relation to minority shareholdings, but AEA considers that the
remaining requirements and criteria for approva ill represent an unjugtified limitation on its options
(particularly with regard to partnerships and other non-incorporated joint ventures). The issue is under
discussion between DEn and AEA.

3.77. We conclude that:

(8 AEA's activities in the non-nuclear field are significantly inhibited by the existence of the present
limitations on its statutory powers;

(b) the vires congraints significantly affect AEA's ability to participate in joint ventures and alliances
particularly in most non-nuclear areas where it is confined to joint ventures and alliances which are
necessary for the explaitation of its IPR;

(c) these vires congtraints can inhibit the further business development of joint ventures, even in the
nuclear fidd;

(d) it is possible that some parts of AEA's activities might be best exploited by using aliances or by
AEA taking minority shareholdingsin joint ventures; and

(e) the question of AEA's vires will need to be addressed in the context of any move towards plc status
(see Chapters 2 and 4).

3.78. Meanwhile we recommend that AEA should not hesitate to approach DEn to promote any specific
ideas for participating in joint ventures or alliances.
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