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CONFIDENTIAL

MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01303z 218 2111 /3

MO 21/2/28 29th April 1983

A1

STATEMENT ON THE DEFENCE ESTIMATES 1983

Thank you for your letter of giéh April forwarding the
Prime Minister's comments on the draft Statement on the Defence
Estimates. I can confirm that the Defence Secretary is very
content to include all the suggested amendments listed in your
letter. These include some changes to the "no first use"
paragraph in the essay on "Nuclear Disarmament - Alternative
Approaches" (paragraph 3 on page 2-11), which Mr Heseltine
believes will also meet the concerns expressed by the Lord Privy
Seal and the Home Secretary. A suggested redraft of this
paragraph was included in the Foreign Secretary's comments, but
Mr Heseltine hopes that the amended version will also be
acceptable to Mr Pym. The remaining FCO comments mentioned in
Brian Fall's letter of 26th April have been taken into account
in the redraft (apart from one or two which have been overtaken
by other amendments).

A revised draft of the White Paper incorporating all these
changes is being circulated for consideration by the Cabinet
on 5th May.

I am copying this letter to the Private Secretaries to
other members of OD and to Sir Robert Armstrong.

A J Coles Esq

CONFIDENTIAL
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From the Private Secretary

L}

Statement on the Defence Estimates 1983

Following the discussion at OD on 18 April, the Prime
Minister has looked again at the draft Statement on the Defence
Estimates. She is content with the draft in general but would
be grateful if the following points could be considered.

The last sentence of paragraph 104 may be regarded as
too sanguine, given the motivation which appears to underlie
the Soviet military programme. The sentence might be redrafted
as follows:

"Only if they are faced with a resolute approach
may they eventually be brought to recognise that
a balanced agreement ...."

With regard to paragraph 111 it is perhaps questionable
whether the accession of Spain to NATO is evidence of the
Alliance's 'continuing vitality". Perhaps the penultimate
sentence of that paragraph could read: '"1982 saw the accessiocn
of Spain, the sixteenth member of the Alliance

The reference in paragraph 115 to "the maintenance of
adequate forces'" as being necessary to deter aggression in the
Falkland Islands might invite criticism of the Government's
actions prior to the Argentine invasion last year. Could the
second and third sentences of the paragraph be re-drafted as
follows:

"But above all it made abundantly clear that successful
deterrence rests crucially on the perceptions of a
potential enemy. The Argentine Government mis-
calculated our ability and resolve to defend our
territory and our people. The result was war."

It might also be useful to insert an additional sentence
before the penultimate sentence of paragraph 115 as follows:

"Nor
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"Nor by the same token should we fail to carry
through measures which we and our allies have
judged necessary to maintain the effectiveness
of our common defence."

As to the "essay'" on NATO strategy, the Prime Minister
thought that paragraph 7 was rather over-elaborate and might
with advantage be recast to emphasise the essential point about
deterrence along the following lines:

"NATO's possession of nuclear weapons for deterrence
does not make their use, and therefore nuclear war,
more probable. Rather by deterring attack, it makes
any kind of war - but especially nuclear war - less
likely. 1Its sole purpose is to keep the peace. It
may not seem an attractive way of doing so; but in
an age in which nuclear weapons exist and cannot
be disinvented it is the surest way we have. It has
worked for more than 30 years and there is no reason
why it should not continue to do so."

In the chapter on Nuclear Forces, the penultimate sentence
in paragraph 202 may be open to misunderstanding. Perhaps it
could read:

"Moreover, effective deterrence requires that NATO
must be seen to have a credible response to Soviet
agression at any level - conventional or nuclear.'

It would be useful in paragraph 206 to underline the
importance of a US capability to counter SS20s. This could be
achieved by amending the third sentence of that paragraph as
follows:

"This takes no account of the Alliance's need for a
modernised American capability in Europe to deter
the modernised Soviet intermediate range capability
which the SS20 represents. It also ignores the fact
that the British systems which the Russians want to
treat as matching theirs are sea-based, independent,
strategic systems, which provide a 'last resort'’
deterrent and thus have a completely different role
from the land-based Soviet SS20s."

The Prime Minister believes that it may well be necessary
to include in paragraph 210 of the White Paper a reference to
the arrangements for joint decision on the use of Cruise missiles
based in this country. But it will not be possible to decide upon
the wording of this reference until nearer the date of publication.

As to the essay '""Nuclear disarmament: Alternative Approaches"
the language towards the end of paragraph 3, raises too clearly,
in the Prime Minister's view, the possibility that NATO might
have to use nuclear weapons. Perhaps the following could be
considered:

/"NATO
CONFIDENTIAL
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"NATO can have no similar confidence in Soviet
motivation nor, in the light of the conventional
imbalance, can the Alliance be confident of deterring
any Eastern aggression by its conventional forces

-alone. Without the deterrent of possible first use
of nuclear weapons by NATO, the Soviet Union might
be prepared to risk a conventional attack. NATO
for its part has foresworn the first use of any
form of, force. Experience teaches us to be wary
of Soviet undertakings of this nature: the Soviet
invasions of Afghanistan and Czechoslovakia

In paragraph 4 of the same essay the Prime Minister
was inclined to think that the passage from "Indeed the Palme
Commission" to "differences of geography' is rather too specialised
for the average reader of the White Paper but will be happy for
the Defence Secretary to decide on its retention or otherwise,
in the light of the promotion by the Social Democratic Party of
ideas of this kind.

Finally, the Prime Minister would prefer that the essay
"The United States Forces in the United Kingdom" did not include
a reference to the Attlee/Truman and Churchill/Truman agreements.
We shall be referring to these in the context of nuclear weapons,
and to do so in another context could confuse the issue.

I am copying this letter to the Private Secretaries to
other members of OD and to Sir Robert Armstrong.

Richard Mottram, Esq.,
Ministry of Defence
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Foreien and Commonwealt

London SWIA 2AH

26 April 1983
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Statement on the Defence Estimates 1983

Following their discussion of this year's Defence
White Paper on 18 April, members of the Defence and
Overseas Policy Committee were asked to send to the
Defence Secretary further proposals for amendment
of the draft White Paper.

We have already informed DS 11 (in the enclosed
letter of 19 April from Defence Department) of a number
of amendments which we should like to see incorporated
in the draft. We believe that these are important and
hope that they will be accepted.

The Lord Privy Seal has already commented (in
a letter of 19 April to the Defence Secretary) on the
difficulties in presenting the Government's case on
'No First Use' of nuclear weapons and, given OD's
remit that we should try to ensure that material in
the White Paper cannot be used out of context to
support criticism of government policies we agree on
the need to look again at para 3 of the essay 'Nuclear
Disarmament: The Alternative Approaches'. I would
suggest replacing this with something on the lines of the
enclosed draft which draws on a line we have been taking
in public and which has been cleared with MOD officials
in the past.

I am copying this letter to John Coles and to the
Private Secretaries of other members of OD.

(B J P Fall)
Private Secretary

R C Mottram Esq
Private Secretary to

Minister of Defence

CONFIDENTIAL




'"The NATO Heads of Government made a promise at their

meeting in Bonn in June 1982 that no NATO weapons, nuclear or
conventional, would ever be used except in response to attack.
A declaration of 'no first use' of nuclear weapons would

not reduce the chance of war, but in fact increase the risk,
for the following reasons: NATO is confronted by massive Warsaw

Pact conventional forces. 1In foreseeable circumstances, therefore,

a successful limited war in Europe which, they might gamble,

need not provoke the Americans into using intercontinental nuclear
weapons. NATO policy is to ensure that the Russians could never

be certain that they would be able to fight a limited war in
Europe. If NATO were to make a 'no first use' declaration it

would risk removing the uncertainty in the Russians' minds

and thereby greatly increase the risk of their being tempted into

a conventional attack on Europe. They would also be in a far
stronger position to limit our freedom by threatening such an
attack. This does not mean that NATO are in any sense committing
themselves to any decision in principle to use nuclear weapons

first if they found themselves losing a conventional war. It means

that would be wrong, in the interests of preventing war, to

volunteer to renounce the option.'




Your teference

D Petch Esa P y Our reference
DS 11
Date 19 Anril 1983

STATEMENT ON THE DEFENCE ESTIMATES 1983

1% When we snoke on the telenhone earlier todav I mentioned that
Mr Onslow was briefed to make four noints durine this afternoon's
discussion in OD of the draft Vhite Paner. Vou mav find it
helnful if I were to record them. Thev are as follows:

(a) maragranhs 104 and 206 of the draft sugeest that the Russians

have made more of a concession than is the case in the INF neeotiations.

Richard Gozneyv of Defence Denartment has discussed this with DS 17,
who have, 1 rather, aereed that some amendment should be made. 1
believe that they mav have discussed anvronriate lanfsuaege to take

accouni of the noint. Perhans this mieht best be done bv re-draftins

the 9th, 10th and 11th lines of naragranh 104 ito read, '""They have
more recently made new offers, the details of which are discussed
further in chanter 2", and by deletine the second half of the next
sentence ('"But thev nevertheless .... can be achieved"). The 5th
sentence of nararranh 206 mieht then be amended to read: "However
the Soviet Union has now at least shown signs of a recosnition of
ihe special nature of INF missiles'. In the nenultimate line of
that marasranh, "“"for anv' read "(a)".

(b) The reference in marasranh 202 1o the Warsaw Tact nronosal Tfor
a non-areoression nact is too harsh. The Janguare needs 10 be
moderated. A formulation was sureested in nararranh 2(m) of my
letter of 28 March which should mee1l 1the bill.

(¢) We believe the argsuments arfainst limited nuclear weanon free
zones in Eurone, in the essav of nuclear disarmament, should be
s1rencgthened bv refuting the widesnread claim that thev would raise
the nuclear threshold. This noint was made in parasranh 2(t) of mv
letter mnder reference. Again, 1 believe Richard Gozneyv has
discussed wordine with DS 17.

(d) Ye¢ are unhanny about the reference in nararsranh 402 1o a 4%

annual real increase in Soviet militarv exnenditure. Our understandinr,

based on a recent CIG meetinr (at which renresentatives of the

defernce intelligence side of the MNOD were nresent) is that the UK
detence intellieence exnerts believe the {irFure 10 be no hisher than
2¢ 35 recont yvears. and under 37 on averare since 16870, e

/recornise




recognise that 4% is the latest aereed NATO firure but it could
prove to be a hostare to fortune for us to anmnear to give it full
endorsement. If, nevertheless, you feel obliged to retain the
4% figure, it might verhans be hedeed about bv onening the second
sentence of varagranh 402 with some such nhrase as "According

to the latest NATO estimate"

2. 1 note that the third draft of the White Paner does not take
account of a number of other points made in my letter of 28 March,
namely those at naragranh 2(a), (c¢), (r), (s) (we note that there
has been some strengihening of pmaragranh 3 of the essay on nuclear
disarmament in this respect, but it still does not, in our view,

g0 anything like far enough |, and we retain a strong nreference for
our formulation), and (aa). We should still like to have these
incornorated.

3. I1f any of these noints raise any difficulty for vou, I should
be grateful if we could have a word on the telenhone. Otherwise,
1 assume that vou will be able to incornorate them in the draft
which goes to Cabinet later this week.

% e
I onst

HJ S Pearce
Defence Devmartment
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OVERSEAS AND DEFENCE COMMITTEE: 18 APRIL MEETING

I have seen a copy of Janet Young's letter of 19/April abcut the
draft White Paper on Defence and would like to endorse what she
says. :

fear that to include this paragraph will only lead to a worth-
ess argument with some church leaders. I really think it would

e better simply to reserve these arguments for the debate.

am copying this letter to the Prime Minister and to OD colleagues.

The Rt Hon Michael Heseltine, MP







PRIME MINISTER

DEFENCE WHITE PAPER

You said that you wanted to go through
this Paper with Mr. Goodall and Mr. Jackling.
An opportunity has been provided at 0930 hours
on Tuesday 26 April. You may wish to
concentrate on the essay at Flag F on NATO
Strategy and the essay at Flag G on Nuclear

Disarmament.

Following your meeting I will convey
to Mr. Heseltine's office such suggestions

as you have for amendment.

Alige-

25 April 1983




PRIME MINISTER

Defence White Paper

It was agreed at OD yesterday that those

who wished would send the Defence Secretary

written notes on his draft. Would you like

me to write as in the enclosed letter?

19 April 18983
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DRAFT LETTER FROM MR. COLES TO RICHARD MOTTRAM IN THE MOD

DEFENCE WHITE PAPER

It was agreed at OD on 18 April that those members of the
Committee who so wished should send written comments to your

Secretary of State about the present draft.

The Prime Minister considers that the various sections of
the White Paper which are concerned with the role of nuclear
weapons gﬁd deterrence need to be considered carefully with a
view to their likely impact on the present public debate about
nuclear issues. Statements which would normally have attracted
little attention may, in the present climate, be seized upon to

fuel the arguments of the Opposition Parties or of CND.

The Prime Minister has a number of comments on the essay on
"NATO Strategy". The second sentence of paragraph 7 states that
because the West and the Soviet Union now have accurate inter-
mediate range nuclear forces, any attempt to use these weapons
in a limited war fighting role would involve a high risk of

retaliation and escalation to the strategi Does this not

level

’ p s als &-‘. Kt‘u&-l;-.

invite the comment that, if this =i i , there should
be no need to modernise existing INF? Furthermore, in the light
of my paragraph 1 above, perhaps language should be found which

does not emphasise so clearly the risk of escalation.

In the next sentence should the reference to '"broad parity"
be qualified by "between the Soviet Union and the United States"?
Then, in the next sentence, is it correct to imply that nuclear

war was more probable 20 years ago (when the United States had

clear strategic superiority) than it has now‘?

Paragranh 210 of the draft will need further consideration
in the light of possible developments before the publication of
the White Paper. But you may care to consider rewording the
sentence, '"cruise missiles would only be used after a joint
decision by the two Governments at the very highest level". In

view of the considerations in paragraph 1 above, perhaps this

/ could read:
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could read: '"the purpose of cruise missiles is to deter, and
therefore not to be used - the understanding provides that they
cannot be used without a joint decision by the two Governments

at the very highest levels'.

The Prime Minister also had some comments on the essay on

"Nuclear Disarmament: The Alternative Approaches'". In the seventh

sentence of paragraph 3, the wording could be read as implying
[

that any Eastern aggression would have to be met bykPuclear
response. The following sentence, with its reference to possible
first use of nuclear weapons by NATO, might also attract

controversy in the present climate.

As regards the section on Nuclear Weapon Free Zones
(paragraph 4), the Prime Minister doubts whether we should imply
that this idea is attractive, albeit superficially. The last
sentence of this paragraph might be a hostage to fortune in
that the case for some formulations of the NFZ concept is
perhaps rather stronger than it implies. There has, for example,
as you know, been a good deal of discussion about the vulnerability
of nuclear warheads situated close to the inner German border

and their limited military utility.

I am copying this letter to the Private Secretaries to

the members of OD and to Sir Robert Armstrong.




FROM THE LEADER OF THE HOUSE
HOUSE OF LORDS

19 April 1983

The Rt Hon Michael Heseltine MP ) PN
Secretary of State for Defence V.8
Main Building j

Whitehall SW1 m\"-),
(77N
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OVERSEAS AND DEFENCE COMMITTEE: MEETING APRIL 18

You asked colleagues to put in writing any points they had on the
draft White Paper on Defence.

My concern is on the paragraph headed 'No First Use of Nuclear
Weapons' in the essay 'Nuclear Disarmament: Alternative Approaches!'
(page 2-11). It is of course a matter of political judgement
whether or not to include this paragraph in the essay and I fully
support the other paragraphs which answer arguments frequently
advanced in the whole nuclear debate. But on the particular
paragraph we are talking about a hypothetical situation: that is,
what would happen if the Soviet Union attacked, using conventional
weapons. Whereas the whole point of the nuclear deterrent is that
it deters, and that nuclear weapons have kept the peace since 1945.

In a sense, therefore, we weaken the argument by suggesting that
nuclear weapons may not keep the peace. Furthermore I am sure
that we do not wish to indicate what might happen if conventional
war did break out, and therefore the arguments cannot, and should
not, be fully set out.

I raise these points because I feel sure that this whole section
of the White Pape€r will be examined in great detail by all those
oppoged to our policy of nuclear deterrence.

I am copying this letter to the Prime Minister and to other
colleagues on OD.

l_/ A~v—ve-1"

BARONESS YOUNG
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appears in square brackets I understar

have shown this paragraph to the Americans, who have objected %o some

the proposed language Me . have sent President Reagan a

personal message on tn issue gould be best to avoid substantive

discussion in the mmittec night inform them that the Government

is engaged in consultations

in public, and that meanwhile it would be better
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omitted from the White Paper.
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A —————
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——
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sentence at the end of paragraph 8: "So far from putting the United

Kingdom at greater risk, the presence here of United States forces is

vital element in ensuring that war does not break out".

Te Chapter 4, on the military balance, includes a paragraph (402)
A —— .

dealing with Sovie + military expenditure. The second sentence says that

o~

"since 1970 this has risen by an average of 4 per cent a year in rea

terms". The intelligence evidence now suggesis that this figure is

e
too high, and there were press leaks in Washington a few weeks ago to

the effect that the CIA had recently revised its figures for the growth
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MINISTRY OF DEFENCE WHITEHALL LONDON SW1A 2HB

TELEPHONE 01-218 5000

211173

DIRECT DIALLING 0©1-218

MO 26/16/1 11th April 1983

EH 101

Thank you for your letter of 24,ﬁérch. I note what you say
v

and am grateful for the approval you have given. My officials
will keep yours closely informed of the progress of events on

the Italian side.

I very much support Patrick Jenkin's comments in his letter
of 30 March about the insufficiency of your figure of £26M as an
offer for launch aid. There is inevitably interaction between the
funding arrangements for the various elements of an integrated
programme such as that proposed for EH10l, and I fear that an
unrealistically low offer of launch assistance on the commercial
side could well lead Westlands to withdraw from the incentive
contractual arrangements which we on the Defence side have been
negotiating, with Treasury and DOI support, or to demand a higher
safety factor by increasing the level of the target price. Since
in the development phase the block of work covered by these incentive
provisions includes the basic technology items common to all versions
of the helicopter the loss of this spur to efficiency on the part of
the company would in my view be detrimental to the Government's

overall interests in the programme.

The Rt Hon Leon Brittan QC MP

CONFIDENTIAL
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I accept of course that what constitutes an appropriate level
of launch assistance is primarily a matter for you and Patrick to
decide. I simply wish to make the point that if we are not
careful we shall find ourselves attempting to secure one advantage
at the expense of another of equal or greater value: what we need

is a reasonable overall balance.

I am copying this letter to the recipients of yours.

(/] v 2 '{“U\/l\./

g o
\

UMKVJL\\MXE

Michael Heseltine

=
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DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET
LONDON SWIE 6RB

=,
TELEPHONE DIRECT LINE 01-212~

SWITCHBOARD 01-212 7676
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Treasury Chambers, Parhament Street, SWIP 3/

Rt Hon Michael Heseltine MP AN
Secretary of State N 4.7
Ministry of Defence L
Main Building ﬁ“‘ 7
Whitehall o~
London SW1lA 2HB .+ 24 March 1983

PD_ (\ v A s ;

THE EH101 MEDIUM HELICOPTER

Thank you for your letter dated lﬁ/Mgfch. I have also seen, and
will be responding to separately, Patrick Jenkin's of 11 _March.

Your detailed explanation of the defence operational case for
this helicopter was helpful. I note that there is provision in
the Long Term Costings for the full, estimated, MOD development
and production costs. However, this is a major new project, with
significant industrial and international interest and a large
degree of risk, financial and otherwise. I would have found a
collective discussion, perhaps in 0D, useful; but if the others
to whom your letter was copied are content, we can try to cover
the defence issues in correspondence. 7

My first comment is on cost. I note your assurances that all
potential alternatives have been explored, but fall far short of the
RN's needs in the critical and essential anti-submarine role. I
note also that the defence costs would pe significantly higher
without collaboration and the contribution expected from civil
programme. But £1,100 million at current prices is a very
expensive way of acquiring just 50 helicopters, whatever their
capability. Even at this early stage, development is forecast

to cost as much as production. Last year's Defence White Paper
(Cmnd 8529) comments unfavourably on the fact that, in the UK,
projects generally start with a production to development ratio

of 3:1 or 4:1 but, as development progresses and unforeseen costs
rise, the ratio deteriorates to around 2:1. A major project which
starts development with a ratio of 1:1 requires very careful con-
sideration. I am sure that it will be given plenty of public
attention over its life.

You mentioned the Treasury's concern about the Italian position.
Neither I nor Treasury officials found the Italian Prime Minister's

1
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comments odd. Rather, they sounded like a prudently cautllous
extract from an official brief which advised Signor Fanfani that

he could not guarantee acquiescence of the Italian Parliament.

Nor am I surprised that the Italian Defence and Industry Ministers
should have struck a more optimistic note than their colleague.

My main concern is that no action should be taken that could have

the effect of reducing the UK's room for manoeuvre, or increasing

its potential liability, should the timetable slip further. If

you and Patrick Jenkin are convinced that signing a conditional inter
DOI MOU would not carry such risks, as well as being advisable
tactically, I wowld not object.

I note that you are seeking approval for the UK defence budget
share of the programme cost only on the basis that all of the

other participants - the Italian MOD, the two Departments of
Industry and Westland and Agusta - can also proseed. On the
assumption therefore that a satisfactory agreement can be reached
with Patrick Jenkin and Westlands on civil launch aid, and that

the other colleagues to whom you copied your letter have no comment,
I would have no objections to your indicating to the Italians that
the UK would be in a position to launch full development as soon

as their procedures were complete. If any of the partners were
unable to proceed we would certainly need to look again very
closely at this project, and I welcome your assurance that you
would return to me and colleagues with fresh proposals. There must
also be a risk of substantial further slippage and I would hope
that in such circumstances you would also keep the cost-effective-
ness of your proposals under review.

I have instructed Treasury officials to give yours the conditional
approval that you seek on the normal basis.

Copies of this letter go to the recipients of yours.

A

ot

ey

LEON BRITTAN
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Treasury Chambers, Parliament Strect, SWIP 3AG

Rt Hon Patrick Jenkin MP N-L )R

Secretary of State

Department of Industry AHL
Ashdown House

123 Victoria Street -
London SW1E 6RB + 24 March 1983
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EH 101 HELICOPTER PROGRAMME

Thank you for your letter of 11,M€}ch about the civil aspects of
this programme. I have also seen and am replying separately to
Michael Heseltine's letter of 15 Maach about the defence aspects.

I agree that this is a viable programme and some launch aid is
justified but I believe that the negotiations should be. within a
lower range than the one that you propose. My agreement to some
launch aid would be conditional on the money being found from within
your existing PES provision. I could not accept a claim on the
Central Contingency Reserve for the sums involved.

I have studied the attachment to your letter which argues that an
agreement with the company should be reached at a figure between
£53 million and £79 million. I believe that a sum of £26 million
should be sufficient. It would involve breaches of the ratios that
Westlands have set themselves as internal targets during some years
but those ratios are ultra-cautious and!the company's profit fore-
casts are similarly cautious. The company is in the risk business
and should be prepared to accept some deterioration from the ideal
for the prospect of large future profits.

For these reasons I think that Westlands should be satisfied with
launch aid of £26 million which would mean that the company would
not make any contribution towards the project until 1986. I
believe that our negotiators should try very hard to achieve this
figure. If, however, it proves impossible to reach agreement at
this figure I would be prepared to accept some upward movement
provided that the increase in aid was matched by an increase in the
real return to the Government. The most that I could accept would
be launch aid of §53 million accompanied by a 10 per cent real rate
of return, but before doing so, I would need to be persuaded that

a lower figure was not a feasible option. In any event the funds
would have to be from within your existing PES provision.

I am copying this letter to the recipients of yours.

o LL s
ey
ONFIDENT IAL LEON _BRITTA
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FCS/83/58

SECRETARY OF STATE FOR INDUSTRY

EH 101 Helicopter

1 L Your letter of 11 Mérch to Leon Brittan mentions that

officials have recommended development of the military and
civil versions of the EH 101 helicopter. As I minuted to

you on 25 November, I support this project and see it as a
valuable expression of Britain's interest in workiﬁg with the

Italians in a practical way.

25 I think it important that we now make the final arrangements
with the Italians as soon as possible. On the civil side they
have had funds available for some time, and, after the encouraging
comments we made at the recent Summit, can justifiably expect us
to reach a decision quickly. I therefore hope that it will be
possible for you to visit Rome soon to sign the confidential
Memorandum of Understanding. Signor Fanfani's officials have

told us that this would be helpful to him in piloting through the
Chamber of Deputies legislation necessary to authorise, in turn,
the military version. British and Italian Ministries of Defence

would then be able to sign their Memorandum of Understanding.

3 This argues for a realistic approach to negotiations with
Westland on launch aid terms. It is, I understand, accepted by
officials that Westlands will in due course be able to meet a
5% return on launch aid at the levels you suggested in your
letter. I agree with you therefore that our opening bid should
not be so low as to stop negotiations in their tracks. EH 101
is a good project which both HMG and the company want to launch,

and the sooner the negotiations are completed the better.

CONFIDENTIAL
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4. I am copying this minute to the Prime Minister, Michael

Heseltine, Leon Brittan, Arthur Cockfield and Norman Tebbit.

Copies are also being sent to Sir Robert Armstrong and John
Sparrow.

(FRANCIS PYM)

Foreign and Commonwealth Office

21 March, 1983
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THE EH101 MEDIUM HELICOPTER
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In his letter of 11th March Patrick Jenkin mentioned that I

would be writing to you with further details of the Defence case for
this Project. With his letter Patrick forwarded the draft paper
prepared by his officials and mine against the possibility of collec-
tive discussion, together with annexes setting out in greater detail
the commercial case and estimated programme costs. To complete the

picture I am now sending you the draft annex dealing with the defence
aspects.

It seems to me that the papers make it apparent that the defence
case is strong, clear and, I believe, uncontroversial. I also fully
support Patrick's proposals for launch investment. In the light of
the positive approach adopted by the Prime Minister in her recent
discussions with Signor Fanfani, and of the general support of
Misc 25 for the commercial proposals, I now seek your agreement to

the defence elements of this integrated naval/commercial programme.

The Rt Hon Leon Brittan QC MP
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In doing so I would like to highlight a few points. EH101
breaks new ground in bringing together the resources of Government
and private industry in a programme aimed equally at meeting defence
needs and at maximising exports. The potential benefits of this
approach are very substantial and I hope that EH101 will be the
forerunner of similar projects in future. But it is very much a
trial horse = if it is not a success the chances of launching similar
projects will be seriously reduced. I believe that the surest way of
condemning EH101 to failure would be to over-manage and under-finance
it. We on the Defence side have therefore adopted a flexible approach
to management, giving more responsibility to industry. We have also
arrived at funding arrangements with Westlands which represent a
sensible balance between incentive to efficiency and adequacy of

funding in the light of the firm's financial prospects.

My second point concerns the Italian position. I understand
that your officials are concerned that Signor Fanfani's rather odd
reference at the post-Bilateral press conference to the "enormous
workload" on Italian MPs might presage some change of heart on the
Italian side. 1In addition I gather that there is some scepticism in
the Treasury that an early UK decision would speed up the decision-
making process in Italy. I can only say that in my own discussions
Signor Lagorio was at pains to emphasise the Italian Government's
firm commitment to securing parliamentary approval for the defence
funding of EH101, and he confirmed that he expected Senate approval -
the major hurdle - shortly. The proposals will then go to the Chamber

of Deputies and subsequently to a special "legal" committee. We have

to recognise that in Italy the government of the day has less direct

control over the scheduling of parliamentary business than we do, and
that more is done by governmental and industrial lobbying than is the
case at Westminster. That is why Patrick Jenkin and I are anxious to
secure an early decision on the UK side in order to bring the maximum

possible pressure to bear upon the Italian system. ‘

- 2 =
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As to costs, the papers attached to Patrick's minute set out
the estimated overall costs of the project, the UK share, and the
division of that share between MOD and industry. The calculations
are not straightforward - principally because of our need to make
provision for the RN's mission system requirements, which were
excluded from the companies' figures, and also because of our judge-
ment that it would be prudent in the light of past experience to
include allowances for contingencies for our own budgetary purposes.
Taking account of these factors we estimate the cost to MOD of our .
share of the development phase, at September 1982 economic conﬁitions,
to be £348.5M VAT exclusive, equivalent to £393.5M inclusive of VAT.

It is the latter figure for which I am now seeking your approval.

For completeness, you will wish to note that we expect the cost
to MOD of subsequent phases, again at 9/82 prices and including
contingencies, (but exclusive of VAT to facilitate comparison with
the attached papers), to be as follows:

£M
Production investment 38.6
Production of 50 aircraft 311 .7
Initial support and training 158.9

These figures have to be seen in the context of the critical importance
of Anti-Submarine warfare to our defence and the essential role which
surface ships like the new Type 23 and their helicopters will play in
our ASW effort. We have carefully looked at all potential alterna-

tives, particularly the American Sea Hawk, and the possibility of

up-rating the Sea King, but all fall far short of the RN's needs,
which are met by EH10l. The proposed programme will cost some £111M
less than would a collaborative purely naval project and provision
has been made for it in the Long Term Costing.

o
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I should make it clear that the approval I am now seeking is
strictly related to the UK MOD's share of the cost of the programme
described in the attached papers - that is, with participation by
the Italian MOD, the two Departments of Industry, and by Westland
and Agusta. Should one or more of our partners be unable to proceed

I would come back to you and colleagues with fresh proposals.

To summarise, I am most anxious that development of EH101 be
launched as soon as possible. There has already been slippage -
if Italian procedures can be completed in time to permit development
launch by the end of July, the RN's first operational squadron should
form in November 1993, almost a year later than called for in the
Naval Staff Requirement. This delay will cause highly unwelcome
operational penalties; and I share industry's view that the commercial
versions must be available at the earliest possible time in order to
maximise market penetration. There is no cost-effective means of
significantly advancing in-service dates by shortening the development
programme and it is essential that we make an early start. I very
much hope therefore that you will feel able to give the approval to

development on the basis proposed.

I am sending copies of this letter and its attachments to the
Prime Minister, Franci% Pym, Patrick Jenkin, Norman Tebbit, Arthur

Cockfield, Robert Armstrong, and John Sparrow.

.b\mw

!

Michael Heseltine
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EH101 - THE MOD POSITION

3R The Royal Navy has a requirement, approved by the
Operational Requirements Committee, for a new medium helicopter
which will progressively replace the Sea King in the anti-submarine
warfare role in the early 19G0s. Anti-submarine warfare is going
through a period of substantial advance: new sensors are being
developed which will be fitted in frigates (modified Type 22 and
- the new Type 23) and which will detect submarines at very much
greater ranges than conventional sonars. To take advantage of
this increased performance a helicopter is needed which will
possess greater endurance than Sea King while carrying on a
significantly better on board sonics system.

2 A key additional feature of the requirement is that the

new helicopter must be able to operate from ships of frigate size
in the poor weather and rough sea conditions frequently experienced
in the North Atlantic: Sea King can only. operate from such snall
ships in relatively good conditions. In sinple terms, therefore,
the Navy needs a helicopter of Sea King size, with better endura=nce
and svionics, but with the agility of the Lynx. EHLOl meets this
requirenent.

3 The MOD has, however, a strong interest in keeping down
costs: earlier, national, projects such as WG34 were rejected as
being too expensive. As a step in this direction, collaboration
was established in 1979 with Italy, whose Navy (MMI) has a require:x
for a helciopter with a very similar performance to that needed by
the RN, although the MMI would use a different sonics systex matche
to their operations in the Mediterranean. A joint Project Definiti
Study was completed last year by EHI Ltd, the joint company estab-
lished by Westland and Agusta, under contract from the UK and Itali

MODs. At both official and industrial level collaboration is
working well.

4 This joint Project Definition work was successful in

producing a design which meets the needs of the two Navies. It

has been tailored to provide a sensible balance between perlormance

and Tisk and cost. The airframe employs new techniques, such

ascomposite fibre materials and CRT cockpit -displays, where these

. have been sufficiently tested and their application is advantageous
use of the well proven General Electric T700 engine is proposed
(though the RTM 3?22 would be considered if it were proven in tine

and offered cost advantages); and in the RN version the sonics

sytem will be an evolution of the well-tried Nimrod system.

However, the search for economy has not stopped there.
Both the MODs and industry were anxious that the commercial possi--
bilities of the new helicopter should be fully exploited. During
Project Definition an independent market survey commissioned by

o
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industry showed that very good sales prospects exist for passenger,
utility and export naval versions of the helicopter whose design
was emerging. Studies also showed that many important elements of
the design could be common to all versions. So was born the
concept of the integrated programne.

6 It is important to recognise that the integrated progranmme
does not represent a shotgun marriage of potentially incompatible
partners. The market for the commercial ver51ons exists in the

same timescale as our own and the Italian navy's requirements.

Using the same dynamic system - essentially the heart of e
helicopter - for the complete range of naval and commercial versions,
and maximising commonality elsewhere, makes good engineering sense

as well as financial sense. By developing the naval and commercial
versions in an integrated programme, based upon the same technology
core, commonality can be built in at the design stage wherever
possible, and duplication of effort can be avoided by such means

as the read-across of structural and flight testing results.
Such a programme offers valuable benefits to both defence and
comnercial interests at all stages from developrment through to
in-service support.

7 It has been realised from the outset that such as programne,
it Which neluner mlllbary nor commercial interests dominate, requires
some adjustrent of attitudes on the part of both MODs and industry.
MOD have accepted that they cannot run the project as they would a
purely nilitary, vholly MOD-funded programme; likewise, industry
recognise that they have to take proper account of the interests

of the MODs who are, as well as being contributors. also substantial
early potential customers with a requirerment for some 83 helicopters
(50 RN: 38 MMI). MOD are therefore proposing to give more responsi-
bility to industry for the day to day running of the project than
would normally be the case, though MOD will, of course, need to be
kept fully up to date with what is going on. Common problems will
be resolved by discussion with industry. As a safeguard, however,
MOD are negotiating contract conditions which will place an
incentive upon industry to control the costs of the naval elements
of the programme as well of.those of the commercial elements.

8 The funding arrangements for the UK share of the integrated
programme have occupied a great deal of attention over the past
months. MOD were of the view that the right arrangement was for
industry and the MOD ‘to share the costs of the common technology

work equally as they arose, with each side additionally funding the
further work of direct interest to it. After considerable discussion ,
however, MOD accepted that, whatever the rerits of this proposition

in principle,Westland were in no position to finance their share

of it in the ’short term. A compromnise arrangement has therelore

been arrived at under which MOD would fund the UK share of the

common basic "and common naval development work up to a target price
based upon the development cost plan (DCP) estimate; any excess

costs would be shared in the ratio 70% MOD: 30% Westland. - A - - - e
converse arrangement would apply to production investment. MOD regard
this arrangement as meeting their objective of placing an incentive

D
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upon the company to control costs in the naval area, while at

the same time being realistic in relation to the company's forecast
cash flow position.

S The fact that MOD's financial contribution to the integrated
programme will, unlike that of DOI, not be a fixed sum leads us to

a different epproach to estimating costs for approval and budgetary
purposes. On EH10l, as on other projects with which we deal,

there are essentially 3 levels of estimate involved:

(a) the firm's DCP figure, which in the case of EH10l
(and this is not unusual) assumes a high degree of
first-time success at the design and testing stage;

(b) our own Directorate of Project Time and Cost Analysis
(DPTCAn) estimate of "mean probable outturn", which
is arrived atl by a line by line analysis of the DCP
making allowances for re-work or exclusions on the’
basis of experience with other projects;

(¢)- DPICAn's "unlikely to exceed"estimate, which is the
figure at (b) above, but with addition of a block
contingency allowance.

It is on the basis of (c) above that we seek financial approval and
make budgetary provision. This practice has been followed for EH1Ol
and explains why MOD's estimates are higher than Westland's. An
explanation of the different figures is at Annex B.

10 One aspect of the EH10l programme which is of increasing
concern to MOD is timescale. The Naval Staff ‘Requirement calls for
the first operational squadron tobeformed in 1%G2, which could have
been achieved if development had been fully launched, as hoped a
year ago, by June or July 1982. 1In the event it has taken nuch
longer than expected to finalise the arrangenents for the project,
while on the Italian side the finance bill, which will provide
funds for their MOD's contribution to the naval elements of the
programme, has been delayed in its passage through parliament by
the government crises of last Summer and Autumn. We are now at a
point where passage of the bill by the Senate is expected
very shortly - which should  enable the parliamentary process to
be completed by the end of - April. If that timescale
is met subsequent administrative procedures in Italy should permit
- development to be launched in July 1983." On that basis formation
of the RN's first operational squadron would not take place until

‘November 19 )3, which would entail highly undesirable operational
penalties. : - _

1L MOD consider that the time has now come for the UK to take
a firm decision that : EH101 should proceed in the
proposed form as an integratea programme. Such a programme will
never get off the ground if each participant waits for the other
to secure the necessary approvals before taking its own decigion.

-3-
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DEPARTMENT OF INDUSTRY
ASHDOWN HOUSE
123 VICTORIA STREET

LONDON SWIE 6RB
TELEPHONE DIRECT LINE  01-212

SWITCHBOARD 01-2112
Secretary of State for Industry

|| March 1983
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EH101 HE LTCOPTdR PROGRAMME

1 ~
You will Anou that officials have been examining in depth the
question of Government support for an integrated Anglo-Italian
helicopter project namely,the EH101l. This iis designed to meet
the needs of the navies of both Italy and the UK for 2 replace-
ment anti-submarine warfare helicopter in the’ 1990s, and at the
sameé time to enable the industrial partners in the proposed
project (Westland and Agusta) to tackle what is believed to be
substantial additional market for this type of.helicopter.

2 n the light of the inter-departmental discussion in MLSC 25,
I am now writing to seek your agreement to the provision of
adequate launch aid for Westland to enable them to £0 ahead with
the development of the civil version of the helicopter, and to
meet their share of the other non- recurring costs of the
1‘n*’n=_-;.5;r‘a1:ec1 programme.. I understand that the Secretary of State
for Defence is also now writing to you about going ahead with the
development of the naval version of the nel_copber.

H
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reasonable level of support.

B A decision is now urgent. i start date is delayed
beyond July this will endanger t! uired in-service date and
damage market prospects. Although UK d sion now in favour
of the programme must be conditional on Italian defence funds
becoming available shortly, such a decision should serve to bring
the Italians up to the mark promptly.

i
i

-5

6 At the end of the Anglo-Italian Summit the Prime Minister
expressed the hope that we should be able to go ahead this
summer, the joint development of the EH10l being extremely
important to both countries. This will not be achieved unless
the Italian Parliament approves the defence funding shortly.

The Italian Ministry of Industry has long pointed out that our
formal commitment to the joint programme will do a great deal to
hasten this approval. My counterpart, Signor Pandolfi, and I
therefore expressed the hope during the Summit that we would be
able to sign an agreement before Easter covering the civil side
of the programme. (The Confidential Memorandum in question will
not, of course, be brought into effect until the two Ministries
of Defence sign a joint Memorandum activating the development
programme; the.text also makes clear that the provision of
launch aid support is conditional on each company satisfying
national criteria for such support.)

7 Although the exact amount of launch aid support cannot be
determined until negotiations with Westland are complete, I
should remind you that my Department has no PES provision for any
new launch investments. I will therefore need to look to the
Contingency Reserve to meet any agreed commitment to the company.

8 I am copying this letter to the Prime Minister, Francis Pym,
Michael Heseltine, Norman Tebbit and Arthur Cockfield. Copies
also go to Sir HKobert Armstrong and John Sparrow.
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Introduction _
In this paper we seek agreement to the provision of

1 a

financial support for the EH101, an fnglo-Italian project for

a2 new medium sized helicopter. -For the first time in the

aer ospace field this prqj ect would bring togéther government
~and private venture finance in both the UX and Italy in order
~to meet domestic naval needs and. at the same time attack a
substantial commerc;;l market for this type of helicopter. But
adequate finance and an early start are essential if the project

is to succeed

The Proposed Programme
2R Westland and the Italian firm Agusta have been working

together for 3 years and’ the project-is now ready to proceed

aeVETODmenu The ces;gn_concept is that:-a common dynamic system
(rotors, drive and gearbox) will be used in versions for the RN,

: ltaliaﬁ'Navy (MHI) and other navies; for civil passenger transport;
and for utility work. New but well.tested technology will be

used. The RN/MMI and commercial versions will be developed in

parallel from 2 common technology base:  This integrated programme
approach wi}l (by avoiding duplication of effort in design and

i
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testing, and by maximising cammonzlity) bdbring economies at all
stages of the project from.development through to in-service

support.

~In order to meet programme timescaies current plans czall,

for American General Electric TI700 engines

be used, iifferent models covering particular
customer needs. However, Jaunch of EH1017 on this basis would not
prejudice a subseguent decision on the Rolls-Royce/Turbomeca
RTM322 engine, proposals for which are currently being assessed,
since it could be introduced later if development were to proceed'
and the engine proved sufficiently attractive. (Any case for
Government support for the 322 must await a full merket analysis;
a clearer picture of the collaborative arrangements under
discussioﬂ; and an assessment of the consequenées for the UK's
small engine capabilit? of +the project not proceeding).
4 The RN has a firm requiremenf for 50 new helicopters to
replace the Seaz King in the anti-submarine warfare role progressive
in the eaxly 1990s. On 23 February the Defence Equipment Policy
Committee endorsed the development of EH101 as part of an inte-
grated naval/éommercial programme, to meet this need. The MMI has
2 similar requirement for 38 helicopters in the same timesczle.

5 Westland and Agusta last year timated sales of 1050

helicopters over the period up to tl ar 2008, including up to
345 civil szles. The companies' imate is on the prudent
assumption that a new competitor wi emerge. - zlthough none is
at present in sight - and that the EH101 will capture no more
than one third of the pofential market for helicopters in this
class. The Defence Sales Organisation estimate of other than
civil sales is in the range of 600-700, close to Westlands lzates

forecast of Jjust under 700 sales. DOI analysts considered that
 the companies' 1982 forecast of civil sales was rather optimisti
and Westland themselves have very recently adjusted their estimate
of civil sales downwards to just under 300 in the light of the
delayed start o the programme. Sensitivity analyses condgcted
by the DOI show that even with sales significantly below those ~
originally forecast by Westland the project aslé whole would still
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esTimated total cost of development and production

investment, and the expected UK and Itzlian shares of it, azre set

out in Annex B, Table 1. Table 2 breaks down the UK share between
MOD ané Industry, reflecting MOD's agreement that, in the light of
Westland's short term cash flow 1 limitations, it is prepared to pay
for the whole of the UK share of the common technology and common
Naval development work up to a target level. Any.overrun on develop-
ment would be share@ 70:30 with a converse arrangement on production
investment. (MOD would of course pay the whole cost of RN-specific

work such as the mission fit). Although the companies' cost estimates
are’ based upon a detailed development cost plan, MOD considers that
would be Drudent to.add contingencies for its own financial
rposes and proposes to budget for a development cost of
Provision

Because of their heavy financial commitment to the existing
WG30 programme, Westland are unable to finance the whole of the UX
share of the commercial elements of the project themselves and
have sought launch aid of £81M at 1982 ECs (£105M at outturn prices).
This represents 50% of Westland's estimate of their share
(including a 10% contingency figures) of the non-recurring costs
of the project. A meeting of MISC 25 on 24 February concluded that

Westland's case was good enought to Justify the Government's
providing launch aid, though not at the level requested by Westland,
and that 2 5% rezl rate of return on such an aid should be sought.
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A majority o the mmi t1 id that the aim should
to z2gree launch aid in ‘ - - 75% of that sought.
reasury indicated t} 1T is not convinced that aigd
this scale is Justifi 1 s} the case for only .25% to be
d further. The DOI view is that this would be regarded,
justif bly, as totally inadeguate by the Westland Board and that
ezlistic, though rigorous negotiation should be based upon an cpe

the aim of settling between that level and 2
1¥ and £51K at 1982 ECs (£53M -

10 Both DOI and MOD believe f'_mly that an EMG contribution to
the cost of EH101 should be pitched at a level which would provide
a real spur to efficient management by the compenies. But under-
financing a project of this nature is likely to severely prejudice
.its chances of success and prove a2 false economy.
T There is' 2 Lrther difficulty in that DOI has no PES
prov1s*on ;or any new launch investment projects. Nor could DOI
, expect to find any off-set ng savings to meet the launch aid cost
. of the EE107. The DOI would need therefore to look to the conylngenc
reserve to enable it ©o d,scharge any agreed launch aid commltment

'I'f:e Italian Position

12 At both Government and *ndus*r*a_ level Iu&l‘&ﬂ suppcru for
1EH1O1 is strong. - The Italian Department of Industry already has
funds aveilable for launch investment support to Agusta zand is

anxious io_sign an inter-Ministerial memorandum on' this aspect of
_the programme as soon as DossﬁbTe. .The Italian MOD, however, is
dependen' upon a new finance bﬂTW for its, contribution to uqﬂoﬁi
development. This bill has been QeWayed by successive Governmental
crisesz but its Dassage is expected by _;ue March/early April.

¥We are anxious to secure an early. cec;smon on the UK side in order
-to bring pressﬁre to bear on the Itallans_yo speed up uhel:
processes and avoid further prejudicial delay.
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unique opportunity to sustai
UK's very substantial helicopter capabilit
Po*oan"‘s overall strategy must be to reduce its dependence
n wholly MOD-funded contracts, an objective which we endorse
the interests of effici ency.

- et

14 Collzboration with Agusta, with its efficient management
and- good sales record fulfils a primary objective of
encouraging international collaboration in the aerospace field
o spread risks and costs, and to widen market opportunities.
The dompanies'are well matched and will-form a very powerful

European grouping to compete with the Americans.

S

1D . The UK share of the proceeds of forecast sales (including
P

ares) would amount to more than £5 billion at 1982 prices.
16 At peak production EH101 would preserve or create some
5000 jobs at Westland plus a similar number in supporting UK

indust 195. vy b :

17 The RN would obtain, at substantially less expense than
that of a purely ﬁilitary programme, the helicopter which it 4
needs to fulfil 2 vital role in-its’ critically 1mnor~ant
anti-submarine operablons. No ot her helicopter of ffers comuarable

performance.

Conclusions and Recommendations

18 EH101 reprnseqts 2 new and promising approach to an
aerospace project by harmon15ﬂng to a large degree defence and
commerc1a1 “eoulremenbs from the outset. Parness;ng government
and industrial _1nanc’al resources in both the UK anc Italy will
enable defence needs to be met while at the same time provzdlng
industry Fith’a‘positive incentive to attack a substantial
comﬁercial market. If- succoss is to be achieved, however, it
e _mportanu that deveTODmen» be launched as soon as possible
and that the project should not be under-financed. An early
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conmitment on ' Ns. ] pressure to be

-

.

to bear upon the Itali ' ] their decision
1° Accordingly we invite colleagues to agree:
that MOD and DOI should provide financial

support for the proposed Anglo-Italfian

- integrated naval/commercial programme;

that funds for this D0I launch investment

should be made available from the Contingency

Réserve. : : ;
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ESTIMATED UK SHARE OF DEVELOPMENT AND PRODUCTION INVESTMENT COSTS

.Lhe f‘gu_es in ”asle 2 attacned

(‘D I_h

roauCUWOﬂ lzvestmen costs, lncludlnz BN
the common collaborative Drozﬁa_ﬂﬂ all;ng
] 3 Aesvlana in support of their launch-aid
1n (£105m in outturn prices)
the costs of the common collzborative
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representing
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Westland Estimate , MOD- Estimate

UK Costs Westland UK Costs Westland
share Snare

£n 6/82  £&m 6/82 £n 6/82(9/82) £m 6/82(9/82)

Development 5%

51
(352.7) (52.2)

Production | 0% 37
Investment (71.5) (37:5)

Other non-recurring 80 80
costs _ (81.6) (81.8)

- 168
(505.8)

MOD total including SIS
block contingency (586.2)

MOD total including

block contingency dbut less RN specific costs 411.4
(419.6)

# including 10% contingency

Py e includes specizl to RN costs
UL P :
outside common collaborative programme

ATR DIVISION :
Department of Industry




WA A e el Vo e L)

Annex B Table 1

FOTAL INTEGRATED PrOGRAI.Z CCST SE (&4, 9/82 ZCs VAT IKCLUSIVE)

-

-~ DN
i Vo LN DD I 2

Common besic and Cozmon
Nevzl & ®HI costs

Cozaercizal

RN/iI Specific

Total Develooment

LoV

PRODUCTION INVISTMZIKT

(i) Cozmon basic and Common
Nevzl (inel engine P.I.)

Comaexrcizl

EN/iiMI Specific
Total

Totels for Development and
Production Investment

OTHER WEST{AND NON-RECURRING
COSTS

Total

TOTAL WITH BLOCK CONTINGENCY

-* These figures are very rough estimates, due to uncerizinties
about the EMI avionics fit,

Note Contingencies have been excluded. in second amd third columms
because the Italian MOD has not yet finalised iis -view of the level

of contingency 10 apply to the Itelian elemeni oI the howmed
‘Drogramme. '
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Anpnex B Table 2

BREAXTOWN OF UK

AT . AT Wy T A )
DEVILOPLENT ! INDUSTRY( DOZ/WEL)

Coomon basic, Comnon Neval
& £HI Costs. T.4

Comziercial - 44 .8
RN Specific 149.6

Total Develornent 300.5

s
Contingency on Development 48.0 .0

Toztal Developmens.inclwwve #£
of Continzency

348,5 7.2 425.7

*0D Estimate-WEL's estimate
is £15M. _
AWith VAT added this figure is
£
INVESTHERT HEre

besic and Common
Neval

(__) Commercial
GJLJ'RE Specific

m

Toteal *“roduction Investiment

Continsency on Production
Investment

Total Production Investment,
2nclusive of Contingency

OTEZR KCN-RECURKRING COSTS

(i) Learning
(ii) Plant and Equipment
Marketing

ltaturity Development

Tot2l other non-recurring cCostis

TO4ALS FOR DEVELOYMENT, PRCDUCTION
INVESTENT AND OTHiR NON=-PZSCURUING
COSTS (Incl Contingencies) 381




WMWY L L VY L L

ANNEX &

WESTLAND CASE
WESTLAND'S STRATEGY

Westland Helicopters Limited took a conscious decision in 1978 to
move into the civil helicopter manufacturing field. The decision was
pronpted by a realisation that their existing range of military
aircraft was ageing and that they would be faced with 2 rundown of
defence orders towards the end of the present decade. Exploiting

the civil market was therefore calculated to secure the company's
future in terms of balance and growth; to improve financial '
performance; and to provide better employment prospects.

-

i On their own initiative and using their own resources Westland
immediately set about developing their own civil helicopter (WG 30 -
Series 100) albeit based on military Lynx technology. The first

few of these aircraft have already gone into service. Westland are
now pursuing -200 and -300 series developments of the WG 30 with
launch aid support, agreed by Ministers in 1982 of £41m spread over
four years. '

3 The WG 30 and its developments are expected to provide Westland
with a healthy workload in the medium term. But for the 1990s and
thereafter Westland will need a new product to sustain their civil
2nd military business and their proposal is to participate in the:-
Anglo/Itzlian EH101 project to produce a helicopter in three main
versions - civil; utility and naval. The project will serve to
maintain z world class helicopter design and manufacturing capability
in the UK and enable Westland inter alia to consolidate their
position as civil aircraft manufacturers over the next decade. The
EH101 will.be developed on a collaborative basis through a joint
company (EE Industries) with funding support from the Ministries of
Defence and Industry Departments of both the UK and Italy. Westland
will take responsibility for the civil programme; Agusta of

taly will develop the utility version; and the two companies will
share in the naval programme. Development and production plans
have been based on equal work shares between Agusta and Westland
with a final assembly line in each company capable of producing

40 helicopters per year.

WIDER BENEFITS TO UK INDUSTRY

b, There will be a wider benefit to UK industry particularly in
terms of equipment supply. The aim for the commercial helicopters

. will be to source components and equipment more or less equally

" between Italy and the UK, provided they are fully competitive in
price, time-scale and quality with equivalent products obtzinable abroad
Since some third country sourcing may be necessary the: object will be to zllow
Westland and Agusta the maximum commercial tlexibility consistent
with giving the Italian and UK equipment industries a reasonable
opportunity to secure business on an airframe programme which will
have been fully funded by the two countries. Westland have estimated
that the equipment buy in the UK over the-production life of the
project could be of the order of £1.5bn.




Wes:land believe that sales prospects for the EHd101 are good.
ir 1982 forecast for .orders of all variants of the helicopter by
year 2008 was 1050, split as between 136 for the RN and Ita‘-aw

293 for naval export; 277 utility (mainly for overseas land-based
ary and para-military forces) and 345 civil. The Defence Szles
nisation estimate that military/naval EH101s in the range of
00 could be sold by the year 2008 which, at its upper end is in

agreement with the Westland totzl of 706 non-civil sales. Dol
/sts noaeve" believe that Westland's civil sales forecast of 345
e o] istic. Depending on engine availability (see ‘para 8 below)
n have estimated sales of between 220 and 255 by the year -

lower forecast is based on the fact that the civil
EH101 is aimed primarily at the offshore o0il and gas

:r325for: market the future trends of which are currently difficult
to forecasu and where prospects may not be as bright as Westland think.
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6. The entry into service date of the EH101 is also critical. The
Defence Sales Organisation perceive most military requirements arising
in the 1990-2000 time frame and Westland have said that z delay of

one year could cost 30% of their civil sales. This latter estimate

is probably pessimistic but it is likely that a2t around the end of the
century the EH101 will face competition from more technically advanced
aircraft and it is important for all sales beyond 2000 that the EH101
should have established itself as early as possibie in the market
place. |

Te Sensitivity :analyses show however that even with sales significantly
below 1982 estimates by the company the internal rzte of return (IRR)
to Westland on the project as a whole would still be of the order

of 11% - 12% at- an exchange rate of £ = $1.60.- (The IRR given in
Westland's.launch aid application was 13.4% based on an exchange

rate of £ = $1.80. At an exchange rate of £ = $1.60 the base case

in Westland's launch aid application would have shown an IRR of _
.close to 16%). In aerospace terms an IRR in the region of 11% - 12%
is good and it is certainly much better than the WG 30 launch aid
application which was approved on the basis of an IRR of 8.3%. It is
moreover well above the Treasury required rate of return on public
sector projects of 5%.

TECHNICAL RISK

8. MoD have assessed the technical risk which, overall, they
believe is relatively low. Much of the technology used in the
airframe, the dynamics system as well a2s in the avionics has already
‘been proved znd demonstrated. The engines for the development phase
are the American GE CT7-2A and CT7-6. These will provide sufficient
power for most of the EH101's performance target although something '
larger such as the proposed GE CT7-8 or the Rolls-Royce RTM 322 will
be reguired for some civil applications in extremely hot and high
conditions. Until such an engine is available 10-15% of the
aircraft's civil sazles potential can not be realised. Even so
sensitivity analyses indicate that the project should remain commerciall
viable. '

*Westland have just adjusted their sales estimate in the light of the
delayed start to the programme: just under-300 civil sales, wlth
non-civil sales at just under 700.




|
(o g o]
b

m — M

n

ct )=

(0]

b |
(§
= ot by

L
o w
or

T (D W
(

o
M @ @
t 0.
m
— (D
o w
cr M .0

w
I

*3

tne

mmon programne

launch aid is based o
if unaided, upon the

account. Westland

n O @ N
H O WL W’
e

@ ¢t O (M

3 Hr s o ot 3y

e

O 4 '3 = =
b |
(9 (b 3

0 O
fu
b
=

o
Werm Boet 3100000
0

J

g W D oo

H o
ctEH- @D W D cr X W U O O O "M

|
]
% ot

I,

ould have,
and loss
both
funded

= 0 ct
M 3 @
I_}
OO ¢ty (D

b G
ct U'l_ -
o fu W
2

M 0O
S

(D O cr ¢

o5
5

b

che 3

e L v
OO0 of B cf ke ot
i )
[ S W R
m o o ct

I.J
Q
o N

Bl |

by t

M = v 0

(8

E by

finane
such PV
having a
rgins and generating
velopment costs and initi
estment required to ts to the market place.
was for that reason launch aid was sought for and given
the WG 30 case and the company's view is that, if it is to evolve
over tnhe next decade into a civil helicopter manufacturer, the
adverse consequences of heavy launch costs upon its profit record
and balance sheet must in the meanwhile be mitigated by launch aid..
The fact that a return on the investment could be zchieved only
over a very long period (the aircraft will not go into service until
‘1990 at the earliest) rules out the prospect of -alternative private
funding.
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10. Westland believe that they will nonetheless have to raise zn
additional £50m.of equity to strengthen their capital base and reduce
gearing to acceptable proportions. It is 1likely that Westland

will try to6 raise £25m of fresh equity this year and the remainder

at a later date. But since making a loss in 1978 Westland have been
viewed with caution by investors and by the financial press.
Reestablishing investors confidence will only be achieved by the compan
establishing a steady and satisfactory level of profits and dividends.
Westland's argument for launch zid is based on the view. that, without
assistance, their profits in the early years of the project would be
insufficient to provide the necessary market confidence to raise the
additional equity considered essential to reduce gearing from =

level which otherwise would range between 75% and 111% during the
years 1985-1991 inclusive. The company consider that launch aid

as requested plus fresh equity would reduce maximum gearing to an
acceptable 38% in 1986.

. DOI VIEW OF LAUNCH AID CASE

11., The Dol accepts that Westland have made a2 good case for launch
aid assistance but not at the level requested. The Dol's view is that
launch aid in the region of 50% to 75% of the company's request ;
(ie between £53mand £79m) would be sufficient to meet their needs.

In particular the Dol believes that Westland's target gearing ratios
are more conservative than necessary. An average of 50% with
occasional peaks up to 75% would be acceptable. Because 50%-75%

of the aid requested would facilitate a satisfactory level of profits
throughout the period with broadly sustainable gearing ratios, it
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12. Westland have proposed a levy repayment of 3% on aircraft sales
and 8% on spares over one-half of the total civil, utility and
export naval sales. This postulates a return to .DoI of 6-5% :
calculated at 2% rezl above the assumed 43% rate of inflation. The
precise levy rate will however be a matter for negotiation with the
company first because the MoDs of both UK and Italy will wish %o
impose levies and second because levy will have to reflect the
degree of risk borne by HMG. However, given that the project
promises to achieve a good IRR the Dol believes that it would be
reasonable to seek a real rate of return to Dol of 5% above the
assumed rate of inflation. But care will have to be taken to ensure
the total levy is not such as to price the helicopter out of the
market. At the same time it will be necessary to ensure Dol's
contribution to-development costs are recovered.

MISC 25

13. The Dol presented the Westland launch aid case to- the MISC 25
committee on 24 February. The committee noted that iDEPC had approved
the MoD case for proceeding with the military element of the programme

and after detailed discussion accepted that the civil project had

a sufficient prospect of -viability for the Government to encourage
Westland to proceed. The committee however thought that there were
sufficient risks involved (ie market uncertazinties and:. the fact that
the returnm would only ‘be achieved over a very long peﬂlod during
which the company's finances would otherwise be stretched) for the
Government to consider offering launch-aid. The committee agreed
that the Governmént's objective should be to secure levy payments

at a level sufficient to provide a 5% real rate of return.

14. A majority of the committee thought that the Government should
aim to agree launch aid in the region of 50-75 per cent of that
sought by the company; and that the Government's opening offer
should be launch aid of 50 per cent of the company's bid. The
Treasury, however, was not convinced that launch zid on this scale
could be justified, indicating & wish for the case for launch zid of

around 25 per cent of that requested by the company to be explored
.further. Since it is important that the company has sufficient
funds to carry through the programme successfully, Dol remains
firmly of the opinion that funding in the region of £53m - £79m will
be necessary to secure the successful outcome of the project for
Westland. An offer of 25% would in Dol's view be inadequate in the -
light of the company's gearing and likely earnings trend over the
development phase of the project.

Air Division
Department of Industry
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Ministry of Defence 1 March 1983

CONF'TDENTTAL

EH101 HELICOPTER PROJECT

When MISC 25 met last week to discuss the EH101 helicopter project, it was left
that the Cabinet Office would consider how the matter might most conveniently
be taken forward at Ministerial level. I am now writing in response to that
remit and, since there are both civil and military aspects to the project, I

am doing so both on my own behalf as head of the economic secretariat and on

behalf of my collegues in the defence and overseas affairs secretariat here.

We consider that it would be premature to seek the Prime Minister's agreement

to the inclusion of this project on the agenda of any of the Committees which

she chairs (for example OD or E) until we have established whether there is some

difference of view between Ministers which can only be resolved in this way and,

if so, what that is.

We therefore suggest that the best way to move matters forward would be for the
Secretary of State for Defence to write to the Chief Secretary, Treasury, with
copies to the Prime Minister, other members of 0D, the Secretary of State for
Industry and Sir Robert Armstrong, seeking Treasury approval for the EH101
project in the defence context. The letter would of course need to draw
attention to the civil launch aid proposal which the Department of Industry has
in mind. The Secretary of State for Industry would then follow with a separate
letter to the Chief Secretary, Treasury, copied similarly, which would seek
approval for the civil launch aid propesal. We would look to the Chief Secretary,
Treasury's reply or replies to make clear what difference of view there was at

Ministerial level. In the light of that the Cabinet Office would bhe able to
1
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advise the Prime Minister whether Ministerial discussion was required in 0D
or E, depending on the subject matter. If such a discussion were to be

required we would of course try to arrange for it to talkke place as soon as

possible.

You and Mr Croft to whom I have spoken have indicated that you are happy to

proceed in this way and we shall look to you to coordinate and despatch the

letters from your respective Secretaries of State. I had earlier warned

Tvan Wilson in the Treasury that, subject to your views I would be writing

to this effect.

T am sending copies of this letter to John Sparrow, CPRS, to Roy Croft,
Industry, and to Arnold Lovell and Peter Kitcatt, Treasury.

P L GREGSON
3 blind copies:

1 1. Mr Facer
2. Mr Goodall o/r

Mr Buclile}r
Mr Moyes

Mr Coles No 10
Mr Scholar "
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10 DOWNING STREET

From the Private Secretary 31 January 1983

British Atlantic Committee

At the end of today's ad hoc Ministerial meeting, which
discussed nuclear issues and public opinion, there was a brief
discussion of the problem of the Govermment's financial con-
tribution to the above Committee. The Secretary of State for
Defence said that some £50-60,000 was needed to increase the
present contribution of £48,000 to the £110,000 which the
Committee had requested. The Foreign and Commonwealth Office
did not have sufficient funds available. The Ministry of Defence
had the money but doubted whether it was prudent for the sum to
be paid from the Defence Vote.

The Prime Minister said that she believed that the contribution
to the Committee should be increased by the amount suggested and it
seemed right that the payment should be made by the Foreign and
Commonwealth Office. She hoped that suitable arrangements could
be made between the Ministry of Defence and the Foreign and
Commonwealth Office with regard to the payment but she did not
wish to be further involved in this matter herself.

I am copying this letter to Richard Mottram (Ministry of
Defence).

J.E. Holmes, Esq.,
Foreign and Commonwealth Office.

CONFIDENTIAL
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UK DEFENCE SPENDING

The Chancellor has suggested that the

Prime Minister might like to see the attached
extract from a speech made on 1 December

by the Defence Secretary to a closed

session of the NATO Defence Planning Committee
in Brussels. In the Chancellor's view, its
positive presentation of the UK defence
effort is exactly right, and one that all
MIfisters should be able to take when
speaking to audiences in this country as l
well as abroad. _
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Yemen (Earthquake)

Yemen (Earthquake)

3.42 pm

Mr. Guy Barnett (Greenwich) (by private notice)
asked the Minister for Overseas Development if he will
make a statement about the recent earthquake in North
Yemen and if he will say what preparations the disaster
unit in his Ministry has made in order to be able to answer
such requests as may be received.

The Minister for Overseas Development (Mr. Neil
Marten): An earthquake, believed to have reached the
intensity of 6 on the Richter scale, struck the densely
populated Dhamar region of the Yemen Arab Republic
yesterday. The earthquake lasted about 40 seconds and
caused extensive damage to the town of Dhamar and 99
villages in the area. So far as is known, there have been
some 2,000 casualties—dead and wounded.

The Yemen Arab Republic Foreign Minister has
informed heads of mission that full details of the damage
are not yet available. The Foreign Minister is arranging a
fact-finding visit by helicopter to the area tomorrow, 15
December. The British ambassador will accompany him.
There are no reports of deaths or injuries to British
expatriates serving in the Yemen Arab Republic. I have
asked the British ‘ambassador, pending receipt of the
specific requirements from the Yemen Arab Republic
Government, to purchase any locally available supplies
that he identifies as being necessary.

Mr. Barnett: [ am grateful to the right hon. Gentleman
for his statement. The House will be relieved to know that
members of British aid teams working in the area are safe.
Can he confirm a particularly horrible disaster—the killing
of 125 schoolchildren in one school? Can he confirm that
an international appeal has been launched by the Red
Cross in Geneva? Can he say more about the readiness of
his disaster unit and of voluntary agencies such as Oxfam
to respond to the situation?

Mr. Marten: I cannot confirm the horrible rumour that
the hon. Gentleman mentioned, We are awaiting details
of the disaster. Communications are extremely difficult,
as the Yemen Arab Republic Government said, because of
the mountainous nature of the country. The disaster unit
in my Ministry is poised and ready to fly out whatever the
Government require, which will probably be tetanus
vaccine, plasma, dressings, food, blankets and tents. We
shall be ready to go when we get the request.

Mr. Andrew Faulds (Warley, East): Is the right hon.
Gentleman aware that his prompt and expeditious attention
to the problem will be much appreciated in the Arab world
and will go a small way towards offsetting the immense
damage that the Prime Minister has recently done to
British-Arab relations?

Mr. Marten: Without agreeing with the last part of the
hon. Gentleman’s remarks, I am grateful for the first part.

14 DECEMBER 1982
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Falkland Islands (White Paper)

Falkland Islands (White Paper)

3.44 pm

The Secretary of State for Defence (Mr. John Nott):
With permission, Mr. Speaker, I would like to make a
statement.

The Government are publishing today a White Paper on
the Falklands campaign. It is now available in the Vote
Office.

Part I of the White Paper consists of a brief description
of the operation to reposess the Falkland Islands; part II
analyses the principal lessons to be learnt from the
campaign itself; and part IIT describes the steps which we
are taking to make good losses of equipment, to provide
for the future defence of the Falkland Islands, and finally
the additional measures now proposed to increase the
mobility and flexibility of our Armed Forces for future
operations in the NATO area and elsewhere,

First, we intend further to improve the airborne and
other capabilities of 5 Infantry Brigade for out-of-area
operations. It already has two parachute battalions, an
infantry battalion and engineer support. To these we have
just added and armoured recce regiment an in the course
of next year we will add an artillery regiment, an Army
Air Corps squadron and certain logistic units,

RAF Hercules aircraft are already earmarked for
deployment of the brigade and the fitting of station-
keeping equipment to a number of Hercules will give the
brigade a parachute assault capability by 1985. Those
enhancements should represent a significant improvement
to our capability for airborne operations out-of-area.
Taken together with the amphibious capability of the 3rd
Commando Brigade Royal Marines, they will give us an
improved capability to respond to the unforeseen in a
flexible and rapid way.

For out-of-area operations we also need an improved
air-to-air refuelling , which was of such vital importance
in the Falklands campaign.

Subject to final scrutiny of tenders and to satisfactory
contractual negotiations, our intention is to add to our
tanker fleet by buying from British Airways six Tristar
aircraft for conversion into tankers. We plan to convert
four of those Tristar aircraft so that they can also carry
freight.

This purchase of a strategic tanker capability will
enormously increase our existing tanker capacity. For
example, a single Tristar tanker will be able to do the work
of eight Victor refuelling aircraft in the South Atlantic. It
could also carry up to 120 troops, even while refuelling.
It will therefore increase the RAF’s troop lift; enable easier
support and much more rapid reinforcement of the
Falkland Islands; and, most significant of all, it will
multiply the effectiveness of all the RAF's combat aircraft,
including the Nimrod and the air defence Tornados and
Phantoms.

As well as greater strategic mobility to be provided by
the Tristars, we also need greater tactical mobility and
battlefield logistic support. After the loss of three Chinook
medium lift helicopters on the “Atlantic Conveyor”—and
the Ministry of Defence is participating with Cunard in the
design of her replacement—the one medium lift Chinook
was invaluable in the Falklands campaign.

To add to the two Chinook squadrons, we now intend
to purchase a further eight Chinooks, of which three will
be replacements. Each Chinook can carry up to 80 men
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and substantial quantities of stores and ammunition. The
extra medium lift helicopters will greatly enhance
battlefield mobility and logistic support in the NATO area
and elsewhere.

As I have already announced, all the Sea King and Lynx
helicopters lost are being replaced and an additional six
anti-submarine warfare Sea Kings are being purchased for
the Royal Navy as well as seven more Sea Harriers, in
addition to the replacement of all naval and RAF Harriers
lost in the conflict. All these aircraft orders will be subject
to satisfactory terms of contract, including price.

In the light of the campaign and the future needs of the
Falklands garrison, we must take further steps to improve
our air defence capability. Subject to the satisfactory
completion of negotiations, we will purchase at least 12
additional Phantom aircraft from the United States; and 24
additional Rapier fire units for the RAF and the Army are
to be bought.

The air defence of the Royal Navy must be strengthened
by the provision of an organic airborne early warning
capability, based on the Searchwater radar, for each of the
operational aircraft carriers. We also intend to provide a
modern point defence weapon system for all the carriers,
the assault ships “Fearless” and “Intrepid”, HMS
“Bristol”, and all the type 42 destroyers—the choice of
system is still being studied.

The White Paper describes a number of other new
purchases of equipment, weapons and stocks—including
a list of the new weapon systems such as Harpoon and laser
guided munitions, purchased during the conflict, which
remain as a general addition to our force levels. On the
subject of war stocks, we saw again during the campaign
the key importance of staying power and of the need to
allow for delays in resupply. We plan to increase
substantially—by at least £10 million—the number and
range of items in the stockpile specifically earmarked for
the support of operations outside the NATO area.

I now come to ship numbers and new ship orders.
Under the plans set out in Cmnd. 8288, we would have had
about 55 frigates and destroyers either running or in refit
next year, with no ships in the standby squadron. The total
number of ships would have remained at around this level
for the following two years but two ships would have gone
into the standby squadron by 1 April 1984, and two more
into the standby squadron by 1 April 1985. The plan was
that by 1989 up to eight ships would have been in the
standby squadron out of a total of 50.

With the additional funds now available, and to meet
the needs of the garrison, the two standby ships in 1984
and the two further standby ships in 1985 will now remain
in the front line fleet for these years.

We are at present covering for the four ships lost in the
campaign by running on older hulls but, to sustain our
proposals in Cmnd. 8288 for a total force of about 50 ships
in the longer term—that is beyond the mid-1980s—new
build replacements are needed urgently. We have decided
that these replacements should be type 22 anti-submarine
frigates and that an improved batch III design, taking
account of the Falklands campaign, should be introduced
as soon as possible.

Competitive tenders were sought for the first of the
replacement ships and for another type 22 frigate already
in the programme and not related to the Falklands losses.
In the light of the tenders submitted, an order for two new
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type 22 frigates of an amended batch II design has been
placed today with Swan Hunter, together with an order for
a further two replacement ships of the new batch III design
from Yarrow (Shipbuilders) Ltd.

Initial design work is in hand for a replacement for the
logistic landing ship “Sir Galahad”. “Sir Tristram” will be
brought back to the United Kingdom and we hope that it
can be repaired.

I am also able to announce today, although it is
unconnected with the Falklands replacements programme,
that an order for two further Hunt class mine
countermeasures vessels has been placed with Vosper
Thornycroft.

Last year, in pursuance of our policy of modernising the
fleet, we spent more in real terms on ships and their
weapon systems than for the past 19 years, and almost 50
per cent. more again than in 1978-79. The total value of
the ship orders placed today is £585 million. When added
to other naval orders amounting to £161 million already
placed this year, new naval shipbuilding will be
maintained at a very high level.

We plan that the fourth and final Falklands replacement
ship will be a further batch III type 22 frigate. It will be
ordered as early as possible next year by competitive
tender when Yarrow (Shipbuilders) Ltd. has completed the
redesign work. Cammell Laird Shipbuilders Ltd. and
Vosper Thornycroft (UK) Lid. will be strong contenders
for this order.

The success of last year’s review of the defence
programme in matching resources to our revised forward
plans had already won us some flexibility to make
adjustments to the defence programme. The Government
have now provided extra funds to meet the additional costs
of the garrison and the replacement of all equipment lost.

All the measures that I have announced can be met
within the announced defence budget for 1983-84 and the
planning totals for later years.

In many respects, the Falklands conflict was unique.
We must be cautious therefore in deciding which lessons
of the campaign are relevant to the United Kingdom'’s four
main roles within NATO. These roles remain our priority,
and the modernisation of our forces devoted to them must
still have the first call on our resources. The measures that
we are taking will significantly strengthen our ability to
perform our main defence tasks but they will also increase
the flexibility, mobility and readiness of all three Services
for operations out-of-area as well as within the boundaries
of NATO itself.

Mr. John Silkin (Deptford): The Secretary of State
referred to the success of last year’s review of the defence
programme—a programme that Sir Henry Leach referred
to as
“a major con trick and a catalogue of half-truths”.

There still seems to be no maritime out-of-area capability
in this White Paper. Surely that is the real lesson of the
Falklands war,

Will the Secretary of State therefore answer the
following questions? First, will he give the real
number—not the phoney one—of surface ships that he
expects there to be in April 1985? Secondly, how many
of those ships will be mothballed—in the standby
squadron? Thirdly, does he really believe that the
dockyards of Portsmouth, Rosyth and Devonport will be
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adequate for a proper maritime policy? Finally, when will
he come clean with the House and admit that all of his
maritime policy is put at risk by Trident?

Mr. Nott: The right hon. Gentleman says that we still
have no maritime out-of-area capability. I thought that the
Royal Navy did rather well in the Falklands, which is
about as out-of-area an operation as one can possibly
imagine. 1 completely fail to understand what he is
suggesting.

I said in my statement that in 1985 we would have about
55 escort ships—destroyers and frigates. That is exactly
the same number as we proposed in Cmnd. 8288. There
will be none in the standby squadron in 1985 because the
four that would otherwise have been in the standby
squadron will be involved with the garrisoning of the
Falkland Islands.

The dockyards at Rosyth and Devonport are fully
sufficient to meet the size of the new fleet. We have gone
out of mid-life modernisations and dockyard capacity will
be sufficient. I have issued a consultative paper today
proposing expansion of the naval base at Portsmouth. It
will be used for the care, maintenance, weapon updating
and other things that are needed for the fleet, as will
Devonport and Rosyth.

The right hon. Gentleman criticises the Government
and especially me on our policy towards the Royal Navy.
In real terms, we are today spending £700 million more on
the conventional Navy than the previous Labour
Government were spending. Last year, naval
shipbuilding—new ships and their weapon systems—was
at a record level for the past 19 years. I cannot see how
the right hon. Gentleman can criticise our policy when the
party to which he belongs is proposing a massive cutback
in defence spending.

Mr. Churchill (Stretford): I congratulate my right hon.
Friend on his statement, especially on the enhancement
that he is making for our air defence at home and for the
fleet, and for the strengthening of the Royal Navy. Will
he confirm that all the items to which he referred will
represent a fundamental enhancement to the overall
capability of our Armed Forces here in Europe as well as
for the Falklands operation?

Will my right hon. Friend expose the right hon.
Member for Deptford (Mr. Silkin) when he tries to
masquerade as defender of our Armed Forces while
representing a party that is committed to chop by one-third
outlays on defence?

Mr. Nott: With regard to my hon. Friend’s latter point,
the right hon. Member for Deptford (Mr. Silkin) and
especially the Labour Party are proposing to cut our
defence expenditure by one third, yet they qualify that
proposal by saying that jobs will not be shed. That is
typical of the ambivalence in everything that the Labour
Party says about defence. It would destroy our defences.
That is becoming increasingly clear to the British people.

I can confirm that the majority of the proposals that I
am making today will enhance our general defence
capability for use in NATO, for use out-of-area and for the
garrisoning tasks that we still retain in the Falkland
Islands.

Mr. A. J. Beith (Berwick-upon-Tweed): Is the
Secretary of State now convinced that our ships will not
again be exposed to airborne attack without early warning?
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Is not one of the principal lessons of the affair that we are
at our most vulnerable if an enemy thinks that we have
neither the will nor the means to respond to attack? Does
he agree that the withdrawal of HMS “Endurance” created
that impression, and that the same impression could be
created if NATO does not appear to have the means to
respond by conventional strength to conventional attack?

Mr. Nott: I hope that what I have announced will
strengthen our conventional defences. I remind the hon.
Gentleman that HMS “Endurance” was in the Falkland
Islands when she was attacked. Apparently, the deterrent
value of HMS “Endurance” was inadequate. The ships that
we deployed in the Falkland Islands were necessarily
placed within range of land-based aircraft from Argentina.
Normally, in a NATO context, we would not place our
ships in that position and they would have the protection
of land-based NATO aircraft. They would also have the
airborne early warning of NATO, which in the Falklands
they did not possess. That is why we want to add an
airborne early warning facility to our three carriers.

Mr. Neville Trotter (Tynemouth): Will my right hon.
Friend accept my congratulations upon the increase in the
naval strength that will result from the orders? Will he
accept also that Tynemouth will be especially grateful for
the fact that they were won by competitive tender, with all
that that means for the future? Can he assure us that there
will be a strengthening of the Navy's back-up by
increasing the number of people employed in the
dockyards and the bases and the number of sailors
remaining in the Navy?

Mr. Nott: Not entirely. It has been my objective to
reduce the support side and to put more of the total
resources available to the Royal Navy into the front line.
The greater the number of support bases and training bases
and other such establishments, the less money there is to
put into the front line. The pressure, which has not been
entirely welcome to my hon. Friends or to the Royal Navy,
which has been exerted during the past two years has
created a slimmer and, I believe, a better front line. My
hon. Friend is right in saying that we went out for
competitive tenders. Swan Hunter put in an extremely
competitive and attractive bid and, therefore, it won the
order.

Dr. David Owen (Plymouth, Devonport): Is the right
hon. Gentleman aware that many Members on both sides
of the House who are friends of the Navy will be glad to
see the readjustment of the balance and will only regret
that it required the Falklands campaign to bring it about?
Will he make it clear whether he intends more than 42
surface ships to be running in 1989 with fewer than eight
in the standby squadron? Will he give some assurance to
those of us who remain very worried that we shall be
building insufficient numbers of hunter-killer submarines,
especially because of the Trident building programme at
Vickers?

Mr. Nott: I think that the priority is to move ahead as
fast as possible with the new conventional submarine. The
right hon. Gentleman is correct: while Trident is being
built, we shall have a pause in the SSN programme.
However, our principal requirement is for a new class of
conventional submarine, which will be an extremely
valuable addition to our force level.

The number of 42 has been much bandied about. It was
an estimate of what might have been the number of ships
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in the running fleet in 1989 had we placed eight ships in
the standby squadron. Cmnd. 8288 made it clear that we
were looking to a force level of 50 in the late 1980s, of
which we said up to eight might be in the standby
squadron. I cannot say what the resources will be beyond
the mid-1980s. Therefore, the number of ships in the
standby squadron in the late 1980s will be for the decision
of my successor. We are adhering to the figure of 55
destroyers and frigates, and they will all be in the running
fleet over the next two years,

Mr. Tam Dalyell (West Lothian): Does the right hon.
Gentleman recollect the only public utterance of Lord
Carrington since he left office, which appeared in a letter
to The Times of 18 June, which was headed “Mr. Nott and
Submarines”, in which he denied that he had prevented the
Secretary of State from sending submarines to the South
Atlantic on the ground that it might be provocative? Lord
Carrington cuttingly ended his letter to the effect that Mr.,
Nott could testify that what he was saying was true. How
does the right hon. Gentleman reply to Lord Carrington’s
rebuke?

Mr. Nott: Lord Carrington did not prevent me from
sendingg any submarines to the South Atlantic. His letter
was perfectly correct.

Mr. John Peyton (Yeovil): Is my right hon. Friend
aware that his announcement of the extra six Sea King
helicopters that are to be ordered is extremely welcome
and will be taken as a further and proper acknowledgment
of the way in which the aeroplane performed in the South

Atlantic?

Mr. Nott: The Sea Kings performed extremely well,
They were operating for very long hours and they were a
great success. I hope that the Sea King replacement
programme will come on to follow the present generation
of Sea Kings.

Mr. Dick Douglas (Dunfermline): Will the Secretary
of State give us some more information than he gave to the
right hon. Member for Plymouth, Devonport (Dr. Owen)
about submarines? Surely it is not good enough for him
now to say that we shall crowd out SSN building because
of the Trident programme when we still await a
conventional design. In paragraph 314, reference is made
to the inter-relationship of the merchant navy and the
merchant marine with the naval capacity overall. Can the
right hon. Gentleman be more forthcoming about his ideas
on that score?

The right hon. Gentleman referred earlier to the issuing
of a discussion paper between his Department and trade
unions on the future of the dockyards. May the contents
of that paper be made available to the House so that we
can have a proper discussion about the yards?

Mr. Nott: Yes, I can place the consultative paper in the
Library; that can be quite easily done. There are many
functions which conventional submarines can perform
better than hunter-killer nuclear submarines. The need
now is to build up the number of conventional submarines.
We are moving forward as fast as we can with the new
SSK programme. We shall put as much money into that
programme as is necessary to bring it forward. That is the
submarine priority and not more SSNs. The relationship
between the merchant marine and the Royal Navy was

80

14 DECEMBER 1982

Falkland Islands (White Paper)

proved during the Falklands campaign. It worked
admirably, and I should like to consider every means of
developing it further,

Sir David Price (Eastleigh): I welcome my right hon.
Friend's announcement that he intends to order four new
type 22 frigates. Will he explain why, after the successful
launch of HMS “Gloucester”, a type 42, at Woolston, no
orders have gone to Vosper Thornycroft, which is one of
the two designated warship builders in British
Shipbuilders? Are we to take it that the Carrington
arrangements no longer hold?

Mr. Nott: Vosper Thornycroft would have been given
some orders if it had come in with a competitive bid. We
must put these orders out to competitive tender. Swan
Hunter came in with a price which was far lower than that
which was arrived at by Vosper Thornycroft and Cammell
Laird. If Vosper Thornycroft had come in with an
attractive price, the order would have gone to it. We have
placed two orders with Vosper Thornycroft today for the
Hunt class, which is a significant order for Vospers. I hope
that it will come in with a more attractive offer when the
last replacement ship is put up for tender in the spring. The
Ministry of Defence will not spend more money on placing
orders with uncompetitive tenderers. It will go to the yard
which offers it the best price.

Mr. Tony Benn (Bristol, South-East): Is the right hon.
Gentleman aware that the main lesson of the Falklands
conflict is that, after 1,000 casualties and probably £2
billion or £3 billion of expenditure, the future of the
Falkland Islands is far from settled? France and Germany
have resumed arms supplies to Argentina and the United
States has voted against us in the United Nations. Almost
everyone except the Prime Minister realises that the
exclusive sovereignty of Britain over the Falkland Islands
cannot survive much beyond this decade. Will the right
hon. Gentleman say something about the Cabinet’s
discussion about its political failure, which it is trying to
obscure behind a military success?

Mr. Nott: The right hon, Gentleman has made his
point. I am not aware of any of those matters. The
Falkland Islands are British, and so they will remain.

Mr. Antony Buck (Colchester): Does my right hon.
Friend agree that the main lesson of the Falkland Islands
is not that suggested by the right hon. Member for Bristol,
South-East (Mr. Benn), but the conclusion in his White
Paper that what we did there has given credibility to the
entire Western defence posture? We shall take arms to
assist those who wish to remain living in freedom, even
if they are on the other side of the world.

Mr. Nott: I agree entirely with my hon. and learned
Friend. Our action to recover the Falkland Islands has been
an example to the entire West.

Mr. Frank Allaun (Salford, East): Does the Secretary
of State deny the fact that the total bill for the Falklands
war and its aftermath is £2V% billion, or £5 million per
family on the Falkland Islands? Does it save the taxpayer
a single pound if this colossal waste comes from his budget
rather than that of the Chancellor of the Exchequer.

Mr. Nott: I do not have in front of me the exact figure
for the cost of repossessing the Falkland Islands, but it was
about £700 million to £800 million this year. The hon.
Gentleman is correct to say that the cost of replacing all
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the equipment that we lost will be substantial. Clearly I
would be the first to say that this incident should never
have happened. However, it did happen and it was a
remarkable achievement by our Armed Forces. It showed
that Britain was resolute in the way in which she recovered
the Falklands. That has strengthened the deterrence of the
West, which should please the hon. Gentleman, because
it has made war less likely.

Mr. Peter Viggers (Gosport): I thank my right hon.
Friend for his statement and for the increased flexibility
and enhanced maritime commitment that it implies. As to
the number of men employed in the Royal Navy, there
remains on the record a signal from the First Sea Lord
showing that the number of men in the Royal Navy would
run down from 70,000 to 62,000, or possibly 60,000, by
1986 and that the diminution would continue at about that
level. Does my right hon. Friend agree that the increase
in the number of ships requires a larger number of Navy
personnel?

Mr. Nott: The White Paper does not give details of the
revised manpower requirements of the Royal Navy
because that will take some time to work out. A signal has
been sent to the fleet today by the Second Sea Lord
explaining that we cannot give firmer figures for a few
months. The reductions in shore establishments and the
undertaking of more training afloat will reduce the
numbers necessary to man the front line. The type 23
frigate will have a much smaller complement of men.
Therefore, although the 4,000 redundancies that were
originally contemplated will now be less than they might
otherwise have been, there are likely to be some
redundancies in the Royal Navy and the size of the Navy
will decline, probably much in line with the figure given
in Cmnd 8288.

The only way that we can stop the decline is by
cancelling some naval programmes. We have a choice
between equipment and manpower. With the funds
available, we believe that the right balance has been
struck, but we can keep more people in the Royal Navy
only if we cut the programme.

Mr. Jack Ashley (Stoke-on-Trent, South): If we leave
aside the earlier differences about the operation of the task
force, will the Secretary of State now recognise that
Britain has become bogged down in a military, economic
and political morass in the Falkland Islands that is
damaging rather than helping the national interest?

Mr. Nott: I am sorry, I did not undersitand who was
becoming bogged down—[HON. MEMBERS: “You.”]
What I announced today will substantially increase our
Armed Forces’ capability generally for operations in
NATO and elsewhere. The right hon. Gentleman will
welcome that.

Sir Philip Goodhart (Beckenham): As my right hon.
Friend this afternoon and on earlier occasions has paid
eloguent tribute to the excellent work of our helicopters,
can he tell us now whether he is carrying out a review of
the projected helicopter strength in the British Army of the
Rhine as in earlier plans there was to be only a
comparatively small increase in years to come?

Mr. Nott: Yes. There are some interesting thoughts
about that matter. As my hon. Friend knows, we are
considering the possibility of using some older Wessex
helicopters for the 2nd Division based in York. I would

81

14 DECEMBER 1982

Falkland Islands (White Paper) 136

wish to see more helicopters in the reserve elements of the
BAOR and in the BAOR itself. The new Chinook
squadrons that are now coming into service will enhance
enormously the helicopter lift of the BAOR,

Mr. A. E. P. Duffy (Sheffield, Attercliffe): Is not the
main lesson of the Falkland Islands that the Secretary of
State for Defence could not have deployed so quickly or
effectively but for the naval assets that he inherited from
the Labour Government? His statement this afternoon is
a justification not only of the Labour Party’s perception of
the size and shape of the fleet, but of the main priority
areas that he verified this afternoon. It had taken him three
and a half years to endorse the type 22 frigates, the
MCMVs and the modern point defence for high value
assets. Will he say something about the dual use and
adaptation of merchant units such as the Arapaho project?

Mr. Nott: I hope that, after many years of delay, we
can move ahead with the Arapaho project during the next
year or so. I wish to include that project in the programme.
The fact that the Government have put up money for the
“Atlantic Conveyor” replacement is evidence of our
interest in this area. I wish to put more money into the
Arapaho project.

The hon. Gentleman inherited naval assets from the
Conservative Government, so his argument is non-
productive. The Royal Navy will continue to perform a
valuable function under all Governments. Last year,
before the Falkland Islands incident, we spent more in real
terms on naval shipbuilding and weapons systems than had
been spent for 19 years. There is nothing of which the hon.
Gentleman can accuse this Government.

Several Hon. Members rose

Mr. Speaker: Order. I propose to call four more hon.
Members from either side and then to move to the second
statement.

Mr. Julian Critchley (Aldershot): I welcome my right
hon. Friend’s statement, but he will be aware that it is
calculated that, by fiscal year 1985-86, there will be
under-funding in defence spending of about 15 to 20 per
cent., due in part to Trident, in part to the Falkland Islands
and largely to the rising costs of men and equipment. What
advice does he have for his successor?

Mr. Nott: I have no idea from where my hon. Friend
gets that figure. I am not sure to which under-funding he
refers. We have planned for the next decade in accordance
with the normal long-term costings of the Ministry of
Defence. The programme is fully funded, well known and
set out in the annual White Paper. I know of no under-
funding.

Mr. Bruce George (Walsall, South): The White Paper
and the Secretary of State’s statement do not argue
conclusively that it is possible to pay for the improvements
of our maritime contribution to NATO, the air defence of
the United Kingdom, our out-of-area capability and the
replacement of Polaris, Will the Secretary of State come
to the House in future with more detail than he has
provided so far about how the Government propose to
carry out two-thirds of what is contained in this document?

Mr. Nott: The hon. Gentleman knows that we tackle
all those matters annually in the defence White Paper. We
shall again next year give a full description of what we are
doing. We are meeting all the main NATO roles. Of
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course, I would wish to do more in all roles, but with a
3 per cent. real increase a year there is a strain on the
economy. We are improving all four roles and our allies
believe that we are doing a good job.

Miss Janet Fookes (Plymouth, Drake): In welcoming
the replacement of surface vessels, may I remind my right
hon. Friend of the fire hazards revealed during the
Falklands campaign about which the Royal Navy had
previously warned? Will my right hon. Friend give
assurances as to the type of electrical wiring to be used in
the new designs, about the use of aluminium in the
superstructures and about the use of materials for bedding
and clothing?

Mr. Nott: Aluminium and PVC wiring have not been
used in the construction of modern ships. My hon. Friend
is right to say that they caused problems in older ships
during the Falklands campaign. Much work has been
carried out on the survivability of ships, and all such
lessons shall be incorporated in the new ships that we are
ordering,

Mr. Gavin Strang (Edinburgh, East): The defence of
the Falkland Islands has been estimated at £3 billion over
four years. Does the Secretary of State recognise that the
best contribution the Government could make to our
defence would be to secure a negotiated settlement with
Argentina on the future of the islands, thus ending ‘the
haemorrhage of resources and the risk of further human
losses on the islands?

Mr. Nott: I have always taken the view—I did during
the time of the Falklands conflict—that we want a long-
term accommodation with Argentina. The Falkland
Islands must be secure so that the Falkland Islands may
exist in peace with their neighbours.

Mr. Keith Speed (Ashford): I welcome some of the
positive statements that my right hon. Friend has made this
afternoon. Can he assure the House that new and existing
ships will have their weapons, sensors and communica-
tions modernised from time to time, even if mid-life
modernisation is no longer foreseen?

Mr. Nott: I entirely agree with my hon. Friend that we
must be able to update those systems. We already have a
substantial modernisation programme for the items that
my hon. Friend mentioned, but he is right in saying that,
as far as possible, we must be able to replace such items
in ships in the running fleet—[HoN. MEMBERS: “Why was
the hon. Gentleman sacked?”] It is not within my power
to sack my hon. Friends. My hon. Friend was a most
valuable member of the Ministry of Defence. I can give
my hon. Friend the assurance he seeks.

Mr. R. C. Mitchell (Southampton, Itchen): Is the right
hon. Gentleman aware that the specialist warship building
yards, such as Vosper Thornycroft in my constituency,
maintain expensive design teams that increase their
overhead costs, thereby placing them at a distinct
disadvantage when competitively tendering for type 22s
and other ships with yards such as Swan Hunter which do
not have such expensive overheads? Does he want to see
the specialist warship building yards break up their design
teams?

Mr. Nott: I am unable to get involved in a debate on
whether the design teams of Vosper Thornycroft are too
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large. I am a customer. I put out tenders and receive bids.
It is for British shipbuilders, not for me, to decide how
they organise themselves so that they offer the lowest
possible price.

Sir Frederick Burden (Gillingham): Is my right hon.
Friend still of the view that the SSN submarine is our most
important naval weapon, as stated in the 1981 White
Paper? Was the delay in refitting and refuelling
“Swiftsure” due to the fact that it is a new type of SSN?
How different is it from “Churchill”, which is being
refitted and repaired at Chatham within two and a half
years while it is taking more than three and a half years
to refit “Swiftsure”?

Mr. Nott: I have already answered that question. It
would not be right to take up the time of the House by
answering it again.

Mr. Frank Field (Birkenhead): Does not today’s
statement indicate a further cut in the size of the Royal
Navy? Is it not true that long before the Falklands
campaign, the Government made a commitment to place
two major orders for type 22s? With four ships sunk during
the Falklands campaign, that makes a total of six. Today
the right hon. Gentleman has announced orders for five.
What about the other order? Although the Minister and his
colleagues often make complimentary remarks about the
performance and workers of Cammell Laird, does he
realise that words, however complimentary, are no
substitute for orders and jobs?

Mr. Nott: I realise that Cammell Laird will be
disappointed that it has not secured any of these ship
orders. There is one more to come and I hope that
Cammell Laird tenders successfully for it. One type 22
frigate was in the programme, and I have today confirmed
that order, which I announced previously., I have also
mentioned four replacement ships. No other type 22
frigate is in the naval programme at present, nor has there
ever been.

Mr. Denzil Davies (Llanelli): Does the right hon.
Gentleman recollect that when, on becoming Secretary of
State for Defence, he announced the naval cuts he said—I
think that I quote him properly—that defence policy was
over-extended and unbalanced? In view of the extra costs
he has announced today, the other costs of the Falklands
operation and the decision to buy the Trident IT missile,
does he agree that the defence policy is now even more
unbalanced and over-extended? All that he has done today
is to hand over the problems to his successor, and there
will have to be another fundamental review of defence
policy. In view of that, is he not relieved that he had the
prescience about 15 years ago to tell his wife that he would
leave active politics at the end of this year?

Mr. Nott: I do not think that that has much to do with
the Falklands White Paper. When I became Secretary of
State for Defence, I said that the budget was over-
extended. We had far greater plans within the programme
than we had resources to meet them. It was therefore
necessary to hold the review that I conducted. The right
hon. Gentleman would naturally expect me to believe that
the programme is now in better order and better balanced
than it was. I expect him, as Opposition spokesman, to
take the opposite view. Unfortunately, I am unable to
agree with anything that he has said.
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Mr. John Maxton (Glasgow, Cathcart): On a point of
order, Mr. Speaker. I appreciate that you have limited the
time for questions on statements, and that some of us have
inevitably not been called, but you have called the
spokesman for the Liberal Party and the spokesman for the
Social Democratic Party even though they fight every by-
election and local election as one party and have made it
quite clear that they intend to fight the next general
election as one party.

Mr. Speaker: Order. I did exactly the same in the last
Parliament when there was an understanding between the
Liberal Party and the Government of the day.

Sir Frederick Burden: On a point of order, Mr.
Speaker. My right hon. Friend, in replying to my question,
made a terminological inexactitude, as will be shown in
Hansard tomorrow. He did not make an accurate
statement regarding submarines.

Mr. Speaker: That is a matter of opinion; it is not a
point of order.
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4.28 pm

The Secretary of State for Foreign and
Comumonwealth Affairs (Mr. Francis Pym): With
permis§ion, Mr. Speaker, I will make a statement on the
Foreign Affairs Council which met in Brussels yesterday.
This was the last Foreign Affairs Council of the Danish
Presidency, and I should like to express my appreciation
of\the chairmanship of the Danish Foreign Minister.

'Ehe Council agreed that the Community should
contipue to participate in the multi-fibre arrangement on
the basis of satisfactory new bilateral agreements. A
separaté statement is being made in another place by my
right hony, and noble Friend the Secretary of State for Trade
which my,hon. and learned Friend the Minister for Trade
will shortly repeat to the House.

The Commission reported on its talks on 10 December
with the American Secretary of State and a number of his
Cabinet colleagues on a wide range of trade matters. Both
sides agreed omithe importance of avoiding disruption of
world markets foragricultural products. There will now be
a programme of bilateral discussions on specific problems.

The Council agreed on the steps to be taken in trade
relations with Japan. The full text is being deposited in the
Library of the House. The main features are a decision to
take the case submitted by the Community in the GATT
to the second stage of the dispute procedure, to extend
import surveillance and te reinforce pressure both for an
increase in imports into Japan and for effective and clearly
defined restraint of Japanese exports in certain sensitive
sectors. There will be a report before the Council at its next
meeting.

These measures represent’a clear signal by the
Community to the new Japanese Government that more
action on their part is now urgently required to redress the
trade imbalance.

The Commission gave a detailed statement on the
problems of the 1970 EC-Spain agréement, which we
requested at the November Foreign Affairs Council. It
stated its intention of approaching Spain, to seek better
implementation of the agreement, and ‘undertook to
discuss the tariff imbalance with the car ihdustry. We
made it clear that we expected early and effedtive action
to remedy the unbalanced trade relationship, ar?}’-asked the
Commission to report again to the January Coungil.

Ministers discussed the negotiations for a new, trade
regime between the Community and Cyprus in 1983} We,
in common with a majority of our partners, pressed for an
improvement in the arrangements being offered to Cyprus.
No agreement was reached, and the existing regime will
be extended automatically for a further six months.

The Council also discussed the internal market and
identified the initial priority areas for work. It was agreed
to hold special sessions in the new year to resolve
outstanding problems. My hon. and learned Friend the
Minister for Trade made clear the importance we attach to
early progress towards the completion of the internal
market for both services and goods.

It was agreed that a committee of three scientists should
urgently review the cost effectiveness of the Super Sara
project and produce a report for a final decision early in
the new year.
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There was further discussion of measures to restore
stability to the steel market. Support was given to the
Commission’s actions to strengthen the price regime.

Discussion of the European Parliament’s proposals for
a common electoral system showed that a number of
difficult problems remained. The Council agreed to look
at the question again at its next meeting in January.

The Council agreed a duty-free tariff quota for
newsprint for 1983, but to our regret was unable to agree
to a small supplement in the 1982 quota.

In the margins of the Council, Ministers met in political
co-operation to discuss recent developments in Poland.
They concluded that it would be premature to form
conclusions now on the implications of the measures
announced by the Polish Government. We will keep in
close touch and continue to follow the situation closely.

Mr. Eric S. Heffer (Liverpool, Walton): I thank the
right hon. Gentleman for that statement, but as it is wide-
ranging I hope he will forgive me if I do not follow exactly
all the subjects that he raised.

I should like to put four major points. Does he not agree
that the Community’s position is extremely hypoeritical in
the sense that, while it is protectionist on agriculture
through the CAP, it demands free trade for industrial
goods? If import penetration by the Japanese is so
damaging—and we all agree that it is—will the
Government follow the logic of that and accept that import
penetration from Community countries into Britain is
equally damaging, especially in such key sectors as steel
and motor vehicles, and particularly bearing in mind that
production in manufacturing industry is at its lowest level
for 15 years?

I am sure that the whole House will congratulate the
new Spanish Government led by Felipe Gonzalez, the
leader of the Spanish Socialist party. As France seems
certain to block Spanish entry until the problem of
Mediterranean agriculture is sorted out, what is the
Government’s attitude? Does the Secretary of State
believe that in its present form the CAP could survive the
entry of Spain and Portugal? Has he any projeetions of the
budgetary implications of Spanish accession? In other
words, how much will it cost?

Did the right hon. Gentleman see this week’s Sunday
Times magazine, which included photographs of the
destruction of fruit and vegetables because of CAP policy?
Is he aware that many people in Britain cannot afford to
buy those fruit and vegetables and that there is starvation
in the Third world? Is it not disgraceful that such a thing
should happen?

It is clear that a decision is needed by the end of
December on the re-scheduling of Polish debt. What
position do the Government adopt, especially as Lloyd’s
Bank, with the support of the Bank of England, is prepared
to grant a loan to the Fascist junta in Argentina? What
implications will the “wait and see” policy have for the
Polish economy and the world banking system?

Mr. Pym: The hon. Gentleman drew a contrast
between agricultural policy in the Community and the
attitude to other trade. There is no doubt that that was the
main subject discussed between the Commission and the
United States. The United States Government also give
much support to their farming industry. The conclusion
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was that they must examine this problem in great detail,
and that not much progress will be achieved by criticising
each other across the Atlantic.

As the hon. Gentleman knows, we have criticised many
features of the CAP. The most significant is the way in
which it contrives to create surpluses. That is a great
problem within the CAP. Although we have not yet been
successful in altering that policy, it remains our first
objective—as it was with the previous Government—to
put that matter right. That will no doubt be a major
problem in the future.

We want Spain to accede to the treaty, and France has
made it quite clear that she also wants Spain to accede.
However, there will be problems, particularly over
Mediterranean agriculgiire, which are in the process of
being sorted out in the/discussions on accession. Similarly,
discussions are at pfesent taking place on the budgetary
implications. Thef Community members feel that we
should examine fall these issues before accession is
achieved. f 4

The Spanish Foreign Minister made a statement on the
Spanish Government’s position at the Foreign Affairs
Council to'the effect that they gave a high priority to
Community accession.

I share the hon. Gentleman’s view about fruit and
vegetables. It is unfortunate when events such as the one
he described take place. This is another aspect of the CAP
that we are constantly trying to reform,

We are in touch with our partners about Polish debt.
That is one aspect of the Polish situation, and it is at
present being considered with the United States and with
other Community countries.

Mr. Michael Latham (Melton): Are we not
proceeding at an absolute snail's pace regarding Japan,
with more consultations and discussions? Is it not time for
some action? How much longer will we put up with the
French  internal protection campaign without doing
something about it?

Mr. Pym: On my hon. Friend’s first question, the
Council took the matter a stage further and agreed to go
to the second stage of the disputes procedure. I do not think
that that has been done before, It is a significant change,
and it is much more effective because it has been done by
the Community as a whole rather than by Britain on her
own.

I assure my hon. Friend that some of the actions that
have been taken inside France are now under review by the
Commission, and the Government are watching the matter
carefully.

Mr. Russell Johnston (Inverness): The right hon.
Gentleman referred to a number of difficult problems over
the common electoral system proposed by the European
Parliament, Will he be more specific about the problems
that the British Government perceive as important? Is it
not a fact that the Government are using technical
objections to mask their outright opposition in principle to
a proportional solution even though everyone else agrees
that that is the only fair outcome?

Mr. Pym: It is no secret that we have reservations
about changing the basic system of elections in this
country, but many other issues divide the other
Community members who have already adopted a PR
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From the Private Secretary 14 December. 1982

Yo Mol

Falklands White Paper: Ship Replacement Orders

The Prime Minister saw over the weekend your letter of 10 December
and the accompanying draft announcement on ship orders which your
Secretary of State proposes to make, You explained in the letter
that Mr. Nott considered that the announcement should indicate an
even-handed approach as between Cammell Laird and Vospers with regard
to the order for the fourth replacement ship.

I also conveyed to the Prime Minister the view of the Secretary
of State for the Environment that it would be preferable to indicate
that this order would be placed with Cammell Laird subject to a
satisfactory price being quoted.

After further enquiries about the prospect of the contract for
the British gas rig going to Cammell Laird, the Prime Minister has
taken the view that the announcement should adopt the even-handed
approach suggested by Mr. Nott. Mrs. Thatcher believes that it is
desirable to refer to Cammell Laird before Vosper Thorneycroft, and
I note that the latest version of the text, enclosed with your letter
of 13 December, does this,

I am sending copies of this letter to the Private Secretaries
to the other Members of OD, the Secretaries of State for Industry,
Employment, and the Environment, the Chief Secretary, Paymaster
General, Chief Whip and Sir Robert Armstrong.

Yo
VYR

Richard Mottram, Esq.,
Ministry of Defence.

CONFIDENTIAL
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PRIME MINISTER

Falklands White Paper: Ship Replacement Orders

A decision is needed tonight.

You asked (see attached minute) what the present position was

on the possibility of Cammell Laird obtaining the contract for the
British gas rig. I understand that Mr. Atkinson of British

E
Shipbuilders considers that he has taken matters as far as he can.

He is '"utterly confident" that the rig contract will go to Cammell

Laird but he does not want to apply further pressure to the British
——i
Gas Corporation who are not yet willing to put anything in writing.
b, § e

We will therefore have to decide whether, in his statement
b R Y
tomorrow, Mr. Nott should use the balanced wording: 'The ship
will be put out to competitive tender - Vosper Thorneycroft and
A ity 0 . w2 b

Cammell Laird will be strong contenders for this order'". Or whether
he should say, as Mr. Heseltine prefers: '"An order for a further
ship to complete tﬂ% replacement of ships lost in the Falklands
will in due course be placed with Cammell Laird, subject to a

satisfactory price being quoted".

This is largely a political decision. But I am myself inclined

to think that, in the absence of a firm decision that the work

should go to Cammell Laird, it would be better to stick to Mr. Nott's

wording.

Do you agree?

13 December 1982




FALKLANDS WHITE PAPER:
SHIP REPLACEMENT ORDERS

The Secretary of State for the Environment has seen the
reference to Cammell Laird's in the draft announcement on ship
orders. He feels that the final sentence is less effective than
the formulation used by the Defence Secretary at the meeting of
OD on 7 December 1982. He would strongly urge the replacement
of the final sentence with the words used by the Defence Secretary

at OD: '"An order for a further ship to complete the replacement

of ships lEEE in the Falklands would in due course be placed with

Cammell Laird's subject to a satisfactory price being quoted."

The Secretary of State for the Environment feels that an
announcement on these lines would be enormously helpful in political
terms and would confirm the Government's confidence in the ability

of the Merseyside shipbuilding industry to compete.

David Edmonds
Department of the Environment
10 December 1982
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Falklands White Paper: Ship replacement orders

Please see the attached MOD letter.

The only sentence of Mr. Nott's proposed draft announcement

which may be controversial is the last one stating that the

—— ety

fourth replacement ship will be put out to competitive tender

and that Vosper Thornycroft and Cammell Laird will be strong

contenders for the order.
e

Mr. Nott has chosen this wording to demonstrate that our

approach is even-handed and to safeguard the Government from

accusations of unfair treatment. His Private Secretary telig‘me,

however, that he believes this 1s entirely a matter for political

judgement and that if you wished the wording to be slanted towards
——

—

Cammell Laird, he would not object.
————— L —————————

Meanwhile Mr. Heseltine's office have told me that he would

much prefer wording of the kind used by the Defence Secretary

at OD, namely:

"An order for a further ship to complete the replacement
of ships lost in the Falklands would in due course be
placed with Cammell Laird, subject to a satisfactory price

being quoted".

He believes this would be very helpful politically and would confirm
the Government's confidence in the ability of the Merseyside

shipbuilding industry to compete.

Do you prefer Mr. Nott's wording or Mr. Heseltine's?

10 December 1982
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10th December 1982

Desw 3dnn

FALKLANDS WHITE PAPER: SHIP REPLACEMENT ORDERS

Following the discussion in OD on Tuesday 7th December
about ship replacement orders, there have been further
consultations at official level with the Treasury and the
Departments of Industry and the Environment and with
Mr Robert Atkinson, the Chairman of British Shipbuilders.
The Prime Minister may wish to know where matters stand.

Mr Atkinson warmly welcomed the Government's intention
to announce orders next week for five Type 22 frigates and
accepted without reservation that the first four of these
ships, which can be ordered immediately, should be placed
(as proposed in the Defence Secretary's minute of 6th December)
with Swan Hunter (22-09 and 10) and Yarrow Shipbuilders
(22-11 and 12). He considers that the order for the fifth
ship should go out to competitive tender in which in his
view the main contenders would be Cammell Laird and Vosper
Thornycroft. Mr Atkinson expressed the hope that the order
for the fifth ship would be placed as early as possible in
1983, recognising that the first step would be for Yarrows
to complete the drawings on which the tenders would be based.

Mr Atkinson confirmed that both Cammell Laird and Vosper
Thornycroft needed additional steel warship orders. But the
employment position in neither yard in the short term was
critical to the point of threatening early closure. Cammell
Laird had been successful in obtaining substantial sub-
contracted steel work for offshore rigs from Scotts. In
addition, he confidently expected very shortly a rig order
for British Gas. (This has been confirmed by Department of
Energy officials). With this order, he judged that the
need to declare substantial early redundancies at the yard
(which could have amounted to about 450) should not arise.

He hoped that another prospect for an oil rig (Sun 0il)

would arise in the summer and Cammell Laird would, of course,
be a contender for the fifth frigate. At Vosper Thornycroft
some 350 redundancies had been declared already this year

and there would need to be a further trimming of the workforce

A J Coles Esq

'l
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by about 200 to match the expected workload. But in general
there was sufficient work at least until the end of 1983.

In the light of these developments particularly with
regard to the position at Cammell Laird, there is a case for
the public announcement on the fifth ship not indicating any
Government preference for Cammell Laird over Vospers, the two
main contenders for the order. An even-handed approach would
not only preserve genuine competition but also safeguard us
from criticism of unfair treatment. If this approach is
adopted, it would be helpful if it could be arranged for the
award of the British Gas rig to Cammells to be announced
simultaneously - though we understand this may not be possible.

I attach draft paragraphs on ship orders which the
Defence Secretary proposes to draw on in his statement to
the House on Tuesday 14th December when the Falklands White
Paper is published.

I am copying this letter to the Private Secretaries to
the members of 0D, the Secretaries of State for the Environment,
Scotland, Industry and Energy, and Sir Robert Armstrong.

YﬂMa' Lﬁ{,

Sihet m{Iwe

(R C MOTTRAM)

2
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(;DRAFT ANNOUNCEMENT ON SHIP ORDERS BY DEFENCE SECRETARY

The White Paper announces the Government's decision to
replace the two Type 42 destroyers and the two Type 21 frigates
lost in the South Atlantic with four Type 22 frigates. I announced
earlier, on 1st July, a decision to seek tenders for another Type 22

frigate, not related to the Falklands losses.

Four of these five ships are to be ordered now. In the light
of the tenders submitted, an order for two Type 22 frigates to
Batch II design has today been placed with Swan Hunter Shipbuilders
Ltd. An order for the third and fourth ships to the new Batch III

design has today been placed with Yarrow Shipbuilders Ltd.

I am also able to announce today, although it is unconnected
with the Falklands replacements programme, that an order for two
further HUNT Class Mine Countermeasures vessels has been placed

with Vosper Thornycroft (UK) Ltd.

The total value of these orders at today's prices is &£585M.
These sums will be met from within the announced defence budget

for 1983-84 and the planning totals for later years.

We plan that the fourth replacement ship will be a further
Batch III Type 22 frigate. It will be ordered as early as possible
next year when Yarrow have completed the necessarl_re—design work.
The ship will be put out to competitive tender I_Vbsper Thornycroft

(UK) Ltd and Cammell Laird Shipbuilders Ltd will be strong

——

contenders for this order.
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From the Private Secretary 9 December 1982

Falklands White Paper: Ship Replacement Orders

The Prime Minister has seen your Secretary
of State's minute of 8 December.

She agrees that the Department of the
Environment should be included in any further
official and Ministerial discussions on this
matter.

I am copying this letter to Richard
Mottram (Ministry of Defence), Jonathan
Spencer (Department of Industry) and Richard
Hatfield (Cabinet Office).

A.l. COLES:

David Edmonds, Esq.,
Department of the Environment.
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Prime Minister ﬁ%@“f 8 December 1982
FALKLANDS WHITE PAPER: SHIP REPLACEMENT ORDERS

John Nott has copied to me his minute to you of 6 December about the
ship replacement orders which the Ministry of De%ence proposes to
announce, which I understand was discussed at the meeting of OD
yesterday.

I note from paragraph 6 of his minute that consideration has been
given as to whether it would be possible to spread the orders to
include the Cammell Laird shipyard on Merseyside, Given my respon-
sibilities for Merseyside, and indeed given my interest in regional
development matters generally,I believe it would have been proper to
consult me before making a recommendation that in fact excludes

Cammell Laird.

As the note attached to John Nott's minute shows, Cammell Laird have
excellent shipbuilding facilities. The note also explains that there
are no firm prospects of further off-shore work and that it is likely
that there will be heavy redundancies in Cammell Laird from the middle

of 1983. Unemployment on Merseyside is already running at over 20%.

I now understand that before final decisions are taken on the yards
where the work is to be carried out, there are to be inter-departmental
discussions. I should like to see the case for putting some of the
work to Cammell Laird fully explored, and my Department to be included
in any official and Ministerial discussions.

I am copying this minute to the Secretaries of State for Defence, for

Industry, and to Sir Robert Armstrong.

wot
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PRIME MINISTER hﬁv(//

FALKLANDS WHITE PAPER: SHIP REPLACEMENT ORDERS

In the Falklands White Paper which we shall be discussing in
OD on Tuesday, I propose to announce immediate orders for four
h.____.—__

new Type 22 frigates. Of our existing ship designs, the Type 22

W s ey

is a versatile ship with a strong anti-submarine warfare
capability - the Royal Navy's principal task in the NATO area;

the alternative - the Type 42 destroyer - is an older design and
is optimised for air defence. The other option would be to wait
for the new Type 23 frigate but this is still at the design stage
and will not enter service until the 1990s - replacement ships

are needed more quickly if naval force levels are to be maintained
in the late 1980s.

2y Three of the new Type 22 ships will be replacements for
Falklgﬁag-iosses and one part of the normal ship programme as
already announced. The cost of these ships with their weapons is
estimated at £471M. This, together with an imminent order for two
minehunters ﬁg;%ﬁ‘£65M, will be the largest simultaneous warship
order placed with British Shipbuilders by this Government.

2 In my consideration of the placing of these orders, my primary
concern has been to restore the Royal Navy's front-line capability
with all possible speed, as well as to enable industry to gain early
benefit from new orders. At the same time we wish to incorporate

as far as practicable in the design and fighting capability of new
ships the lessons learned from the Falklands. Orders have yet to

be placed for the last two ships of the Batch II design to be
equipped with the OUTBOARD Communications intercept and direction

1
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finding system. Thereafter, we propose a new Batch III version,
within the hull dimensions of the Batch II, incorporating a

4.5" gun (all the losses were gunships) together with improved
anti-submarine, anti-ship, air defence weaponry and communications.

L, In our tendering action we have sought the maximum benefit
from competition between the yards opened up by the size of the
prospective orders. We have, therefore, obtained tenders for two
Batch II ships (22-09 and 22-10) (which will incorporate some
———

"Falklands" improvement) from the five yards capable of building

them (Yarrows, Vosper Thornycroft, Vickers, Cammell Laird and
Swan Hunter). For the new Batch III ships we do not, however,
have a similar choice because of the need to employ Yarrows, the
parent yard for the Type 22 class of frigate, to make the design
changes and, in the interests of speed and for other practical
considerations, to build the first two ships (22-11 and 22-12)
in the new version. I attach at Annex a note of the capacities
of the various yards.

D For ships 22-09 and 22-10 as a pair, Swan Hunter's bid is by
far the lowest. For the first of the Batch III ships (22-11 and

22-12) we have negotiated a very tight price with Yarrows, again
for a pair. T—

6. I have given much thought to whether it would be possible to

spread the orders more widely to include Cammell Laird and/or
Vosper Thornycroft. But this could be done in the case of the
Batch II églps only at severe cost penalty (in the range of £4-231),
which I would not regard-;é an acceptable burden for the defence
budget. As for the Batch III ships there is, for the reasons I
have explained, no alternative to giving the first of these ships
to Yarrows who ar;-aggzéning it. If we decided to put the second
of thggg-ships (22-12) to another yard there would be a delay of

at least six months before the order could be placed and almost

*
certainly an immediate price penalty for the loss of Yarrow's

2
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offer for a pair of ships. However, Vosper Thornycroft are also
likely to receive very soon, as a result of a keenly fought
competition with Yé;;EG; an order for two new minehunters costing
some £65M. 7 =

7. This leaves the question of a fourth replacement ship for the
Falklands losses for which tenders™camhot be invited before early
next year since the drawings will not be available to put out to
yards other than Yarrows until then. If we announced an order now
for the fourth replacement, we could not specify a yard. I will
explain the options surrounding the last replacement ship more
fully at our meeting.

&3 In summary, I propose to announce on the publication of the
Falklands White Paper on December 14th the placing of orders as
follows:

two Type 22 Batch II frigates at a cost of £222M,
at Swan Hunter;

two Type 22 Batch III frigates at a cost of £249M,
at Yarrow Shipbuilders;

two minehunters at a cost of £65M at Vosper Thornycroft.
—_——

I invite my colleagues to note these proposals.

10. I am copying this to OD colleagues, the Secretaries of State
for Industry, the Environment and Scotland, and Sir Robert Armstrong.

KLMAJ“YM\

6th December 1982 Pf’(’dﬂ-‘ b M NoH
ok hanp:l:n M3 &b emie
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INDUSTRIAL CAPACITY OF BRITISH SHIPBUILDERS

YARROWS (CLYDE)
5,400 on roll, all engaged on RN work.

Currently building four Type 22 frigates (05, 06 07 and 08) and
two Minehunters (MCMVs) (04 and 06).

Yarrows need another two Type 22 orders to bridge the gap
until production of the new Type 23 frigate. There are no redund-
ancies in prospect at Yarrows - there will probably be a need
for modest recruitment up to 1985.

A decision remains to be taken on whether Yarrows or Vosper
Thornycroft will be the Lead Yard for the new design Single Role
Minehunter. (SRMH).

VICKERS (BARROW)

8,000 on roll, all engaged on RN work.

Currently building:
Four nuclear-powered submarines (SSNs) (13, 14, 15 and 16)

PWR 02 (Pressurised Water Reactor)

Planned to order:
Three SSNs (17, 18 and 19)
New conventional submarine (SSK - 01)

to be followed by the Trident submarine programme.

In the short term there will be a modest rundown of labour at
Vickers. This level of redundancy is deemed to be containable. This
will be followed by a steady state until about 1987 when there will
have to be substantial recruitment in order to meet the Trident
programme.

Have been included in a tender programme for any replacement
Type 22s but there are no over-riding industrial reasons why an
order should be directed to Vickers.
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VOSPER-THORNYCROFT (WOOLSTON)

3,600 on roll.

Currently building: Destroyer Type 42-09 and 42-12

MCMVs 05, 07, 09 and 11.

They have recently declared some redundancies and are faced
with further redundancies in the short term although these will
be offset to some extent by overseas sales orders in that they
are taking a sub-contract landing ship logistic from Brooke
Marine and there are prospects for corvette orders from Trinidad
and Indonesia.

Their current performance on RN work is not good and they
were the only Yard which was unable to accelerate Acceptance
Dates of existing orders required in the Falklands emergency.
Whether this was labour obduracy, inefficient management or recog-
nition that the order book was running dry was not clear.

There are no current plans to place further steel surface
warships in Vospers but they have successfully tendered for
MCMVs 08 and 10 in competition with Yarrows.

Placing one or more of any additional Type 22 orders at
Vospers would have a marked effect on the redundancy position in
the short term. However, on current performance Vosper-Thornycroft
would not be the choice of builder for the fastest or most cost-
effecting build.

The outcome of the current MCMV exercise could be a pointer
to the future for the SRMH programme. If the Yard were to be
engaged in glass reinforced plastic construction only it would
need dramatic restructuring and a significant reduction in total
labour force.

SWAN HUNTER (TYNE)

9,000 on roll, of whom about 5,800 are engaged on RN work.

Remaining RN orders are the carrier (CAH-03) and the destroyer
Type 42-14 (YORK).

Planned orders for Swan Hunter are the new support ship (AOR)
programme starting in the mid-1980s. They are also likely to be
one of the follow-on Type 23 builders.

CONFIDENTIAL
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There is a substantial gap between the completion of the
current programme and the start of the AOR and Type 23 programme.
If this is not filled by merchant ship work then there will be
very heavy redundancies at Swan Hunter. The addition of one or
two replacement Type 22s would go a long way to bridge this gap
and would be most welcome at this yard. Their past record on
both man-hours and cost has been excellent.

CAMMELL LATRD (MERSEYSIDE)

3,600 on roll, of whom 1,100 are currently employed on RN work.
' st p— - R p— . ~ - "-ﬂ_ :

They have recently finished the destroyer Type 42-10 (LIVERPOOL)
and the only orders in the Yard at present are Type 42-13 (EDINBURGH)
and a Drilling Rig for Dome Petroleum. This rig is due to complete
in June 1983 and at present there are no firm prospects of further
offshore work - although they do have some tenders out. It is thus
likely that there will be heavy redundancies in Cammell Laird from
the middle of 1983 and if Type 42-13 is the sole order left in the
Yard its completion by 9/84 becomes problematical.

There are no orders envisaged for Cammell Laird in the planned
programme although there remains the prospect of their becoming the
follow-on builder in 1985 for the new conventional submarine.(SSK).
They have excellent shipbuilding facilities and could rapidly
divert into conventional submarine building at very little capital
cost.

The cessation of surface RN work at Cammell Laird and their
switch into the offshore division was agreed policy with BS.
However the future prospects for offshore work are not good and a
swing back to surface warship building would be welcomed by BS.

SCOTTS (CARTSBURN)

2,100 on roll, about 1,000 employed are on the SOV (Seabed
Operations Vessel) which is due to complete about mid 1983. The
future of the Cartsburn Yard beyond this date will be entirely
dependent on their gaining commercial orders but the prospects do
not seem good.

There are no MOD orders currently envisaged to be placed at
Scotts but should they still be in existence in 1985 they could be
considered for the build of the follow-on SSKs. However a large
capital investment would be required to provide the necessary
facilities.

The situation is such that all 2,100 could become redundant
in 1983 - other than those who would transfer to the Lithgow Yard.

CONF&P?NTIAL
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Scotts do not have the facilities or the skills to build modern
surface warships such as replacement Type 22s.

CONFIDENTIAL
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RESTRICTED

MINISTRY OF DEFENCE WHITEHALL LONDON SW1A 2HB

TELEPHONE ©O1-218 5000
DIRECT DIALLING ©O1-218 6169

12th November 1982

) TS5,

You asked for my comments on a memorandum you had received
which is critical of the Defence Ministry in general and the
naval programme in particular. I do not think anything is
to be gained from responding to the personal criticism of

politicians, civil servants and Service officers contained in
thg_ﬁgﬁgrandum; there is no answé;_zg general rebukes. I am

sure that Lord Mountbatten was a very successful officer but he
was grappling with very different problems to those we face today,

not least a less pressing demand on resources and a much less

——

intensive technological challenge.

Let me then leave the rhetoric and answer the specific points
in the memorandum. We do not have the resources to explore the

potential offered by every new development and area of technology,

and common prudence dictates caution in the too ready abandonment
e iy,

of tested parts. Thus, although I sometimes get frustrated in the
field of naval procurement, it is still true that we were among

the first to adopt nuclear propulsion, in the use of glass reinforced

plastic for larger hulls and, as was so well demonstrated in the

Falklands, with the Sea Harrier and the only effective anti-missile
R e

missile system in the world, SEA WOLF. More recently, the STING RAY

e e ey

The Rt Hon Margaret Thatcher MP

RESTRICTED




RESTRICTED

lightweight and the new heavyweight torpedoes now under development
will employ technology several years ahead of their competitors.

This is no bad record - and does not really support the charge that
the Minis???ﬁgfqﬁgfence is unreceptive to new ideas. As with any
large organisation, the Department needs pushing from the top but
it takes up realistic new concepts with enthusiasm.

On the design of the new Type 23 frigate, the Royal Navy are

broadly content with the latest proposals - and I think they are
right. An important objective in this ship has been to enhance the
ratio of weapons to ship "platform", all within a strict unit cost

budget. Yarrow Shipbuilders, who have the design contract, are

being encouraged to come up with their own ideas for achieving the
required performance at lower costs. We have commissioned an
independent agency (Y-ARD) to carry an objective and critical
examination of the design. Thornycroft Giles and Associates,

sponsors of the S90 proposal, are also being given the opportunity

to validate their claims that our requirements for this frigate
could be met and more cheaply with a wide-bodied ship design built

by a private consortium and their proﬁEEEiE’EE%e already been

discussed at some length with my staff. Geoffrey Pattie is strongly
representing the merits of S90 but, having listened to the arguments
in its favour, I find myself in agreement with the scepticism of all

my expert advisers on the suitability of this design. =

On submarines, the German IKL 2000 design, which we have
examined, does qu_meet the operational requirement against which
our own Type 2400 submarine is being developed. Again, Geoffrey
Pattie has reﬁ;ggénted the arguments in favour of the German
submarine but I found the naval arguments against it quite
overriding. Its sensor fit is not considered adequate for effective
‘surveillance in a highly hostile environment such as the North East
Atlantic; it has a very simple "swim out" torpedo discharge system
with elementary storage and handling, making salvo fire difficult;
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and the crew would be hard put to maintain the surveillance role
effectively and maintain equipment throughout a long patrol. On

the basis of cost information available to us on the German boat,

there is little difference in first-of-class costs compared with
the 2400. 1In the case of follow-on orders the German boat would
be about one-third cheaper - but mainly as a result of the
limitations of its weapon systems. The claims of higher perform-
ance for it are, therefore, misleading.

Turning to torpedoes, the lightweight STING RAY has Jjust
completed its final deep water contract acceptance trials with

pfgauction warshot torpedoes. Both the Royal Navy and the Royal
Air Forces asked to have early weapons made available for the
Falklands and all available stock was deployed some six months
before the planned in-service date. There are some minor delays
to the programme principally as a result of this diversion of
equipment but STING RAY was on a war footing ahead of schedule
and no doubt played its part as a deterrent to submarine operations.
Our confidence in STING RAY's capability against the assessed
threat was endorsed by the House of Commons Defence Committee in
June 1981 (House of Commons Paper 218) when its development
potential, to which my official quoted in the memorandum was
clearly referring, was also recognised.

As the source of the memorandum's cost figures for the heavy-

weight torpedo are not given, it is difficult to evaluate them. You

will recall the decision taken by OD in September last year in
favour of the Marconi option for this torpedo (since named SPEARFISH)
after a hard fought competition with the US contender. The figure
of £460 million mentioned in the memorandum approximates to

that included for the United States weapon in the cost comparisons
examined by OD which, over a 20-year life and on the cash flow over
the early years of the programme, gave a small edge to the United
States proposal. OD decided on all the factors that had to be

3
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considered in favour of a British buy and we were able subsequently
to negotiate with Marconi to eliminate the cash flow differential.

We obtained a good fixed price contract from Marconi for the
development and initial production of STING RAY and SPEARFISH and
so will be protected under the contract from real price increases.
I have grave doubts whether we would have achieved similar
protection in the case of the Gould proposals. We shall be seeking
in due course similarly keen prices for follow-on production orders
to meet our long term training and warstock needs.

With regard to the HAP/OTTO motor developed by Sundstrand, we
acknowledge that the fuels have their attendant hazards, but these
will be taken fully into account in stringent design requirements
to ensure safety. The new subsidiary company, Marconi Underwater
Systems Ltd, was formed from those elements of Marconi which
produced STING RAY. MUSL will also develop and produce SPEARFISH
and its management structure will strengthen the technological base
and allow experience on STING RAY to be applied directly to
SPEARFISH. The new company has incidentally recently achieved a
major export order of the older TIGERFISH torpedo to Brazil.

Finally, let me comment on the criticism of our procedures.

We have been making a sustained effort to improve the effectiveness

of management in defence. Major improvements are in hand in

—

particular in the area of financial management and control. In our
equipment plans, it is always difficult to strike the right balance
between quantity and quality when we are dealing with a very
sophisticated threat and of course we are not perfect. Changes

are needed to some of the ways in which we do our business - and
these changes are being made, for example, in the role of the

Chief of the Defence Staff, and the central military staffs and

the streamlining of equipment requirement procedures. The major
reforms proposed in our procurement procedures by the Fisher Report
which are now in train may be relevant to some of the criticisms

A
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in the memorandum. But the truth is that most programmes take
a long time to bring to fruition because of their complexity

and the need to get value for money - not because of unavoidable

delay in the system.

I am not complacent, but I would certainly not share the
memorandum's blanket condemnation of the Ministry of Defence -
and I think that the support provided by the staffs both Service
and Civilian during the Falklands crisis, when innovation was
very much to the fore, should not be overlooked in any assessment
of the Department's performance.

5
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 0120Z0KXE022 248 27194 /3
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In your letter of 20th October you asked for a note about
the state of Service oil stocks.

0il supplies held by the MOD, have in fact increased and
will continue to rise over the course of this year. The
increases will build up stocks of aviation,ground and motor
fuels depleted by earlier financial restraints to a level
which will be at least sufficient to meet national and NATO
requirements which call for a minimum of 30 days war reserve
with a longer term objective of a 45 day reserve.

The Navy Department is increasing its main propulsion
fuel purchases by an estimated additional £35M, and this will
allow war reserves to be raised to a minimum of 45 days or
significantly higher where storage facilities permit. Similarly
the Army Department is enlarging fuel stocks by an additional
£10M, either as forward purchases against next year's
consumption or to bolster war reserves. &£5M will be spent on
raising war reserves which will be up to 45 days within the
next few months. Air Force Department stocks now fill
available tankage and provide a 30 days reserve. A works
programme is in hand to increase storage capacity and should
allow fuel holdings to rise to provide a 45 day reserve by
the mid 1980s.

Finally the Prime Minister should be aware that although
favourable market conditions have undoubtedly helped create
opportunities for increasing stocks and these have been taken,
our scope for further purchases has been limited to some extent
because of the fact that the depressed state of the crude
oil market has not as yet been fully reflected in the price of
the refined products which are suitable for MOD use. However,
the MOD will continue to watch the market closely.

\{M e r
(J E RIDLEY)(MISS) 3

A J Coles Esqg
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DEFENCE EXPENDITURE

The Prime Minister had a discussion on 18 October with the
Chancellor of the Exchequer, your Secretary of State and the Chief
Secretary (HM Treasury) about the defence programme. The annotated
agenda which was sent to me under cover of John Gieve's letter of
14 October served as the basis for the discussion.

Your Secretary of State said that he had originally bid for
additions of £215 million in 1983/84, £566 million in 1984/85 and
£606 million in 1985/86 in order to restore the NATO 3% growth
commitment to the defence budget. In the light of the Treasury's
latest inflation forecasts and the public sector pay factor for
1983/84, he had revised this bid downwards to a reduction of £43.5
million in 1983/84, together with additions of £46.7 million in
1984/85 and £50.2 million in 1985/86. He had reduced his bid in
this way nothwithstanding the Treasury's earlier position that the
cash defence budget planning figures were inviolate and he gave
notice that the adequacy of the cash provision should be reviewed
next year if the inflation forecasts proved over optimistic.

As to the financing of the 1982 Armed Forces Pay Review Body
and other Review Body awards, it was essential for both political
and purely defence reasons that the cost of these awards should be
added to the defence budget totals: it was both a matter of
principle that the defence budget should be compensated in this way
as it had been over the past three years, and as a matter of
practice the Services were anxious that there should be no question
of their equipment programmes being cut to find room for the cost
of their pay awards. Your Secretary of State said that he recog-
nised that the principle of thus compensating the defence budget
for the Review Body awards might need to be given up after the
General Election; but for the present there could be no question
of requiring the defence budget to accommodate these sums.

The Chief Secretary said that he could agree to the adjust-
ments to the defence budget sought by the Defence Secretary with
a view to restoring the NATO 3% growth commitment (i.e. the line
of figures in paragraph 2 of the annotated agenda). He did not
accept, however, the Defence Secretary's reasoning for making
these adjustments; but, since he could agree the figures, he saw
no point in attempting to reach agreement on what the proper basis
for any such adjustments could be. On the Review Body awards, it
had, in fact, never been a principle that the defence budget should
be compensated. Mr. Nott had accepted that the cost of £33.4 million
in 1982/83 could be accommodated within the existing defence budget
total. The figures for future years could, in practice, and should,
be similarly accommodated.

SECRET | IBREEX
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The Dofend Scceretary wol . however, withdraw his bid

allowance totalling some £1% billion over the Lhree y«
line (iii) in paragraph 1 of the annotated agenda) for defence
non-pay relative price effect on the understanding Lhat the
adequacy of the cash provision was open to review, as last year,
in the light of the movement in defence prices. The adjustmentis
set out in paragraph 2 of the annotated agenda should also be
made.

There followed discussion of Falklands expenditure. Your
Secretary of State recalled that the Government had announced
that all the equipment lost in the Falklands conflict would be
replaced - not necessarily on a like for like basis - and that
these costs, together with the cost of the Falklands campaign
and of any future garrison, would be met out of monies in
addition to the 3% annual rate of real growth. The best available
assessment of the full additional cost of the campaign and of
replacing lost equipment in cash terms was £725 million in
1982/83, £223 million in 1983/84, £334 million in 1984/85 and
£313 million in 1985/86; a further £365 million (at 1982/83
prices) would be required for the later years. The Chief Secretary
proposed that these costs should be re-phased as between the
three years 1983/84 to 1985/86 as follows:-

1983/84: £200 million
1984 /85: £345 million
1985/86: £325 million

Your Secretary of State said that he would prefer that the 1983/84
figure should be £213 million: he would consider whether this
could be further reduced. Subsequently you have confirmed that
your Secretary of State and the Chief Secretary have agreed that
firm additions to the defence budget should be made of £200
million in 1983/84, £350 million in 1984/85 and £320 million in
1985/86.

On the costs of the Falklands garrison the Secretary of
State proposed that the interests of control would be best served
by allocating fixed sums and including them in the defence
budget. If that was accepted, he would be prepared to argue
at OD(FAF) that any additional costs should be met from the
defence budget. After discussion it was agreed that the sums
to be added to the defence budget, at 1982/83 prices, should be
1983/84: £400 million; 1984/85: £300 million; and 1985/86:
£200 million. This estimate rested on the assumption of an
airfield costing around £220 million and of a configuration of
forces on the following lines:

SSN 5 other helicopters
Frigates 8 Rapier fire units -
Patrol Craft with a total onshore
Ice Patrol Ship strength not exceeding
Oiler 2,000

Battalion

Phantoms

Hercules

Chinooks

W N =WN
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much as possible : 1€ COS : pure ese aircraft
within this year's defence budget total. The costs of conver:
were included within the provision of £400 million for the
Falklands garrison next year. The Prime Minister noted the

considerable operational advantages that this purchase would
confer, and agreed that it would be important to bring forward

as much of the cost as possible to within this year's expenditure.

I am sending copies of this letter to John Kerr and John Gieve

(Treasury) and to Richard Hatfield (Cabinet Office).

.
HAUML foko lir
ol

Richard Mottram, Esq.,
Ministry of Defence,
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SWI1A 2HB
Telephone 01-218 211 1 /Zburec: Dialling)

01-218 9000 (Switchboard)

21st October 1982

We spoke and I now attach a copy of
the amendments to your draft record which
my Secretary of State would wish to have

made.

A copy of this letter goes to
John Gieve.

1 anN wu

w i 2 JTAAN i

(N H R EVANS)

M C Scholar Esq
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DEFENCE EXPENDITURE

The Prime Minister had a discussion this afternoon with the
Chancellor of the Exchequer, your Secretary of State, and
the Chief Secretary (HM Treasury) about the defence programme.
The annotated agenda which was sent to me under cover of
John Gieve's letter of 14th October served as the basis for
the discussion.

Your Secretary of State said that he had originally bid
for additions of £215 million in 1983/84, £566 million in
1984/85, and £606 million in 1985/86 in order to restore the
NATO 3% growth commitment to the deféence budget. In the
light of the Treasury's latest inflation forecasts and the
public sector pay factor for 1983/84 he had revised this bid
downwards to a reduction of £43.5 million in 1983/84, together
with additions of £46.7 million in 1984/85 and £50.2 million
in 1985/86. He had reduced his bid in this way notwithstanding
the Treasury's earlier position that the cash defence budget _
planning figures were inviolate / and om—the—understandins of
Hhat the adequacy of the cash provision should be reviewed AN sy
next year if the inflation forecasts proved over optimistic.

f ‘W

As to the financing of tle 1982 Armed Forces Pay Review

Body and other Review Body awards, it was essential for both
political and purely defence/reasons that the cost of these
awards should be added to dgfence budget totals: it was both
a matter of principle that fhe defence budget should be
compensated in this way as /it had been over the past three
years, and as a matter of practice the Services were anxious
that there should be no question of their equipment programmes
being cut to find room for the cost of their pay awards. Your
Secretary of State said that he recognised that the principle
of thus compensating the /defence budget for the Review Body
wardslaight—aneed—to—be—reviewed—=after the General Election;
but for the present there could be no question of requiring
the defence budget to accommodate these sums.

The Chief Secretary said that he could agree to the
adjustments to the defence budget sought by the Defence Secretary
with a view to restoring the NATO 3% growth commitment (i.e.
the line of figures in/paragraph 2 of the annotated agenda).

He did not accept, however, the Defence Secretary's reasoning
for making these adjustments; but, since he could agree the
figures, he saw no point in attempting to reach agreement on
what the proper basis for any such adjustments could be. On
the Review Body awards, it had, in fact, never been a principle
that the defence budget should be compensated. Mr Nott had
accepted that the cost of £33.4 million in 1982/83 could be
accommodated within the existing defence budget total. The
figures for future years could, in practice, and should, be
similarly accommodated.




After discussion, the Prime Minister said it was agreed that
the costs of the Review Bodies awards from 1983/84 to 1985/86
should be added to the agreed defence budget totals. The Defence
Secretary would, however, withdraw his bid for an allowance
totalling some £1% billion over the three years (i.e. line (iii)
in paragraph 1 of the annotated agenda) for defence non-pay
relative price effect on the understanding that the adequacy of
the cash provision was open to review, as last year, in the
light of the movement in defence prices. The adjustments set
out in paragraph 2 of the annotated agenda should also be made.

There followed discussion of Falklands expéenditure. Your
Secretary of State recalled that the Government had announced
that all the equipment lost in the Falklands conflict would be
replaced - not necessarily on a like for like/ basis - and that
these costs, together with the cost of the Falklands campaign
and of any future garrison, would be met out/ of monies in addition
to the 3% annual rate of real growth. The best available
assessment of the full additional cost of the campaign and of
replacing lost equlpment in cash terms was/ £725 million in 1982/
83, £223% million in 1983/84, £334 million/in 1984/85 and £313
mllllon in 1985/86; a further £365 million (at 1982/83 prices)
would be required for the later years. The Chief Secretary
proposed that these costs should be re-phased as between the
three years 1983/84 to 1985/86 as follows:-

1983%/84: £200 million
1984/85: £345 million
1985/86: £325 million

Your Secretary of State said that he would prefer that the 1983/
84 figure should be £213 million: he would consider whether this
could be further reduced. Wovew Subsequently you have
confirmea that your secrervary of State and the Chief Secretary
have agreed that firm additions to jthe defence budget should be
made of £200 million in 1983%/84, £350 million in 1984/85 and
£320 million in 1985/86". ¥

On the costs of the Falklands garrison the Secretary of State
proposed that the interests of control would be best served by
allocating fixed sums and including them in the defence budget.

If that was accepted, he would bel prepared to argue at OD(FAF)
that any additional costs should ggajgggggbgggggggﬁ be met from
the defence budget. After discugsion it was agreed that the sums
to be added to the defence budget, at 1982/83 prices, should be
1983/84: £400 million; 1984/85: £300 million; and 1985/86:
£200 million. This estimate rested on the assumption of an

airfield costing around £220 million and of a configuration of
forces on the following lines:

5 other helicopters
Frigates 8 Rapier fire units =

Patrol Craft :
Ice Patrol Ship wh a kobod onvhort yl:ru.@{:k nok

Oiler A 2,000 .
Battalion ATy
Phantoms

2 Hercules
3 Chinooks
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At the end of the meeting the Defence Secretary mentioned
his plan to purchase four second-hand wide-bodied jets (DC 10
freighters) for mid-air refuelling. He would be obliged to
purchase these from the USA, and his intention would be to find
as much as possible of the cost of purchage of these aircraft
within this year's defence budget total. / The costs of conversion
were included within the provision of £400 million for the
Falklands garrison next year. The Prime Minister noted the
considerable operational advantages that this purchase would
confer, and agreed that it would be important to bring forward
as much of the cost as possible to within this year's expenditure.

a

I am sending copies of this letter to John Kerr and

John Gieve (HM Treasury) and to Richard Hatfield (Cabinet Office).




Survey baseline
"Restoration of 3%"
1982 AFPRB etc awards
Falklands non-garrison
Falklands garrison
Baseline for PEWP
Change

of which Falklands
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1983/84

15277.8
=43.5
42.0
200
424
15900.3
+622.5
+624

CONFIDENTIAL

1984/85

16424 .2
46.7
44 .1

1985/86
17596.3
50.2
45.9
320
232

18244 .4
+648.1

+552
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10 DOWNING STREET

From the Private Secrefary 20 October, 1982

Following your meeting with the Prime
Minister yesterday, I enclose, as promised,
a copy of the letter which the Prime Minister
has received from Captain John Moore, Editor
of Jane's Fighting Ships.

The Prime Minister sent this on a personal
basis to the Defence Secretary a few days ago.,

Field Marshal Sir Edwin Bramall, G.C.B., O.B.E
M.C., A.D.C. Gens,

.y
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THE PRIME MINISTER

Personal Minute

No. M7 /%2

PERSONAL

SECRETARY OF STATE FOR DEFENCE

Y

| P ey

Lowte

I enclose a note which I have received from Captain John Moore,
Editor of Jane's Fighting Ships, who is a neighbour of Ian Gow.
I think that these comments, coming from such an expert source,
have to be taken seriously; and you will see that John Moore
has been in touch with Geoffrey Pattie. May I leave it to you
to follow up these points in whatever way you think most effective,

protecting the source,

If there are any comments you want to let me have in due course

on the points made by John Moore, I should be very interested to

Lo

see them.

\/ (M.J cu»LL/‘?

19 October, 1982

—
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THE PRIME MINISTER 19 October, 1982
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Thank you for your letter of 1 October

about potential economies in naval procurement.

As you know, this is a subject in which
I am closely interested and I found our earlier

conversation on this subject most valuable.

I am very grateful for these further
comments, and also for your offer of help at

PR

Captain John E. Moore, R_NQ@,Z/MM ftn
. —
vy,

any time,




PRIME MINISTER

LETTER FROM THE EDITOR OF
JANE'S FIGHTING SHIPS

I gather that there was not an opportunity
for you to hand Captain Moore's letter to

Mr. Nott when you met him the other evening.

I now attach a reply to Captain Moore and

a personal letter under which you could send

Captain Moore's letter, if you think fit, to

the Secretary of State for Defence.

15 October 1982
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THE PRIME MINISTER

Thank you for your letter of 1 October

about potential economies in naval procurement.
As you know, this is a subject in which
I am closely interested and I found our earlier

conversation on this subject most valuable.

I am very grateful for these further

comments, and also for your offer of help at

any time,

Captain John E. Moore, R.N.




10 DOWNING STREET

THE PRIME MINISTER

Personal Minute

No.

PERSONAL

SECRETARY OF STATE FOR DEFENCE

I enclose a note which I have received from Captain John Moore,
Editor of Jane's Fighting Ships, who is a neighbour of Ian Gow.
I think that these comments, coming from such an expert source,
have to be taken seriously; and you will see that John Moore
has been in touch with Geoffrey Pattie. May I leave it to you
to follow up these points in whatever way you think most effective,

protecting the source,

If there are any comments you want to let me have in due course
on the points made by John Moore, I should be very interested to

see them.
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Treasury Chambers, Parliament Street, SWIP 3AG

Michael Scholar Esqg

Private Secretary
No.10 Downing Street
London SW1 14 October

Do Mickiel

DEFENCE SPENDING: NATO COMPARISONS

I understand that at yesterday's meeting with the Prime Minister,
the Chief Secretary offered to comment on the table attached to
Richard Mottram's letter to me of 8 October—7/m — —

S

As the Chief Secretary explained at the meeting, he sees good
prospects of an amicable settlement to this year's defence PES
bids and to avoid further controversy he had not intended to send
an early response to Mr Nott. But he has asked me to send you

the affached Tables to demonstrate that there are different ways
of comparing defence expenditure which are not nearly so unfavour-
able as the one chosen by Mr Nott.

i=mc¢5

j:] (:n&lﬂ

JOHN GIEVE

Private Secretary

CONFIDENTIAL




COMPARISONS OF DEFENCE EXPENDITURE IN NATO

1. There are differing ways of measuring real growth. The Annex

to the letter from the Ministry of Defence of 8 October is based

on figures calculated by MOD's internal price methodology. This

has been found by the Unwin report to overestimate inflation
and to understate "volume". Calculations based on the CS0 defence
procurement deflator show the UK's growth performance to be equal

second to the US and are as follows:

1979 1980 1981 average
(provisional)

Us

*UK

France

Germany

Italy
** (UK

8 CSO defence procurement deflator: financial year figures

** MOD price methodology: calendar year figures

2. In assessing our defence effort there are, however, factors
other than the growth rate that should be considered. In absolute

terms, UK defence spend is second only to the US. As a percentage

8f GDP, the UK is second; in per capita terms third:

—— oy
——

total expenditure

1981 per capita expenditure

US$ million % GDP Us$

us 167,800 .8 730
UK 25,200 .9 439
France 23,800 . hyp
Germany 23,100 A AN
Italy 8,700 2ol 151




%2, The 1977 NATO Resource Guidance (which formally recorded the
3% aim) recognised that what countries could achieve would depend
on their economic circumstances. GDP growth of the principal NATO

nations has been as follows:

—

1979 average

United States
France

Italy

Germany

United Kingdom

Source: OECD

4, In 1982-83, the defence budget provided for real growth of

3.7%. Lower inflation than expected should mean that the actual

growth achievement could exceed that figure.

5. The calculations of course take no account of the defence

expenditure incurred in connection with the South Atlantic which

we have agreed should be additional to other expenditure. But
anything spent there does increase the total claim of

defence on our national resources.
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M Scholar Hsq

Private Sekcretary

No.1lO Dowpiing Street

London Syl 14 October 1982
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DEFENCE PROGRAMME

The Chief Secretary has asked me to send you the attached
annotated agenda for the meeting with the Prime Minister on
Monday afternoon. =

TSI

The agenda has been agreed with the Defence Secretary, who I
understand shares the Chief Secretary's view that following
their discussion and subsequent consultation between officials
the differences between our Departments are now much reduced and
should be capable of resolution on Monday.
I am copying this letter to John Kerr, Richard Mottram and
Richard Hatfield.

‘Qvu .hntd{ﬁ

Js1. C:dd
JOHN GIEVE

Private Secretary
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ANNOTATED AGENDA
THE DEFENCE PROGRAMME

The following table shows the baseline and bids which were the basis
for the figures reported to Cabinet in the Chief Secretary's paper
(c(82)28).

£ million cash

1982-83 1983-84 1984 -85 1985-86

Survey baseline 14072.5 15277.8 16424.2 17596.3

Additional bids in PESC Report:

(i) Cost of 1982 AFPRB TSRB
and DDRB awards 42.0 4,1

(ii) Restoration of %%
commitment 215.0 566.0

— ——

(iii) Allowance for defence
non-pay relative price effect 264 .0 584.0

Sub-total 521.0 1194 .1
(iv) Cost of Falklands
operation and consequentials Unquantified bid

2. The Defence Secretary's bids at (ii) were based on the 1982 Budget
forecasts of general inflation; on the basis of the Cabinet decision to

apply a 33% factor for public service pay, of Treasury advice that the
forecast of general inflation in 1983%-84 is 6%, and on the assumption

that in future years the existing cash planning factors remain appropriate
for the present, the changes required to secure 3% growth would become:

-43%.5 46.7 50.2

NON-FALKLANDS EXPENDITURE

1982 Pay Awards

3. The cost of the 1982 Armed Forces, Service top salaries and Service
doctors and dentists pay awards exceeded the provision of 4% made in

Estimates 1982-83. In accordance with past practice the Defence Secretary
R e

seeks an increase in cash provision for 1982-83% and in subsequent years
to meet the excess. The Chief Secretary is opposed to this on the basis

H . . A
that extra provision is unnecessary.

PR
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I!. It is for considerastion:

(a) whether the 1982-83 cash limit should be increased
for the extra costs of the 1982 Armed Forces, etc pay awards;

b

(b) whether additional provision should be made for the
extra costs of the awards in later years.

Restoration of 3% commitment

5. The Defence Secretary considers that the baseline provision in
1984-85 and 1985-86 will not enable the NATO target of 3% annual resl
gzgfth to be met; the figures shown in paragraph 2 represent the changes
to Survey baseline provision needed to secure 3% growth on the basis

of the latest Treasury forecast of general inflation in 1983-84, the

33% public service pay factor in 1983-84 and the cash factors of 5% in
1984-85 and 4% in 1985-86.

6. The Chief Secretary agrees that a reduction is necessary in
1983-84 but believes that existing provision in 1984-85 and 1985-86

is more than sufficient to meet the NATO target since the path of 3%
real growth underlies the additions made at the end of the 1981 Survey.

7. It remains for consideration what changes to the baseline provision
are required to enable the Government to meet its commitment to plan to
implement in full the NATO 3% target.

Defence non-pay relative price effect

8. MOD predict that prices on defence non-pay expenditure will, on
average, increase faster than overall prices by 2.8% each year over the

Survez period. In the Defence Secretary's view, additional provision is
needed to avoid jeopardising the NATO real growth commitment.

9. In the absence of evidence of the inevitability of a future RPE and
given the dangers to cash control and counter-inflation strategy of
over-provision, the Chief Secretary sees no reason to make advance
provision for it. He accepts that the public expenditure system allows
for the adequacy of cash provision to be considered in the course of
each year in the light of the movement in defence prices.

10. The Defence Secretary's bid remains for consideration.

—

/7 11
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Q“ALKLAN DS EXPENDITURE

11. The Government has announced that all the equipment lost in the
Falklands conflict will be replaced - not necessarily on a like for like
basis - and that these costs, togéther with the cost of the Falklands
campaign and of any future garrison, will be met out of monies in

—

addition to the 3% annual rate of real growth.

——

The Campaign and Replacement Equipment

12. Officials have agreed that the best available assessment of the full
additional cost of the campaign and of replacing lost equipment is as
follows:

&m 1982-83 prices

1982-87 1983-84 1984-85 1985-86 %22?2

Cost of campaign 700 1495 40

Replacement of lost 365
equipment 25

Total 725 210

(These costs are at 1982-8% prices and for future years will need to be
converted to cash on the same basis as the non-Falklands programme.)

13. It has been agreed that a once for all settlement of the funds to be
added to the Defence Budget on account of the campaign and the

replacement of lost equipment should be reached:; that these amounts
should be separately identified in the text of the 1983 PEWP; that they
should be managed as an integral part of the defence programme; and that
in future decisions on public expenditure after 1985-86 the Defence
Budget should make full allowance for continuing costs associated with

the Falklands in accordance with the Government's commitment.

14. It was left unresolved at the bilateral whether the Falklands
additions for equipment lost should cover the full additional cost of the

replacement equipment (eg the 4 Type 22s planned to replace the lost
Type 21s and 42s). It has been argued that the additions to the
Defence Budget should be only the yalue of the equipment lost, ie should

exclude an amount corresponding to the "betterment", that is, the degree

of improved capability resulting from the replacements. This "betterment"

/ amount
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Qmount would then be a charge on the main Defence Budget. On the other
hand it is argued that this would be contrary to the sense of the
Ministerial agreement. Moreover no claim has been made for "worsenment"
arising from the loss of capability pending delivery of replacement
assets and from damage to assets not lost. Rough estimates have been
made by MOD of the value of worsenment and these largely cancel out the
Treasury's estimates of betterment.

The Garrison

15. MOD have estimated that the cost of the garrison described in the
attachment to the Defence Secretary's minute of 2 September to OD(FAF),
including the cost of the air base, will be of the order of:

1982-83 1983-84 1984 -85 1985-86
140 500 500 400

—————

with continuing significant costs in later years. OD(FAF) are to have
a further discussion in November about the future garrison and this may

lead to changes in the estimated costs.

16. There are two alternative ways of handling the costs of whatever
garrison is agreed by Ministers. First, specific figures could be agreed

and added to the Defence Budget in exactly the same way as has been

agreed for the COSts Or thne campaign and of replacing equipment lost.

Secondly, no figures could be published at this stage but the Government's

commitment to fund the costs of the garrison in addition to 3% growth
could be reaffirmed in the PEWP andtheycould be met as required from the
Contingency Reserve.
—
17. The advantage of the first course is that it demonstrates more

clearly the Government's determination to guarantee the security of the
Falklands; it gives the MOD a firmer basis for planning its 1983=84

programme; it would be politicaily difficult to resist publishiné_guch
information once Cabinet has determined the garrison size; and it should

help to clarify the implications of decisions now before Ministers as to
the size of the garrison if the costs have to be specifically added to
future defence expenditure totals. Moreover provision will have to be
taken in Estimates for costs associated with the garrison. This course
is preferred by the Defence Secretary, who is reviewing the minimum
garrison and air base requirements for consideration by OD(FAF) at the

beginning of November.
/ 18
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&
lIL8. In the Chief Secretary's view the second course would be more

A _—_—
practical, at least at this stage. Csbinet will consider public

expenditure on 28 October. OD(FAF) are unlikely to consider proposals

for the garrison before the first week of November, and may not be in a

position to take firm decisions jmmediately for all the Survey years.

The Chief Secretary therefore proposes that in the Public Expendgzure

White Paper provision for garrison costs should be made in the

S ——
Contingency Reserve rather than on the Defence Budget; this need not

be inconsistent with defence planning, a public anﬁauncement, or the
presentation of Estimates once firm decisions are taken for 1983-84.
he would see presentational problems meanwhile in putting to Cabinet

announcing garrison costs of £500m per annum.

19. It is for consideration which course should be adopted.

CONFIDENTIAL




PRIME MINISTER cc Mr Gow

LETTER FROM CAPTAIN JOHN MOORE

Ian Gow has handed me the attached letter to you

from Captain John Moore, Editor of Jane's Fighting Ships,
and™MAs told me thne packground.

I suggest that we might handle this most tactfully
and at the same time try to ensure that something happens,
in the following way.

I suggest that you might hand the letter to the Secretary
of State for Defence when you see him this afternoon. Ian
tells me that he mentioned to Mr Nott last week that he had
heard from John Moore, and that Mr Nott is sympathetic. You
could ask Mr Nott to handle the letter in such a way that
it does not get in the hands of those in the Ministry of
Defence who would suppress it and may-be try to create trouble

for Captain Moore.

If you wish, I could then send a personal copy of the

letter to Clive Whitmore: "1 you would like me to do so,

Perhaps you would mention this also to Mr Nott. A spare copy
of Captain Moore's letter is attached for you to hand to

Mr Nott: I will be putting a reply to Captain Moore in your
box.

e

14 October 1982




10 DOWNING STREET

13th October 1982

Thank you very much for your letter
of 3rd October, with which you
enclosed a letter dated 1lst October
addressed to the Prime Minister.

I apologise for not having written
earlier, but I was away in Brighton
for the whole of last week.

I have handed your letter to the
Prime Minister and she will be
replying to you separately.

I am very glad to see that you have
sent a copy to Geoffrey Pattie direct.

Thank you so much for all the trouble
which you have taken about this.

IAN GOW
Captain John Moore RN




CONFIDENTIAL

<

ﬂ@LWMMV

®

\ .'l |
A\-\ wanwld

N %M@Suﬂﬁﬂ

WAk
u,{\d- d J:"v—‘ o ba ?ﬂ,yt-wf_)

hﬁf—c MiA f]w

NISTE
PRIME MI R /}‘ M)

DEFENCE EXPENDITURE

Leon Brittan and I have now had a bilateral meeting about
defence expenditure and he has no doubt made a report to you
on it. Although we were able to establish the framework of
the points which need resolution, I do not believe there is

any scope for taking the issues further bilaterally. Instead
I think that the best way forward would be to have a small
political meeting to look at all the outstanding issues as a

_single pack@ge and to settle them. I do not believe that the

issues are of such intrinsic dif}?bulty that it will prove
impossible to do this at a single meeting.

2 Could I therefore ask you to consider convening a meeting
with the Chancellor of the Exchequer and myself to sort out

on a political basis how we are to handle defence expenditure.
I think that the timing that would meke most sense from
everyone's point of view would be for this to be done before
my departure for the Falkland Islands on 21st October.

Ministry of Defence
8th October 1982

CONFIDENTIAL
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MINISTRY OF DEFENCE UN ]L
MAIN BUILDING WHITEHALL LONDON SW1

Telephone O1-I3OXER 218 2111/3

8th October 1982

feae 3ha,

DEFENCE EXPENDITURE TO 1985/86

On his return from his overseas tour, the Defence Secretary
has now seen your predecessor's letter to me of Qth” September.
Although defence expenditure is now under active ‘discussion and
Mr Nott is hopeful that a satisfactory settlement can be reached,
he has asked me to place on record the following points.

The Chief Secretary is critical of the fact that MOD were
unable to spend the enﬁanCQd cash limit in 1981/8 except by
bringing forward expenditure from 1982/8%. Mr Nott's view is
that this reflects the very tight control exercised over defence
expenditure earlier in the year when an enhancement to the cash
limit could not be guaranteed. He points out that the Treasury
forecasts™ changed much more dramatically during this period than
the cash flow forecasts of the MOD - precise estimating in difficult
economic conditions down to the last 1% of Defence expenditure on
a £6 bn procurement budget is a mammoth task, obviously subject to
variations within the year. He has also observed that if the
addition to the cash limit had not been secured and spent, real
growth over 1980/81 would not have been 1.2% but minus 1.2%. That
would have be€ll & serious embarrassment, quite apart from the loss
of military capability. He reminds the Chief Secretary that our
defence spending has been growing legss fast than that of any of the
other principal NATO nations (see the attached table).

The Chief Secretary refers to possible underspending this
year against the defence cash limit. Mr Nott agrees that the

indications point to some underspend. He intends to ensure that

the defence pfgg?ﬁﬁﬁg'ﬁﬁﬁfiﬁﬁﬁg'gﬁ be managed sensibly and that

the best possible use is made of the resources available. As part
of this; he will be advancing a pay day to. bri it into the esent
financial year. In SS'TE?-EE'TEE?E'TEZEhy unavoidable underspend

this willl enable the extent of supplementary provision for Falklands
costs to be reduced. But Mr Nott's view is that to encourage an
underspend on the main programme would be highly damaging to our

defence capability (we can now pay for absolutely vital elements
which have been deferred for years) and would De contrary to.

J Gieve Esq

,d[
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declared Government policy to fund the Falklands costs in
addition to 3% growth. He has commented that we have a country
to defend - and there are other important parts of Government
policy as well as the PSBR.

Mr Nott has been informed that the reference in your
predecessor's letter to MOD calculations of price rises in
1981/82 justifying a cash increment of only £100 million is
based on a misunderstanding which has been explained to Treasury
officials and he hopes has been brought to the Chief Secretary's
attention.

Finally, Mr Nott has observed that the Chief Secretary's
reading of the Unwin Report (on which I shall be writing separately)
must have been highly selective. The Report found 'no major )
systematic errors' in the MOD's pricing methodology and recognised
the objections to using general non-defence specific indices such
as the CSO index on which the Treasury's calculation of real
growth is based. Mr Nott has asked me to confirm that the real
growth figures he has quoted both internally and publicly are
the most accurate available and should be regarded as the only
authoritative figures that there are.

I am copying this to the Private Secretaries to the Prime
Minister, the Foreign and Commonwealty Secretary, the Chancellor
of the Exchequer and Sir Robert Armstrong.

Yo 4,

ngUﬁu/ﬂ MWV~

(R C MOTTRAM)




Real Increases in Defence Expenditure by NATO Countries 1979-81

Country 1979 1980 1981 Average Ranking
(provisional) 19079-81

United States
France

Italy

Germany
United Kingdom
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It was left unresolved at the bilateral whether the Falklands additions for equipment
lost should cover the full additional cost of the replacement equipment (eg the 4 Type 22s
planned to replace the lost type 2Is and 42s). It has been argued that the additions to the
Defence Budget should be only the value of the equipment lost, ie should exclude an amount
corresponding to the "betterment ", that is, the degree of improved capability resulting from
the replacements. This "betterment" amount would then be a charge on the main defence
budget. On the other hand it is argued that this would be contrary to the sense of the
Ministerial agreement. Moreover no claim has been made for "worsenment" arising from the
loss of capability pending delivery of replacement ass
Rough estimates have been made,(%)yf

largely to cancel out the Treasury's estimates of betterment.

The Garrison
=1€ Lrarrison

(£ MOD have estimated that the cost of the garrison described in the attachment to the
Defence Secretary's minute of 2 September to OD(FAF), including the cost of the air base,

will be:

1982/83 1983/84 1984/85 1985/86

[ 140 500 500 400 ]

with continuing significant costs in later years. OD(FAF) are to have a further discussion in

November about the future garrison and this may lead to changes in the estimated costs.

8. There are two alternative ways of handling the costs of whatever garrison is agreed by
Ministers. Fi ific fi the defence budget in exactly
the same way as has been agreed for the costs of the campaign and of replacing equipment
lost. Secondly, no figures could be published at this stage but the Government's commitment
to fund the costs of the garrison in addition to 3% growth could be reaffirmed in the PEWP

and should be met as required from the Contingency Reserve.

9. The advantage of the first course is that it demonstrates more clearly the
Government's determination to guarantee the security of the Falklands; it gives the MOD a
firmer basis for Planning its 1983/84 Programme; it would be politically difficult to resist
publishing such information once Cabinet has determined the garrison size; and it should help

to clarify the implications of decisions now before Ministers as to the size of the garrison if

\




r
L]

.be costs have to be specifically added to future defence expenditure totals. Moreover

provision will have to be taken in Estimates for costs associated with the garrison. This

course is preferred by the Defence Secretary.

10. In the Chief Secretary's view the second course would be more practical, at least at
this stage, Cabinet will consider public expenditure on 28 October. OD(FAF) are unlikely to
consider proposals for the garrison before the first week of November, and may not be in a
position to take firm decisions immediately for all the Survey years. The Chief Secretary
therefore proposes that in the Public Expenditure White Paper provision for garrison costs
should be made in the Contingency Reserve rather than on the Defence Budget; this need not
be inconsistent with defence planning, a public announcement, or the presentation of
Estimates once firm decisions are taken for 1983-84. But he would see presentational
problems meanwhile in putting to Cabinet or announcing garrison costs of £500m per annum.
1 & for eomsidention Wik Course ghadd be cdepleds .

NON-FALKLANDS EXPENDITURE

1982 Pay Awards

12. The cost of the 1982 Armed Forces, Service top salaries and Service doctors and
dentists pay awards exceeded the provision of 4% made in Estimates 1982/83. In accordance
with past practice the Defence Secretary seeks an increase in cash provision for 1982/83 and
in subsequent years to meet the excess. The Chief Secretary is opposed to this on the basis

that extra provision is unnecessary.
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16. It remains for consideration what changes to the baseline

Drovision are required to enable the Govern mment to meet its commitment

to plan to implement in full the NATO 3¢ target.
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DEFENCE EXPENDITURE FLS w0

I understand that you asked to see a copy of the "Unwin
Report" - the joint review by the Treasury and Ministry of
Defence of the methodology of calculgting movements in defence
prices which it was agreed should be set 1In hand last December.

——————
——

I enclose a Jjoint note by the Treasury and Ministry of
Defence which records progress in the review so far, and indicates
the direction which further work is taking. The work done so
far covers the MOD procurement Vote (Vote 2) which is the part
of the defence budget where the task of price measurement is most
complex. The report points out that no major systematic errors
of methodology have been found although™@ NUMpEI" Or small errors
and grey areas have been discovered which generally tend to
inflate pay and price calculations. Guidance has been issued
within the Department with the object of correcting these
deficiencies.

For the longer term work is proceeding, in consultation with
the Treasury as appropriate, towards the introduction of centrally
calculated defence-specific price indices; paragraph 8 of the
covering note describes other follow-up action. The need for
external assistance is being kept under consideration.

The Defence Secretary has asked me to emphasise that this
study, and the proposed new indices, take no account of the
continuing growth of the costs of defence equipment which arise
from increasing sophistication. This is a separate and most
important problem on which this year's Defence White Paper
contained a major discussion.

I am sending copies of this letter to the Private Secretaries

to the Chancellor of the Exchequer, the Chief Secretary and to
Sir Robert Armstrong.
\(MW,

Arkad MMM~

(R C MOTTRAM)

M C Scholar Esq
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STUDY OF PAY AND PRICE METHODQLOGY

(Joint note by HM Treasury and Ministry of Defence)

Introduction

1. At the end of the 1981 Public Expenditure Survey, it was agreed that a joint

study by the Treasury and the Minisiry of Defence should examine the methodology of
calculating movements in defence prices.

2. A report of progress to date is annexed. This note summarises that report, and
indicates the directions further work is taking.

Present svstem

3. MOD finance branches are required to split their expenditure forecasts into
"volume" (the cost of the work at an earlier price base) and "pay and price"
(nflation since that price base). The precise calculation of "pay and price" (P&P)
is extremely complex, if not impossible, because of a number of factors: the difficul:
in establishing the price base; the nature of the defence programme; and the manner
in which prices are agreed and payments made.

4. For their calculation of P&P, finance branches use either direct data (eg wage
and overhead rates etc) or price indices. Great skill and expertise is needed to
translate "direct data'" to an accurate price assessment; and the scope for subject—
ivity and misinterpretation among non—specialist finance staff is considerable.
Many of the existing indices are not defence-specific, and are not accepiabie 1o
finance branches. Moreover, the extrapolation of indices or direct data by
individual branches is again open to subjectivity which can lead to inconsisiency
and makes it difficult to determine centrally whether P&P has been overestimated

or underestimated because of forecasting error.

5. The diversity of methodologies employed makes it impossible to verify or
disprove P&P estimates from the current system. No major systematic errors common
to all branches have been found. A number of small errors and grey areas have been
discovered, which generally tend to inflate the P&P element.

Proposed svstem

6. Although it would be possible to strive for-individual improvements, the only
way of producing an agreed measure of defence inflatfzg-aesgﬁfﬁsle 1o both the
Treasury and Ministry of Defence is the introductiion of centrally czlculated defence—
specific price indices. Initial investigation shows that this would bg practicable;
a family of indices could be produced using information held within NOD for the
major defence contractors.

7. Construction of the indices will take time (the first year of full use would be

1984-85) but limited manpower resources (about 3 to 4 man years). The longer term
effect will be to save staff effort.

The Way Forward

8. PFurther exploration is being made, notably w:th PE finance branches of the
practical implications of an index-based system. Other future work will address
overheads (which present rather special problems) and the other 10D Votes (where the
difficulties should be less intractable). INeanwnile internal instructions will be
issued with the aim of improving the standard of the present system.




’

9. All the work so far has been under

-

taken from in-house resources$ znd the
immediate way forward continues to be internal in emphasis.

The possible need for
external assistance however will be kept under continuing review.

J E HANSFORD r : J D BRYARS

Assistant Under Secretary of State DUS(Finance and Budget)
Defence and Materiel Division Ministry of Defence

HM Treasury

June 1982
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JOINT TREASURY/HOD STUDY OF PAY AND PRICE HMETHODOLOGY

1. At the conclusion of the 1981 Public Expenditure Survey, it was agreed ang
‘recorded in Sir Robert Armstrong's minute of 2 December 1981:

"there will be a joint review by the Treasury and the Hinistry of Defence, with
the assistance of suitable external advice, of the methodology of calculating:

= > = Ee— >
movements in defence prices, an the lines proposed in the Defence Secretary's
letter of 24 November to the Chancellor of the Exchequer; this review should
also cover the possibility of devising arrangements which will enablo the
Minisiry of Defence to live within cash limits without unacceptable conscquences
for the defence industries.”

2. This paper reports on the way in which finance branches currently calculato their
Pay and price (P&P) estimates and puts forward proposals for a new Bystem of P&P
calculation.

3 Because of time constraints work 1o date has been confined to Vote 2. The fact-
finding part of the study has been based an 2 questicnnaire sent 1o finance
branches respmsible for Vote 2 expenditure, and on visits fo abour Tren y of them.
Dﬂﬁtﬁ AS(PE) and TC have also been visited. The visits has been conductaed by the
Central Analytical Unit in GF4 and a Department of Industry statistician nominated
by the Treasury, with help from Stats(G) and Technical Cesis (TC).

Objective of pav 2nd price vork

4+ Finance branches are reguired, when compiling internal forecasts of outturn, to
split their expenditure into "volume" and "pay and price", where "volume" relates to
the cost of the vork at an earlier price base. There are 2 main purposes of this
exercise. Firstly it provides an estimate of the overall effect of inflatian on the
Defence budget; this can be used 10 measure real growih and in negotiztions with the
Treasury. Secondly the P&P figures provide a potential management tool for measuring
and attempting to conirol inflation at 2 project or finance branch level; they may
2lso in the future form the basis for differential 2llocation of the cash uplift to
Estimates. '

The present svstem ‘ .

5« The calculation of precise P&P figures is in most cases an exiremely complex if
not impossible exercise. There are 2 main complicating factors. Firsily the defence
equipnent programme does not in general consist of hozogeneous articles bought on
leag production runs. In meny cases MOD is buying sophisticated nan~siandard equip-
ment which is subject to changes during both the development and productimm stages.
This makes it difficult to separate quality changes and inflatiom in a nominal price
movement., = -

6. The second complicating factor is the menner in vhich prices are agreed and
paymenis are made. Prices are often not finalised until 2 producticm run is well
mder way. A large proportion of expenditure is incurred in the form of progress
payments, the arrangenents for vhich deliberately provide for retentian of §oae.part
of the payment wmtil satisfaciory completion of the cxitrzct.. In surmary, ?UD is not
dealing yith expenditure where each payment can be related to a known quantity of
specific goods at a knowm price. i




A3

T7- In the face of these diffigulties, finance branches have 2 main methods by which
they can calculate their P&P. They can either use the most appropriate price index
available to them or they can attempt to estimate their own inflation by the uce of
what we shall call 'direct data! €g wege and overhead rates, wit price costings,
development cost plans.

8. The price indices available are mostly calculated by Stats(C) with the exceptian
of Air Sysiems where DPTCAn are the main supplier. The are usually based on indices
provided by other government departments, mostly the Departments of Industry and
Trade. They relate to the industries with which defence expenditure is incurred
bul they are not 'defence specific'! in that they reflect cost movements in those
industries as a whole and not specifically in the defence subsectors of them. The
use of indices for P&P calculations is most common in branches which deal with a
mass of relatively sm2ll projects, since in these cases the collection of 'dircet
data' would be very time cansuming. It is also for this sort of expenditurc that
indices are usuzlly most appropriate, particularly if the goods concerned are not
specifically for defence purposes and are subject to market pressures. Examples of
such goods are general stores, machinery and commercial vehicles.

9. 'Direct data' is more commonly used in branches dealing with a small number of
large projects or at least with 2 small number of cantractors. The actual infor-
mation uced is collected either from the cantractors or from cne of the costing
branches within MOD such as contracts branches, AS(PE), TC, DPTCAn, Ding Cosis,

DAP Cocis and naval technical cost branches. The most common method of using direct
data is {to calculaie the movement in the charging rate is 2 combination of were and

£ -

overnead rates. Other methods inelnde menitorirng changes in wmit price costiigs or
development cost plans '
Pl v (=] p Culoe

Defects in the present system

10. The first difficulties in pPay and price work concern the establishment of a price
base. Estimates for years up 1o and including 1981/82 were required to be submitted
at a price base relating to 'quoted' prices in the previous Sepiember. For 1982/83
and future years the price base is 'forecast average outturn prices' for the previous

financial year eg Estimates 1982/83 and IIC 82 were costed at 1981/62 forecast
average outturn prices.

11.  ¥e have found that some branches have hag difficulty in establishing a price
base with any degree of accuracy, mostly because of the complications outlined in
paragraphs 5 and 6 above. In particular we found that the term 'quoted! prices
caused socme canfusion. A 'quoted! September price is a theoretical price which
would be charged if a good was ordered, manufactured and paid for instantancously in
September, ie it relates 4o the costs of manufacture in September. If, for example,
there were in reality a 3 month lag between work being done and payment being made
then a September 'quoted! price would equate to a December 'paid' price. This
distincticn was not alvays understood in finance branches znd some Estimates vere
submitied a2t a September 'paid' price base. The effect of this error was not always
as serious as it night secem, since overhead rates, which govern a substantizl pro=
poriion of expenditure, are normzlly only changed once a year and hence the difference
between a September 'quoted' ang a September 'paid' price would not always be a2 full -
3 months inflation. However wmder the old, survey price, system it would in general
cause Sketch Estimates fizures to be lower than they should be and to require a

- greater allowance for inflation than the cash limits factor gzve.




12. The 'quoted'! price problem no longer exists with the introduction of cash
planning and the compilation of sketch estimates at forecast average outturn prices.
However there is still some confusion over how the new pPrice base should be compiled
and further guidance to branches vould be helpful. DS{ have recently iccuecd somo
instructions and these will be followed by a General Finance Memorandum (sce
paragraph 30). Nevertheless, however much guidance is given,the calculation of a
pricc base will in same cases always be a difficult and imprecise exercise.

13. One final problem concerning the price base is the treatment of firm prices,
by which we mean prices which have been agreed and which ¥ill not be increased to
allow for inflation. If these are included at face value in the Estimates, then
obviously no pay and price allowance is necessary. However we have found cases
where such double counting takes place. GCuidence will have to be given to finance
branches {o ensure that in future an adjustment to allow for firm prices ip made to
either the Estimates or the P&P claim.

14. . Hoving on to the way in which P&P claims are calculated, we have found great
divergence in both the standard and methodology of P&P estimation from branch to

" branch. Several disadvantages arise from this, two of which stand out. Firstly,
there is concidercoble duplication of effort in the gathering of cost infonmation;
DPTCAn, TC, individual finance branches and others are often 211 irying to derive
cost data relating to the same coniractors. Secondly the overall P&P figure which
emerges from the exercise cannot be verified without checking in detail most of the
individual compamenis that meke it up. This is not feasible since it would mcan
virtually redoing the whole job.

15. Hence we have found it very difficult to verify or disprove beyond doubt the
overall 1931/82 P&P estimate. Ve have found no major systematic errors common to

all branches but we have come across many small errors and areas of extreme uncertaints
which, rather than cancelling each other out, tend almost always to increase the

amount allocated to P&P. Examples of such errors are:=—

8. the inclusion of estimating changes as PaP;
b. the inclusion of design changes as P&P;

¢. under the old 'quoted! price system, the inclusion of 12 months inflation
with no allowance for lags;

d. the inclusion of the increase in maintenance time as egquipment a2ges as
pay and price; and

€. some finance branches which claim they rely entirely on indices produce
P&P estimates higher than the rise in the index they use.

16.  But there arc 2 fundamental deficiencies of the present hybrid system of indices
and direct data which are probzbly more important then any of the zbove. Firstly,
there will inevitably be a greater incentive for those branches experiencing bigher
than average inflation to invesiigate ‘'direct data' sources and use them. Indices
are by definition averages and if they are correct overall, some branches will
experience higher inflatian than the indices sugges® and others lower. If the

former tend {0 use *direct data' and the latter indices then there will be an upward
bias in the total P&P estimate. Secondly, beczuse of the difficulties outlined in ‘
paragraphs 5 and 6, there will inevitably be both an element of subjective judgemens
and scope for misinterpretation in the use of direct data.
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.+ Further subjectivity and'inccnsistency between branghes is caused by the fact
that most PZP calculations have o be made on the basis of extrapolated indices op
dircct data. Each branch makes their own judgements vhen extrapolating. During the
year come revise them and others do not. Branches are probalby as well placed as
anybody 1o forecast inflation in their arcay but the result of the present Systcm is
that it is difficult to determine centrally whether there has been overprovipiean or
under provisian for inflation because of forecasting error.

Possible improvements

18. Vhen considering how the present system could be improved, we have borne in
mind that if the first objective of P&P vork stated in paragraph 4 (namely the
provision of an agreed measure of defence inflation) is to be met, then it will be
necessary to devise a methodology which is more susceptible to central validation
than thc present one. We have considered whether this could be done by issuing
improved central guidance on P&P work ang in particular on the use of direcct dnta.
Our opiniaon is firstly that the correct identification and interpretation of dircct
data is too complex a task to be carried out properly in most finance branches
*without devoting a wasteful level of Tesources 10 ii; and secondly that even in the
few areas vhere this is not the case, it is extremely difficult to ensure conpicteoncy
of methodology under a system similar to the present cme.

19. Ve therefore feel that the only way of overcoming the problem is to extend the
use of price indices. If P&P estimates were based on centrally calculated indices,
then it would be relatively casy for the methodolozy of constructing the indices to

be investigated and agveed with a cenirael source. Dut the price indices, as wcll as
being agreed with <he Treasury, reed to be seen zs gmerally satisfactory by MOD
finance branches. A% present many branches claim that +he current Stats(G) indices

do not reflect their price rises accurately because thg are too general and are not
defence specific. However there is a wealth of information available vithin the
depariment vhich could be used to make the indices more specific. TC, DEng, DAP Costs,
DPTCAn, PDAS and naval technical costis officers 211 collect cost infomatien from

caniractors. In addition price lists for Spare paris for many Air Systems projects
are held on magnetic tape.

20. Ve therefore recommend that resources should be devoted to using such infor-
mation to construct new defence-specific indices. We have investigated with TC and
AS(PE) what data are available or could be provided. The informatien collected by
these 2 orgenisations is a2ll @ a contractor basis and so we feel that the basic
building blocks of the new indices should be caniractor indices or, if nececssary,
further sub-diviscions of these into factory site indices. It would then be possible
to create indices for projects. finance branches, ledgerheadinzs or defence cquipment
8s 2 whole by teking weighted eéverages of these building blocks. The building block
indices could theoretically be calculated for 211 contractors for vhich AS(PEY collect
information but it would probably be sensible to restrict them to the largest 40 or so.
-
21.  Although AS(PE) and TC collect a considerzble amount of data from confractorsf
it is not assinilated in a vay vhich mekes the calculation of price indices siraight-
forwvard. Given the difficulties, we feel it would be best to calculate indices which
aimed solely to measure the inflation in coatractors! costs. The indices would theres—
fore mostly be 'input! indices ie based on input costs rather than output prices.
They would be calculated by breaking down‘z cantractor's cosis in a base year into
items such as direct salaries, indirect salaries, bought out items, fuel, raices,
materials efc and then creating zn index wmich rerlected the inflatiom in each of
these items weighied by their relative importance 1o tne contracior's total cosis.

-

ﬁ to assist in price fixing




KWhere appropriate and possible, ‘different veightings of the compmments of the contractor
costs could be used to produce separate indices for development and production work.
For some items, such as salaries, the inflation would be measured using information
specific 1o the contractor. In other cases, such as bought—out items, if no such
information were readily available within the Department, the most appropriate
external index for the industry concerned would be used (although it may be possible
1o obtain some contractorespecific information from the Department of Industry). The
indices would reflect overhead increases dueto inflation in the constituent parts

of overheads. 3But they would not reflect rises or falls in overhea2ds due to changes

in capacity utilisation. This point is discussed further in paragraphs 26 to 28.

Resource implications

22. Ve have had preliminary discussions with AUS(Stats) and with Stats(G), who
would seem the logical branch to be charged with establishing the new indices, about
the resources that would be required 1o do so. They feel that to create indices for
the top 30 or 40 defence contractorswould require approximately a Statistician
(Principal level) and an SAS (HEO level) for about 18 months ang an B0 (ADP) for
about 6 months. Once the indices were established only the EO (ADP) would be
required on a permanent basis to help the present Stats(G) organisation maintain them.
These estimates are obviously extremely tentative and will remain so until work on
the indices is well under way.

23. There would of course be some extra work for staff in AS(PE), TC and finance
branches in providing data for the indices. However two points need to be made.
Firstly, we do not envisage any extra data being collected for the indices; it will
merely be a case of assimilating what is a2t present available in an DDTODIriate wWay.
By doing this it would be possible to produce indices which, although not perfect,
would enable considerable improvements in P&P work to be made. If the team con—
structing the indices felt that further potential improvement warranted the collection
of new data, a case would have to be made for the exira resources required. The
second point is that the central calculation of indices would save considerable
effort in finance branches and elsewhere. At present there seems to be duplication
of effort in the collection and analysis of cost information from industry. In the
long term the resources saved should easily outweigh the effort required to set up
the indices.

24. As well as the short term resource implicatians, {wo other possible disadvantaces
of the proposed index system have been put to us. Firstly would they be accepied by
finance branches, especially if they were made the "official" measure of P&P?

Although they would be defence specific, it is inevitable that in certain areas they
would be too general, and, as with any indices, they would be averages and would not
therefore reflect inflation exactly for every individual coniract. Secondly, it

could be argued that by taking P&P calculations out of finance branches we were
weakening the second objective outlined in paragraph 4, namely the control of inflation
at project or finance branch level. We would argue that these disadvantages were

not serious. Although the indices would not be ideal in every case, it has to be
remembered that the system they would replace is far from perfect. If a finance
branch really felt its index was inappropriate it should be reasonably easy to
identify the reason for this by examination of the data which had been used to
construct it. This could in some cases lead to the indices being revised

because of information supplied by the finance branch. If however, the difference
reflected unusual circumstances relating to one pariicular project and not the
contractor as a whole, then of course when figures for that project were

being considered the finance branch could point it out as a special cese—u .




and explain the circumstances. . As for the secomd point one the control of inflatien,
accurate assessments of inflation on a contractor basis could lezd to better, rather
than worse, cantrol. And finally one further adventage of the proposal ig +hat +he
indices could also be extrapolated centrally; although this would give no guaranteco
of improved forecasting, it would solve the difficulty of monitoring the effect of
forecasting error mentioned in paragraph 17.

25. In summary we argue siromgly that the establishment of the indices would bo

vorthwhile. It would provide an agreed measure of defence inflation for expcnditure
of come £7billion at a relatively low and mostly temporary cost and at the came tine
would release resources in finance branches from P&P vork to more constructive tasks.

Overhcads

26. The treatment of overhcads is a major cause of the discrepancy between finance
branches P&P estimates and evidence provided by indices. A% present they are trcated
inconsistently, with some finance branches ignoring overhcads information and othern
including all overhcad rises as P&P.

2]. The major reasons for changes in overhead costs are: s

a. changes in the price of the compaments of overheads, eg indirect labour,
fuel, rates etc;

b. chenges in quentitice ordered by MOD:

¢c. changes in capacity utilisation caused by non—=}HOD work;

d+ maintenance of spare capacity for use ca future projects; and
€. changes in companies! costing structures.

28. |, Of the zbove, anly (a) would be reflected in the proposed indices; (e) would

in many cases have no effect on MOD expenditure but may merely reflect a chift from
direct costs to overhecads or vice versa. The other 3 reasons are the most difficult
to estimale and cause the most controversy over vhether “hey should be treated as

P&P or not. Ideally we feel they should be identified separately frcm both volume
end P&P It would be possible to obiain a crude measure of the effect of (b) to (e)
in aggregate by comparing the movemeat in the charging rate, which includes all
overhead changes, with the movement in +he proposed indices, which would caly include
those due to (2). In cases where this difference wes substantial, we feel that
further work would be justified to identify precisely where the cause lay; and,
indeed, it would seem %0 be good ranagenment to aim {40 have 2 sysiem where the effects
of (b)' (C)t (8) and (e) could be identified individually as a matter of course. The
question of the scope and extent of further work in this arez snll be Sen?g%@étglgfaﬁﬁrﬁsseﬁ a2s a
Further work : s e 1)

2?. This study has only cansidered Vote 2. Further cansideration will have to be
grven to Votes 1, 4 and 5. Our irpression is that the problems of P&P work on those
votes will be less intractable than those on Vote 2.

-~




- If it were agreed to proqeed with the establishment of the new indiccc' they
would not be available for at least 18 months and the first year in vhich they were
likely to be in full use would be 1934/85. Ve therefore recormend 4l instructions
chould be circulated as soon as possible to attcopt to improve and st

Standarice the
present methodologzy of constructing the price base for Estimates and calculating

PéP. GF4 are drafiing a General Finance Memorazndum to do this.
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STUDY OF PAY AND PRICE NETHODOLOGY

(Joint note by HM Treasury and Ministry of Defence)

Introduction

1. At the end of the 1981 Public Expenditure Survey, it was agreed that a joint
study by the Treasury and the Ministry of Defence should examine the methodolosy of
calculating movements in defence prices.

2 A report of progress te is annexed. This note summarises that report, and
indicates the directions her work is taking.

Present svstem

3. MOD finance branches are required to split their expenditure forecasts int
"yolume" (the cost of the work al an earlier price base) and "par and price"
(nflation since that price ba :se). The precise calculation of "pay and price"
is extremely complex, if not impossible, because of a number of factors:

in establiching the price basej t%e nature of the defence pro;ramme; and

in which prices are agreed and payments made.

4. For their calculation of P&P, finance branches us

and overhead rates etc) or price indices. Great skill a
translate "direct data" to an accurate price azsessment; and
ivity and misinte*;retation among neon—-specialist fi*““ce staff 1is
Many of the existing indices are not defe

finance branches. Moreover, the exti ap 18.&.10"1 of indices or direct data bv
individuzl branches is again open 1o subjectiviiy which can lead to 1ncow
and makes it difficult to determine CC:IT ally whether P&P has been overes

or underestimated because of forecasiing error.

YO anAd ore not
- g =2 =

5 The diversity of methodologies employed makes it impossible 1o verify or
disprove P&P estimates from the current system. lo major swsiemﬁt;c errors common
1o all branches have been found. A number of small errors and grey areas have been
discovered, which generally tend to inflate the P&P element.

6. Although it woulé be possible to strive for individual improvements, the on

way of producing an agreed measure of defence inflation acceptable to both ihe
Treasury and Ministry of Defence is the introduction of cenirally calculated dcf =
specific price indices. Initial investigation shows that this would be praciicaole;
a family of indices could be produced using information held within MOD for the
major defence contractors.

Ts Construction of the indices will take time (the first year of full use would bte
1984~85) but limited manpower resources (about 3 to 4 man Jears). The longer term
effect will be to save staff effort.

The Way Forward

8. Further exploration is be1“3 made, notably with PE finance branches of
practical implications of an index—based sysiem. Ounsw *uture work will =
overheads (Lclch present rather special problems s) and other 110D Votes (“
difficulties should be less 1n:rac.a01@). ileanwnile in e:“al instiructions
issued with the aim of improving the standard of the present sysuem.
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Defects in the present svetem

10. -.Ac first
base. Estimate

at a price base relatin; *oric.z:"
and future years +ti rice b i "orrca
financial year eg i

average oulturn pri

11. Ve have found that some branches have haa difficulty in e

base with any degree of accuracy, mostly because of the compl ; 13-
Paragraphs 5 and 6 above. In pariicular we found ihat the term frumw*' pri
caused scme comfusion. A Pquoted! Septecber price is a theoretical price which
would be charged 1f & good was ordered, menufactured and paid for instantancously
Sep‘umbm, ie it relates to the costs of manufaciure in September. I y for exa
there were in reality a 3 month lag between work being done and payment beins
then a September 'cuo.,nd' price would equate to a December 'paid! price. Thi
distincticn was not always understood in finznce branches and some Estimates
submitted at a September 'paid' price base. The effect of this i

as serious as it might secem, since overhead rc_*r.e.;, vhich 50‘.5:11 a subs

portion of expendit ture, are no"r.ne.ll;r only changed once a year and hcnce 'L‘1 ai
between a September 'cruo.,cd' and a Sepiezber 'paid! price would not always be

3 manths inflation. However under the old, survey p“lce, system it .-rmld in gener
cause Sketch Estimates fizures to be lower %han they sh hould be and %o require
grc ater allowance for inflation than the cash limits factor geve.




12.
ylanning I
However ”:ere is 11'1 some C’“‘"‘*"lcn over how the new i base should
and cr {ﬂu".;:ce to branches would be helpful. DS ) recently 3
insiructions and these will be followed by a General Financ }v'c-:nr.:‘mr%*w
30). lNevertheles Sy ho:-:cve“ mich guidance i the cL.JcmT
se¢ will in same cases alw be a difficult =

final problem concerning the pri
ol .

by which 1
allow for inflation. -

obviously no pay and p‘f‘lCC < Hovwever we have found

where such double counting ta s idance will have to be given to
branches to onsure that in futu <,r.l3h-.b :nt to allow for firm prices ic rmade 1o

either the Estimates or the

14. - Yoving on {0 the way in which P&P clzims are calcul
divergence in both the standard and methodologzy of P&P
branch. Several disadvantages arise from thig, two o
there is caonciderable duplication of effort in 4
DPTCAn, TC, individual finance branches and ouhcr

cost data relating to the came coniractors. Secm
emerges from the exercise cannot be verified withou
individual compmentis that meke it up. This is not fea
virtually redoing the whole job.

5. Icnce we have found it very difficult to verify or disprove beyond doubt the
overall ‘19\»1/0‘_ P&P estimate. We bave found no major systematic errors common to

all branches but we have come across ma any small errors and areas of extreme w‘cr.:'rn.:fn*._
which, rather than cancelling each other out, tend almost always to increase the
emount allocated to P&ZP. Examples of such errors aret—-

B the inclusion of estimating changes as PéP:
n’n g 1

b. the inclusion of design changes as P&P;
¢. under the old qL.otﬂc' price system, the inclusion of 12 months i
with no alloiance for lag

d. the ;nclusion of the increase in mainienance time as eguipment zges as
pay and price; and ,

€. some "1"nance branches ".‘hich claim they rely entirely on indices produce
P&P estimaies higher than the rise in the index they use

16. But there are 2 fundamental deficiencies of +the present bhybrid system of indices
and direct data which are probably more imporitant than any of the above. Firstly,
{there will inevitably be a greater incentive for those branches experiencing higher
than average inflation {o investigate 'direct data! sources and use them. Indices
are by definition averages and if they are correct overall, some branches *.--'ll
experience higher inflation than the indices suggest and others lower. If the

former iend {0 use 'direct data' and the 13.“;1':8:' mmces 'hhe.n Lne*‘e 1:111 be an

bias in the total P&P estimate. Secondly,

paragraphs 5 and 6, there will inevitably be ‘Do-r,n an elc:-cnt of .mo,jec::.ve 31..‘;_

and scope for misinterpretation in the use of direct data
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19 Fe therefore ;cc' - ] 7ay of overcoming the problem is to ex!:
use of price indices 5timates were based on centrally calculated
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finance branches. I

do not reflect their price rises accur

defence specific. However there is a
department which could be used to make the ind
DPTCAn, PDAS and naval technical costs officer
coniractors. In addition price lists for apar
are held on magnetic tape.

20. We therefore recommend that resources chould be devoied to nsxng such infor-
S

mation to COﬁgLLuFt new defence-specific indices. We have investigated with TC
AS(PE) what data are availzble or could be provided. The informatian collec»ca
these 2 orgcnisations is 2ll m a coniractor basis anéd so we feel that the basi
building blocks of the new indices should be coniractor indices or, if nccessar;,
further sub-divisions of these into factory site indices. It would then be possible
to create indices for projecis. finance branches, ledgerheadings or defence equipment
a2s a vhole by taking weighted averages of these building blocks. The building block
indices could ihcoretically'bc calculated for all contractors for which AS(PE) collect
information but it would prodably be sensible 10 restrict them to the largest 40 or s«
= 2

21. Although AS(PE) and TC collect a2 considerzble amount of aatu from contractor
it is not essimilaied in a vay viich mekes the calculaiion of price indices straighit-
forvar Given the difficulties, we feel it would be best to c alculate indices which
aimed Qolclv t0 measure the lnfl,u¢on in contractors' costs. The indices would there-
fore mostly be 'inpui'! indices ie based on irput costs rather than output prices.
They would be calculated by brez ering down‘a cantractor!s costs in a base year into
items such as direct szla aries, indirect salaries, bouzhi

aterials etc and then creating an index which reflected inflation in each of
these items weighied by their relative imporiance to the cor ct iotal cosis

# to essist in price fixing




Where appropriate and possible, different weightings of the components of

costs could be used to.-produce separate indices for development and prod

For some items, such as salaries, the inflation would be measured usin

specific to the contractor. In other cases, such as boughi-out items,

information were readily available within the Department, the most appro

external index for the indusiry concermed would be used galthon

to obtain 'some contractorespecific information from I

indices would reflect overhead increases dueto inflation in the constituent j 3
of overheads. But they would not reflect rises or falls in overheads due to changes
in capacity utilisation. This point is discussed further in paragraphs 26 to 28,

Resource implications

22. Ve have had preliminary discussions with AUS(Stats) and with Stats(G), who
vwould seem the logical branch 1o be charged with estzblishing the new indices, about
the resources that would be reguired to do so. They feel that to create indices T
the top 30 or 40 defence contractorswould require approximately a Statistician
(Principal level) and an SAS (HEO level) for about 18 months and B0 (ADP) for
about 6 months. Once the indices were established only the ¥0 (ADP) would be
required on a permanent basis to help the present Stats(G) organisation maintain them.
These estimates are obviously extremely tentative znd will in so until work on
the indices is well under way.

23. There would of course be some extra work for

branches in providing data for the indices. Howeve

Firstly, we do not envisage any extra data being co

merely be a case of assimilating what is at present availab

By doing this it would be possible 1o produce indices which

would enable considerable improvements in P&P work 1o be ma

structing the indices felt that further potential improvemen

of new data, a case would have to be made for ihe exira resou

second point is that the central calculation of indices would

effort in finance branches and elsewhere. At present there seems 10 be dupli
of effort in the collection and analvsis of cost information from industry.
long term the resources saved should easily outweigh the effori reguired to set up
the indices.

24. As well as the short term resource implicatioms, two other possible disadventases
of the proposed index system have been put to us. Firstly would they be accepted by
finance branches, especially if they were made the "official' measure of P&P?
Although they would be defence specific, it is inevitable that in certain arezs they
would be too general, and, as with any indices, they would be averages and would not
therefore reflect inflation exactly for every indivicdual contract. Secondly, it
could be arzued that by taking P&P calculations out of finance branches we were
weakening the second objective outlined in paragraph 4, namely the conirol of inflation
at project or finance branch level. ¥e would argue that these disadvantages were

not serious. Althoush the indices would not be ideal in every case, it has {0 be
remembered that the system they would replace is far from perfect. If a finance
branch really felt its index was inapprooriate it should be reasonably easy to
identify the reason for this by examination of the dzta which had been used to
construct it. This could in some ‘cases lead to the indices being revised

because of information supplied by the finance branch. Ifyhowever, the difference
reflected wvausual circumstances relating to one particular project and not the
contractor as a whole, then of course when figures for that project were

being considered the finance branch could point it out as a special cas




)
and cxplain the circumstances. As for the second point on the control of i
accuratle assessments of inflation on a contractor basis could lead to betic

than worse, conirol. And finally one further advantage of the proposal is

indices could also be extrapolated centrally; although this would give no guar

of improved forecasiing, it would solve the difficulty of monitoring the effect of
forecasting error mentioned in paragraph 17.

25, UITRATY ¥ : T on - ;ablishr viould bo
OVi wgTeed measure 3 el : for expendity

ively low and mostly temporary cost and at the can

esources in finance branches from P&P work to more constructive

Overheads

——— ———

26.. The treatment of overheads is a major cause of the dis repancy between finance
branches PEP estimates and evidence provided by indices. At present they are ar
inconsistanily, with some finance branches ignoring overhecads infommation and oihers
including all overhcad rises as P&P.

2]« The major reasons for changes in overhead costs are:

2. changes in the price of the compaments of overheads, eg indirect
fuel, rates etc;

Bs chonges in quentitice ordered by }ODg

Ce changes in capacity utilisation caused by non~HOD WOTIC}

de naintenance of spare capaci for use on fulure projects: and
P P i
e. changes in companies'! costing structures.

28. Of the above, amly (a) would be reflecied in +he proposed indices;

in many cases have no effect on MOD expenditure but may merely reflect a

direct cosis 1o overheads or vice versa. The other 3 reasons are the mos

to estinate and cause the most controversy over vhether they should be treated 2

P&P or not. Ifeally we feel they should be identified separately from both voluze
and P&P  I1 would be possible to obtain a crude measure of the effect of (v) to (e)
in aggregate by compering the movemeat in the charging rate, which includes all
overhead changes, with the movement in the proposed indices, which would caly include
those due 10 (2). In cases where this difference wes substential, we feel ik

further work would be justified to iden?ify precisely where the cause lay; on

indced, it would scem to be good managencnt 1o aim to have 2 sysiem vhere the

of (b), (c), (d) and (e) could be identified indiviaually as a maii

question of the scope and extent of further work in this arcz sill be Separ

Further vork _ ' e

2?. This study has only considered Vote 2. Further consideration will have to be
given to Voies 1, 4 and 5. Our irmpression is that the problems of P&P work on those
voles will be less intractable than those on Vote 2.
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, JANE'S FIGHTING SHIPS
from the Editor

Captain John E. Moore, R.N

YEARBOOKS

Rickney

Nr. Hailsham

Sussex BN27 15F, England
Rt. Hon. M. Thatcher MP Telephone 0323 763 294
10 Downing Street
LONDON
SW1

Your reference our reference date 1 October 1982
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At the suggestion of Ian Gow I am enclosing a note on the present state
of affairs regarding the navy. This covers only a few points but does,
I hope, demonstrate that there are considerable savings to be made
without any loss of efficiency. There are many other areas in which
equivalent, and frequently better, equipment could be obtained at less
cost than current or planned contracts. One of the main problems In
'Mis respect is that the existence of such equipment is of‘ten not known
in the Mjpistry and nﬁqgggcturers, both large and small, find it
difficult to discover a point of entry. Even when they succeed in
giving an explanation of their products, too often they find themselves
pre-empted by one of the large monopolies whose alternative equipment
may well be obsolescent or even obsolete. A lead time of ten to twelve
years from the inception to completion of a class of ship or type of
weapon system (a period which the Ministry expects to increase in the
future) results in built-in obsolescence as the speed of technological
advance accelerates. I am confident that Geoffrey Pailie is aware of
all these problems and great comfort comes from knowing of his most
refreshing approach despite the opposition, apathy and ignorance which
delay his projects.

I do have a number of like-minded people who are very ready to help at
any time and if I can be of any service in the future it would be a great
privilege.

>

J.E. Moore,
Captain, RN.




The Ministry of Defence is a mess. It has been so since Mountbatten
left it in 1965. It was designed by him and the position of CDS fitted
him perfectly. He dictated the Ministry's operation and none has been
able to do that since. In the confusion of committees, registries and
ad hoc working parties which today are responsible for our security the
politicians have to cope with a mass of unexpected technicalities but
are aware of financial stringencies, the uniformed members know of some
of the technicalities but little of finance while the ma jority of civil
servants (except for the special few) have no professional knowledge of
defence matters, are sometimes expert in a small band of technicalities
and have a varying knowledge of financial affairs. The actual
Headquarter's figures, although at first sight absurd, demonstrate in
some measure the problems of assimilation of what is probably the most
complex welter of technicalities faced anywhere in the Government -

5 Government ministers, 2800 uniformed people and 12500 civil servants.

— e T —
One of the results of this situation is that all processes are slowed

down, obsolescence is up-dated and new ideas are unwelcome. Unfortunately
—
the speed of decision making compares unfavourably not only with
commercial organisations but also with the two largest navies in the
world. One of the great dangers in our present system is that, due to
the comparatively short tenure of office of both politicians and service
people, various adages become accepted doctrine - "2500 tons is the
least warship displacement to carry a helicopter", “anti-submarine
attacks will be made from ahead", "speed needs length". Perhaps the

']
most insidious is the "quality versus quantity" chant. None of the

first three has any factual tasis but the last is not only misleading




but undermines any attempts to achieve modernisation in the fleet at
an acceptable cost. In all current major naval requirements there
are considerable savings to be made if modern ideas were adopted -~
A ——————(
at the same time, with no reduction of quality more ships, submarines
and equipment could be made available. For example:-
Frigates The S90 design, a private venture, has currently received

—
grudging acceptance as a competitor against the British Shipbuilder's/Bath

Type 23 design. The claims for the S90 - greater payload, longer

e —

range, possibly higher speed, equal if not better sea-keeping qualities
Amm——

_,._--'-'-_ - - Iy . .
than the Type 23 =~ are based on sea trials of smaller, similar ships.

It has taken several years and considerable ministerial support to get
this far. Two, and possibly two and a half, S90s for the price of a
Type 23 appear attractive, particularly as the S90 consortium wants to

build at Chatham,

Submarines The last Controller visited West Germany to investigate
the claims of the I.K.L./Howaldtswerke submarine designs. On the basis

of a sea trial in a Type 209 boat his advisers recommended no further

interest. The 209 is a smaller design than that required by the R.N.
_

However, the I.K.L./H.D.W. Type 1500 ordered by India and their Type

2000 being considered by Australia both meet the requirements to which
the British Type 2400 is being designed. The significant facts are

that both the German designs are of higher performance than the Type

—

2400, require two thirds the crew of that design and would cost less
—————— —
than half the price of Type 2400. An agreement exists for the German

—

designs to be built in the UK under licence.




Torpedoes Stingray is now running its preliminary deep range trials
and, even in its present format,is probably still a long way from Fleet
acceptance., On 17 March 1981 Mr Mumford (AUS Mat (Navy)) remarked in
evidence to the Defence Committee "If we decide to move towards a faster
and deeper diving torpedo than Stingray which we may need ourselves in
the 1990." With new designs of Soviet submarines likely in the near
future maybe we need those attributes now.

As the American Gould package of £460 million for the Mark 48 mod 5
heavyweight torpedo was turned down in favour of the Marconi proposition

it now appears that we have a bill of £1.2 thousand million for this new

weapon. There is evidence to suggest that there is no proven Otto/HAP

propulsion system currently available for this torpedo and if the
Sundstrand turbine proposed for it is produced a number of chemists

on both sides of the Atlantic have expressed doubts about the safety
of the proposed fuel, a mixture of Otto fuel and HAP (Hydroxylamine and
Perchloric acid). At the same time there is some confusion in certain
areas as to why the heavyweight torpedo computer and software is
apparently being produced by a different subsidiary of Marconi than
that which produced the Stingray package. One of the advertised
advantages of the Marconi offer was that Stingray experience would be

utilised in the heavyweight.

Capt. J.E.Moore, RN
September 1982
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DEFENCE EXPENDITURE TO 1985-86
The Chief Secretary has seen your letter of 6-September.

He has asked me to say that he regrets that there still appears
to be disagreement about the basis of the £1,200 million cash
additions made to the defence programme at the end of the 1981
Survey. He agreed the cash additions last November because of
the severe difficulties that were then perceived by Mr Nott to
be facing the defence programme. It was said then that another
MOD overspend was inevitable in 1981-82, if the cash limit
uplift was less than £300 million.

In the event MOD had to take special action to avert a massive
underspend in 1981-82, notably by advancing a bill-paying date
from 1982-83, so that some £300 million of extra payments could
be made to contractors in 1981-82.

The Treasury understand that, Falklands apart, there are similar
underspending problems on the defence budget in the current year.
The Ministry of Defence is apparently contemplating yet again
action to counter this, including advancement of a bill-paying
date from 1983-84. The Chief Secretary's preference would be

that the underspend on "normal" expenditure be used to accommodate
some of the South Atlantic costs, thus reducing the charge on

this year's Contingency Reserve. And in so far as action is taken
to advance payments from next year into this, it certainly reduces
any case for additions to next year's cash programmes.

One of the arguments for a cash limit increase in 1981-82 was

that the allowance for defence prices was thought inadequate. The
Treasury never accepted the MOD forecasts of defence inflation.

I the event subsequent analyses by MOD officials showed that
defence non-pay prices rose only 12.3% in 1981-82. This was
slightly more than the original cash limit allowance. It might
have merited an increase of up to £100 million. In the event the
increase made was £300 million.

15
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The report of the joint review of the MOD methodology of calcu-
lating movements in defence prices - the Unwin report - found
widespread shortcomings in the MOD system; and-ctencluded that

MOD price methodology tended to overstate defence inflation, and

to understate "volume" and real growth. It is understood that

Mr Nott has endorsed the Unwin recommendations to implement reforms
in the MOD system of price calculation. Meanwhile the findings

of the Unwin report raise doubts about MOD's figures for real
growth in defence spending - quoted for example in your memorandum
C(82)3% as well as in your Private Secretary's letter. Calculations
based on the CS0's defence procurement deflator suggest that the
1981-82 level of defence spending was in fact 11% higher, in real
terms, than in 1978-79. This would be well in excess of the NATO
target and of the aim announced in Cmnd 8288.

In absolute terms, the UK defence budget, even leaving aside
Falklands expenditure, is higher than any of our European allies
and second only to the US. The UK's record on defence spending -
despite our economic difficulties - is excellent; and deserves
proper credit, not least in NATO.

I am copying this letter to the Private Secretaries to the Prime
Minister, the Foreign and Commonwealth Secretary, the Chancellor
of the Exchequer, and to Sir Robert Armstrong.

X:ws s{..cm(j
Towy Matas

T F MATHEWS

Private Secretary

2
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INTERVIEWS GIVEN BY SIR HENRY LEACH

The Defence Secretary would welcome a brief word with
the Prime Minister at a suitable opportunity about the
interviews which Admiral “Sir Henry Leach gave at the weekend
to the Sunday Times and to the BBC.

There was difficulty in June over Admiral Leach's
address to the RUSI and a subsequent dinner which he gave
to Mr Callaghan to speak to him about the naval programme.
As a result, Sir Frank Cooper spoke to Admiral Leach and
subsequently minuted the Chiefs of Staff about the general
issue of relations with the media. As this is relevant
to recent events I am attaching copies of these papers.

Also attached is a transcript of Admiral Leach's
interview with the BBC yesterday.

Tamn iy,
Akl (W

(R C MOTTRAM)

Robin Butler Esq
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We have been suffering again recently from a good deal of
heavy briefing, some of which has been in direct conflict with
the Government's defence policy. This has included private
meetings with Members of Parliament - including the Opposition;
encouragement of lobbies; and addresses being given by senior
officers with politically controversial content o SNt hd sy s
damaging to the Government, Ministers, and ultimately Defence
as a whole.

2. It has been long estazblished that the Services k eep quiet
about politically controversial issues s that relations between
Service personnel and Ministers or the advice given should not
be disclosed, ai that the Services and the MOD should not be
brought into disrepute

3

G After the Falkland Islands, Defence is a subject of great
public interest. But I would ask you to ensure that senior
officers and others do not indulge in lobbying or unauthorised
briefings and speeches. In particular, Members of Parliament,
of whatever party, should not be lobbied or entert ained with the
aim of influencing them against the known or published policies
of the Government.

1 I would be glad if you would remind your senior people -
both inside the MOD and outside - of the need to behave properly.
I will make sure my own staff are reminded. The faect is that it
is not possible for any organisation to perform properly if
internal policy debates become a matter for external lobbying.

FRANK COOPER
13 July 1982
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DEFENCE EXPENDITURE TO 1985/86

The Defence Secretary has seen the Chief Secretary's
letter of 11th %pgust, on which he has made the following
observations.

First, he has noted that the Chief Secretary is 'reluctant
to reopen the agreement' reached last year, with the implication
that last year's Iigures should be allowed to stand in PES 1982.
He has asked me to point out that it was part of last year's
agreement that the figures for 1983/84 and 1984/85 were pro-
visional and Cmnd 8494 made clear that they would be reviewed
in the 1982 Survey.

Secondly, Mr Nott has asked me to point out that Mr
Brittan's reference to the defence budget additions agreed in
PES 1981 does not correctly reflect the basis on which the
case for the increases was made. As my predecessor explained
in his letter of 25th February this rested on the higher prices
in the defence programme actually experienced in 1981/82, which
had to be reflected in increased cash provision in PES 1981
if the 3% commitment was to be maintained. Mr Nott rejects
absolutely the view that the PES 1981 additions were 'on top
of 3% real growth provision' (together with the implication
of the Chief Secretary's third paragraph that he was not
Justified in seeking a revision of the defence cash limit).

If this were the case, real growth in 1981/82 (over 1978/79)
would be significantly greater than the 8% for which Cmnd 8175
provided; and growth in 1982/83 would be correspondingly greater
than the 11.3% provided in Cmnd 8175. In fact growth in 1981/
82 - when the cash limit was spent in full - is calculated at
less than 73% and this figure has been quoted by Defence
Ministers with the agreement of the Treasury. The growth
implied by the cash provision for 1982/83 is in line with Cmnd
8175 (ie 11.3%). Indeed, Mr Brittan himself has said - and

was the first Minister to do so (in his Oxford speech in April) -
that the 1982/83 cash provision represents a_real increase of
about 11% over 1978/79. The Chief Secretary's assertion that
the PES 1987 additions were on top of 3% growth is simply not

J Gieve Esq
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reconcilable with these statements and the facts which support
them and Mr Nott is surprised that Mr Brittan should have
reverted to a position which events have shown to be unsustainable.

Mr Nott therefore maintains his view that, for the reasons
set out in his letter of 5th August, additional provision is
required if we are to meet the 3% commitment. NATO have been
informed, with Treasury agreement in the UK DPQ 82 response
that existing cash provision in 1983/84 and 1984/85 allows
less than 3% growth, if inflation is in line with the cash
factors, and there is bound to be criticism within the Alliance
if we fall short again.

Finally, as to the defence non-pay relative price effect
which the UK - along with our major NATO allies - experiences,
the Defence Secretary has indicated his willingness to discuss
how provision should best be made for it. He does not, however,
understand Mr Brittan's reference to paragraph 2(v) of Sir Robert
Armstrong's minute of 2 December 1981. In his view that sub-
paragraph was intended to close the books on PES 1981, not to
rule out all future consideration of RPE; the remaining sub-
paragraphs of Sir Robert's minute are consistent with this
view.

I am copying this to the Private Secretaries to the Prime
Minister, the Foreign and Commonwealth Secretary, the Chancellor
_ of the Exchequer and Sir Robert Armstrong.

VMA §inwrt(7 ,

v‘%\'«q/A mﬂm

(R C MOTTRAM)
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PRIME MINISTER

SBAC FARNBOROUGH INTERNATIONAL 82 - EH10l1 and P110

I can understand why John Nott feels it essential to give a strong

p031t1ve 1ndlcation of support for the aerospace industry db

o = e e

Farnborough and while I do not object to his proposed statement

—
it would have been helpful if we could have been given more time

to consider the implications.

2 I welcome the fact that the statement falls short of full

commitment to these two very expensive projects. But the
expectations of Industry and others can only be raised and if
there is some major hitch, for example over Italian participation
in the EH101l, our room for manoeuvre will have been further

curtailed.

3. The EH10l1 will be a major commitment, with significant civil

implications. Before any commitment to full development there
should be collective discussion in OD, perhaps when the Italian
position is clear and the Westlands/DOI discussions have made
progress. It will also be necessary for formal Treasury approval
to be sought before any new Government financial commitments are

entered into on the research aircraft programme.

4, I am copying this minute to the Secretaries of State for Defence

and Industry, to other members of OD and to Sir Robert Armstrong.

35y

LEON BRITTAN
3 September 1982
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PRIME MINISTER

SBAC FARNBOROUGH INTERNATIONAL 82 - EH101 AND P110

The SBAC Air Show at Farnborough will focus particular
interest on the future prospects of the new Westland/Agusta EH101
helicopter and the industrial proposals made recehtly for the P110.
BAe.w1ll be making a statement on Sunday on the P110 and we
should make our position clear as Farnborough assembles.

P2 Much progress on EH101 has been made towards Anglo/Italian
collaboration at both the defence and commercial levels. A basic
design has been agreed which meets both countries Naval require-

ments, (in our case linked closely with the Type 23 Frigate), and
also provides an attractive springboard for exploiting a substantial
civil market as well. I have discussed all this several times

with Signor Lagorio the Italian Defence Minister and we have agreed
that‘%he right approach is to integrate these defence and civil

prospects and involve the industry itself in a Jjoint venture to
?Eﬁzg_zhey also contribute risk capital. Our Department of Industry
and the Italian equivalent MICA, have been fully involved.

Patrick Jenkin is to meet Signor Marcora at Farnborough to discuss
further their Jjoint intent to pursue these objectiveét

3 In Italy financial provision for the Naval helicopter is being

made by a Parliamentary Law (which includes also the Air Force

AMX project and an Army communications programme). The Law has
gained approval through the necessary Committees and now requires
only formal confirmation by the House and Senate. Lagorlo is fully

confident that this will happen, probably in October, not least

because, if not, there would be a major defence crisis. Lagorio's
re-appointment to Defence in the reformed Government has ensured

1
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continuity. On the civil side, MICA claim to have already the
necessary funds available and, you will recall, are anxious to use
;Eém for EH101 to pre-empt diversion to the A320. All the indica-
tions are that Italy will come up with its half share of EH101

costs in the next few months.

4, On our side, provision is being made in the defence budget

for an appropriate Naval share of the development costs. The main
outstanding financigiﬁggﬁue is the Westland contribution to a

Joint venture for part of which they are looking for some DOI support
in the form of launch aid. Detailed negotiations are in hand

but will not be completed before the Farnborough show.

S Neither we nor the Italians can make an immediate announcement
~about Full Development but there is the need to be helpful at
Farnborough and not uhdermine the essential commercial exploitation
of the EH101 in that special shop window. We do believe that the
world commercial and military market, apart from the naval market,

——

S

for the new medium helicopféf could be very large; but if we are
to capture it we must move aheaaffégf-fd_ﬁghzﬁ-the business before
the Americans. I propose to reflect confidence that the EH101
programme ought to be underway early next year.

6. The P110 situation is more difficult. Considerable political

pressure has been gené}ated recently but there is little evidence

yet on the prospects for collaboration or of an adequate commercial
export market for the aircraft design being put forward by industry.
Nor am I yet persuaded on the sort of aircraft needed for defence
purposes or of its priority and affordability. It would be premature
to give the sort of commitments being suggested by industry.

Te Equally it would be damaging to do nothing. Industry has

taken the initiative as we have urged them to do and deserve support;
we ourselves need to be better informed if future decisions are

to be taken with confidence. I have proposed to industry that we
should jointly undertake an experimental research aircraft programme

2
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which would bring together current component elements of demonstrator

ﬁézg.to further advance our knowledge of the new technologies

which will be essential to meet the high performance requirements
now forseen. Work on such a research aircraft would help to sustain
the nucleus of a design team in BAe and other parts of the aero-
space industry which otherwise could rapidly erode to a point where
there would be no longer an adequate national capability to undertake
military aircraft development.

8. This would not certainly be a commitment to the P110 and major

L= )

objectives of the research aircraft programme would be to explore
technologies relating to high agility, composite materials, Stealth

(i.e. minimum radar and other signatures), artificial ;%ability and
——

advanced cogﬁﬁzt and weapon system designs which would apply equally
to any future aircraft project, including improvements to Tornado.
To enhance this work and provide better confidence in future STOVL
possibilities for the 1990s a smaller, parallel programme would
investigate STOVL engine aspects and control in the hover.

9. It will take some three years to build this research aircraft

—

and the total programme could extend to five years. Costs, including

et ey

the parallel STOVL work, would be up to £30M per xeg; and I am

prepared to EEEE-EEEg-in the defence budget as a necessary investment
to creat a sounder base for later decisions and to reduce the risks

of wasteful mistakes. It would also carry us over the difficult
social, industrial and employment problems and for our long term
military aircraft capability which would arise if we were to allow

the design effort of British Aerospace to disappear. I hope that
European partners, who face similar defence and industrial difficulties
(the latter particularly as Tornado passes its peak) will be persuaded
to join and share in this work. I shall discuss this with them

when we meet later this year.

10. At Farnborough I propose to counter our inability to accept
the industry's P110 proposals by this positive proposal to undertake

)
CONFIDENTIAL




CONFIDENTIAL

a research aircraft programme which will provide very practical,

significant and technologicgi'assistance to any industrial
initiative, whilst we gain better understanding of the many
operational, international and political issues involved, including
the essential market and collaboration prospects and the central
questions of costs and affordability.

1M1 I am attaching for information the text of my statement to
the Press.

12, I am sending copies of this minute to the Members of 0D,
to the Secretary of State for Industry, and to Sir Robert Armstrong.

KWW\«

John Nott

Apemred by i Bew JeseCoy

g }n'smA a0y ahyi

Ministry of Defence
31st August 1982
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MOD PRESS RELEASE - FARNBOROUGH INTERNATIONAL 82

To be issued Sunday 5th September 1982.

Statement by The Rt Hon John Nott - Secretary of State for Defence

The EH101 Medium Helicopter

Te Very heartening progress is being made in establishing collab-
“_—-—-._—_.__,_.—l——“

orative and joint venture arrangements for the new EH101 helicopter.

— — _
ey

2 This helicopter with its good endurance, high agility essential
for adverse weather deck landing, substantial payload and advanced
avionics capability will provide the new Royal Navy Type 23 Frigates
with an organic air capability for hunting submarines and destroying
them at long range with Stingray torpedoes and other weapons. The
helicopter will not only operate from the Type 23s but also from

the Invincible class carriers, Royal Fleet Auxiliaries and other
ships and from land for the crucial role of shallow water anti-

submarine defence around our coasts.

e Similar Italian Navy operational requirements have led to
collaboration. In addition, Westland and Agusta have identified
substantial commercial market opportunities for such a helicopter
and they have formed a joint company EHI to exploit together the
full naval, civil and utility potential of this new helicopter. We
are thus uniquely bringing together two nations, two Governments,
two companies, two kinds of investment, public and private, directed
towards a total market giving attractive prospects of a sound
commercial return and an affordable defence capability.

4., Joint Anglo-Italian project definition studies for the naval
helicopters were completed this summer and there is joint agreement
also that the design provides the right springboard for commercial
exploitation. Recently, I have had two most helpcul personal
discussions with Signor Lagorio, the Italian Defence Minister, and
we reached full agreement about the importance of and our approach

to this EH101 programme. The Department of Industry and their




counterparts in the Italian MICA have made excellentwgfggress also
in their intention to pursue the civil and utility aspects of this
Anglo-Italian co-operative project.

o) Current activity involves those detailed administrative
processes in both countries, such as completing a further Memorandum
of Understanding, writing the Development Cost Plan, negotiating
contract terms, agreeing the appropriate levels of cost sharing

and obtaining the necessary authorities for expenditure which will
enable the formal start of full development. This should be possible
by early next year. Meanwhile it is important to sustain the
deEE%GE“§EIEE_Eés been built up (MOD have spent already some £60M
and Westland have contributed their own money