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PRIME MINISTER

MISC 22: Future of the Mational Enterprice Board

The paper before the meeting ir Sir Kaith Josaph's minute to you of

13th November and its attachmaent, MISC 22 was of coursa originally set up to
handle the problems of Rolls-Royce. Sir Keith's minute sxtends, and indeed
shifts, the immediate issua to the future of the present memhars of the MNational
Faterpriss Board. (We have not on this occasion invited Mr. Pym bocause his
interests ara really confined to Rolls-Royce alone. )

2s You are familiar with the background and I need not rehearse it. The
immediate dilemma ie one of politics and persconalities. The key elements are:-

(a) Sir Kenaeth Keith has agreed to leave tha chairmanship of Rolls-Boycea

sarly in tha New Year.

Sir Frank McFadszean haa agreed (o replace him in that role.

The Goveriment nas decided that Rolls-Royce saould be removed from the
tutelage of the NEB once tha nececsary powers are available, after the
pasgage of the Induetry Bill, Sir Frank McFadzean's acceptance of the
Rolls-Royce chairmanship is dependent on tais bhzppening.

The NEB have said semi-publicly that they will resiga il Rolls-Royce is
tiken awhy lrom them.

British Leyland want to jump oa tae Rolls-Royce bandwsgon and also
escape the tutelage of the NEB, Since Sir Keith Joseph's minute was
written te hae discussad the relationship of BL and the NEB with the BL
Board, You will want & report on this meeting, Our underetanding is
that they confirmed their belief that, irrespective of personalities, it is
an organisational mistake to subject ons bigh-powered group of
businessmen (o the tutelage of enoiher (it also adds an unnecessary link
to the chain of responsibility: as present events dermonstrate, the major
political decisicns about appuintments and finance have to be taken by

the Governinent, and the interposition of the NEB cannot relieve them of

aki




that reepcnaibility). They did not threaten to resign but it is relevant

that, uniike the Rolls-Royce Board, that of BL is good and their views

should carry weight.

Sir Kaith Joseph's minute iraplies that the retention of NEB control over
Rolls-Royce is being elavated by the TUC into an issue of principle with
threats of a withdrawal froin the National Economic Development Council
and its machinery if toeir attitude does not prevail, Since
Sir ¥eith Joseph's minute was written the Tconomic Committee of the TUC

has met - this morning - and a report of their attitude will be uvailable
either tonight or at tomorrow's mesting.

- Although the immediate issues are those of personzlity (with
Sir Leslie Murphy cast in the role of "chiaf villain"') there are undarlying and very
important {ssues of public administration. It is azreed that Rolls-Royce should
depend directly on the Department of Industry. Given the progpects of that
company, especially under a new Chairman, this may aol bs tco Onerous a CrYOES
for Government to bear., But BL's problem s &re more horrendous aad immediate
If the Govarnment ie to lose the buffer of NEB and take direct responsibility for
that copipany, it needs to do &o with its eyes wide opeun,

4, Foually, it will be importent net to lose sigit of th» implications of the
Government's decisions on the future of the NEB itseli. Without both Rolls-Royce
and BL it will be & very cifferent animal - much dirainished - from that envisaged
by the Government in the summer. The Commiltee nay cecice tLhat tuls does not
matter. But it should do so as a conscioun deciaion about good administration
and not simply as a by-blow of the resoiution of perconality clasies.

- This being said, the fact remalins that the in mediate problems are of
personality. Matters have got to the point where importaat (or ¢ alf-iroportant)
groups of powerful men are striking attitudes in public and are too freely seeking
to get their way by threats of resignation. Such threats are as dangerous to

Government as any other form of blackinzil because, if acceded to, they

diminish the Government's authority to run its own show in its own way through

individuals of its own choice.




The gquesticns the Group will aave to resolve, therefore, are:-

Is it prepared to stick to its earlier decision that Rolls-Royce should be
extraciad from the NEB? Sir Frank McFadrean was reported at an
earlier meeting as saying that gither this or the removal of
Sir Laslie Murphy wers the conditions of hir acceptance of the chairman-
ship. Have mattars gone too far for the latter to ba still a viable option?

If the answer to (a) is thal tha earlier decision stands, does the Group
agrae that it has no option but to accept the resignation of the NEB if
offersd - and indeed, given their semi-public posturing, has the NED any
cholcs but to resign? The question of "good order and discipline" is
probably paramount hers.

Is the Group prepared to call the TUC's bluff on the NEDC? It would
obviously bs hard for the TUC to deafend the withdrawal of co-operation
on the grounde that it did not like the Covernment's, and Parlizament's,
decisions about the management structure of public assete. It would be
rqually hard for the Government to appear to give in to TUC prassure on
a matter wholly within the Government's compatence.

Ars the Government preparsd to accept direct responsibility for BL? Or
would they prefer, if it could be arrangad, that the presant BL/NEB
relationahip should be maintained under a revampad NER doapits the
wishes of the BL Board?

1f the NEB doee go, how quickly can it bs replaced, and if so, by whom?
(This is a secondary issue but worthy of urgent attention if an awkward
hiatus with BL is to be avoided in the intsrval bafors the Industry Bill

becomes law. )

{f) If the remorselass logic of {2), (5) and (c) ebove is unacceptable, is there

any way the Government can eutpicare itsalf with honour?

HANDLING

7. You will want to ask the Sacretary of State for Industzy to explain the

precent poeition, including a report on his talks with the Pl Board and for him

and/or the Secretary of State for Fmployment to report on the =ttitude of the TUC,

Ther«ifter you may want to concentrate discussion on the peints I navs identified

in the preceding paragraph.




CONCLUSION

B. Subject to discussion, the most likely outcome i= that the Secretary of
State for Industry will be invited to confirm to the NEB the daclsion that Rolla-
Royce is to be removad from their responsibility and tell them that if they'feel

obliged to resign on this account, so be it. The Group may also wish te invite

the Secretaries of Stats for Industry and for Employment to contact the TUC,

explaic the Government's position acd invite tharm to weigh carefully the

consequences of ovar-reacting to a eituation where they have no locus.

ROBERT ARMSTRONG

lath Novenibher, 1979
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PRIME MINISTER

FUTURE OF THE NATIONAL ENTERPRISE BOARD

Keith Joseph sent me a copy of his minute to you of 13 November.
I should like to set down, before we meet in MISC 22, what seem to
me to be the main considerations we should have in mind in considering

this problem.
. ’ :

¥ o4

i ey — i i

First,-tha.immediate flash-point {tudayis meeting of the TUC Economic

Committee) has been safely passed. Len Murray's attitude, and his
influence on David Basnett, seem to have been wholly helpful.
Secondly, Rolls Royce (and BL for that matter) cannot legally be
subtracted from NED until the Industry Bill has been passed into

law, and this is unlikely to be before next April at the earliest.

Thirdly, we do not want to have to fiﬁd a replacement for MeFadzean
as Chairman of Rolls Royce if we can help it, even though the present
problem seems to be aggravated by his unreadiness to compromise: nor
do we want to be faced with a TUC walk-out from the NEDC and the
Sector Working Parties, still less a complete breach between it and
the Government. (You yourself made this point to Geoffrey Howe,
Keith Joseph and me on & November). I should add that, when I spoke
to Len Murray again this afternocon he made it clear that he remained
of the view that the removal of Rolls Rovce from the NEB would have
repercussions beyond the resignation of the NEB Board, - ie no TUC
nominees for a reconstituted Board and very probably a TUC withdrawal

from other bodies such as NEDC.

In the light of all this, I do not see that we are under any obliga-
tion to take speedy decisions, or that any point of principle would
be threatened if we managed to achieve a compromise whereby the Rolls
Royce Board and the NEB stopped snarling at each other and allowed

considerations of the national interest to take precedence over their




personal feelings. What has passed over the last week must have been
grist to the mill of Rolls's two US rivals. When McFadzean and Murphy
and their colleagues come to realise this in théir calmer moments it
ought to be possible to get them all to arrivegat some sort of
armistice - whether by an exchange of directmu;?utween the two Boards
or some right of direct access to Keith Joseph for McFadzean or
whatever. But the immediate need is to get hntﬁ Boards to stop

!
sounding off and to start thinking constructively for a change.

I am sending copies of this minute to our colleagues in MISC 22,

and to Sir Robert Armstrong and Sir Kenneth Berrill.

o f

q% J P
Approved by the Secretary
of State and signed in
his absence

14 November 1979
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FRIME MINISTER

FUTURE OF THE NATIONAL ENTERFRISE EOARD

1 We are discussing the future of the National Enterprise Boar

in MISC 22 on 15 November. I attach the paper summarizing the
position but this is necessarily incomplete because we do not

yet know what will happen at the meeting of the TUC Economic
Committee on Hﬂéﬂﬂfdaf morning. Jim Prior and I met David Basnett
earlier today and he is unlikely to act precipitately tomorrow.

2 The present position is that we have secured the agreement

of Sir Kenneth Keith to leave the Chairmanship of Rolls Royce

early in the New Year and we have secured the agreement of Sir

Frank McFadzean to replace him. We have not found a way of

achieving our preferred solution for GEC to assist in soming out

Rolls Royce's production and finance problems. I have told the

NEB Board that we intend to remove Rolls Royce from their jurisdiction
a8 soon as we obtain the powers to arrange this. Our intentionin

this respect has now become public knowledge as has the intention

of the NEB to resign en masse if we go ahead with our plan.

% What is at issue in the present situation is, on the one hand,
the possible repercussion on the NEDC of our going ahead with our
proposals and, on the other, the certainty that we shall do
considerable damege to our credibility over a range of issues if
we are seen to back down in the face of the threat of the NEB to
resign.

I am copying this minute to the other members of MISC 22, to Sir
Robert Armstrong and to Sir Kenneth Eerrill.

1% November 1979

EEPETtmEﬁt of Industry {approved by the Secretary of
shdown Louse State and signed in his absence)
125 Victoria Street & i
London SW1




CONFIDENTIAL

THE FUTURE OF THE NATIONAL ENTERFRISE BOARD (NEB)
NOTE BY THE SECRETARY OF STATE FOR INDUSTRY

1 I referred in my paper (MISC(79)1) to the risk of resignations
from the Board of the NEB in dealing with the Rolls Royce (RR)
igsue. The Board of the NEB have now made clear their intention
to resign if the Government proceed with their proposal to remove
RR from NEE ownership.

5 fThe Chairman of the NEEB has been active in seeking support

for his position and the General Secretary of the TUC has advised
us that there is pressure from present and past trade union members
of the NEB for the TUC to withdraw from cooperation in the National
Economic Development Council and the various Economic Developuent

Committees.

Evaluation of the NEB Position

% The NEB recognise that, if RR is withdrawn from its ownership,

the Board of the British Leyland (BL) will press very hard for the
same treatment. They may also recognise that,if a choice has to
be made between the loss of the BL Board and that of the NEB on
this issue, I would have to choose in favour of the BL Board.

4 While some of the industrial members of the NEB Board appear
ready to exert a restraining influence on Sir Leslie Murphy in
his public criticisms of RR and complaints about lack of Government

support over the last year, they will feel an obligation to resign
with him. :

The Position of British Leyland
5 In logic BL should not be part of the NEB; a company of its

size needs a board of the highest calibre and such a board will

not accept the supervision of another external board of businessmen.
We are fortunate in the case of BL in having a board of the necessary
calibre and I am advised that there had been strong pressure from
within its membership for a direct relationship with the Department

/well before...




CONFIDENTIAL
2.

well before we took our decision on ER.

& I shall nevertheless seek, in the interests of compromise, to
persuade the board of BL when I meet them later today to accept
continuation of the NEB shareholding on the grounds that the
gpecial considerations for a direct Government shareholding in RR
do not apply in their case. It must be expected, however, that
they will press their case hard and I consider it essential to
retain the services of this board.

A New Chairman for Rolls Royce

7 Sir Frank McFadzean remains willing to accept the Chairmanship
of Rolls Royce but is strongly resistant to any compromise with

the NEB. He had independently, as a member of the board of RR
during recent weeks, reached the conclusion that the relationship
with the NEB was wrong, and he shares Sir Kenneth Keith's appraisal
of the Chairmanship of the NEB.

Possible Compromises

B I have reviewed several possible compromises:-
a. arrangements for the NEB to retain a shreholding
in RR carrying special rights;

leaving RR in the NEB but with Sir Frank McFadzean
taking the chairmanship of the NEB when Sir Leslie
Murphy retires as well as the chairmanship of RRE;

a range of possible devices for deférring a decision
pending a review and in the meantime insulating the
present Chairman of the NEB as far as possible from
the affairs of RR and EL.

g It is hard to see how the first of these could be formulated

in a way that would be acceptable both to the NEB and to Sir Frank
McFadzean. The second would overload Sir Frank McFadzean; the
problems of RR are so great they need his undivided attention.

While at an earlier stage he himself raised the possibility of the
dual role, this was on the assumption that Sir Leslie Murphy would

Sleave the...




CONFIDENTIAT,
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leave the NEB quickly, a possibility we must discount. The third
range of possibilities all suffer from the disadvantages of continuing
a running sore and of distracting the top managements of RR and H

from their central task of improving the performance of their

companies.

10 Moreover, face-saving compromises of this kind would be seen
as a surrender by the Government to the pressures that the NEB
had been able to bring to bear on them and there would be no
offsetting benefit to public funds through improved management of
RR or EL.

The Costs of Proceeding as Proposed

11 If we proceed and in consequence the NEE board resign, the
risks we run are:

attacks by the ex-Chairman of the NEB on KR management
and on the previons_and present holders of my office for
not dismissing Sir Eenneth Keith;

the possible loss of TUC involvement in the NEDC and
its Committees;

conceivably, some worker reaction in RR or EL.

12 The first could be damaging to the business of RR and could

be pursued with bitterness. The perscnality element in the
eriticisms would make the issues of particular interest to the

press and the PAC (or some other Parliamentary Committee) might
mount a detailed investigation extending over & considerable period.
But part of the damage has already been done. DMoreover Sir Leslie
Murphy will bring upon himself much criticism too.

13 We can help the General Secretary of the TUC by deferring a
decision until after the meeting of the TUC Economic Committee on

1Q.Havember, by making clear that any arrangements for the management

of RR and BL shareholding have no relevance to the issue of returning
the companies to the private sector, and by making clear that our

/deceion....




CONFILENTIAL

4.

decision is not based upon judgements on the competence of the
NEB. Withdrawal of the TUC from NEDC activity would be seen as
disproportionate to the magnitude of the issue.

14 While the NEB has made warning noises about worker m®action

in KRR and BL, the managements of both companies discount the
likelihood of any significant worker opposition to the removal

of their companies from the NEE. If the trades union movement

were, however, to make this a major issue, the risk of strong
worker opposition is obviously increased. Even so RR do not foresee
significant strike action and I shall be taking further soundings

of EL.

Conclusion

15 1 am myself strongly opposed to conceding to the pressures
being placed upon us by the NEE Board but I suggest we take a
final decision at our meeting following a final assessment of the

TUC implications of a decision to proceed.

(
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Caxton House Tothill Street London SW1H ‘:'J'N;"\
400

Telephone Direct Line 01-213
Swigchboard 01-213 3000

Ian Ellison Esq

Private Secretary to the i],
Secretary of State q1‘

Department of Industry

Ashdown House

Victoria bLtreet |

Deas (O~
ROLIS BNYCE AND THE NEB

Your Secrectary of State andl mine saw David Basnett at Caxton House
this morning to .discuss the current situation.

Sir Keith Joseph made it clear to Mr Basnet: that the primary objec-
tive of the Steps taken so *ar nad Hnen to ~i'tect a satisfactory re-
organisacion of Lh> Yoo managewent ¢f Folls Royce with th- minimur. of
recriminai.iors. The depsrture of Sir Kenneth Keith and the separution
of il from the SED has seeunsl the best way to achieve this. The
managemcuc of NEB ana 1is “uwolity was not at issue, and <chere

had been ne i1ntention of discourtesy to the Beard in the rar the
uatter had be.n handled. He was well aware that the NEB were dis-
satisfied with the ER management and he hoped that the change- that
the Government had in mind would serve to improve the situation.

Thers could ts little doubt that it was somewhat strange t2 have
one ftrong board on top of another as was the case at present.
However, he would be considering the various options further and
consulting cclleagues about them.

Mr Eusnett said that the NEB had been aware of the unsatisfactory
situation at RR for some time. They had been anxious to remove

Sir Eenneth Keith and appoint a chief executive of proven ability.

The NEB had been restrained b successive Governments from doing

this, while Sir Kecnneth Keith had been allowed to ignore his memorandum
of acreement with the NEB and make major moves vis a vis the

Government without consultation with the Board. Moreover the Government
appecred to be endorsing RR's expression of no confidence in the N:ZB by
sonsigdering the appointment of a new RR Chairman without consulting it.
In his view the logic was to have the NEB looking after all "lame

ducks" including Rolls-Royce and British Leyland. There remained little
doubt in his mind that if RR was removed from the NEB the Board

would resign en masse.




In response to a question from Mr Prior about how the current con-
flict might be resolved, Mr Basnett quoted with approval the NEB's
suggestion of interlocking board membership between the NEB and RR.
He wondered if there was any mileage in bringing Sir Frank McFazdean
(whon he knew to be the Government's choice) and Sir Leslie Murphy
together for a talk about the situation; the ideal solution would

be for Sir Frank to waive his objections to working with the NEBE.

He had to say moreover that the NEB did not altogether hLhave con-
fidence in Sir Frank, as the right man for the job, pariicularly

in view of his age and state of health.

The meeting concluded with Sir Keith Joseph emphasising the contin-
uing role he saw for the NEB and the overriding importance of
securing the future satisfactorily for Rolls Royce. It was agreed
that Mr Yrior would get in touch again with Mr Basnett when the
Government had considered the matter [urther.

I am sending a copy of this letter to Tony Battishill (Treasury)
ap.. Tim Lankester (No 10).

I AW FAIR
Priccipal Private
Secretary
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ROLLS ROYCE AND THE NEB &

Following the meeting which the Prime Minister held
last night, the Chancellor, with the Secretaries of State
for Industry and Employment, saw the General Secretary of
the TUC at the Treasury this morning to talk about Rolls
Royce and the NEB,

The Chancellor began by assuring Mr. Murray that
Ministers were anxious to find an acceptable solution which
would avoid unfortunate wider repercussions. The Secretary
of State For Industry said that he had written to
Sir Leslie Murphy assuring him that he had intended no
discourte esy to the NEB Toard in the necessarily short notice

they received about the prDLG“&lS for Rolls Royee; nor in
reaching that decision had he intended any 1mplled
criticism of their prior management of that company . The
source of the problem lay in the history of constant confliect
between the NEB Board and the Board of Rolls Royce, He had
no wish to dismiss Sir Kenneth Keith or Sir Leslie Murphy,
even if he had the power to do so. In view of the clash of
personalities, and the apparent intractibility of the two
sides, he had reached the conclusion that the route of
separation was the only viable one. He had made it clear
that he wanted to keep the NEB in existence, though with
diminished powers. He had certainly not intended a chance
remark about the lengthy involvement of the NEB in Rolls
Royce's affairs to be taken as criticism of Sir Leslie Murphy ,
or of the other members of his Board. He had told them of
his plans for Rolls Royce as soon as he had been able to do
50. He hoped he had removed any misunderstanding on the
part of Sir Leslie Murphy or Mr. Basnett. He faced the
prospect of a similar situation developing over British
Leyland, but he hoped to avoid having to take that company
out of the EEE as well.

Mr. Murray said that he had not gained the impression
that Mr. Basnett and the other NEB Directors were complaining

fof different

T. Lankester, Esq.,
No.1l0, Downing Street
CONFIDENTIAL AND APPOINTMENTS IN CONFIDENCE




CONFIDENTIAL AND AFPPOINTMENTS IN CONFIDENCE

of perfunctory treatment; but they felt very strongly

that removal of Rolls Royce from the NEB when the Industry
Act became law would be seen as a vote of no confidence in
their management and, in effect, a slap in the face,

Mr. Murray was personally not in a position to judge the
internal management issues. His major preoccupation was
to prevent the matter escalating in such a way that TUC
involvement in the NEDC was threatened. Mr. Basnett had
been very angry. He had wanted to propose, at a meeting of
the TUC Economic Committee on Wednesday, li4th November,
that the TUC sheould withdraw from the Sector Working Parties
and the little Neddies, Mr. Murray had been very worried
about this, both because he had been dealing with similar
rumblings from certain other members of the TUC General
Council and because of trouble with Mr. Harry Urwin over
the threatened end to the Hotel and Catering EDC. The
latter difficulty had been, he thought, successfully
deflected by discussion at Wednesday's full NEDC meeting,
but Mr. Murray was obviously fearful of an alliance of
hostility towards NEDC formed by Mr. Urwin and Mr. Basnett,
which others might seek to foster. If the matter got

out of hand, it would not only threaten sensible tripartite
discussion with the Government and the CBI, but alsoc risk
infecting developing contacts between the CBI and the TUC.
Mr. Murray said he had alsoc spoken about the Rolls Royce
issue with Sir Leslie Murphy; whilst Mr. Murray retained
an affection for the NEEB he was more concerned to find a way
of averting the wider repercussions he had described. He
had tried to persuade Mr. Basnett to hold his hand and

not to raise the issue at the meeting of the Economic
Committee, He hoped he had succeeded.

Ministers endorsed Mr. Murray's wish to find a way of
coocling the present situation, and of at least avoiding
precipitate action before the Economic Committee met the
following week, The Secretary of State for Industry said
that he was desperately anxious to avoid any action which
could affect the good name of Rolls Royce. Nor did he
wish to lose Sir Leslie Murphy or the rest of the NEB Board.
But Rolls Royce had to have the reinforcement of new
management which the NEB Board itself had wanted for some
time. If the only solution involved resignation of the
NEB Board, he stood ready to invite the individual members
to re-consider, or to invite new members to take their
place. Mr. Murray said that he was certain that no trades
union representative would accept such an invitation in

&

those circumstances.

fMr. Murray

CONFIDENTIAL AND APPOINTMENTS IN CONFIDENCE
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Mr. Murray said he understood the Industry Secretary's
position. He knew about the problem of personalities.
Nevertheless he felt there must exist some formula which
would enable resolution of the conflicting considerations.
The Chancellor wondered whether a solution might lie in
some kind of arrangement under which Rolls Royce became an
associated company of the NEE, with representation on the
Board for NEB directors, or, if this was too direct a
relationship, for directors recommended by NEB. There
might also be some continuing shareholding presence. The
Secretary of State for Industry said that the idea of
part-time directors on the Rolls RHoyce Board recommended by
the NEBE could be looked at; but he was clear that
Sir Frank McFadzean would not accept an arrangement under
which he was directly accountable in any way to the NEE.

Sir Frank required to be explicitly assured that the situation
would be satisfactory once the Industry Act came into force,
even though Sir Leslie Murphy would be leaving the NEB in
eight months time.

After further discussion on these lines, the Secretary
of State for Industry undertook to consider further whether,
despite the exhaustive examination already given to the
problem, a compromise basis could be found which would allow
the main parties concerned to co-exist in a new relationship.
He was under no illusions about the magnitude of the task,
and he did not wish to raise false expectations that such an
outcome was possible. Mr. Murray said he would be glad to
help in whatever way he could as an intermediary. With
Ministers' agreement, he woiild report their conversation to
Mr. Basnett, urging him to reflect further on the wisdom of
escalating the matter at the TUC Economic Committee Meeting.
He would also urge him with his fellow NEB Directors to
address themselves to the search for a formula which might
form the basis for a solution. If Mr. Basnett wished to talk
to Ministers direct himself, he should be asked to contact
the Secretary of State for Employment, who would then arrange
for a meeting with the Secretary of State for Industry and
himself or the Chancellor. It was crucially important to
buy further time and to ensure that no-one acted precipitately.

The Chancellor thanked Mr. Murray for giving up his
time and for his offer of further help.

I am sending a copy of this letter to Ian Ellison
(Department of Industry), and to Ian Fair (Department of
Employment).

e

(A.M.W. BATTISHILL)

CONFIDENTIAL AND APPOINTMENTS IN CONFIDENCE
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-nnm,s.-nnﬂh is one of the
sorld’s - three  leading  aero-
engine builders,  As a large
“expocter “in @ high-technology
husiness, 1f i8 an asset to Brilish
Andiistry. - Bot it national im-
portance does not mean that it
Y& exempt from commercial
seanglderations. Ttls not entitled
10 afr “endless  shpply of tax
Ipayvers’ money in the hope that
ine-10, 20 .or 30 vears' time it
fmay make an adequate return:
Ton the investment,  ldeally it
sshould . be: returned © tol the
- private_sector. jist like 113 two
U.S competitors, Tut the enor-
mous costs- adsociated with the
“RB-211 programme and other
nfw engine developments pre-
“elude that solution -for some
t:tme to come. ~Thus it Is even
“more Important  that, while
'Enl]a. Rovee - regmains: In  the
‘putllu:' secior, it should be sub-
-fect to strict financial controls,
-with clear profit targets and
setear Jimits on Its access to
}puhlll:" monéy.

-Rﬂ'\emmenf i .

s The Jast Goverdment gave the
sMntianal Enterprise Board  the..
Fiask of $upervising ’IrIE'I\Hm-"ﬂ
“=—a declsion which was resented
,hy the management of l!u. com-

'-'xlam- which preferred to deal

directly with the Department of
Inﬁu-ﬂr_'r *The argument “Was
hal ‘a7 commercially-minded
torganisation Tike the NEB was
‘more likely to impose the neces-
sary disciplinés than civil - ser-
“yants- Earlier this year, shortly
sbefore the election, the Govern-
~ment instrocied the NEB to
igecure by 1951 a rate of return.
«af - 10 mper cent on capital
semploved in Rolls-Rovce and a
:progressive incresse thereafter.
» This was not an unduly demand-
ring target, but it at least gave
“ithe company and the NEBR a
* framework in which its perform-
ance and its requirements for
-new funds could be assessed,
Since then the financial per-
formance of Holls-Royee has
been badly hit by the strength
‘ol sterling, and the chalrman
of the NEB has been openly
critical of the company’s man-
‘apement, It now appears that
*the Conservatlve Governmaent 18
considering a° change in the
conirol arrangements, [aking
the job away from the NEE and
‘returming it to the Depariment
of Indusiry,
fo, While the change . would
~obviously he welcomed by the
management of Holls-Royee, it
!is not clear what else it would

=

e

Rﬁﬂ -R@y@:“ ,,

achleve, It seems h:r:l]y pos-
sible . that = Mrs Margaret
Thatcher and Sir Keith Joseph
wish to relax the.fynancial con-
trols over the company or 1o
make funds avalahle to- it on
less onerous terms, One assumes
thit they would he sven mi:*-
detefmined than their predefes
sors™ {0  resiore Rolls Ri aycento

financial vahility, even-if that|

involved a contraction in the
dize ‘of its development pro-

gramme. e Bl

UHave Minlsters” ~persuaded
themselves—or been persuaded
wthat the civil servants would

be better at monitoring - the

company than the NEB? This

would be a strange view to hold |
in the light of Whitehall’s per- |
formanee in the period before |

the Rolls-Roves bankruptey: The
criticlsm of the company. tGday

is that while it is pood’ at sell-|
ing engines, . its internal finan

cial controls are weak. On the
face of it, the NEB Is more

¢ likely to tackle these weak-
messes and to enforca the neces-

sary managemen! changes than
the Department of Industry. s

-- It would be regrettable If the
ﬁﬂﬂrnn--m iz eonsidering this
step out of a desire to clip the
wings of the Nallonal - Eatel-
prise Board. . However much
Conservatives may- dislike- the
creature, . It~ is - performing
certaln tasks which have to be
performed =omewhers inm tha
government machine. Ministers
presumably. do not want. to
repeat the error of  thes last
TorvGovernment, which was fo
abolish the Industrizl Reorgan-
isation Corporation, only to
re-create it later -in  another
Euise,

Cash-hungry

Mo doubt there are other ways
of supervising Rolls-Hoyce than
through the National Enterprise
Board and perhaps the Govern-
ment sees 1he transfer fror the
NEB as the first siep in a plan
to provide a new financial basis
for the company's operations
But  whatever - the control
arrangements are, they have got
o be s=trict The fact that
personal relatians bhetween the
chairmen of the NEB and the
company have been poor Is not
nacessarily a bad thing. Rolls-
Royre ls !1h|-'|y to remain -one
of the il cash-hunzry of all
publie u;l-u enlerprises. IS
commercial | and  techanologleal
smbitions have to be Kept under
a tlight reln.

rd

1
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From the Private Secretary 9 November 1979

Your Secretary of State came to see the Prime Minister
last night to report to her on the day's developments over
Rolls Royce. The Chancellor of the Exchequer and the Secretary
of State for Employment were also present. Sir Keith Joseph said
that, following his discussion with Sir Kenneth Keith (reported in
your letter of 6 November), he had seen Sir Leslie Murphy, who was
strongly opposed to the proposal to take Rolls Royvce out of the NEBE
when the Industry Bill came into force. Sir Leslie appeared to have
misrepresented Sir Keith's position when reporting it to his NEB
colleagues. Sir Keith had corrected this when seven members of the
NEB Board came to see him. They strongly supported Sir Leslie Murphy,
however. All declared their intention to resign with Sir Leslie.
Sir Keith had said that he would consider their representations to
him, and then see Sir Leslie again.

The Chancellor of the Exchequer reported that Sir John Methven
had been to see him, following a conversation between Sir John and
Mr. Len Murray. Mr. Murray was anxious to find a way of making it
possible for the union members of NEB to avoid resignation. Sir John
was of the view that Mr. Murray would value the opening up of contacts
to allow a search for a compromise. The Chancellor said that his
personal impression was that Mr. Murray might be able to persuade
his union colleagues to accept a sensible arrangement on Rolis Royce
which would not set a precedent leading to the removal oI British Leylan
from NEB. The Secretary of State for Employment said that he had
had a number of coaversations with Mr. Murray in the course aif the
Mr. David Basnett was reported to be extremely concerned abouz the
situation. Mr. Murray foresaw a risk of unicn withdrawal from many
national forums if the Rolls Royce/NEB situation led to resignations.
Mr. Murray had pointed to the positive contributicn of the unions to
the work of the NEB and also to Lord Scanlon's efforts over the
British Levland ballot. Mr. Murray needed help, and also needed time
to work for a compromise.

da
NEE

/The Prime Minister

CONFIDENTIAL AND APPOINTMENTS IN CONFIDENCE
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The Prime Minister recognised that the current problems
were essentially personality issues., Now Sir Frank McFadzean
had made it c¢lear that he would not take over the Rolls Royce
Chajirmanship whilst links with NEB under Sir Leslie Murphy's
Chairmanship remained, there were still several options.

Rolls Royce could be taken out of the NEB, as proposed, or
ways might be found of persuading the present NEB Chairman

to leave the organisation, which might make it possible for
Rolls Royce and NEB to continue to work together. Precipitate
decisions should be avoided. It would obviously be helpful to
keep in touch with Mr. Murray. It was important to find the
approach which would avoid the risk of union withdrawal from
the NEB and possibly from other organisations. Mr. Prior
should speak to Mr. Murray early today paving the way for a
meeting of the Chancellor of the Exchequer and the Secretary of
state for Industry with Mr., Murray. It would be preferable to make
this one with Mr. Murray alone, Ministers should also pursue
contacts with individual members of the NEB to seek ways of
avoiding mass resignation. It would be necessary for Ministers
to be in touch again before final decisions were reached,

I am sending copies of this letter to Martin Hall (HM Treasury),
Ian Fair ( Department of Employment), the Private Secretaries to
members of MISC 22 and to Martin Vile (Ca.oinet Office).

M. A. PATTISON

Ian Ellison, Esq.,
Department of Industry

CONFIDENTIAL AND APPOINTMENTS IN CONFIDENCE
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Rolls Rovce and the NEB

Sir Keith Joseph would like to see you about this tonight,

As you know, Sir Keith saw the NEB Board yesterday and told
them of the Government's intention to take Rolls Royce out of the
NEB's responsibility. They said they would resign if this
decision was not reconsidered. They pressed Sir Keith to con-
sider a compromise solution: this would be that two NEB Board
members would join the Rolls Royce Board, Frank McFadzean would
join the NEB Board, and Leslie Murphy would undertake to stand

back from overseeing the company.

Sir Keith's Permanent Secretary saw Frank McFadzean today,
and it seems that the "compromise solution" is a non-starter,
McFadzean is not prepared to go along with it and says that
Murphy should be allowed to resign. He has suggested that he
himself should become Chairman of the NEB until the Industry
Bill is passed and Rolls Royce can be taken out of the NEB's
responsibility, and that Sir Kenneth Keith should stay on until
that time - i.e, March next year. During this time, McFadzean
would familiarise himself with the Rolls Royce operation and
recruit a management team., He also has in mind a possible
consultancy arrangement with Boeing as a substitute for the GEC
consultancy which we were thinking of, He would then take over
the Chairmanship of Rolls Royce from Kenneth Keith, and

relinquish the Chairmanship of the NEB,

An alternative would be for Leslie Murphy to resign along
with his Board, and for Frank McFadzean to take over Rolls Royce
on 1 January as suggested earlier. A new Chairman (someone other
than McFadzean) would be appointed simultaneously to the NEB,
However, I understand that McFadzean and Keith have talked and
would regard this solution as unacceptable - because, in these
circumstances, Keith's retirement would loock like a victory for
the NEB.




I understand that Sir Keith Joseph wants your agreement

to this approach. However, Mr. Prior is worried. Len Murray
b
has been in touch with me today and has said that if Rolls

Royece is taken out of the NEB, the trade unions will cause

trouble - and, in particular, they will retaliate by with-
drawing their membership of such things as the NEDC.
However, it is clear that McFadzean will not work under the

NEB and therefore I cannot see how we can meet Murray's

objections. Mr. Prior will just heve to mollify Murray somehow -

it would be very damaging if the trade unions did pull out of NEDC
in my opinion.
Mr. Prior has asked if he can join your meeting with

Sir Keith Joseph.

8 November 1979
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From the Private Secretary 7 November 1979

Rolls Royce

Sir Kenneth Keith called on the Prime Minister, along

with your Secretary of State, at 1745 hours yesterday.

Sir Kenneth said that he had met the Secretary of State
that morning to discuss the future chairmanship of Rolls
Royce. He himself had come to the conclusion that it was
time to retire from the chairmanship. He had successfully
built up the company so that it now had a strong order book i
and an impressive reputation throughout the world. But
major problems remained to be solved concerning production
and cost control. He had never claimed Lo be strong on
production management, and the problems of the company had
been exacerbated by the failure to recruit a strong . production
executive. Various attempts to attract a top man with an
engineering background had failed. There was no doubt,
in his view, that the first priority for a new chairman
was to find a suitable candidate for chief executive.

As regards his own successor, he was very content with the
proposal that Sir Frank McFadzean should become chairman;

he envisaged handing over on 1 January 1980. It would be
important to explain to Rolls Royce's customers in the USA,
particularly Boeing, the circumstances of the hand-over;

but he had no doubt that they would be impressed with the
choice of Sir Frank. Sir Kenneth then voiced his criticisms
of the NEB, and welcomed the proposal that Rolls Royce should
be removed from their responsibility and made responsible
directly to the Secretary of State. He was most anxious
that his departure from the company shduld not appear as a

L
K4

victory for the NEB.

/ Sir Kenneth

CONFIDENTIAL: APPOINTMENTS IN CONFIDENCE
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Sir Kenneth went on to make two further points.
Firstly, he hoped that Rolls Royce would be allowed to sign
an agreement with the Japanese to collaborate with the
development of the RB432 engine. With this agreement, Rolls
Royce should be able to secure a good position in the Far
Eastern market:; if the agreement did not go ahead, the
Japanese would almost certainly enter into talks with
General Electrie. The cost of the development programme
to Rolls Royce should not be great, and the commitment would
be subject to review each year. ©Secondly, he hoped that
the Government would make efforts to persuade the US Govern-
ment to buy the Advanced Harrier. He had called on the US
Deputy Secretary of Defence and the Secretary of the Navy
when he had visited Washington recently, and they seemed
keen to buy this aireraft. But the Administration would need
pushing further, and he hoped that the Prime Minister would
mention the matter to President Carter when she visited

Washington in December.

The Prime Minister said that the Government were very
grateful for all that Sir Kenneth had achieved as chairman.
They accepted that, if Sir Kenneth wished to retire at the
end of the year, he should do so. Out of recognition for his
services, she intended to give a dinner for Sir Kenneth some
time in the New Year. She noted the points which Sir Kenneth
had made about the 432 engine and the Advanced Harrier,
which he would no doubt discuss further with the Secretary
of State, and also the point about the NEB.

I am sending copies of this letter to George Walden
(Foreign and Commonwealth Office), Stuart Hampson (Department
of Trade), Tony Battishill (H.M. Treasury), Brian Norbury
(Ministry of Defence), Bill Burroughs (Department of Energy),
Ian Fair (Department of Employment) and Martin Vile (Cabinet
Office).

T. P. LANKESTER

Ian Ellison, Esq.,
Department of Industry.
CONFIDENTIAL: APPQINTMENTS IN CONFIDENCE
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DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
b/;(‘_hr'-;;fnvth 123 VICTORIA STREET
LONDON SWIE 6RB
TELEFHONE DIRECT LINE 01=-212 55(}1

SWITCHBOARD 01-212 7676
PE;‘I Secratary of Srare for Industry

ta November -1979

Tim Lankester Esqg : nw'jh
Private Secretary to the Prime Hinister*F?hn -l
10 Downing Street . M\' O
LONDON  Sw1 T o & _

- ]rﬁufh:a i 3
leeutse . -

MTM

Since I wrote to you last night, my Secretary of State has seen
Sir EKenneth Keith, Sir Frank McFadzean and Sir Leslie Murphy.

The discussion with Sir Kenneth Keith settled that he wil

leave Rolls Royce on 11 January 1980 and that he would be
succeeded by Sir Frank McFadzean of whom Sir Kenneth warmly
gapproves. Sir Kemneth's worry is about his personal position;
he is anxious that there should appear to be no victory for Sir
Lesglie Murphy and that there should be no suggestion that his
departure from Rolls Royce is in any way a quid pro quo for
taking Rolls Royce out of the NEB. My Becretary of State thinks
that the way to achieve this is to separate the announcement of
the release of Rolls Royce from the NEB from the announcement of
S8ir Kenneth Keith's departure by a week to 10 days (if this
praveﬁ feasible in the light of the NEB's reaction described
below).

The meeting with Sir Frank McFadzean confirmed that he does not
really want Sir Eenneth Keith to have any continuing role at
Rolls Royce. There is the possibility of a retainer, but the
matter will be settled between Sir Kenneth Keith and Sir Frank
McFadzean without our further intervention. BSir Frank remains
resolutely opposed to a direct GEC involvement, but he is
willing to consider the possible appointment of Mr Morgan as
Chief Executive. Mr Morgan's name has coineidentally been
mentioned by the head hunters employed by Rolls Royce to find

a Chief Executive.

The discussion with Sir leslie Murphy at which he was told of
the decision to take Rolls Royce out of the NEB was difficult.
Bir leslie, whilst saying that he would not resign himself,
regards the decision as a vote of no confidence in the NEB.
Although he personally approves of Sir Frank McFadzean, he will
require a direction before formally agreeing to his appointment

/as
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as Chairman of Rolls Royce. He commented that the arrangement

had an appearance of a "Tory plot" and he has asked the Secretary
of State to see the entire NEB at a formal meeting. He has

also threatened to release to the press a lengthy document
criticising Rolls Royce and carrying the implication that the

NEB was ineffective because it has not had backing from successive
administrations. My Secretary of State refrained from being

drawn into debate, but did point out that Rolls Royce had been

the NEB's responsibility for some 33} years.

The position for the meeting this evening is therefore that Sir
Kenneth Keith is fully prepared for what the Prime Minister has
to say to him. He does not now wish to discuss the Japanese
guestion or the RB432. The need is to soothe and to reassure him.
My Secretary of State hopes the Prime Minister will offer Sir
Kenneth a dinner to mark his leaving Rolls Royce and hint at
other possible delights in prospect.

Joum

lon

I E C ELLISON
Private Secretary
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Ref: AO0570

PRIME MINISTER

Rolls Royce

(Minutes to you dated 1 November from the Secretary of State
for Industry and 2 November from the Chancellor of the Exchequer,

are relevant. )

Background
When MISC 22 last discussed the Rolls Royce situation on

18 October (MISC 22(79) 2nd Meeting) the Group agreed among other

matters:

that if possible the expertise of Sir Arnold Weinstock
and the GEC management should be made available to

Rolls Royvee:

that you, together with a few colleagues should meet
Sir Arnold Weinstock and discuss the situation with

him;

that subsequently Sir Keith Joseph should sound out
Sir Kenneth Keith on his attitude to the proposed

arrangements.

2. The meetings with Sir Arnold Weinstock and Sir Kenneth Keith
have now taken place. Sir Keith Joseph's minute to you of

1 November reports the outcome of his meeting with Sir Kenneth Keith

but extends also into the future relationship of British Leyland

with the NEB. In addition it records Sir Frank McFadzean's

conditions for accepting the Chairmanship of Rolls Royce, including
rejection of the idea of using GEC as consultants; and raises

the possibility of 'securing the resignation of Sir Leslie Murphy'.

f3. The Chancellor
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3. The Chancellor, in his minute of 2 November expresses

concern that the way matters are developing represents a major
shift from that discussed in MISC 22 - especially as regards

the involvement of GEC - and JGEE??EEE whether Sir Frank McFadzean

is the best available Chairman for Rolls Royce.

4. The main problem with the discussion of these issues will
be to disentangle the various threads and to ensure that major
decisions are not taken without adequate preparation. In

particular:-

(a) You might seek agreement at the outset that the

proposal to transfer B.L. from NEB to the Department

CL of Industry is extraneous to the Rolls Royce issues

and should be the subject of a reasoned and separate
submission by Sir Keith Joseph. (Obvious questions

are whether the $hnr-ﬁf the NEB would be viable; whether,
given the difficult position of B.L. - much more delicate
and urgent than R.R. - the Government might not welcome
NEB as at least a short-term buffer: and whether this_

is the right moment to add a further dimension of

uncertainty to the B.L. position.)

{b) You will want views on whether Sir Frank McFadzean's
il

conditions are acceptable (or changeable) - the s!:rarenf

aversion to GEC "being the most at variance with past
thinking - and whether in the light of this, and the
Chancellor doubts it, he should still be regarded as a

potential Chairman for R.R.

f{e) You will
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(c) You will particularly want a collective view
on whether the management structure which might
emerge from Sir Keith Joseph's latest ideas meets

the needs of the situation.

(d) You will want to sound colleagues on the
proposition that Sir Leslie Murphy should go. It
being relevant that this is posed as an alternative
to the transfer of R.R. to Industry - which is

already agreed.

Handling

0. You should ask the Secretary of State for Industry to explain
the current situation and the Chancellor to explain his worries.
Thereafter the discussion might focuss on the four main issues set

out above,

Conclusion
G. Apart from seeking a separate paper on B.L. the conclusion

will depend on the course of discussion.

WiV,

-

4

ROBERT ARMSTRONG

X Novewlezr 19479
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SWITCHROARD 01-211 T&76
PS..-’{‘-'M ratary of Srate for Industry

5 November 1979

Tim Lankester Esqg

Private Secretary to the Prime Minister
10 Downing Street

London SW1

M l\.-l‘i'\.

««» 1 enclose a brief for the Prime Minister's talk
with Sir Kenneth Keith on Tuesday & November.
My Secretary of Btate is seeing Sir Kenneth
Keith, Sir Frank McFadzean and Sir Leslie Murphy
in the course of the morning and I will send you
supplementary briefing early in the afternoon.

é&hnmd Ly

lan,

I K C ELLISON
Private Secretary
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PRIME MINISTER'S TALK WITH SIR KENNETH KEITH ON TUESDAY & NOVEMBER 1979

PHEEOSB

i to respond to Sir Kenneth Keith's wish to have a talk
with the Prime Minister;

to secure his resignation from the Chairmanship of Rells

Royce by sgreement and with honour.

Eackground

Sir Eenneth Keith told Sir Keith Joseph last Wednesday at Derby that
in a sense he had "shot his bolt", that he had never pretended to be
an expert in manufacture and that if he could think of someone who
knows that side he would make way for him and accept an international
sales consultancy role. But he is a mercurial person, subject to
changes of mood, and there is mlways a possibility that he will have
changed his mind, particularly if he sees a future ahead without the
encumbrance of the NEB.

Points to bear in mind

i 8ir Kenneth Keith has the strongest antipathy to Sir Leslie
Murphy in particular and to the NEB in general. This means
that his resignation will only be achieved if it is clearly
seen by him to be none of Murphy's doing, and if this is
clear to the world at large too. It also means that to
tell him in confidence of the Government's decision to
take RR out of the NEB will be some compensation for his
loss of the Chairmanship.

Sir Kenneth Keith is a proud man who will respond to visible
gigns of recognition. For example, a dinner given by the
Prime Minister to mark his departure from Rolls Royce would
help;

Sir Keith Joseph will have seen him on the morning of the
Prime Minister's talk, to prepare the way, and further
briefing will be given in the light of that discussionj
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it will be best to concentrate on Sir Kenneth Keith's own

personal position, but if he introduces discussion on

candidates for the succession it could be useful to mention

that the Government has in mind Sir Frank McFadzean.

/Bir Keith Joseph will mention this if it seems opportune
in the morning,/

Conduct of the meeting

Depending on how the morning's discussion with Sir Keith Joseph has
gone, it might be best to begin by inviting Sir Kenneth EKeith to
give the Prime Minister his assessment of the company's present
position and the way ahead. He might also be invited to give his
views on the NEB.

Subject to the risk of changes of mood mentioned above, there is a

good chance that Sir Kenneth Keith will respond by indicating his
willingness to go and, if so, that makes the discussion correspondingly
easier.

Facts and Figures

A short note is annexed (Annex 1) summarising some of the facts on

Rolls Royce with which the Prime Minister is already broadly familiar.

Collaboration with Japan

Sir Kenneth Keith wishes to raise this. A note is enclosed at Annex II

Points to make in discussion

i warm recognitionaof what Sir EKenneth Keith has achieved
since, at the request of Lord Carrington, he took over
the Chairmanship of Rolls Royce following the collapse
in 1971: no-one could have devoted himself more whole-
heartedly to the task and the nation recognises this;

acknowledge that the company has not been helped in its
task by the Labour Government's decision to transfer the
Government's ownership of the company to the NEB and tell
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Eir Kenneth EKeith in striet confidence, for his own
information only and not that of any of his colleagues,

that the Govermment intends to announce shortly its
decision to take Rolls Royce out of the NEB - the only
alternative would be to secure the resignation of
Sir Leslie Murphy;
fIt may be necessary to say something broadly indicative

of the Govermnment's thinking during the Industry Bill
Debate on Tuesday, but the Government must control the
handling of this delicate matter,/

returning to Rolls Royce, congratulate Sir Kenneth Keith
on achieving the launch order position for the new 535
engine in the new Boeing 757 medium range, medium size,
passenger airliner. This was very much a personal
achievement of Sir Kenneth Keith:

while welcoming this, express the Government's concern
gbout the scale of the company's financial problems. In
the normal way a shareholder accepts the need to finance
the cost of increased inventory when business expands, but
unfortunately, with movements in the exchange rate,the past
effects of inflation, and the difficulty of improving
productivity, Rolls is facing some heavy losses in the
period immediately ahead;

we know that Sir Kenneth EKeith sees the critical issue
facing the company, now that he has re-established it in
the market place, as the successful management of a huge
expansion in the production of the RB211 family of engines
without increasing the labour force and with a major
reduction in costs;

the Government thinks this analysis is absolutely right and
the Prime Minister has had a report from Sir Keith Joseph
of the private talk he had with Sir Kenneth Eeith last
Wednesday at Derby:
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the Goverrnment accepts the wisdom of Bir Kenneth EKeith's
view that the skills required for this new stage in the
company's progress might best come from a new Chairman;

naturally the Government would want to mark the change

in the Chairmanship by some public recognition of
Sir Kenneth Keith's contribution; /The Prime Minister

might sound him about a dinner in his honour at No 107

end with recognition that Sir EKenneth Keith has been
motivated throughout by a sense of public duty and the
Government will remember this.

Notes for Supplementaries

A Continuing Role for Sir Kenneth Keith

Sir Frank McFadzean does not want any future involvement in the
company for Sir Kenneth Keith. But he would be prepared to offer
him a retainer for a consultancy on the sales side, although he
has indicated in strict confidence to us that little if any use
would be made of Sir Kenneth.

Candidates for the Chairmanship

Sir Kenneth Keith may have ideas of his own on the Chairmanship.
He thinks highly of John King of Babcock & Wilcox and also of

Sir Arthur Knight, until recently Chairman of Courtaulds, and also
until recently on the board of Rolls Royce. If he mentioned them
the Prime Minister might warmly recognise their abilities but
indicate that King is not really a production specialist while
Sir Arthur EKnight is too much of an intellectual in manner for the
aircraft industry. The Prime Minister might, however, say that
both will be considered for public appointments.

The American Version of the Harrier - AVEBB

S8ir Kenneth Keith is very keen for the RAF to adopt the advanced
version of the Harrier (the AVBB), developed by the Americans.
This is to help persuade the Americans to adopt the aircraft.

n
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Rolls have a lot to gain from this because the engine would be
manufactured here. For British Aerospace the issue is not so
clear-cut because a substantial part - yet to be defined -

of the airframe would be made in America,

If Sir Eenneth Keith raises this the Prime Minister need only
take note.

Department of Industry

5 November 1979
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KEY FACTE AND FIGURES

Employees number 59,400 (56,600 in the UK), most of whom work in
the Aeroengine Division, whose main locations are Derby (civil
engines, especially RB211), and Bristol (mainly military engines).
Other locations include Coventry (industrial and marine engines),
Glasgow and Leavesden (helicopter engines).

Turnover in 1978 was £760 million, of which £660 million was from
the sale of aeroengines (53% military, 47% civil).

Exports accounted for 45% (£340 million) of turnover. The company

showed a profit of £11.7 million (before tax, after interest) on
capital employed of £%64 million. The company's latest forecast

cash requirement is £765 million for the years 1979/8%;, £139 million
in 1979, £216 million in 1980). These figures are after allowing
for £250 million launch aid on RB211-535 and RB211-524.

The company forecast a loss of £34 million this year; this is likely

to be worse as a result of the engineering strike. The forecast loss
next year is £45 million.

Rolls Royce Board

Chairman: Sir Kenneth Keith

Vice-Chairmen: Donald Pepper
Ashley Raeburn CBE

Directors: Bir George Burton
Bir 8t John Elstub CEE
Dennis Head CBE
Samuel Higginbottom (resident in USA)
Sir Frank McFadzean
Peter Moloney
Marshal of the Royal Air Force Sir Denis Spotswood GCB
CBE DSO DFC
Sir Peter Thornton ECB
Air Chief Marshal Sir Neil Wheeler GCB CBE DSO DFC AFC
Raymond Whitfield
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RB432 AND JAPAN

Sir Kenneth Keith may refer to the proposed development,
in collaboration with Japan of the RB432.

This engine, of about 20,0001bs thrust is aimed at the
narket for 100-130/aircraft, a market in which RR has
achieved a reasonable share in the past with the
succesful Spey engine. Possible applications of the
engine are the Pokker F29, a re-engined Boeing 737 and

g Japanese project. Hone of these is yet certain.
P I ] v

Current RR estimates of the cost of the RB432 development
ig £300m over a 5-5 year period.

Because of the heavy financial commitments on development
of the RB211 -524 and -535, RR have for some time
recognised that new projects could only be launched in
collaboration - a trend which is now widespread through-
out the aerospace industry. Since the Japanese Govern-
ment has a clear commitment to build up its aero-engine
industry with the help of foreign technology, RR see
advantage in harnessing Japanese funds to their project,
assuring a secure market for the engine in Japan and
possibly in a number of Far Fast countries, and
pre-empting Japanese collaboration with RR's main

competitors.

The company have, however, recognised the main danger
of such collaboration in the permanent transfer of
technology to Japan. They have, therefore, extracted
in the proposed collaboration agreement, a commitment
from the Japanese to involve HR in any further aero-
engine projects based on the technology of the RB432.
The terms of this are such as to exclude Japan Irom
development of any asero-engines other than the large
high by-pass engines such as the RB211 (which it is
most unlikely they would want to do) without RR having
the option to participate.

The proposed agreement between RR and Japan envisages
two stages; initial launch in which the twoc sides
further define the engine and establish the market,
and full launch at which stage both sides would need
their Governments' approval and must have established
a source of funding.
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The Japanese are anxious to get RR's signature to the
proposed agreement before the end of the month, because
the Japanese request for funding goes before the Diet
in December.

The company have been told, however, that in present
circumstances Ministers are anxious to have more time
to consider the implications of collaboration with
Japan.

Line to Take (If subject raised)

The proposed agreement is of considerable
importance for the long term strategy of
the company. It would be helpful to have
more time to study the implications.

e e -

to the

Department of Industry

November 1979
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

PRIME MINISTER

ROLLS ROYCE

I have seen Keith Joseph's minute of 1lst November. The

a
suggestion that he should attempt to secure the resignation

of Sir Leslie Murphy, and/or plan on taking back Rolls Royce
(and perhaps British Leyland) from the NEB when the Industry
Bill becomes law, does not worry me. I am however concerned
that the new management arrangements for Rolls Royce which

are emerging seem radically different from those which we
discussed last month in MISC 22, when great importance was
attached to the involvement of a GEC team, and this was seen
as a pre-requisite for the preparation of a strategy to deal
with the Company's cash flow crisis. And I should like to be
Bure, before arrangements are finalised with him, that

Sir Frank McFadzean really is the best available candidate for
the demanding task of seeing Rolls Royce through a prolonged
period of major difficulties, I wonder too whether the role

envisaged for Sir Kenneth Keith implies a suffiecient involvement.

2. When MISC 22 last met you suggested that the Group might
re-convene when meetings with Sir Arnold Weinstock and
Sir Kenneth Keith had taken place. ﬂﬁw that we have reached

that stage, I would welecome another meeting before Keith Joseph

takes the action proposed in his minute. Copies of this one
£0 to him and the other members of MISC 22, as well as to
Sir Robert Armstrong and Sir Kenneth Berrill. In view of his

interest, a Copy also goes to Francis Py

-

(G.H.)

3 November 1979
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1 saw Sir Kenneth Keith yesterday, and I am glad to tell you |J“

Royce problem.

that he is ready to step down if we can find a suitable Chairman.

He would like to have some continued association with the

Company, possibly as a part-time consultant for say two years,

making perhaps two tours of clients a year.

——

He did, however, express a strong wish to have thirty minutes

with you to discuss the Company's problems and its relationship

with the NEB and also to explain to you why the Company and the
UK would benefit from a partnership with the Japanese over a

possible new engine.

I recommend that you should see him out of courtesy to the service

he has given over the last seven years - admittedly using for

recent sales exchange rate assumptions which he shared with the
Bank and ICI - and in so doing to settle in principle his depar-
ture from the Chairmanship. I would like to see him move

completely out beyond the power to intervene.

Since we last spoke I have also had a further talk with Sir Frank

McFadzean, who has recently, on Sir Kenneth's invitation, joined

/the ...
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the Rolls Royce Board. He is now willing to accept the

i ——————
Chairmanship of Rolls Royce without alsoc having the Chairman-

w

ship of the NEB. B8ir Frank made only two conditions. First,
e —— i T L

either I announce that Rolls Roxce is to be withdrawn from

the NEE or that the NEB Chairman ceases to be 8ir leslie

Murphy; second that his appointment can be managed without

acrimony with Sir Kenneth Keith. From what I have said above,

the second point should not be a problem.

I have given Bir Frank the name of Mr Morgan as my recommended
candidate for the post of Chief Executive and he has agreed to

consider him. But, to my disappointment, he came down against

T ——

the appointment of GEC as consultants in support of IMr lMorgan.

I would still have very much preferred - in the light of the
huge losses that Rolls Royce may face - my original proposal

to harness GEC. Anything short of this is very much a second
best and could cost us dearly. As you know sums of hundreds of
millions may be at stake. I therefore propose to see Sir

Frank McFadzean again early next week to explain to him the
position I have reached with Sir Eenneth Keith, and to press
him to reconsider his view on the employment of GEC in the
consultancy role. As a fall-back position I propose to urge on
him that he should be willing to accept the use of GEC if he
has not been able to get together a satisfactory management
team within three months of his appointment. I will report

the outcome to you. I will also keep Bir Arnond Weinstock informed,

-~

/eince ...
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since he has been so helpful and, of course, employs Morgan.

Turning to the NEB; it is not only Rolls Royce that wishes to
get out. The Board of British Ieyland, though not Sir Michael

Edwardes himselfr_strongly desires to work to the Department
direct and to be free of the NEBE. If I take Rolls Royce out

ol the NEB, the pressures for the same treatment for British
=Jo | PIPREY gl g VT S
Ieylan%[will be extremely strong.

A" -
I shall need to have a further talk with Sir Michael Edwardes

and Sir Frank McFadzean as well as speak to Bir leslie Murphy w=——"

himself before I form a final wview. I would, therefore, welcome

your agreement to my resolving this issue either by securing
the resignation of Sir Leslie Murphy - I have no power to

dismiss him - or by removing Rolls Royce from the NEB, or

r Temoving both Rolls Royce and British Ieyland from the NEB.

I am copying this to the members of MISC 22 Committee, Bir

Robert Armstrong and Sir Eenmneth Berrill.

ly

K J
1 November 1979
Department of Industry

125 Victoria Street
London SW1
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10 DOWNING STREET

From the Private Secrelary 29 October 1979

ROLLS_ROYCE

When Sir EKeith Joseph called on the Prime Minister this
afternoon, he reported briefly on Rolls Royce. Following the
Prime Minister's meeting with Sir Arnold Weinstock last week,

Sir Arnold had telephoned to confirm that GEC were very willing
to assist Rolls Royce on the lines proposed at the meeting; but .
he felt that the arrangement was unlikely to work. In particu-
lar, if Mr. Morgan became Chief Executive, it seemed unlikely
that he would either wish or be able to call in GEC as consultants,
and it also seemed very unlikely that he would get on with

Sir Kenneth Keith.

Against this background, he (Sir Keith) had seen Sir Frank
McFadzean and had asked him on a totally non-committal basis if
he would be interested in the chairmanship of Rolls Royce.

Sir Frank had said that he would be interested in principle,
and that he would also be interested in combining the job with
the chairmanship of the NEB. He had not told him about the
plan to bring in Morgan and GEC; this would still be a
possibility, though as an alternative McFadzean might himself
bring in a top Engineering Executive of his own choice.

The Prime Minister said that she was content for Sir Keith
to sound out McFadzean further, but she did not think it would
be possible for him to combine the chairmanship of Rolls Royce
with that of the NEB as long as Rolls Royece reported to the NEB.
This would surely involve a conflict of interest, Sir Keith
said that he would consider this point further.

(ESTER

Wi i

4

Ian Ellison, E=sq.,
Department of Industry.
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Meeting with Sir Keith Joseph

Sir Keith wants to bring you up-to-date with his
proposals for Rolls Royce. I understand that he has had
discussions with Frank McFadzean, who, as you know, is on
the Rolls Royce board. The possibility of moving
Sir Kenneth Keith out altogether - and, for example, taking
up the STC chairmanship - seems to be a runner now.

Sir Keith will also want to discuss his proposed statement
on British Leyland. I have passed your comments on the draft
to the Department; but I understand Sir Keith still wishes to
go ahead. He thinks that to confirm the previous administration's
1977 assurance, after the ballot is announced, will look like
panicking - and certainly more than giving it before the
announcement. This seems questionable. PBut in any case,
Sir Keith's guess is that the vote will go in favour of the
Edwardes plan. 1In view of that, and since any statement
reiterating the 1977 assurance is likely to be misrepresented,

it would seem best to say nothing.

29 October 1979
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RECORD OF A MEETING IN THE PRIME MINISTER'S ROOM AT THE HOUSE OF
COMMONS AT 2130 ON TUESDAY 23 OCTOBER 1979

Present:

Prime Minister
Secretary of State for Industry

Secretary of State for Wz
Mr. T. P. Lankester E"“‘*

Sir Arnold Weinstock
Sir Kenneth Bond
Mr. Lewis
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on the current situation unless a proper-arms-length relationship
were established between CEGB agg;ﬂﬁéi GEC would use its best
endeavours to provide manageméﬁt to NNC so that it could fulfil
its proper function; ﬁpnﬁé NNC's competence had been built up, GEC
would like to giva'ﬁﬂ their supervisory role.

L

Rolls Royce

Sir Keith Joseph said that Sir Arnold was familiar with the
current problems which Rolls Royce were facing. In brief, the

RB2-11 engine had had to be sold at a low price in order to break
into the American market; this price had been denominated in
dollars and the exchange rate assumptions had proved false; and
this problem had been exacerbated by poor productivity and inadeguate
cost control by management. Sir Kenneth Keith had made an

important contribution to the company as a salesman, but his
performance as a manager - and he admitted this himself - had been
far less successful. The Government were hoping that GEC would be
willing to let Mr. Morgan become Chief Executive of Rolls Royce,
with the possibility of GEC providing management assistance on a
consultancy basis as well. The Government thought it would be best
not to impose a GEC consultancy upon Rolls Royce immediately since
this might lead to a mass resignation of the Rolls Royce Board.

It would be better for Mr. Morgan to assess the company's needs
first, and then persuade the Board that GEC management assistance
would be helpful. The position of Sir Kenneth Keith would in any
case cause problems, since it seemed unlikely that he and Mr. Morgan
would be compatible. It might be possible to promote Sir Kenneth

to the Presidency of the company after a few months: but again it
would be necessary to move delicately if a confrontation with the
Board, and with Sir Kenneth himself, was to be avoided. Such a
confrontation would be bad for customer confidence. There was also the
question of Rolls Royce's relationship with the NEB: the Government
had it in mind to make the Department of Industry directly
responsible for the company again.

Sir Keith went on to say that he undertood that GEC were
interested in purchasing Rolls' Industrial and Marine Division and
also perhaps its nuclear interests. But Ministers had concluded

that it would not be wise gglééically, nor would it be
hw“

;wli'.: } / Commercially




commercially beneficial to either company, if either of these
acquisitions were to go ahead at a time when GEC were taking on
management responsibilities for Rolls Royce. However, assuming
GEC went along with the Government's proposals, the option of
acquiring these two parts of the Rolls Royce business would remain
open for some later stage.

The Prime Minister reiterated that it was important to maintain

an arms-length relationship between GEC and Rolls Royce. She would
also like to be sure that GEC were able to take on the proposed
responsibility for Rolls Royce, as well as playing a bigger role in
the nuclear industry,

Sir Arnold Weinstock replied that the Government were absolutely

right to rule out the option of taking Rolls Royce out of the aero-
engine business; although the company's performance had been very
poor in terms of profitability, nonetheless it would be very

unwise to throw away this technology. The question was: how to
improve Rolls Royce's performance? He had no doubt that, with better
management, its performance could be improved. GEC would be
prepared to assist on the lines suggested by Sir Keith Joseph, and
he did not foresee any difficultyin doing this as well as providing
a greater management input to NNC. But he was sure that Mr. Morgan
would not get on with Sir Kenneth Keith, and it was therefore
essential to find an early exit for him - at least from management
responsibilities. He had heard that Sir Kenneth had been offered
the chairmanship of STC, and wondered whether this would not provide
a satisfactory alternative to his remaining withRolls Royce. Also,
Morgan would not be able to achieve success on his own: he would
need help from Stanhope Gate, though he (Sir Arnold) understoed that
it should be for Morgan to ask for this support rather than having
it imposed by the Government,

He accepted that there would be a presentational problem if
GEC were now to acquire any of Rolls' interests, and that an arms-
length relationship between the two companies was needed. However,
this difficultymight not have arisen if GEC had been able to proceed

with its ideas for splittiﬁg its own business. For some time, he

had been considering splitting GEC into smaller companies. For

SE C R E_D Jexample
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. example, he would have liked to hive-off Schreiber /Hotpoint so
as to make it stand on its own feet. Similarly, he had considered
the idea of hiving-off GEC's power engineering business and merging
it with Rolls Royce's power engineering sections. If this latter
plan had been viable, the presentational difficult of GEC acquiring
parts of Rolls Royce - while also providing management - might not
have arisen. However, the plans for splitting GEC were made
impossible by current tax legislation, which meant that shareholders
in the newly formed companies would be liable to capital gains
and income tax when they exchanged GEC shares for shares in the new
companies.

S8ir Arnold made the following further points:

GEC were interested in other acquisitions from the public
sector - particularly Cable and Wireless and British

Aerospace.

If GEC were to help Rolls Royce, they would not be

prepared to tolerate the unfair competition which Rolls
Royce were engaged in on the gas turbine side. They

had set up a joint company with a US company, Coopers,

and were tendering on a loss-making basis at GEC's

expense. Similarly, GEC/Marconi were having difficulties
with unfair competition on the electronics side from
British Aerospace. He hoped that the Government would make
sure that these unfair practices were stopped. (Sir Keith
asked Sir Arnold to send him further information on them. )

(iii) He begged the Government not to give unnecessary publicity
to credit and other arrangements provided to GEC by
departments. The French Government was much less public
in the assistance with which it provided companies: he
hoped their practice could be followed in the UK. The
previous Government had too often caused problems for GEC
by publicising the assistance which they had provided.

The Prime Minister said that she was very grateful to Sir Arnold

and his colleagues for caminﬁ and for agreeing in essence with the

SECRET / Government's
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. Government's proposals in relation to both the nuclear industry
and Rolls Royce. She noted the points which Sir Arnold had raised
and asked that he should not take any action on Rolls Royce
before either she or Sir Keith had first seen Sir Kenneth Keith.
Sir Arnold readily agreed to this.

The meeting finished at 11.15 p.m.

24 October 1979

Distribution: Private Secretaries to:

The Foreign and Commonwealth Secretary
The Secretary of State for Industry
The Secretary of State for Trade

The Chancellor of the Exchequer

The Secretary of State for Defence
The Secretary of State for Energy

The Secretary of State for Employment
Sir John Hunt

SECRET,
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SUMMARY OF MINISTERIAL DISCUSSION AT MISC 22(79)2nd MEETING

N : _ . o~ 1R Ochoby .
The Ministerial discussion xesterdey may be summarised as follows:

Objective
To improve the management of Rolls Royce as a matter of urgency.

Constraints

1 Maintain consumer confidence and avoid financial costs ot
a crisis of confidence.

2 Retain Sir Kenneth Keith in a role which does not involve
him in day to day management.

Method

If possible by making the expertise of Sir Arnold Weinstock and
the GEC management team available to Rolls Royce; including the
provision of a chief executive.

Constraints on Method

] To seex to secure GEC assistance without preconditions
about sales to GEC of the Rolls IMD and nuclear interests.

2 To avoid prejudicing decisions on the future of the nuclear
industry and overburdening GEC senior management.

Process

1 Prime Minister and two Secretaries of State to see
Sir Arnold Weinstock.

2 Becretary of State for Industry subHEqucntlf to sece

Sir Kenneth Eeith. \
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Position of Sir EKenneth EKeith

on sales and
customer
relations

Alternatives: President i concentrating

Non-executive, part - time Chairman

Constraints:

1 Weinstock considers that Morgan as Chief Executive could
not work with EKeith, except as President.

2 But as yet we have not settled on an alternative to Eeith.
A GEC man (like Sir Kenneth Bond) would add to the appearance of
a GEC take-over and compound the difficulties over confliet of
interest in relation to any possible future sales to GEC.

Mr Ashley Raeburn, recently promoted to Vice Chairman on the RR
board would be willing to take the job, but not if Keith is
outraged and as a professional he would want to make up his own
mind about Morgan and the GEC.

% The more drastic the immediate change the greate} the
difficulty of getting the co-operation of Sir Kenneth Eeith.

Conclusion

1 Preferred Choice: Aim to elevate Keith immediately to
presidency and consult Sir Frank McFadzean (part-time RR board
member for whom Raeburn worked in Shell) about chairmanship -
himself or Raeburn.

2 As fall back: Against the possibility that an immediate
solution in this way is not available seek Weinstock's agreement
to fall back position in which 1

i) Keith becomes non-executive part-time chairman when
Morgan arrives;

ii) Keith moves to presidency after 3-6 months.
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Status of Mr Morgan

Alternatives Rolls employee who severs links with GEC.

Secondment from GEC.

Constraints Mr Morgan's views, which are unknown.

Comment

Unless Mr Morgan severs his links with GEC no -.one will have
confidence that any subsequent negotiations on disposals of
parts of or the whole of Rolls-Hoyce to GEC would be on an
arm's length basis.

Conclusion

It is in the interests of Government and GEC that Mr Morgan
should sever links with GEC and he should be offered a
sufficiently attractive contract toc induce him to accept that.

Note The employment of Mr Morgan derives from the Department of
Industry's proposal that GEC should be employed to provide
consultancy services. As part of such an arrangement GEC would
provide a chief executive.

If the use of GEC as consultants were to be abandoned there would
be no particular reason for employing Mr Morgen except thet he has
a good reputation as a tough engineering manager with a
sufficiently distinguished record as an engineer to command

respect among Rolls Royce engineers and a proven record as a
managing director.

L]

Rolls Hoyce have employed consultants to find a chief executive
and their work has progressed to the point of identifying two
possibilities, but their quality and availability is uncertain.
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Role of GEC - Beyond providing Mr Morgan

Alternatives 1 No role.

2 Employed immediately after Mr Morgan's
appointment to provide a consultancy service
to Rolls Royce.

3 Agree with GEC that they would be ready to
provide such a service to Rolls Royce (or to the
Government) at some later stage if asked, but a
decision on this to be deferred until Rolls
severs formal connection with the NEB after
legislation.

Comment

The Dol advise that one man cannot come to grips with the
problems of Rolls Royce as quickly or effectively as a chief
executive with the backing of the GEC's top management team at
Stanhope Gate. The employment of GEC would be a good publie
Jjustification for the removal of Rolls Royce from the control

of the NEB: Parliament would have no reason to think that the
Dol unaided would be more effective than the NEB in controlling
Eolls Royce. A justification to Parliesment of the removal of
the NEB in terms of the breakdown in relations hetween Sir Leslie
Murphy and Sir Eenneth EKeith and as being the only way of

retaining two distinguished public servants while true, is likely
to lead to the same treatment being sought by British Leyland.

On the other hand, the employment of GEC could well be seen by

the board of Rolls Royce as an expression of no confidence by the
Government and if they accept GEC at all, it may be only after the
chief executive has established himself and convinced his collesges
of the need.

Conclusion

Given that a determined effort should be made to persuade the
Rolls Royce board that the use of GEC is in the best interests

-f
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of the company, but recognising that it may be impossible without
unacceptable resignations from the Rolls Boyce board,

(i) seek to secure Sir Arnold Weinstogk's co-operation
in all of the three possibilities;hut with 2 and 3,
in that order, being preferred; |

seek Weinstock's help with Sir Kenneth Keith in getting
2 or, as a fallback, %, noting that GEC's role is
consultancy, not management.
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Disposals to GEC
Options

1 In accordance with anxieties expressed in the MISC 22
Committee, a firm decision against sales to GEC of Rolls Royce
interests.

2 No negotiation now, and no commitment to future negotiations,
but statement of intention to return Rolls or parts of it to the
private sector in due course and recognition of GEC's potential
interest in IMD and nuclear by provision in any consultancy con-
tract that it will not extend to these two businesses so as to
avoid future difficulties over confliet of interest.

3 Subject to the willingness of the MISC 22 Committee, explore
with Sir Arnold Weinstock the possibility of a jointly owned
RR/GEC company for industrial and marine engines, under GEC
management.

Comment

GEC very much want IMD and previously made this a condition
which, subject to Ministerimal decisions, Dol officials had
indicated should be acceptable, and which they considered had
industrial logic from the UK point of view.

Disposal has so far been resisted by Sir EKenneth Keith and could
be an obstacle to his concurrence.

Conclusion

In view of the strong Ministerial anxieties on this point, to
gseek to secure GEC co-operation to course 2 above, plus the
nuclear decision, and an assurance that their role in RR will not
weigh against them in any future acquisition they may envisage.
(The last of these is crucial to GEC, but they should not be
Eiven any commitment on BAe where there are strong argumentis

against: Cable and Wireless is a possibility, but no more than
that.)

The possibility of course % is to be put to the MISC 22 Committee
as a compromise.
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Other Possibilities for Sir Kenneth Keith

Options
1 Public recognition.

Vice-chairmanship of GEC.

Chairmanship of Cable and Wireless.

A wider aerospace role.

Comment

Keith wants public recognition: he will want it even more if
he is not to be seen as having failed at Rolls Royce.

Other appointments could be part of that public recognition.

The Vice-chairmanship of GEC has been offered to us by Sir Arnold
Weinstock, but this probably falls if the IMD possibility is not
for negotiation. Other Ministers may have been anxious about it.

The Chairmanship of Cable and Wireless is a much smaller Jjob,

but extremely important and difficult for the next two years.
The new Chairman has the task of swinging a hostile board round
to a changed view on disposals, to conduct very difficult but
crucial negotiations with overseas Governments about concessions,
and manage a sale of shares in Hong Kong and the UK. Keith has
many of the qualities for a job of this kind.

Keith could be one of the two proposed Government nnminéea on
the privatised BAe board, but the DoT are against Government
direction in British Airways. The potential for a wider role in
serospace is therefore limited.

Conclusion

- Keith could be useful with Cable and Wireless and the Jjob is
important. It does not match his aspirations but the offer could
help to reassure him even if he did not accept it.

Tell Sir Arnold Weinstock that a Vice-chairmanship for Keith on
his board is not wanted.
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Rolls-Royce
(MISC 22(79) 1 and 2)

BACKGROUND

The Group had its first discussion of the Rolls=Royce situation on
8th October without reaching any conclusions. Since then you have had the
Department of Industry/CPRS presentation - the material for which has now
been circulated to colleagues as MISC 22(79) 2. The conclusion you drew

from the presentation was, I think, that the only real option is for Rolls-Royce

to carry on with its existing strategy but for the Government to seek to bring

about major improvements in its performance. With Sir Keith Joseph

apparently sharing this view there i1s Little [ikelihood of other colleagues

dissenting from it. The main questions for the meeting therefore are of

[;'::rcedure and tactics as discussed in Sir Keith Joseph's original paper
(MISC 22(79) 1).

2. There is however an additional point. You and your colleagues have

already touched on the question of whether even GEC can effectively take on
P

all of the work which events seem to be pushing in their direction. The
Department of Energy have today brought to our attention the possible conflict
between a heavy involvement of GEC in Rolls-Royce and their ambitions to

—_—
engage GEC more closely in the new and large nuclear programme they will

be bringing to E shortly (and which will involve sharply cutting back the role

of the CEGB). There is no real way for Ministers to guess independently
whether GEC can handle both tasks., The simplest solution might be for

Sir Keith Joseph to ask Sir Arnold Weinstock whether he is satisfied that

taking on Rolls-Royce will not diminish his interest, and the part his Company

might play, in any expanded nuclear programme which the Government may

decide upon. His answer would set the scene for Ministers further discussions

on Rolls-Royce and the nuclear programme over the next week or so.
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3. You might care to open the discussion by telling those colleagues who

were not present of the conclusions you have drawn from Tuesday's factual

presentation and to see whether any of them disagree. If not, you might then

revert to the recommendations in Sir Keith Joseph's original MISC 22(79) 1
and take colleagues through them seriatim. They were -

A, "Informing the Company that resources on the scale they have

estimated will not be available and of my management proposals'':

It is for consideration whether the Company should also be told that,
subject to greatly improved efficiency of operation, the Government
is prepared toback their strategy.

B. "Parallel action with the NEB who would also be told of my intention

to return Rolls=Royce to Government ownership'':

C. "Subject to the outcome of A and B above, immediate installation of a

more effective management by harnessing the skills of GEC, who

would provide a Chief Executive for Rolls-Royce and put the resources

of their top management group, under Sir Arnold Weinstock, behind

him'';

This is the key immediate issue, Provided the Group are prepared
to agree in principle Sir Keith Joseph might be authorised to consult
e —

Rolls-Royce, the NEB and Sir Arnold Weinstock, The Group will

no doubt prefer to reserve a final decision until the outcome of these

consultations is known,

D. "With the help of GEC, not only to secure more effective day-to=-day

management of the Company but also to make the earliest possible

assessment of the extent to which the Company's cash requirement
—

can be reduced, to settle the Company's future strategy and determine

e e
whether, and if so how, it will be possible over a measurable period

to put the Company in a posture for return to private ownership'':

The point to stress here is that future strategy is for the Government

and the Company. The role of GEC is to provide information
"'-q!—--

relevant to the production of the strategy, not to determine the

strategy as such.
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E. "Immediately arrange for a small group of officials to advise

Ministers on the interim guidance that should be given to GEC and

subsequently to report to Ministers a long term strategy'':

A Group, under Sir Kenneth Berrill, is ready to start work as soon as
Ministers give them the green light,

"Confirm to GEC that their involvement in Rolls at our request would

not of itself tell against them in Government consideration of

acquisitions they may wish to make'':

Sir Keith Joseph's talks with Sir Arnold Weinstock will show whether
this formula is enough to obtain his co-operation. If not, the Group
will face a difficult decision at a later meeting because the higher the
GEC price for co-operation the less easy will the arrangement be to

defend in public.

"Authorise negotiations with GEC over the sale of Rolls industrial

and marine business, and its nuclear activities subject to the

Ministry of Defence being satisfied about the safeguarding of their

interests'':
There are two issues - the timing of any sale to GEC of IMD where
last time some of your colleagues thought there would be advantage in
making any sales before GEC were given a management role; and the
separate question of the sale of Rolls=Royce's nuclear activities,
CONCLUSIONS
4.  Subject to discussion you will want to record conclusions - including,

———

where appropriate, conclusions to defer a decision - on each of Sir Keith

Joseph's seven recommendations. You will also want to ask the Committee
to meet again as soon as Sir Keith Joseph has completed the necessary round

of consultations,

bee/

John Hunt

17th October 1979
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10 DOWNING STREET

From the Private Secretary 16 October 1979

The Prime Minister held a meeting this morning at
0830 hours to consider the current situation and prospects
of Rolls Royce., The following were present: your Secretary of
State, Sir Peter Carey, Mr. R. Dearing, Mr. K. Farrow (all from
your Department), Sir John Hunt and Mr. P, le Cheminant (Cabinet
Office) and Sir Kenneth Berrill,

The meeting took the form of a presentation mainly by
Sir Kenneth Berrill and Mr. Dearing. This followed closely
the text which Mr, Dearing left after the meeting and which
will be circulated to MISC 22 along with other background
material on the company. The presentation was aided by a number
of charts, which will also be circulated to MISC 22.

The following points came up in discussion which were
additional to the text referred to above

(i) In responsa toaquestion from the Prime Minister

about the losses on the RB211, it was explained that

there were no production losses as such. The point was that
production profits were not large enough to cover the heavy

R and D expenditure with the result that overall profitability
was totally inadequate. There was certainly scope for improved
productivity, which was only about half that of the US aero engine
manufacturers. Productivity at Rolls Royece in the 1970s had
fallen because they had been unwilling to shed skilled labour
at a time when demand was flat. Rolls Royce's latest Plan
assumed a 25% productivity improvement for blue collar workers.
This was not enough, especially if it was necessary to pay

for the productivity increases in higher wages. The purpose
of bringing in new management, as the Secretary of State
proposed, was to achieve much better productivity and thereby
bring the company into profitability earlier and on a more
substantial scale. Although it was eclear that the company
were making inadequate profits on their production overall,

it was less clear which production centres were the relatively
good and bad performers. The Department of Industry would try
to obtain further information on this.

(ii) In relation to the strategic alternatives, the Prime Minister

asked whether there was scope for an immediate sale of the aero
engine business to GEC, It was explained that GEC would only

SECRET s




take over the business at the present time if it were handed
over as a gift and in addition if they were given full
compensation for the prospective losses, However,

S8ir Arnold Weinstock had indicated that GEC might be interested
in purchasing the aero engine business at a later date after
GEC management had come into the company and after they had
been able to make their own assessment from inside.

(iii) The Prime Minister said that if the Government were
to put additional funds into Heolls Royce, there was a case
for asking the trade unions to put in their own funds as well,

(iv) Sir Keith Joseph said that a decision on his proposal

to bring in GEC to manage Rolls Royce was now urgent,

Sir Leslie Murphy was likely to be commenting on the position
of the company in the near future, and the longer that a
decision was delayed on measures to turn the company around,
the worse this would be for customer confidence in Rolls Royce.
Maintaining this confidence was absolutely crucial to the
future of the company.

Summing up the discussion, the Prime Minister said that she
herself was persuaded that the only real option was for the company
to carry on with its existing strategy, but to bring about major
improvements in performance., Compared with other industries, it was
clear that the United Kingdom had a comparative advantage in aero
engine building; and the alternative of withdrawing from the RB211
would be extremely costly. But even if Rolls Royce did manage to
improve its performance, it would still absorb large amounts of
public funds; consequently, there would need to be less spent on
industries which did not have a future. A decision on Sir Keith Jaseph’s
proposal to bring in GEC to manage Rolls Royce would need to be taken
by Ministers collectively, and she would arrange for MISC 22 to be
reconvened shortly.

I am sending a copy of this letter to Martin Vile, Cabinet Office.

Ian Ellison, Esq.,
Department of Industry

D ET




PRIME MINISTER

MEETING ON ROLLS ROYCE

Sir Kenneth Berrill has suggested that
tomorrow morning's meeting on Rolls Royce might
begin with a presentation lasting 15-20 minutes
designed to put to you and Sir Keith Joseph
TR
g=smmne points about Rolls Rovcece's finances.

He would do the first part of the presentation
himself, and the second half would be done by
Mr. Dearing, the Deputy Secretary in the
Department of Industry who deals with Rolls
Hoyce. They will support what they have to
say with flip charts.

After the presentation they will try to

answer your questions.

j1¢1.

15 October 1979




PRIME MINISTER

Bolls Rovce

You said you would like to see Rolls Royvce's accounts o f‘*
their last six finanecial years. These are attached. It is
certainly hard work gleaning much informaticon from these
documents. One key point is that, while turnover has expanded
steadily from £€375m. in 1972 to £763m. in 1978, profit before
taxation has fluctuated at between plus and minus £20m. So,
the business has doubled in size, but profitability has been
negligible; and from what we heard last week, it is now getting
worse because of the combination of fixed price contracts expressed
in dollars, a relatively high exchange rate and a relatively high
inflation rate. (What was not explained last week was how much

scope there is jn;improved productivity. )

We have fixed a meeting for 8.30 a.m. on Tuesday morning when
Sir Keith Joseph will bring his Permanent Secretary, Sir Peter Carey,
and the two officials who have been most closely concerned with this
issue - Mr Dearing and Mr Farrow - to give you a full factual
briefing. They will not be sending a further paper; but they hope
to give you a full scale presentation with the help of flip charts.
We have arranged for Sir Kenneth Berrill and Peter le Cheminant

also to come.

You can decide, in the light of this meeting, how you want to
proceed: whether to reconvene MISC 22 or whether to have a session
with Sir Kenneth Keith and other Rolls Royce people before a further
meeting of MISC 22,

12 October 1979
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Tim Lankes
Private Rfcretary to the h\,.
Prime Minister |
i . : Lo
10 Downing Street L)
W

I enclose copies of the last six Rolls Royce
b

annual accounts. We hope to let you have
further details about Rolls Royce's cash flow

shortly.
%, AN
lan $004 50 _

TAN ELLISON
Private Secretary







Ref. AD372

PRIME MINISTER

Future Arrangements for Rolls-Royce

(MISC 22(79) 1)

BACKGROUND
This paper by the Secretary of State for Industry reflects a good deal of
discussion in which Cabinet Office, and in particular Sir Kenneth Berrill, have
taken part. This does not mean that we necessarily agree with its conclusions
but I hope we havehelped to bring order into the presentation of a very complex
situation.
2. There are really four interlinked issues:-

(a) The relationship between the Government, the NEB and Rolls-Royce.

As matters stand the NEB and Rolls-Royce are not on speaking terms
(Sir Kenneth Keith is urging Sir Keith Joseph to sack
Sir Leslie Murphy and vice versa).

(b) The quality of the Rolls-Royce management. It is common ground that

the present management has lost control of the company.
Sir Kenneth Keith is an excellent salesman and has played a major part
in pulling Rolls-Royce round after the trauma of 1971 but production-

oriented management is missing.

(¢) The financial prospects for the company. These are universally agreed

to be unacceptable. On present figures Rolls-Royce is asking for
nearly £l billion over the next four years for a prospective profit of

£20 million. Rolls-Royce, in common with much of British industry,
has been hit by the strength of sterling - particularly so because in the
civil aeroengine business, dominated as it is by the Americans, prices
are quoted in dollars and the essential competition is American; by
differential inflation in the United Kingdom as compared with the United
States; and, paradoxically, because the boomn in civil aircraft sales and

Rolls-Royce's success in establishing its big civil engines in the civil

al=
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aircraft market, requires substantial increases in working capital.
Whatever management solution Ministers go for there will be very real
difficulties in reducing substantially the figure for which Rolks-=Royce

are asking. The financial need arises mainly from the RB 21l family and
we have commitments in varying degrees to Lockheeds, Boeing, British
Airways, etc.

(d) The disposal and/or privatisation of Rolls-Royce, There are two threads

here - GEC's ambitions to buy parts of Rolls-Royce (notably on the
industrial engine, marine engine and nuclear sides) and more generally,
the company's poor profit expectations.
3z These problems do not all have to be solved at once but the management
aspects are urgent - the private rows between NEB and Rolls-Royce could become
public at any time. Moreover the solution of these problems links with disposals
(if GEC are involved) and could, only too readily, provoke major questions
affecting not only the future of Rolls-FRoyce but also our relations with the United
States (where the fortunes of both Boeing and Lockheed are significantly dependent
on Rolls-Royce's civil engine production) and have a very direct bearing on our
defence capability. It is also relevant that Rolls-Royce is a major source of
export easings (£400 million a year) and one of our few engineering enterprises
of world stature.
4. Sir Keith Joseph's proposals, summarised in paragraph 34 of his paper,
constitute a coherent approach to these problems though his central
recommendation about employing GEC to manage the company (and the price

Sir Arnold Weinstock may exact for the help he gives) is likely to be politically

very contentious. We do not yet know GEC's price but any price involving

-difffiils carries the risk of charges of "asset-stripping'. In addition there
_:nusl be doubt about the extent to which GEC's_man;ment, however good, is
capable of handling simultaneously the full range of Arnold Weinstock's ambitions
(which appearg to extend to BAe and Cable & Wireless as well as Rolls-Royce and
further involvement in the nuclear business)., There must also be doubt about
whether the GEC proposal is the only way of coping with the managerial problem
(both NEB and Sir Kenneth Keith have other ideas and the GEC solution may be

welcome to neither); and given the United States and defence complications there
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are considerable presentational problems in any solution in a situation where, if
the presentation goes wrong, the interests of the company and of the nation could
be damaged.

h3 There is no great urgency for a decision from the cash flow point of view:
the reason why Sir Keith Joseph wants a very early decision is because the row
between Murphy and Keith could come out into the open at any time, If the
Group feel that they have insufficient information to go nap on the GEC solution,
one possibility would be to ask a management consultant to report on Rolls-
Royce's figures so that the Government may take decisions on the best strategy
for Rolls-Royce before appointing a new manager to implement them.
HANDLING

6. You will want to ask the Secretary of State for Industry to introduce his

paper. Thereafter the easiest course might be to run through his specific
recommendations in paragraph 34. In doing so you might like to know that the
"small group of officials" referred to in recommendation 5 has already been
constituted, informally, under Sir Kenneth Berrill's chairmanship and, subject
to the outcome of Ministerial discussion, is ready to work quickly on producing
the necessary report. There has been some disagreement between the
Department of Industry and the Treasury about whether Ministers should defer
decisions until that report is available or whether the installation of the GEC
management and the flow of information this would generate, is a necessary
prerequisite to the production of an adequate report, The view we have taken is
that the Official Committee should be asked to get on with it whatever view
Ministers take on the management issue. If a flow of information from the
company results from a Ministerial decision, well and good. If not there are
other possibilities, eg. the employment of consultants, which could be brought
into play.
CONCLUSIONS

T The key decision is whether Sir Keith Joseph should be authorised to open
discussions with Rolls=Royce, the NEB and Sir Arnold Weinstock on the lines he

proposes, If so then recommendations 1 and 2 of paragraph 34 can be accepted,

Recommendations 3 and 4 flow from the outcome of those consultations and the
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Group may want to have a report from Sir Keith Joseph about the reactions of the

parties before taking a final decision. Recommendation 5 (setting up a small

group of officials) can be endorsed at once. Recommendation 6 is a necessary

part of an initial approach to GEC. Recommendation 7 needs to be reserved for

further consideration when the initial soundings have been completed.

/
e g

JOHN HUNT

5th October, 1979
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PRIME MINISTER Q\/‘A .

Two quite separate points relevant to your luncheon guests on Sunday.

Mr. Anthony Frodsham

Clearly you will want to give him moral support. There is no credible

— — e
alternative to the line which the Federation are taking: and if they were to cave

— ==x =
in it would be a very damaging precedent for pay claims this winter. On the other
e T S e gy
hand I have had some rather disturbing information this morning about the extent to
e

which the cessation of work will hit some companies, including some big ones,

I think therefore there are two crucial questions to be put to

Mr. Frodsham. Assuming there is no early settlement:=

(i) What is the risk of some companies breaking ranks, or is he confident

that a solid front will be maintained?

(ii) Assuming a solid front is maintained, can he give any estimate of the

possible consequences in terms of closures, bankruptcies, etc. ?

Sir Keith Joseph (but not for mentioning in front of Mr. Frodsham!)

Sir Keith Joseph minuted you on 13th July about Rolls=Royce. I gather he
is very nearly ready to minute you again and may take this opportunity for a private
word, Briefly:=

(a) The situation is nasty and deteriorating fast; some slimming down of

Rolls-Royce, including plant closures, is inevitable irrespective of the

present industrial dispute.

(b) The transfer from NEB to direct ownership of the Department of Industry

is sensible,

(c) Considerable management restructuring is needed which will involve a new
e —

Chief Executive. The best course is probably to give GEC a contract to

manage Rolls=-Royce in which case Arnold Weinstock would probably put

Mr. Morgan in as Chief Executive. Kenneth Keith would be given some

honorary or part-time role connected with overseas marketing. The
attraction for GEC in this is their interest in the gas turbine business of

Rolls,
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Sir Keith Joseph will probably minute you and a few other colleagues directly

concerned next week with a view to a decision before the Party Conference. 1
~ __ attach at Annex copies of the two options which the Department of Industry have

been considering. It will be seen from the abowve that they are inclining towards

option 1.

b/

JOHN HUNT

2lst September, 1979




OPTION A

GEC employed to manage Rolls Royce. In addition to
services of Stanhope Gate, GEC provide a Chief
Executive, plus anysnall supporting team in the company,
all of whom, including the Chief Executive,.becnme
employees of Rolls Hoyce.

GEC paid a fixed fee for services initially, but
a performance related reward to be negotiated for
the longer term.

Vegotiation to take place on sale of industrial and
marine business.

Sir Keuneth Keith to be on GEC main board plus 7

houorary role in Rolls Royce and to discharge high

level overseas marketing and customer relations job.




OPTION &

The Minimum

S8ir Kenneth Keith goes part-time with a selling/
marketing representational function. Ideally he is
not Chairman but President, with a seat on the

board, but failing that he is part-time non-executive
Chairman.

A new Chief Executive is appointed - say (Mr Morgan)

from GEC - and the new man brings with him, if he
wishes, two or three others.

GEC employed to provide such consultancy services
as (Mr Morgarn) decides he needs - in practice
Btanhope Gate monitors performance and advises on
all strategic issues.

The Rolls Royce board is strengthened by two or three
heavyweight outsiders.

The possibility of a management contract for GEC is
kept open when the shareholding is transferred to
the Department.

Negotiations with GEC about the sale of the industrial

and marine business.
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Press notice

september 13, 1979

BA TRISTARS ORDER

"An Unhappy Day to Announce Good News"
says John Nott

Mr John Nott, Secretary of State for Trade, speaking at Heathrow
airport today before leaving on a three week official wvisit to the
West Coast of the United States and Australasia said: "On my departure
this morning for California —= a market which is approximately the size
of the United Kingdom as a whole = it is a matter of considerable
pride that 1 can announce my approval of a further order for British
Airways for the purchase of six Lockheed Tristar 200 aircraft -
powered by Rolls Royce RB 211 engines.

"These Tristars will be part of British Airways new fleet,
replacing ocutdated, noisy and less efficient planes.

"As well as providing modern, wide-=body capacity, the Tristar
will use much less fuel = an important priority for all airlines. They
will help British Airways to keep its share of the growing intermat-
ional airline market™,

Mr Nott is due to wvisit Lockheed's Palmdale plant where the
Tristar is built and the Mountain View headquarters of the Fairchild
Corporation, which is collaborating with GEC in establishing a micro-
electronics plant on Merseyside., He commented:

"Lockheed is Rolls Royce's largest customer and - with Boeing =
it provides among the most exciting opportunities for British
technology in the 1980s. The market for aero—engines - particularly
the United States domestic market - is a huge one, and the record
of Rolls Royce in delivery is second to none. The reliability of its
products and the capacity to deliver are rightfully matters of
considerable British pride and satisfaction.

ii/iIII




"As I depart to play my part, on behalf of British exports and
technology, in this huge market, I am mindful of the dedication,
enthusiasm and determination of thousands of skilled men on the shop
floor at Rolls Royce. With the company's salesmen, middle management
and senior management they have successfully sold this great British
product in the toughest and most competitive market in the world,

"You can imagine my equal dismay = and concern = on behalf of my
country and of its reputation abroad that on the very day of my
departure Rolls Royce should be crippled by an absurd dispute which
is being pursued by an overtime ban = and 'days of inaction'! =
apparently without a full test of opinion on the shop floor and in
total disregard of the problems which face British exports in the
developing recession in world trade,

"Already industrial action has destroyed jobs in a number of
small industrial companies including a shipyard in St Ives.

"This tragic loss of employment among small business is a warning
to the country. It is a warning to the suppliers of Rolls Royce. It
is a warming to millions of hardworking union members that the time
has come to stop this total and senseless disregard for jobs = and
the future prosperity of their country. The shop floor must demand
to be consulted - and loyalty to the unions must be tempered by
determined independence and commonsense on the part of each and every
worker,

"The Government is engaged in a determined effort to create the
environment for new jobs and higher wages. Action of the kind now
being taken cannot raise the living standards of union members.
'"Days of inaction' do not produce more goods and services, for this

is the only way of raising the take-home wage. How can pay generally
increase if national output does not increase? There is no formula
for higher pay with lower output, unless it is higher pay for some at
the cost of unemployment for others. We will never prosper while
commonsense and reality are ignored.




"What chance then is there that the dreaming and ranting, which
characterise too many speeches by some union leaders, will give way
to realism and a genuine two-vay debate, In fact, the signs are not
unhopeful. More and more union members are beginning to question
their leaders' action. Men on the shop floor are asking: '"Why are
we sabotaging our own jobs?' 'Why are we sabotaging our own future?'
They know that they are undermining the tremendous reputation of
British engineering and technology — represented by Rolls Royce — and
thousands of jobs up and down the country in small engineering

companies,

"Phis country still retains a world-wide reputation for
engineering skill and excellence. As the Secretary of State for Trade
I will play my part in selling Britain's products in the increasingly

competitive conditions of the early 1980s.

"But neither I, nor any other salesman, can win and retain
orders for British industry unless we can cease the kind of senseless
action which is characterised by the current industrial disputes".




COMMERCIAL SECRET

PRIME MINISTER
PM/79/68

Rolls Royce

T Keith Joseph sent me a copy of his minute to you of

13 July about the proposal to put Rolls Royce under GEC
managements: I have now seen your reply and Geoffrey Howe's
comments.

2. I hope that in the course of the further studies now
to be set in hand careful consideration will be given to
the way in which any deal is ultimately presented, It will
be important to ensure that any change in the management

and ownership of Rolls Royce is made in such a way as to

buttress not undermine international confidence in Rolls
e

e

Royce's future under the new management. If the deal is
allowed to appear as a salvage operation in which only the
profitable parts of Rolls Royce were to survive, Rolls Royce's
reliability as a supplier might be doubted. If the element

of Government subsidy to Rolls Royce is exposed too clearly,
the pressure for countervailing action in the United States
would grow.

3. I am copying this minute to the Chancellor of the
Exchequer, the Secretaries of State for Industry and for

Defence and to Sir John Hunt.

(CARRINGTON)
Foreign and Commonwealth Office
20 July 1979
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10 DOWNINGC STREET

From the Private Secretary 16 July 1978

Rolls Royce

The Prime Minister has considered your
Secretary of State's minute of 13 July about
Rolls Royce, and also the Chancellor of the
Exchequer's minute of the same date.

The Prime Minister's initial view is that
Sir Keith's proposals represent a promising
way forward, despite all the difficulties that
will be involved. She i=s content for him to
embark on an urgent study to clarify the
possibilities, and to consult as necessary
with Sir Kenneth Keith and Sir Leslie Murphy.
But she has emphasised that the study and
consultation must be undertaken in the
strictest confidence. The study should be
conducted in consultation with the Treasury.
It will be for later consideration whether
it should be circulated to other Ministers
for collective decision.

1 am sending copies of this letter to
Tony Battishill (H.M. Treasury), Paul Lever
(Foreign and Commonwealth Office), Roger Facer
(Ministry of Defence) and Martin Vile (Cabinet
Office).

A.A. Duguid, Esq.,
Department of Industry.
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possibility that GEC might buy the whole of Rolls Royce, sell back to the
Government the aero—engine business asseis and then have a management contract
with the Covernment to supervise the aero—engine business "with penalties

and rewards dependent on performance." Sir Keith Joseph acknowledges that

the proposal may not be feasible and that work will be necessary to clarify
this. Before starting such work however he wants to have the Prime Minister's
permission to inform Sir Kemneth Keith, the Chairman of Rells Royce, and

Sir Leslie Murphy, the Chairman of the NEB, of the GEC proposals.

2. There is little doubt that the suggestion made by Sir Armold Weinstock
should be examined — any proposal to dispose of Government—owned asseis is
welcome = and it follows that Sir Keith Joseph should be given the permission
he seeks. At the same time it will be necessary to have a good deal more
information before the Covernment can take deicisions. Améng the questions

which spring to mind are:=

[g‘ u} ,t.a“" (a) How much might GEC pay for the non—aerc engine business of Rolls Royce
" R —

o , and ig there a better—paying alternative?
Ve ,.Ja- pf;ri__,.tr :
0 ,_5‘;"?1” (b) How practical is it to devise a "penalties and rewards" contract for
OEC management in a situation where Rolls Royce will be lesing a lot of
money on the aero-engine business (unless the exchange rate falls) for

which Government will continue to be responsible?

(¢) What is the significance of the proposal that GEC should first buy
the aero—engine business and then sell it back to Government? There would
not seem to be much point in this manoeuvre unless they hope to sell back
for more tﬁﬁ?ﬁy.
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(d) How profitable is the Rolls Royce non—aerc engine business? What
rationalisation might follow from GEC acquisition? Are there likely to be

any particular problems for the Government, eg in relation to competition
policy?

-~
(e) What is the @of the apparent intention to integrate part of
GEC's present activities with RR as a separate heavy electrical/gas
turbine/aero—engine business which might later be put on the market as an
independent company? On the face of it this cuts across the purety of the
idea that GEC would manage the aero—engine business owned by the Government.
Clarity is needed to make sure that the Government has adequate control
over the public money which would continue to go to the aero-engine

segment of the new crganisation.

3. There could well be other problems in working out a practical solution.
On the other hand if a realistic and defensible operation is possible which

would reduce public expenditure and obtain an adequate price for Rolls Royce,
there is mach to commend the idea in principle. The need is for a geod deal

more information. Re we understand it, Sir Keith Joseph is due to meet

Sir Leslie Murphy on Monday evening to discuss the sale of some other NEB assets.

The immediate question is whether he should be allowed also to float this idea

in strict confidence or whether the proposal needs to be discussed by Ministers

collectively first. But to do this might lose valuable time and the Prime
Minister might think it preferable to allow Sir Keith Joseph to begin,

without commitment, exploration both with Sir Leslie Murphy and Sir Kenmeth
Keith and simultaneously to ask the Secretary of State for Industry, in
consultation with the Chancellor of the Exchequer, to prepare a quick appraisal

of Sir Arnold Weinstock's ideas for consideration by Ministers in E(DL).

P Le CHEMINANT
13 July 1979




PRIME MINISTER
ROLLE ROYCE TOTAL cnrms.ujiii#““"

COPY Mo ..co.mcranemesscsesmagess
As you are aware, we face heavy losses in Rolls Royce for current

contracts taken on leruxchangc rate assumptions. Kenneth Keith
has been an indefatigable salesman but does EEE_pretend to have
the necessary skills for the tough management cost-control job
now necessary if losses are to be minimised. WEE have been

straining at the leash to put in a replacement for Kenneth Keith,

between whom and Leslie Murphy relations are bad.

I do not consider that the right course is to leave Rolls Royce

under the control of the NEB. I think the present rift between

A — e & LW e g

Keith and Murphy in part reflects the unsuitability of the NEB

for this role, and that difficulty is likely to become greater

as the role of the NEB in other areas is reduced. My Department
has therefore had discussions with Sir Arnold Weinstock about
the possibility of GEC taking a dominant role in supervising

the management.

Weinstock has proposed that GEC should buy the whole of Rolls
Royce but sell back to the Government the aero-engine business
assets. He would then have a management contract with the
Government to supervise the aero-engine business with penalties

and rewards dependent on performance. The remaining parts of

/Rolls ...
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Rolls Royce - industrial and marine engines and nuclear work -

would be integrated with GEC's heavy electrical and power
engineering business, with the aeroengine business also being a

part of this group. Ultimately the shares of this heavy electrical/
gas turbine/aero-engine business might be put on the market

as an independent company with GEC shareholders being given

preferance.

Weinstock would provide a Managing Director for the aero-engine
business (he has suggested a man lknown to my Department as an

able manager), as well as of course controlling the enlarged power
engineering business. Weinstock would be content for Keith to
remain as Chairman in a QEE:Eﬁeguﬁ;ve role both at the aero-engine
business and in the power-engineering company, and indeed to

Join the main board of GEC. This should help to effect the change

without a major row.

Timing would be a problem, because it will not be possible to

remove Rolls Royce from the NEB without legislation. But I hope

ey

it would be possible to persuade the NEB to accept the new GEC

management without delay if it were made clear that Rolls would
cease to be an NEB responsibility as soon as legislation was

passed.

There may be serious difficulties in what Weinstock proposes.

B -

Most difficult is likely to be the negotiation of satisfactory

terms for the sale of the RHolls Royce company to GEC and the

buying back of the aero-engine business assets; we would need to

Jjuse ...
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use an arbitrator. For this reason I cannot at present be sure

—— =

that the proposals will prove feasible. Before starting on
the work necessary to clarify this, which will inevitably involve

informing Sir Kemneth Keith and Sir Ieslie Murphy of these

T———— -

plans, I should be glad to know that you are content to embark

| S
on this course. In my own view, it is the best chance we have

of changing a situation which could become an intolerable financial
burden to us. I should make clear that this approach will not
eliminate the need for very large calls on public funds for Rolls
Royce. Our predecessors had committed £192 million at 1977 prices
in launch aid and provided for a further £100 million through the
NEB during 1979-83, and the exchange rate appreciation means

that much larger amounts would be needed to complete that programme.
However, I have no doubt that the tight management for which GEC

is ¥nmown provides the best prospect of keeping a proper grip on

this business and limiting the sums required.

I am sending copies of this letter to the Chancellor of the
Exchequer, the Secretaries of State for Foreign and Commonwealth

Affairs and for Defence and to Sir John Hunt.

/

K J
13 July 1979

Department of Industry
Ashdown House

12% Victoria Btreet
LONDON SW1







Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

PRIME MINISTER

I have seen Keith Joseph's minute to you of

13th July about the future of Rolls Royce.

2 While I agree in principle that the idea of removing

iolls Royce from the control of the NEB and putting the
Company under GEC management should be examined in greater
detail, the terms for such an arrangement will need very
careful consideration indeed. Our objective must I think
be to minimise the potential calls by Rolls Royce on
public funds. Tighter management and better cost control
are prerequisites to better performance. But these will

not themselves deal with the fundamental finanecial

problems now facing the Company. Moreover, there are

obvious dangers in a solution which gives Arnold Weinstock

=

the controlling interest in certain parts of Rolls Royce,
leaving the Government to finance the other parts which

may not perhaps be so profitable.

34 By all means, let the feasibility of the proposals

be considered urgently but this should be without

prejudice to the Government's position at this stage.

I look forward to seeing a fuller appraisal of the proposed
arrangements, together with an assessment of their financial

conseguences,

oECRET




Treasurvy Chambers, Farliament Street, SWIP 3AG
O1-233 3000

4, I am copying this letter to Keith Joseph,

Peter Carrington, Francis Pym and Sir John Hunt
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