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CONFIDENTIAL

PRIME MINISTER

THE RELATIONSHIP BETWEEN GOVERNMENT AND THE NATIONALISED
INDUSTRIES

In your minute (M11/81) of ﬁ/August you invited those of
us concerned with nationalised industries to give you proposals
by 18 September for providing new arrangements to establish
quickly and effectively a true business culture in our
Departments which would make for better understanding and
communication between us and our nationalised industries. I
have only had a short time to assess the needs of the
Department of Transport against the background of our
August 4 discussion., But my first impression is that an
incoming businessman will find an extremely positive atmosphere
in which to work and in which he could reinforce the '"change of
culture" which is so clearly needed in all departments,

In the Department of Transport the relationships between
our nationalised industries, including those which are to go
private, are in the charge of a single Deputy Secretary. But
other parts of my Department are also concerned with industry
in various ways, for example with the Channel Tunnel as a
venture for private finance, with the road-building industry
and with the assistance of the export markets of all our
industries which produce equipment for transport. So I can
offer to an incoming businessman of high calibre a wide range
of interests, I certainly want to have one in.
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This would not be a novelty for this Department. I
understand that for the past five years there has been a
succession of three highly competent young city accountants
serving in the Department., The Department set out to recruit
them Jjust before they were due to become Partners, when they
would have moved out of our financial range as we have seen it
up to now., They have not been advisers, nor line managers,
but they have been thoroughly involved in the day to day work,
One of them, for example, was closely involved in setting up
Sealink with a company structure within British Rail; and
another has been deeply involved in the privatisation of the
National Freight Company., But whereas these accountants have
served at Assistant Secretary level, I should want to go
higher with the businessman and place him alongside the
Under Secretary in charge of the Railways Directorate where
most of his time will be needed., I would use him to guide and
to use the analytical side of the Directorate, which already
includes economists, accountants and statisticians and provides
the information for understanding and constructively examining
the performance and management of the railway., But I would
need to keep my administrators' service in much its present
form to handle legislation and finance and to help me to form
and give effect to our policies,

I think we may have to pay quite a lot to get a businessman
of the required calibre, and I do not think that anything is
served by attributing some particular Civil Service rank to
him, What will be important is that his role and his involvement
should be made absolutely clear to him and to my staf'f - though,
because of the working model we already have with the accountants,
I do not expect this to be difficult,
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I am very glad that we are to have a new Ministerial
Commi ttee to consider issues of nationalised industries
policy. As I said at our meeting on August L4 when speaking
with the Energy Department in mind, I consider this Committee ,
plus the appropriate business reinforcements we propose in Departments,
should make a major contribution to the 'change of culture'
which has to be achieved,

I am sending copies of this minute to Geoffrey Howe,
Patrick Jenkin, George Younger, John Biffen, Janet Young,
Nigel Lawson, and also to Sir Robert Armstrong and Mr Ibbs,

Ju

DAVID HOWELL
18 September 1984
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CPRS REPORT ON THE RELATTONSHIP BETWEEN GOVERNMENT AND THE NATIONALISED
INDUSTRIES 1

Prime Minister

In your personal minute M11/81 of 4 August to the Secretary of State for
Trade you asked sponsoring Ministers to put forward proposals for improv-
ing the expertise and understanding of their Departments in dealing with
their nationalised industries.

2. The Scottish Office is the sponsoring Department for three
nationalised industries - the North of Scotland Hydro-Electric Board,

the South of Scotland Electricity Board and the Scottish Transport Group.
Each of these I regard as being in the category of smaller nationalised
industries which were not explicitly considered by the CPRS study. I
think it important to make this point for, in my view, a number of the
problems which the study identified have not arisen, or are less serious,
in the case of the industries' sponsored by me. I have not, for instance,
been confronted with unexpected demands for additional finance and I do
not regard the lack of mutual trust and understanding described by the
CPRS as a fair reflection of attitudes in Scotland.

3. On the particular objectives set out in your minute, I agree that a
greater degree of business expertise will improve the ability of staff in
my Departments to probe and weigh up the arguments put forward by the
industries. The industries with which I am concerned are however engaged
in highly specialised fields and therefore differ greatly from the typical
private concern. 1o monitor and control their activities with greater
authority would, therefore, require highly specialised rather than general
business expertise. Where, through direct entry schemes or otherwise, we
recruit staff with some general business experience, we try to place them
within the Scottish Office where that experience will be of greatest use.
We could, in theory, go further and train a small number of staff to equip
them with the specific expertise for nationalised industry work by
selecting those with suitable backgrounds and by arranging for their
secondment to nationalised industries, private sector companies and
relevant businesses or consulting firms. But it would not be possible to
offer the staff selected a satisfactory career structure within the
Scottish Office in posts dealing full-time with nationalised industry
affairs for there are only five such posts within the Office. Additionally,
if a net increase in staff were to be avoided, it would be necessary for
the secondees, on their return to my Departments, to spend a considerable
proportion of their time, as the existing staff do, on day-to-day duties
which would not draw on their experience. I am very much aware, however,
of the need to strengthen our expertise in dealing with the nationalised
industries. Arrangements already exist for the exchange of staff on
secondment between outside employers and the Scottish Office and some
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successful links with the nationalised industries have already been made
through this scheme. Tne present manpower cuts in the Civil Service
necessarily impose some constraint on how quickly we can develop the
secondment programme but, we hope to make increasing use of secondment
to place Scottish Office staff in suitable posts in the nationalised
industries and to offer reciprocal Central Government experience to
nationalised industry employees, to enable both sides to draw upon the
experience gained in the future.

4. As regards the decision that staff dealing with nationalised industry
matters should remain longer in post, the need to ensure that staff stay
in post long enough to gain necessary depth of knowledge and experience
and that their careers are developed along sensible lines applies to
every aspect of my Departments' operations, not only nationalised
industries. In the Scottish Office it has been the aim for some time to
achieve longer posting periods and there has been a fair measure of
success in this area. But this desirable objective has to be balanced
against the need to give the most promising officers as wide a range of
jabs as is reasonable to ensure the proper development of their careers.
The Scottish Office posts which deal with nationalised industries are
frequently filled by staff with previous experience of dealing with
those industries.

5. I am conscious of the need to build up our expertise in dealing with
nationalised industries. With this in mind, steps will be taken to
strengthen the links between the administrators in the nationalised
industry field and their economic and accounting advisers and the importance
of previous experience in the financial or business area will be borne in
mind in future postings. I will also consider the possibility of drawing
where necessary on any more specialised expertise introduced into the
relevant parts of the Department of Transport and the Department of Energy.

6. I am sending a copy of this minute to the recipients of yours.

Aot

(Approved by the Secretary of State
and signed in his absence.)

18 September 1981
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THE RELATIONSHIP BETWEEN GOVERNMENT AND NATIONALISED INDUSTRIES

Ao INTRODUCT ION
The CPRS was invited to review:—

- what should be the basis of the relationship between Government on
the one hand and nationalised industries (and companies dependent
on financial support from Government) on the other;

= how best to give effect to that relationship so as to ensure a
reasonable balance between the commercial responsibilities of the
Boards, and the supervisory responsibilities and financial commite

ments of the Govermment;

- the adequacy of the present arrangements for monitoring the
financial performence of the industries and for giving early
warning of troubles ahead.

The remit did not include consideration of either privatisation or the financing
of the industries. However quickly privatisation proceeds, a number of industries
will still be nationalised, anyway for years to come. So the problems of
Government/industry relations will remain,.

2 We have discussed these questions with Ministers concerned, with present
and past nationalised industry* Chairmen and Board members, with officials at all
levels in Departments and with a limited number of academics and private sector
businessmen., Because of the short time for the study (2-3 months), we restricted
discussions in the main to the larger public enterprises (BSC, NCB, BGC, BL, BRB,
BTy Electricity Council, CEGB). However, we believe our findings and recommenda-—
tions apply generally. But in implementing them it will be essential to keep in
view the special features of particular industries, Because of the short time
available, the CPRS has not been able to carry the discussion of all its
recommendations to the point where they can be implemented at once. If Ministers

endorse the principles, more detailed work will be needed in several areas,

*¥In this report the term 'nationalised industries' includes those companies depen=—
dent on financial support from the Government (BL, RR) as well as the statutory
corporations,
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Be THE PROBLEM

3e Our discussions showed that a number of problems are perceived in the
present arrangements. The problem that has caused most concern recently is the
poor finahcial performance of many of the industries., Most of the other problems
are not new =~ they have been discussed in other major studies over the past

twenty years:

(i) Lack of clear objectives. Govermments have not given the industries

clear objectives, and this has contributed to the need for constant
detailed Govermment intervention., Chairmen told us that the Government
had never given them a clear remit, within which they could try to run
their industries efficiently. They found that priorities were often
determined by short—run tactical considerations, at odds with the
commercial interests and longer-term timescales of their industries.
Hence common purpose is lacking, despite.some good individual

relationships on a personal level, and accountability is blurred.

Lack of mutual trust and understanding. Some Ministers and officials

feel that they are not given full information, or early warning of
potential problems, on a basis of mutual frankness and trust. On the
other side the industries complain about lack of understanding and
expertise within Departments. The Government sees the Boards as weak

and inefficient, while the industries resent detailed intervention.

Lack of market forces. Many of the industries have monopoly power,

so that financial targets cannot guarantee their efficiency. For most
of them there is no realistic danger of bankruptcy, so that their
managers do not have the same pressure to improve their performance

as they would in the private sector. Ad hoc efficiency studies by
the Monopolies and Mergers Commission (MMC), as presently constituted,

are not a sufficient substitute.

Lack of motivation. From the Government's point of view there is a

lack of any effective sanction against industries which fail to meet
targets, Public embarrassment is effectively the only tool available,
since sacking Chairmen or whole Boards would be a drastic step. On
the other side the industries see themselves as subjected to public

CONFIDENTIAL
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(v)

(vi)

(vii)

(viii)

CONFIDENTIAL

criticism from all sides, but not often given credit publicly for
their successes, Furthermore they feel that many of their difficulties
arise from factors outside their control, such as the state of the
economy but %hat Ministers and officials do not understand this
properly. Chairmen feel that the'clima¢e makes it harder for them

to exercise effective leadership,

Extent of union power., In some industries the unions have established
a dominant position, not only in pay bargaining but in wider issues
affecting the industry's future,

Shocks, Ministers are concerned that a number of industries (BSC, BL
and NCB) have made demands for finance substantially in excess of the
levels foreseen, By the time these demands were put before Ministers,
often at short notice, there was in effect no option but reluctantly

to concede them,

Institutions., In our interviews we invited opinions on each of the
main institutions involved = the industries, the sponsor Departments
and the Treasury. Comments were almost always critical, which perhaps
shows the strains in the current relationship, The industries them—
selves were criticised both for being too inbred and narrow in outlook,
and for being too monolithic so that information and decision-making
is too centralised. Being in the middle the sponsor Departments were
criticised from both sides; by the industries for being ineffective

in discussions with the.Treasury, which made some industries want to
negotiate direct; by the Treasury and others for mnot being tough or
knowledgeable enough in negotiating with the industries, The main
criticism of the Treasury was that it was financially too rigid and
understood too little the effects of this on the industries,

Allocation of resources. A concern of Treasury Ministers and officials
was that within Whitehall there seems no efficient system for ensuring
that investment, and indeed the overall use of resourcesg, is assessed
consistently both within and between industries., Resorting to across-
the~board cuts in EFLs as a method of allocating resources seems an

admission of defeat in establishing priorities.

CONFIDENTIAL
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4. This summary of the problems is not exhaustive but we believe
substantially covers the key perceived shortcomings in the present
relationship. : We shall have something to say about each of these
problems and believe that our recommendations provide a sound basis for

solving some and improving others. = There is no perfect answer.

Se At the outset we need to distinguish between real problems and
secondary symptoms. The CPRS belieyes that the poor performance of the

nationalised industries over the past decades has five fundamental causes :~-

(i) the lack of market forces and of any threat of bankruptcy;
(ii) the extent of union power;
(iii) the absence of a sufficient strategic framework;

(iv) the impact of political decisions which unavoidably clash
with straightforward business objectives;

(v) a failure of communication and understanding.

6. These lie at the root of the difficulties. For instance, if union
power is a problem in a particular industry it is not enough to have a
close relationship between Chairman and Secretary of State, and a rational
system for allocating resources or for monitoring and forewarning of
problems, unless the Board and Government use their close relations to
evolve a strategy for dealing with the underlying union problem. Similarly
changing the administrative organisation within Whitehall will lead to
nothing unless managers in the industries are motivated to behave
differently; at the end of the day the Government cannot implement policy,
it is in the hands of the management of the industries. Any solutions

should be aimed at these basic ills.
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C.  BACKGROUND TO SOLUTICNS

T Before presenting the CPRS findings and recommendations in detail there

are some points to make on the background to possible solutions :-—

(i) Diversity of the Nationalised Industries. The wide diversity of

the industries is itself a problem - they are in widely different
kinds of business, and have‘differing positions in the market place,
from monopoly to highly competitive. This effectively excludes a
single solution, but there are some general principles that can be
applied, even though the industries' diversity means that great care

must be taken in the application.

Previous Studies. The review covers ground that has been well

ploughed before; clearly there is no philosopher's stone that will
solve all the problems. The two most recent major studies = the

1968 report from the Select Committee on Nationalised Industries (SCNI)
and the 1976 report by the National Economic Development Organisation
(NEDO) =~ include much analysis and diagnosis with which the CPRS agrees.
However the solutions fail to attract. More will be said about a
Ministry of Nationalised Industries along the lines of the SCNI's
pfoposal later in the paper (see paragraphs 59—62). In the view of

the CPRS the NEDO proposal for a Policy Council between the Government
and the Boards would in practice add another layer of control which

could only further blur accountability and was rightly rejected.

Foreign Experience. In the course of this study the CPRS briefly

reviewed how foreign countries tackled the similar problems posed by

their nationalised industries. There are some elements of European
experience that seem worth drawing on — for example the French
administrative elite which forme a common culture at the top of

Government, the Civil Service and industry and the French attempts to

make objectives explicit through long-term contracts between the state

and the industries. The US use of regulatory agencies to cbntrol the public
utilities offers a different approach and is considered later

(paragraphs 10 and 11). But there is clearly a limit on the extent
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to which experience in one country can be applied in another country

with a different cultural background.

Time Constraints. The CPRS was aware in carrying out this Review

that solutions were required that could be implemented relatively
quickly., Hence we have concentrated as much as possible on changes
which could be made without altering the statutory framework of the
industries, But however rapidly new measures are implemented,

performance can only be expected to improve gradually,.

Underlying Problems. This slowness of response is inevitable because

first people's behaviour and attitudes will have to change. Moreover,
the pace of improvement will turn on the extent to which the industries
continue to be affected by deep—seated and pervasive underlying problems,
such as the general health of the economy and the extent of union power.
The unexpected depth and nature of the 1980 recession was a major reason
for the borrowing requirements of the nationalised industries increasing
significantly beyond the levels foreshadowed in the Medium~Term
Financial Strategy. Over the longer term too, the productivity
performance of nationalised industries is likely to be affected by the
general economic climate, A better relationship can help in finding
ways of dealing with these difficulties, but it will not remove them.

Line Management, The success of the nationalised industries depends

on their line management. The size of many of the industries in itself
means that they have problems that demand high quality executive ability
for their solution. On top of this there are the further complexities
that arise from the interface with Government and some of them have

the added dimension of having to cope with very great union power.

The task of the Chairmen of the largest industries justifies obtaining
the services of the most able industrialists that can be found; at
present, because of the known frustrations, and indeed, the poor pay
compared with the private sector, it is extremely difficult to attract
such péople. Any change in the relationship with Govermment should

be aimed at clarifying, simplifying and reducing problems at the

interface so that Chairmen can concentrate on running their industries.
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Where additional pressures are introduced to increase emphasis on
efficiency this must be done in ways which leave the Chairman and
his managers unencumbered in the actual task of achieving the
improvements; petty interference is extremely harmful., We believe
that at all levels the quality of much of the management of the
industries is good, but leadership is essential if this is to be
put to good effect.s The aim must be to ensure that the line

management as a whole is actively pursuing the objectives that the

Government desires,
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D. LONGER~TERM POSSIBILITIES

Competition

g The best way of improving the industries? industrial performance is to
expose them to full competition wherever possible. All Government intervention
to influence the behaviour of the State monopolies is in effect a surrogate for

market forces, and a second best. How far it is possible to expose the industries,

or parts of them, to increased competition needs detailed study, and was not

within our terms of reference, But it is important that our proposals should

help rather than hinder the processe.

Privatisation

9. Where an industry can be exposed to competition, this will make privatisa-
tion easier, Again the question of privatisation was outside our terms of reference.
But we have had in mind that our proposals should reinforce rather than weaken the

pressures towards privatisation.

Regulation

10. Some industries, or parts of industries, have a degree of 'natural
monopoly' = in the sense that, given the structure of their products and markets
as public utilities, there is no efficient way of arranging for competing sources
of supply. These could be returned to the private sector only if some way could
be found to ensure that they would not exploit their monopoly power and push up
prices to make excessive profits, or cover excessive wages and inefficiency. One
answer to this would be the establishment of a regulatory agency (or agencies) to
control prices, following the practice in the US referred to earlier,

11, While seeing the attractions of this in principle, the CPRS does not
believe that it could offer a comprehensive solution to the problem of
Government/industry relations, at least within the next few years. There would

be great difficulty in giving the agency clear guidelines and defining its
relationship with the Govermment and the Boards of the industries themselves

(as well as with the MMC)., It seems to us very doubtful whether the Government
could lay down clear rules for determining prices, or agree to leave an independent
agency with a wide measure of discretion, Without direct accountability to
Government or Parliament, the agency might well ignore broader considerations
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(eg energy policy) and give too much weight %o special interests (eg consumers).,
However, we have not had time

This is discussed at greater length in Annex E,
to study these questions in detail, and Ministers may wish to consider whether

they would like further work done to see whether regulation might be useful as

a means towards privatisation in suitable industries.
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E, BASIC MODEL

12, It is to the strategic management of those industries likely to remain in
the public sector for the foreseeable future that the current review addresses

itself., At the heart of the relationship with the nationalised industries is the
need to strike a balance between the commercial aspirations of the Boards and the

broader economic and social concerns thet any CGovernment is bound to have.

13, At one extreme is the traditional Morrisonian concept of an 'arm's length!
relationship, This is based on the theory that once a Board has been set up, it
will itself be best placed to balance the commercial concerns of the industry
against the wider national interest., In practice all past experience suggests
that this is unrealistice, Although the assets of the nationalised industries are
vested in their Boards by statute, and the Minister's formal powers are confined
to appointment of Chairmen and Board members and approval of certain key matters, .
the CGovernment has a major responsibility on behalf of the public to see that
they are carried on efficiently and in the public interest, Because nationalised
industries play such an important part in the economy and are not fully suﬁject
to market forces, Ministers will went to intervene in areas that Boards regard
as part Ymanagement! - pay, prices, investment, efficiency - particularly when
the Government's other objectives are threatened by unforeseen developments,

The immediate response from the industries to Government infervention is to cry'
foul and argue that short-term expediency puts their longer—term objectives in
Jeopardy. This blurs accountability.

14. At the other extreme Ministers might take detailed powers to run the
industries, almost as if they were Governmment Departments, for example in the
way the Post Office was formerly managed. We have no doubt whatever that this
is the wrong model to take., It would give Ministers a detailed responsibility
which would force them to intervene in day—to-day management, and would make it
impossible for managers to operate on a proper commercial footing. Any changes
in working practice or reductions in manpower would risk becoming a direct

confrontation between Govermment and the workforce,

CONFIDENTIAL
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15. The CPRS is convinced that an intermediate model is most appropriate.

The Govermment is effectively the owner of the industry, and this entails
setting objectives, pressing for efficiency improvements, monitoring performance
and ensuring action to correct shortcomings, The aim must be to restrict inter—
vention as far as possible to matters of strategic direction and performance
monitoring, and to aﬁoid management intervention of a detailed kind. We believe
that the first step towards achieving this is through a much clearer definition
of the objectives for each industry. Intervention should be minimised by
clarifying as much as possible in advance, The CPRS solution also seeks to
provide a stronger substitute for market forces by making the non—executive
directors on nationalised industry Boards a more effective force, and by
recommending some changes in the current arrangements for external efficiency audits.

16, If Govermment is to act effectively as the owner of an industry, it must be
well=informed about the underlying business issues. It cannot have the same knowledge
of an industry as the Chairman and senior.executives, but if there is to be proper
understanding and communication, and if the arguments put forward by an industry
are to be effectively probed, Government must have the basic business skills.

This means that each main sponsor Department needs to contain a small number of
experienced businessmen of proven competence including at least one who possesses
the ability to run an industry, even though it is not his immediate job to do so.
Without people of this kind, however hard professional civil servants try to fill
the gap, there is bound to be some lack of understanding, less than fully
effective monitoring, some unreal expectations and unnecessary shocks and
disappointments.e To be effective this will require one businessman at a very
senior level in each main sponsor Department, and several people with business
skills to support him at lower levels, Clearly most of the present sponsor
officials are corscientious and hard working but they need to be better prepared

by means of a more specialised career progression and training,

17. Although each Secretary of State has the direct responsibility for his
industries, the industries! problems impact on overall Government concerns, for
example the PSBR, prices, pay and employment., There is a need for the senior
Ministers directly concerned to have a structured forum in which the overall
problems and performance of the industries, and financial priorities, can be
reviewed, For this to be effective they need the support of a very small review
staff which contains top quality business skill of the same kind needed in

sponsor Departments.
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18. Many of the questions about which such a Committee supported by

a review staff should be concerned are at presént dealt with ad hoc at

short notice, and the scope for improvement is obvious. However, it will
be important to ensure that all these new arrangements are confined to
major strategic issues and do not‘develop'into interference on matters

which are properly the concern of Departments or the industries.

19. Although these are the basic principles of the relationship in

the CPRS model, the application will be different for different industries.
In principle, the need for Government attention will be less the more
profitable and more exposed to market forces an industry is although some
of the decisions required may still be extremely difficult. The following
paragraphs set out in more detail the analysis behind, and the
recommendations of, the CPRS model. They start with the need to set

clear objectives for the industries, which is clearly pivotal to the
relationship. Next, changes in the industries themselves are considered,

and finally changes in the organisation of Government.
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Fo OBJECTIVES

20, At presént the Government does little to set Chairmen and Boards any
clear objectives. The CPRS is convinced that this explains a good deal of
the resentment aroused by Government intervention, and apparent
obstructiveness by some Chairmen to'Government policy. Many Chairmen
complained to us that they had no clear idea where in strategic terms the
Minister wished the 'industry to go; this has been a feature common to
previous studies. Although Chairmen would welcome discussions on strategy
it seems that in general Ministers' diaries are too full for wide-ranging
strategy discussions. Meetings between Chairmen and Ministers seem more
often than not limited to discussion of one crisis or another. Chairmen
would prefer to talk through such crisis issues against the backcloth of

a coherent set of objectives for the industry - objectives which could for

the most part remain stable for a number of years.

21, The CPRS recognises thét the definition of objectives for nationalised
industries is often more difficult than in the private sector, because the
objectives are not solely coﬁmercial. Possibly there has also been some
reluctance on the part of Ministers to commit themselves to objectives which
might be political hostages to fortune. However, the CPRS is convinced that
the benefits of setting clear objectives outweigh the disadvantages, and that
it is essential that before appointment each Chairman should be given a
clear idea of the broad objectives he is to aim for. Appointing the
candidate with the best track record is not enough; indeed it can be
dangerous in that, without agreed objectives, he could develop the industry
in a way which conflicts with the Government's intentions. Ministers might
like to ask themselves how many of the present Chairmen and Boards of the
largest enterprises (NCB, BL, BSC, BGC, CEGB, BT, BR) are developing the
industries in the way Ministers would ideally want? Under present
arrangements Ministers have no real sanction over Chairmen once appointed,

other than specific directions and ultimately dismissal.

22. The CPRS fully acknowledges that all previous major studies of the
nationalised industries have argued for clearer objectives to be set, and
that these recommendations have not been adopted by successive Governments.

In order to give Ministers a clearer idea what is involved, we put forward

in Annex A an illustration of what the objectives might look like in practice.
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In general these objectives would incorporate those aims laid down by statute
but would interpret these in specific business terms. Mostly the objectives
would be qualitative, indicating desired trends, .rather than quantitative;
Corporate Plans based on the objectives would fill in the detailed figures

from year to year.

23 Such a set of objectives should remain feasonably robust over a number

of years and would form the basis of the partnership between the Secretary of
State and Chairman. Obviously they could not remain totally immutable in a
changing environment and would sometimes need updating. If either the

industry or the Government wished to change the objectives, then further
consultation would be necessary. This would serve to make explicit the
consequences of a change in direction. Clearer objectives would also provide

a better basis for judging management performance and motivating improvement.
Whether such objectives were to be made public or not would be at the discretion

of the Secretary of State.

24.. In short, the CFRS sees four main advantages in clear objectives for each

industry -

(i) before appointment each Chairman would have agreed to the general
direction in which he would develop the industry; this should improve

motivation and enable management performance to be better measured;

decisions potentially at variance with the basic objectives would
require renegotiation of the objectives, thus making explicit the

consequences of change;

by setting the guidelines of the relationship they should help to
cement a partnership between the Secretary of State and the Chairman
thus avoiding the resentment at Government intervention that can

arise now;

by setting objectives in strategic terms, as we propose, there
should be a reduced need for Government to intervene in detailed

management matters.

Corporate Plan

25. An agreed set of objectives would still mean that there was a lot of

hard bargaining to be done around the Corporate Plan. However, the existence
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of the objectives should mean a more structured negotiation within given

guidelines.

26. The 1978 White Paper put corporate planning at the heart of the
relationship between Government and the industries, and envisaged that the
Government should become involved in the early stages of each plan. In the
present atmosphere of distrust this does not happen. The industries produce
one-future plans; officials then comment and explore the detail, but seldom
elicit substantial changes. The CPRS believes that only if clear objectives
are agreed can options be realistically discussed. Discussion of options
will also need more business skills within Whitehall, a subject which is

discussed later.

27 Out of the discussion of the Corporate Plan, the aim would be to
arrive at a series of medium-term targets and budgets for the ensuing year,
tough enough to set the industry a serious challenge but realistic enough for
them to try to achieve. Non-commercial services undertaken at Government
request would normally be identified and paid for. Financial targets,

performance a ims and EFLs would be elements in the package.

External Financing Limit

28. For as long as the Government has.a central cash target in the PSBR,
the CPRS sees no alternative but to monitor the industries also against

cash targets, namely EFLs. However, their role needs to be clarified.

If unrealistically tight limits are set, they will not serve to motivate
management and the system will become discredited, especially if industries
start to expect overruns to be topped up from a contingency reserve. The
CPRS has a remit from E(NF) to examine the operation of EFLs, and the subject
is best left to that report rather than pre-judging the findings here.

Monitoring

29. Clearly once targets have been set progress towards them must be
monitored. We have examined some of the systems now used to

monitor industries' performance; as a cross-—check we have also looked at the
systems employed by large private sector companies with diversified holdings.
We believe that the system for the nationalised industries could be

improved to help with the strategic management of the industries.
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A summary of our general proposals is at Annex D. A fuller account will be
prepared, with som e suggestions for individual industries, and will be
made available to officials. It is important to underline that these
proposed improvements in monitoring should not impose further burdens on
the industries; if theif internal management systems are adequate'the

industries will already have all the data needed.

30. The combination of an improved monitoring system associated with our
proposals to'introdﬁce more business expertise into Whitehall should lead
't 0 better supervision of the industries. Given eariy warning of potential
shortfalls against target, which the new monitoring proposals will provide,
it is essential that remedial action is subsequently taken by the industry.
Greater business expertise should give Whitehall the ability to distinguish
with confidence to what extent any poténtial shortfall against target is due
to factors outside the industry's control. It should also give Whitehall a
better understanding of what the commercial consequences of the various
remedial options might be and in turn, through development of a common
culture with the industries, help Government to persuade management of the
appropriate level of response. It is important to emphasise that the system
proposed does not mean that Government will be taking management's decisions
for them; but rather that unless Government has the necessary business skills
it will not be able to judge whether the level of response that the industries

are proposing is adequate.
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Ge THE INDUSTRIES

Overall Structure

31. The sheer size of some of the industries makes them difficult to manage

effectively. Many are too monolithic and in appropriate cases need breaking

up into more manageable units. Besides leading to direct efficiency gains this
could serve to make policy issues mére explicity for instance by exposing cross
subsidies.s In general, one would like to see sub—units of the industries

producing accounts which relate profits to use of assets wherever this seems sensible.

32 There is a particular structural problem for the Electricity Supply Industry
in England and Walese The unwieldy Electricity Council is at present‘required

to meet an EFL without any authority over the area boards and CEGBes In the view

of the CPRS this system is unworkable. Progress towards efficiency improvement
must start with a change in the present set-upe. Werecognise that the Department of
Energy is considering how the system can be chamnged and we recommend that they
should bring forward proposals as soon as possible,.

Board Structure

33s The statutes for the nationalised industries have very little to say on the
structure of the boards other than prescribing their minimum and maximum overall
size. In many of the public enterprises executivg directors outnumber the
non-executive directors, a structure presumably modelled on the private sector;
however, the CPRS firmly believes that in the nationalised industries a majority
of non=executive directors is preferable. In the private sector market disciplines
ensure that the executive directors are constantly under pressure to improve
performance. In the absence of the threat of bankruptcy in public enterprises
executive directors and managers below them are not under the same pressures.

The CPRS would like to see on Nationalised Industry Boards a majority of
non-executive directors to act as a surrogate for these pressures for greater
efficiency in the use of resources and to stop the executives on the board
becoming complacent. It seems to the CPRS that non=-executive directors stand
the best chance to become an effective force if they outnumber the executives;

in any event there need to be enough non=executives to be mutually supportive.
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But a majority in itself is not enough. They need to be people with sufficient
experience, confidence and willingness to press the executive directors effectively
to take action on efficiency questions; mostly they should be recruited from

those with management expérience in large private sector organisations. We have
found evidence that many of the present non-executive directors do not exhibit

the qualities we describe above,

34. Hoﬁever, such a structure would be ineffective unless the non-executive
directors were informed clearly by the Secretary of State of the role they were to
fulfile We do not believe that in the past enough care has been taken to give
them a clear indication of what was expected of theme. In addition to their general
responsibilities determined by statutes, the CPRS believes that the non~executive
directors should be charged with certain specific tasks by the Secretary of State.
Among these would bese

(i) +to ensure that the 1ndu5try's objectives are adhered to, but if
change becomes necessary that thlq/negotlated and agreed;

(i1)  through the mechanism of a Board Efficiency Audit Committee
(see paragraph 36 below)

(a) to take a special interest in the internal efficiency of
the industry and ensuring that best management practice is brought

in, and

Wi

(b) to ensure that external efficiency audits of the type undertaken
by the MMC are followed upy ie that management takes the necessary

actions

(iii) advising on appointments both executive and non—executive through
a Board Appointments Committee (with the Secretary of State of course
retaining the ultimate authority for appointments);

(iv) advising on board salaries (once again subject to the Secretary of
State's ultimate authority)e
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’. - It is envisaged that the non-executives accompanied by the Chairman

would have an annual meeting with the Secretary of State to report on progress
towards these specific objectives. Among benefits from such a meeting could be
to highlight opportunities for privatisation of subsidiaries or potential joint
ventures with the pfivate.sector. The meeting would also provide an opportunity
to review the relationship with the Department and for the Chairman, supported by
his non-executive colleagues, to comment on whether interventions had been

constructive and had concentrated on major issues.

36. On efficiency, whilst external audits have a role to play in identifying
areas which the Board may have missed, the Board alone has the collective
responsibility for efficiency and only it can see clearly the practical obstacles.
The CPRS believes that only an effective number of non-executive directors on

the Board can combine the general business experience with the opportunity to
press the executives towards greater efficiency, for which the Board as a whole
carries responsibility. It would not be appropriate for a sponsor Department

to attempt to fulfil such a role through external interference. The non-executive
directors should constitute an Efficiency Audit Committee. This Committee should
press the line management to produce evidence of improvement on all major
efficiency issues. In some cases it might be appropriate for one or two high-
potential young managers from within the industry to participate in efficiency
studies; they would provide the detailéed knowledge of the operations in an
analogous way to Rayner scrutinies. This in turn would help to inculcate a sense
of efficiency within the organisation when these managers return to line
management positions. The Efficiency Audit Committee could also press for

consultants to be engaged as it saw fit.

37. The CPRS is in principle in favour of small Boards of Directors (7-10 members).
The larger the Board, the less the opportunity for constructive discussion and the
more the key decision—making devolves to some small group. There are strong
arguments therefore for small cohesive Boards on the BL model (three executive,
four non-executive members). Clearly a move towards smaller Boards for the public
trading sector would ease one of the difficulties in having non-executive directors
in the majority on public enterprise Boards, namely the recruitment of sufficient
non—-executive directors of high enough quality. The usual counter—argument to
having a smaller Board is that by restricting the number of executive positions

on the Board the motivation of management will be reduced, since a position on the
Board is naturally regarded as the pinnacle of a career. However, experience in
the US, where in general there are very few executive positions on Boards, seems.

to undermine this line of argument.
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38. If Ministers endorse the general principle of smaller Boards with a ma jority
of non-executive directors, there will be a difficult transitional phase in moving
from the current situation. - It will not be sufficient to rely on natural
wastage. ey ‘ Annex B discusses this further and shows
the current membership of the nationalised industry Boards. Only in a small number
of cases i& the statutory minimum size of the Board at variance

with the CPRS recommendations = see Annex B.

Civil Servants on Boards

39 In the context of Board structure, the CPRS has considered the case for
having civil servents as non=executive directors on nationalised industry Boards.
The general argument in favour is that such arrangements improve mutual understanding
between Whitehall and the industries. While not wishing to rule out the possibility
in every case, the CPRS is in principle againet the concept of civil servents as
board members. Having civil servants on the Board can lead to conflicts of loyalty
and interfere with the coherence of the Board, which must at the end of the day

be collectively responsible for decision-taking. Giving the non-executives a clear
task on efficiency will itself put a strain on Board cohesion. but one which
ultimate collective responsibility should be able to withstand. However, further
pressures should be avoided, Once Board cohésion is broken, strategic
decision=~making tends to be driven away from the Board to the executive. One
advantage claimed for giving civil servants seats on Boards, that it improves

their knowledge of the industry, should be secured by our proposals for sponsor
Departments (paragraphs 65=76 ).

OQuteide Recruitment of Senior Executives

40, Some of the industries (CEGB, BGCy NCB and BT seem prime examples) show classic
symptoms of being too inward=looking and inbrede In these industries the CPRS

would see some scope to reinforce non=executive directors by appointment of a few
outside senior executives in preference to intermal candidates. Suitable

candidates could be found from people who had previously left the industry to

widen their experience. In any event they must be knowledgeable and have

relevant skills if they are to have an impact. As another cowmter to inbreeding
executive directors on nationalised industry Boards should be encouraged to take

up non=-executive directorships in the private sector in order to widen their

horizons.
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External Efficiency Audits

41. The CPRS believes that external efficiency audits have a vital part
to play in comblementing the role of non-executive directors in a sustained
drive for efficiency in those industries that do not face competition.

We consider that some of the references carried out by the Monopolies and
Mergers Commission under Section 10 of the Competition Act demonstrate that
audits on these lines can be useful. However, implementation rather than’
recommendations is the real test of the effectiveness of such references.
The CPRS believes that more should be done to ensure that recommendations
are followed up. We also think that regular audits of a particular industry
are necessary in order that the external audit team can become progressively

more knowledgeable and therefore incisive.

42. The CPRS recommends that each nationalised industry that is not
operating in a fully competitive market should be subject to an external
efficiency audit on a regular basis, say every four years, or more frequently
if the audit shows. this to be needed. The aim will be to form an independent

view of the industry's performance, and this will serve two purposes :—

(i) +to report on the extent that any findings in

previous audits have been followed up;

(ii) to complement the efforts of non-executive directors by opening
up the industry for external scrutiny'in depth every few years

to examine the changing situation and scope for improvements.

We suggest that it should be normal practice before an audit begins, for
the sponsor Department to tell the external audit team where they suspect

areas of inefficiency.

43. The MMC itself need not have a monopoly of external efficiency auditing
of the nationalised industries. It is the body immediately available, and
therefore the obvious one to use at present. However, if Ministers decide

to explore further the possibility of adopting a regulatory system (see
paragraphs 10-11) the best way of ensuring effective and penetrating

efficiency audits merits further study.
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44. Furthermore some criticisms of the MMC's style of reporting have
been brought to our attention. With the exception of thei<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>