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ClevelandHouse, St. James's Square, London SW1Y 4LN
Telephone:01-9309766

Lord King of Wartnaby
Chairman 23rd February, 1984

The Rt. Hon. Mrs. Margaret Thatcher, MP,
The Prime Minister,
10 Downing Street,

London, S.W.1. VJ:’

A short note to say it was good of

you to spare the time to see me
yesterday, particularly in view of

the very heavy programme that you had
and, on top of everything, a bad

cold, which I hope will soon be better.

I came away feeling much less
depressed.

/‘737 Zﬁziabw-iég. Y Zflﬂ ’ cesu 611:,‘
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10 DOWNING STREET

From the Private Secretary 22 February 1984
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BRITISH AIRWAYS PRIVATISATION

Lord King came to see the Prime Minister today. He put
very much the same case to her as he had done to your Secretary
of State. In just over two years, BA had been turned from a
loss-making airline into one of the most important and profitable
in the world. The workforce had been reduced from 59,000 to
35,000. This had been achieved without industrial unrest
because those remaining in the industry understood that they
would eventually be working for a successful airline.

His worry was that, under pressure from the Conservative
backbenchers and other UK airlines, the CAA would recommend a
major re-allocation of routes. A foretaste of this was to
be found in the terms in which the CAA had written to the
Department of Transport about allocation of the Riyadh route
to British Caledonian. Lord King did not object to this
decision as such but to the suggestion in the CAA's letter
that, in the interests of '"competitive balance' between UK
airlines, it was unlikely that further routes would be allocated
to BA. This, in effect, denied BA any prospect of expansion.
Lord King said that such a ruling, or worse a recommendation
to take away some of BA's existing routes, would make it
impossible to write an adequate prospectus. The privatisation
exercise could be put in Jjeopardy.

Lord King denied the premise on which CAA and airlines like
BCal appeared to be operating. He did not believe that
competition was increased by re-allocation of routes. He
was already in competition with all the other airlines flying
the same routes as BA. In his view, BCal's argument was
about the transfer of business and profits.

He could not agree to a reduction in the size of BA.
This would undo the achievements of the past two years and
would mean going back on his agreements with the BA workforce.

He was concerned that the CAA might be developing an
independent policy which favoured a number of small airlines
in the UK. The Secretary of State for Transport could be put
in a difficult political position if their review came out with
a recommendation for a major re-allocation of routes.

/The Prime Minister

4




The Prime Minister took note of the points made by Lord
King and agreed to consider them further,

The Prime Minister has asked for a report on the nature of
the CAA's review and the kind of recommendations which might be
expected to emerge. She has asked whether there is substance
to Lord King's contention that if CAA recommended a major
re-allocation of routes, the Secretary of State for Transport
would either be in the difficult political position of rejecting
the recommendations or accepting them and putting the privatisation
timetable at risk. Finally, she has asked for your Secretary of
State's views on the argument that a re-allocation of routes
between BA and other UK carriers would not .affect. competition
in the industry.

\t4=hv~ ’PV**‘*‘A?
- quawna‘_tlh_Lu}A

(ANDREW TURNBULL)

Miss Dinah Nichols,
Department of Transport.
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21 February 1984
Policy Unit

PRIME MINISTER

LORD KING'S MEETING WITH THE PRIME MINISTER
WEDNESDAY, 22 FEBRUARY 1984

Lord King will want to argue that British Airwavs should not be

restructured or reduced in size in the run up to privatisation. He

will point to his undoubted success in turning round the Corporation
from loss to profit, and in the better performance that is being

recorded across the board.

We suggest that you should congratulate him on the substantial

progress made, but should be impartial concerning the resolution

of the British Airways debt problem and over the route licensing

questions.
#—ﬁ
The Secretary of State for Transport is thinking of a deal which

would entail British Airways surrendering some of its routes in

return for payments which could correct the balance sheet deficit.

e —

It is a difficult hand to play, as the routes are not the property
W e
of British Airways but are the result of a grant of licence by the
e — S Ly i =
CAA. The Secretary of State cannot be seen to be meddling with BA's

—

commercial decisions. However, it would be unfortunate if you

said anythiné‘which made it more difficult for Nicholas Ridley to

use the debt problem if necessary to persuade BA to sell some assets

and make its own contribution to a better balance sheet.

The question of route licences is under review at the moment by

the CAA. Until they report the matter is sub judice, and it would
be dangerous to comment on the likely outcome of the CAA review.
B.Cal. and some of the other independents have made submissions, as

have British Airways.

An ideal political outcome in the end would be:

a. some modest reduction in the number of British Airways

domestic routes and associated assets;

some cash from their sale which could offset part of the costs
of repairing BA's damaged balance sheet (which their trading cash

flow should also help);




greater competition on the UK domestic routes. Experience to
date has been encouraging in that where routes have been opened
up to competition, the response of BA and the other airlines

has been good, with fares coming down and services improving.

You could agree with Lord King if he pours doubt on Sir Adam
Thompson's motives in wishing to reduce British Airways' dominance.
It is not based on the principles of competitive free enterprise.
B.Cal wishes to gain UK rights over certain international BA routes.
B.Cal is in some difficulty with its South American and Nigerian
routes, and is therefore looking for help rather than new

competition.

There is no chance that the vexed question of airports can be resolved

: . . " _‘“ )
before the privatisation of BA. Nicholas Ridley is right to make

the easy moves first and to consider airports policy more generally

in connection with their privatisation.

L.ord King was right to dismiss the B.Cal initiative some months ago

as a smash and grab raid. However, he has a PR problem. BA have

allowed B.Cal to play David against BA's Goliath. BA should now set
eess——— 2 e 0020202020222 =————————

to work on recapturing the lost initiative to help the Government on

the presentation ready for privatisation.

Our own back-benchers and the press do not fully understand that

BA's principal competitors are not the UK independent airlines, but

the international airlines, many of which receive hefty state

subsidy. The privatisation of BA is light years away from the
——

substitution of a private for a public monopoly. Where anti-

competitive practices exist, they are the result of route licensing
activity by governments, not the result of the present aviation

industry configuration.

It would be unwise for you to concede that privatisation necessitates
the maintenance of all BA's current routes, or prevents more

competition on domestic routes in due course.
g"ll } K . -

JOHN REDWOOD ROBERT YOUNG
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Private Secretary
10 Downing Street
LONDON SWl1
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Deas PFJ,JL Seclon

Lord King is coming to see the Prime Minister tomorrow.
I enclose a brief on aspects of the preparation for privatisa-
tion,

As vyou know, my Secretary of State saw Lord King and his
Managing Director Colin Marshall yesterday evening.
Mr Ridley impressed on Lord King, who appeared to take
the point, that in the 1light of the figures now beginning
to appear, he felt increasingly that there would be no
case for the Government to authorise an approach to the
court for a write-down of British Airways capital as a
preliminary to privatisation. Such an approach would be
bound to be criticised in Parliament, It is still premature
to decide whether (ang if sSo, how much) the flotation should
be carried out in a way that would enable part of the proceeds
of sale to improve the debt: equity ratio in British Airway's
balance sheet, put Mr Ridley re-emphasised that he looked
to the airline to do everything feasible to improve their
balance sheet by their own efforts including revaluation
of assets, and sale of profitable assets, It would gbe
helpful if the Prime Minister could endorse this message.

~ —_ ————

On the pressure by BCal and other independent airlines
for routes to be taken away from British Airways before
privatisation, the Prime Minister will recall that
Mr Ridley has asked the Civil Aviation Authority to assess
the implications for competition and the sound development
of the British airline" incustry of the privatisation of
British Airways. —rM=Ir report is not due until July, so




\

the issue is for the time being in suspense, Lord King
may urge on the Prime Minister, as he did on Mr Ridley,
that British Airways should not suffer any loss of routes.
Mr Ridley took the 1line that the remaining 1issues over
privatisation, including both the question of a £financial
reconstruction and of fair competition, had overall to

dig themselves into an entrenched position in advance of
the CAj's report and recommendations. The Government would
need to look at the position as a whole when these recommend-
ations were received. The Prime Minister may like to endorse
what Mr Ridley said, and certainly not to give any commitments
on routes before the CAA report has been received.

htm= acceptable to Parliament. British Airways should not

MISS DINAH NICHOLS
Private Secretary




BRIEF FOR THE PRIME MINISTER'S MEETING WITH LORD KING, CHAIRMAN
OF BRITISH AIRWAYS, 22 FEBRUARY 1984

A note on the main issues follows the "line to take".

to take

The Prime Minister might like to take the following line
Lord King:-

Recent results

BA are to be congratulated on their dramatic return to
profitability.

Routes (paragraphs 5-8)

BA must recognise the political pressure on the Government
to reduce BA's dominance before privatisation. The
Government will have to give full weight to the Civil
Aviation Authority's recommendations when they complete
their review in July.

=T

(if raised) London-Riyadh service (paragraph 9)

This is a new route and does not prejudice the CAA's or
the Government's decisions over route transfers. As there
is likely to be an appeal the Riyadh decision must be
treated as sub judice.

Balance sheet (paragraphs 10 and 11)

BA must do all they can (including revaluation of assets,
profitable disposals, maximising bottom line profit and
repayment of borrowings) to restore their balance sheet

to viability: they should not rely on a capital reconstruction
facilitated by the Government.

(if raised) Pay
BA were right to aim for a two-year pay deal, but their
offer was on the high side. We are glad BA are determined
not to increase the offer and to withstand current strike
threats from engineers and cabin crew.

(if raised) Pensions

BA are to be congratulated on their ingenious proposals for
closing the present fully index-linked pension scheme to new
entrants and for inducing its members to transfer to the
new, less costly scheme.

cmm—




Background

3 Following E(DL)'s decision on 24 November 1983, Mr Ridley
told Parliament on 12 December that the Government would vest
the British Airways Board's business in British Airways Plc on
1 April 1984 with a view to a flotation of the airline, based
on results for the half-year to 30 September 1984, in early
1985, soon after BT. Preparations for vesting are now well
advanced; and work is also proceeding, in co-operation with BA,
on preparations for the flotation.

The main issues

4 There are two main areas of difficulty that may arise at
the meeting:- ——
E——

(a) BA's routes; and

(b) BA's balance sheet.

Routes

and
5 This is a difficult/controversial subject. The independent airlines,
notably British Caledonian (B Cal), have argued that BA is too
dominant and that more competition should be introduced into the
airline industry before BA is privatised. B Cal have pressed
publicly for the transfer of some of BA's routes together with
the related assets (for which they have said they will pay).
The independent airlines' case has attracted considerable support,
not least among Government backbenchers.

6 In response to this pressure Mr Ridley announced during his
statement in December on British Airways' privatisation khat he
was asking the CAA to advise him on the implications of, privatisa-
tion for competition and the sound development of the British
airline industry. The CAA decided the best way of responding was
to initiate a review of its licensing policy and to that end has
begun a process of consultation with the industry and other interests.
The Authority is being asked to give advice and recommendations
to the Secretary of State well before BA is privatised. He has
been set a target date of 16 July. It is too early to forecast
the outcome.

¥ BA's counter-arguments - and they have recently put these to
the CAA 1in their contribution to the review - are -

(a) that privatisation is irrelevant to the question of competition:
the independent airlines' concern springs not from privatisation
but from their recognition, in the new efficient and profitable
BA of a formidable competitor;

that it would be very unfair to BA and their staff to penalise
them for their turnaround by docking their routes;




that giving up routes will damage the prospects for
privatisation;

that BA already faces sufficient competition, both on
domestic services and, from roreign ailrlines, on international

routes; and

that to substitute B Cal for BA on various international
routes, as B Cal wish, will not increase competition at

all.

8 Mr Ridley discussed all this with Lord King on Monday evening
20 February, reiterating the political case for" doing something
to meet the criticism of BA's dominant position and urging Lord
King again to consider offering some voluntary route transfers

to B Cal. '

9 Lord King is particularly incensed at the CAA's recent
decision to license B Cal, rather than BA, to fly the new route
between London and Riyadh in Saudi Arabia. The decision 1is
subject to appeal to Mr Ridley, and BA are also believed to be
considering taking the issue to the courts on the grounds that
the CAA have exceeded their statutory powers. :

Balance sheet

10 Hitherto it has seemed that BA's large negative reserves and
massive debt will make it difficult to privatise them in the near
future without some sort of capital reconstruction, if only by
letting them retain some of the proceeds of sale in order to
restore their debt:equity ratio to viability. Obviously, however,
a capital reconstruction facilitated by the Government will only
aggravate the independent airlines' criticisms of BA's unfair
dominance of the market.

il Lately BA have made good profits (estimated by them at

some £280m before tax and interest for 1983/84) and have thereby
begun to improve their balance sheet themselves. But if there is
to be hope of avoiding the need for Government help completely,
they will have to do a lot more - eg revaluation of assets,
profitable disposals, avoiding unnecessary capital expenditure,
maximising repayments of borrowings. As a first step; Mr Ridley
has told Lord King that he considers that an approach to the Court
by British Airways Plc for a write-down of capital (which E(DL)
thought would be criticised in Parliament as a device) must and
can now be avoided. Lord King appeared to accept this.

CAP1
Department of Transport

21 February 1984




Financial Times Thursday February 2 1984

Michael Donne looks at the main issues raised in submissions for

thcl Civil Aviation Authole Polec 4 Ko ew
¥4 o W f« -.1 .y

BA opp
G5

ANY TRANSFER of -routes
from British Ajrways to British
Caledonian Aifways and other
independent airlines would
seriously jeopardise the success-
ful privatisation of BA, prob-
ably driving would-be investors
away. :
This point is made strongly
by BA in its detailed submis-
sion to the 'Civil “Aviation
Authority’s review of avil
aviation policy, published yes-
terday. The review jis being
conducted” ‘urgently by the
authority at thé request of Mr
Nicholas Rldlq', ‘Secretary for
. BCal isuhngforambmt_n-
tial transfer of routes and air-
icpendents (18 bk o oo
independents (in return :
payment which would be in
excess of £200m), so as

LIRSS T
AT e o

in effect be useless, since it
would dilu;:lct’ ovm]ddl UK ai;
transport whi shoul
be directed to meeting foreign
airline competition.

The emphagis that both BA'
and BCal put in their submis-
gsions on the routes transfer
issue mean that it now becomes
one of the central issues, if
not the dominant one. in the
policy review, and is bound to
influenpe  the L£AA’s : own
attitudes in’ settling - future
route licensing policy.

- Routes transfers are also
bound to become a significant
political jssue over the coming
months.,

en

oses route-shedding to

e ]

ents on privatisation

BCAL
Reorganisation
of routes urged

“ONLY A substantial re-gorgan-.
isation of routes to strengthen
the networks of Britain’s private
sector airlines will improve
competition” in the UK civil
aviation industry, aceording: to
“the independent British Cale-
donian, Brisain's second. largest
scheduled airline.

In its submission BCal claimsg
that reorganisation would en-
sure that the independents, to-
gether with British Airways,
could compete with foreign air-
1 as effectively and profit-
ably as possible. g

¥elieves that the oppor-
tunity for such changes offered
by the Ampending privatisation
of British Airways is unique,
* Privatisation is g watershed,
because it will result in impor-
‘t;mt t_:hanpgeq ‘:h tli:e dominant
Tganisation in the ind , and
will affect al] others.” g

BCal argues that the civil
aviation structure in the UK is
out of balance—in terms of air-

line strengths and airports

. Since 1971, 14 .airlines pave
failed "in Britain, BCal is the
sole survivor of independents
which sought to operate long-
haul scheduled services.

The imbalance between the
size of BA and the smaller
independents cannot be altered
by market forces alone, and it
requjres Government actipn fo
achieve a realignment,

The airports problem stems
from the fact that Heathrow
handles 27.1m scheduled” pas-
sengers p yvear, while Gatwick
handles:only 5.1m (the rest of
Gatwick's 12.5m annual trafic
is mainly non-schednled and

charter traffic). ¥

“There is a clear need to
reinforce the Gatwick ‘policy
and enhance its development
for scheduled services. 'The
target should be to develop
Gatwick to the point where
there " is indifference among
foreign’ ‘operators as to the
London airport they serve,” says
B‘Cal' ) . ‘__l .‘I_.
" To achieve this, aisline re-
structuring through * route
transfers from BA to BCal and
the other independents should
start soon. “It is glear that aip;
line restructuring cannot
divorced from issues of v
policy and capacity,”

BCal says

not in .}
interests of users pr of
devefopment.. In': g : -
disguised attack on BA, B-Cal;

A ‘on: * Among the risks of

3\ <cpncentration of interna-
$ional scheduled services in one
darge-scale enterprise is the
“Hkelihood, unless continuously
sohallenged, . of iods of
inertia, lack of
novation of mew products,

hsence of vigour in develop-

ot of ‘pew services and an

Nty to-mask ineficiency,

(ol in. the

e of being imeplace-
wever capable manage-
§ it works hetter when
Iy challenged,” .= "
Cal “elaims that it is the,
“airline ‘ablé  to eompete’

: comprehensively. *1If.

} of * policy ' 4549 -

ACE * competition © among
airlines, there must be-a-
cation of existing route
tunities from BA to BCal.|

8ation  “accentua %

¥ It -warns that privatisation’
Will strengthen BA * because it
Ahe born 2 very

i i base - with

1o " .debt capacity,

ige rate gusrantees and

nt of state investment."

: the absence o
competition is




te8 Sthat ought 19 he trans
%00 10 it, and an gnajysis of
Ukely

is helieved to be sug-
ges that up to one-third' of
BA's " routes, covering well
Over 3m passengers a year,
ought to be transferred to
BCal and other independent
dgirlines and that most of the
new traffic ought to be flown in
‘@nd out 'of Gatwick rather than
- throw. . o

AThis puts the transfer of
% mto a mueh higher level
1t e onipinalty e b
b -WAS ong d v
gm”xm, -chairman” of BA,
and ‘makes it seem more like
MAismamberment of BA.

< 4
L& ek f

[BRITISH AIRWAYS

JEOTS = N British - Airways’
urogte " structure, ‘with transfers
of routes and aircraft to the
independent airlines, ~would
€ast doubt on the -airline’s
“future’ among. potential inves-
“ore, and impede progress
towards a successful privatiss-
/86D of the state airline. .
£.5.Fhis is ome of the key points
»Z?A’s counter-aptack o the
- bid for some of Hts routes,
seguteined in BA's submission.
»='BA declares 'that. it is con.
winced therg is 70 case for re-
] . its prasent “share of
nitiofial or domestic air
- fignifichnee
‘a dominant share.
4 Fares, ‘capacity and service
! dards, says BA, are dictated
competition from other
3 ationd] airlines,
o Theére 49 amajor fallaty in
¥ drgument that to transfer
Foutes from one British sirline
40 another would create more
ieompetition,” . :
S The competition, it stresses,
\{#8mes from the foreign alrlines,
* which. the UK .airline industry
8Ho" 1 .be aimed at beating.
S A prime . requirement for
~4ny . airline 'is that the Jroute
_network for which, having been
‘designated and licensed, it
, blens its resoutces (aireraft,
#taff, ground equipment, build.
‘Ings) is and remains, as far as
‘ possible, the. route network * it
18 allowed to Ay, AR
, “Without reasonable seclirity
of . tenure, investment by &n
aiffine, and hence investment in
an girline, would involve great
risk.

2

" Investors, would, therefore,
require & higher level of return,
and the cost burden on the air.
line would be increased. This
Would have to be passed to pas-
sengers In the form of higher
fares and/or in the case of

Imetnational services, would

put UK airlines in a very un-
favourable position against

foraign competitors, thus
making profits impossible and
continuing investment capital
Ainavailable,” x

BA Bays there are “ over-
;!laehn!ng economic and practi-

international routes to another
girline,” ',
BA arfues that:

® To transfer routes from

Heathrow to Gatwick reduces

the UR market share of the

premier airport generally ‘and
ntire UK competitive

® Permitting foreign airlines to
from Heathrow, while the
UK witline fijes from Gatwick
or Stansted, would be of dis-
advantage to the UK and would
reduce its market share,
® Even if the foreign airline
could be persuaded to transfer
its parallel service to Gatwick,

e range of points served from
Heathrow would be reduced and
interline (connecting) traffic
lost.
® Gatwick’s single ranway is
saturated at- peak commercial
times on some days of the week.
® Resources would be wasted
Or not used to their optimum
advantage,

BA claimg that it would be
fronic, “not to say unfair, if
BA weére now to be penalised
for its increased efficiency.”

“Why shéuld a privatised

British Airways be In & better
position. to act in an anti-com-
petitive manner ‘a Btate-
owned British Alrways with the
backing of the Treasury ?
.. " The real reason why BA is
BOW a greater force 1o be
reckoned with, is that pressures
of ‘the ‘market , Place have
already forced it to achieve cost
and performance efficiency that
puts. it very high in the intérfia.
tiondl Teague, *

"It would bt § poor ‘Feward
for BA and fts staff if the con-
Sequence of its efforts were to
be the arbitrary removal of a
share of its business.”

It is also BA’s belief that
there are no valiq reasons for
structural changes if the British
air transport industry,

BRITISH ATLANTIC
‘Competition
absent’

BRITISH Atlantic Airways, the
newly created airline which
wants to operate a2 UK-New
York service, argues ig its sub-
mission that « effective competi-
tion s conspicuous by its
absence. on the UK's inter-
naIt:onaI air services."

8ays the authority shoulq
Stress to the Secretary of State
the urgent need for g revision
of the UK's internationa| air
serviceg agreements with the
U.S. and other countries,




b" Financial Times Wednesday February 1 1884

BCal seeks more of BA’s 1

wnmnom:.ugo»mcowr.t :-,

BRITISH CALEDONIAN, “the
independent airline, is believed
' to be suggesting to the Govern-
ment that up to a third of
British Airways’ routes should
be transferred to the indepen-
dent sector on privatisation of
the state airline,
This goes much further than
the original £200m plan for a
transfer of routes and equip-
. mept originally proposed by
BCal months ago.
1t is bound to generate a fight
between the two airlines and
effectively .makes the BCal plan
& political factor in the aviation
policy review.
. This is being conducted
urgently by the Givil Aviation

‘other hodies had

Authority at the ‘request of Mr
Nicholas Ridley, Tra rt Sec-
retary. Submigsions by more
than a wscore of- airlines meg
Y
by the authority by late last
night, including those rrmn BA
and BCal.

Both BA and BCal hnve mde

route transfers a major item’

in their submjssipns, BCal has
asked for details: of the
proposed route transfers to be
kept secret at this stage but’jt
is understood it has gone mych
further than originally thon;ht
likely.

Its overa]l objective would
be to transfer yp to "sbout a
third of BA's routes to the

independents.' Of these about & lipe industry

li‘il -l"

1"

" itself

half in mrg wpuld 30 m_, BCal
to
mdependapts

The de n conﬁden—
tial within the aythority. The
rest of the BCal submission,
however, is likely to be pub-
lished todq with ' BA’; own
submission. ' Late
rieither nida knew what tﬁa
pthne; a8 proposing. :
argue that though such trans-
fers “might strengthen BCal
they would weaken BA and do

nothing to improve the overall adv:

cefnpetitive capability df the
UK air transport imdustry.

.§n BA's view ﬂ\emmkh
to m«n the entire UK
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Civil Aviation Authority

CAA House

45-59 Kingsway

(main entrance Kemble Street) From the Group Director

London WC2B 6TE Eeonomic & e
Telephone 01-379 7311 egulation

Telex 883092

Mr H M G Stevens
Department of Transport

1 Marsham Street
London SW1 13 February 1984
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LONDON - RIYADH ETC

The Authority has now concluded 1ts hearing of the applicaticn
from British Airway to serve Riyadh and from British Caledc
to serve Rlyadh and certain points in the Gulf. “Both appli
stressed the importa avoiding delay in the start of
Riyadh servic airline and I am therefore

now in confi and the parties to the

the Authori British Caledonian
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The Authority considered the applications within the framewo

its duties under the Civil Aviation Act 1982 and its own 198
Statement of Policies. It concluded that both applicants we

able and likely to provide the public with a high standard

service both in the air and on the ground and that both wou be
well fitted to compete effectively against other airlines, noting
in this connection that Section 68(1) of the Act relates to :m;,ish
airlines 1in the plural and is of a general character not restricted
to any individual route.

The Authority found that the reasonable interests of users would
be furthered i1f more than one British airline operated




Mr H M G Stevens 13 February 1984

services to Saudl Arabia. Although the fact that they would

be serving different cities must limit the scope for direct
competition between them, indirect competition was likely to

be substantial and beneficial. In particular each airline

will seek to maximise its traffic so as to justify the retention
or expansion of frequencies, revenue and profit. Users will
gain from the enhanced service and wider range of choice.

Users will benefit particularly from the introduction of non-
stop services between Gatwick and Saudi Arabia; this will widen
the choice of points of departure and interline connections,
especially single airline services to oil-related gateways

in the United States which are better served by British carriers
from Gatwick than from Heathrow. From an airports policy point
of view a service to Saudi Arabia will make a significant contribu-
tion to the standing and competitive attraction of Gatwick,
going well beyond the simple benefit to Heathrow of a reduction
in frequencies there, and there is no reason to suppose that

the use of Gatwick will lead to a lower United Kingdom market
share.

In considering the impact of 1its decision on British Airways'

de

existing services the Authority had to consider under Section
= b=
= 1

66 (2) tihe reduction in earnings 1at might result both from
diversion of traffic and from an imposed reduction of freguencies
on its routes to Jeddah and Dhahran; it did not have to consider
in this context any loss of expectation with respect to Riyadh.
The impact attributable to diversion will depend in some part

on the competitive attraction of British Airways' services
relative to British Caledonian's while any reduction in freg

will depend on the outcome of negotiations. Exact quantifilcation
is impossible while the underlying assumptions remain uncertain.
One thllg however 15 abundav*‘y clear: whatever happens, Britlsh
Airways' services will remain handsom elg profitable in terms

of both net operating revenue and operating ratio.

It is of course likely that the designation of British Caled

to serve Riyadh will result in aggregate in higher costs and
possibly in lower revenues than if all points in Saudi Arabia
were served by one airline. Because of the uncertainties I
refer to above, the actual cost to the United Kingdom of licensing
a second carrier 1s difficult to estimate with precision but

it is likely to be well within the limits that result from
aggregating the separate projections of the two airlines.
British Caledonian's projections of traffic, market share and
profitability seem to be particularly conservative and we would
expect them to do better. This "cost" however Has to be seen
as the price which the United Kingdom is willing to pay for

the benefits of having more than one airline on international
routes, with all that this implies in terms of a healthy and
competitive industry and the maximisation of consumer benefit.
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Mr HM G Stevens 13 February 1984

An important element in the Authority's reasoning did indeed
relate to the competitive structure and sound development of

the industry. In my consultative letter of 19 December 1983

I cbserved that the Edwards Committee had recommended, and

all subsequent Governments have accepted, that the country

and the public are better served by having a number of profitable
and keenly competitive airlines than by depending on a single
monopoly carrier, and this must be true whether or not the
airlines can compete directly with each other on long-haul
scheduled services. I went on to say that the Authority believes
that the national interest continues to be best served by this
policy, which implies the continuation and, if necessary, the
expansion of opportunities for other airlines. The present

case relates to a,city not previously served by a British airline
and therefore d not raise guestions of substitution or of
direct compet on the same sector: the déecision does nc
therefore pr93J e specific issues that have been raised

the current poli review. Where a profitable new point

become available however - and this is a relatively rare
considerations of competi tive balance must come into play

these must genera operate in favour of the smaller airline
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balance i yecome healthier than i en hitherto.

Another important nent 1in our reasoning relates to the
of frequencie h ould be operated. In our view the

of freguency I erated by British airlines to each of
the three Sau \ ian gateways should be such as to cat
adequately fuL demand and the evidence suggests that demand
on Riyadh is likely to amount to about 30% of the total.

is thus a strong case for seeking four frequencies to R1ly:
the number which both applicants applied for and which not
only matches Saudia's non-stop frequencies but also in Br
Caledonian's case is the more justified by the smaller s

of the aircraft it proposes to use (although we shall no
BCAL's ability to use larger aircraft in its fleet should
need and opportunity arise). The choice of British Alrways
to serve Riyadh would effectively have denied the United k.
any further opportunity to press for adeguate opportunit:ies
for a British airline properly to serve the market demar




Mr H M G Stevens 13 February 1984

British Airways' high-handed action in agreeing with Saudia to
limit its fregquencies to two a week makes your task more difficult
and is to be deplored.

A large part of British Airways' objections to British Caledonian
turned on bilateral matters. British Airways sought to persuade
us that there was little likelihood of the Saudi authorities'
agreeing to accept British Caledonian's designation but we

saw no reason to reach any different conclusion to that implici
in the Department's advice, viz that the outcome cannot be

a foregone -Oﬁcl 1on and we shall only find out what the Sau
authorities will agree to by asking them.

us ai

——CONFIDENTIAL ——

The one respect in which we have not nted the application
in the terms applied for relates to the fifth frequency in
year three. We wish tc¢ see first how e market evolves and
how the bilateral arrangements go.
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Much will of course depend upon jy

rights from Saudi Arabia and we do no nggest that a
price should be paid for them. There is everything to b
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The Authority will annou
tomorrow. The parts
not of course be disc

am copying
hose attentit
ecrets Act 1
in this lette
this informa
of the Cfficial

I
S

s 1 o £ BT i

We wish you every
I am sure that
being, our two
Saudia or the S







Treasury Chambers, Parliament Street, SWIP 3AG

t Nicholas Ridley MP

ecreta of State for Transport

2 Marsham Street
LONDOR

SW1P 3EB 7 February 1984

ARES IN THE US

Thank you for your letter of 3f r to Nigel Lawson, to
which he has asked me to repl¥.

1
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I am quite content for you

a competition of eligible US H
one to help with advice EOuh o
of BA in the US and on the in
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I am copying this letter to the Prime Ni
Sir Robert Armsironge.

"JOHN MOORE







DEPARTMENT OF TRANSPORT
2 MARSHAM STREET LONDON SW1P 3EB

01-212 3434

The Rt Hon Nigel Lawscn MP

Chancellor of the Exchequer

HM Treasury

Treasury Chambers

Parliament Street ;

LONDON SW1P 3AG 20 January 1984

BRITISH AIRWAYS PRIVATISATION: MARKET FOR SHARES IN THE
UNITED STATES

I have lately been considering whether we should
follow the example of the Department of Trade and Industry
in respect of British Telecom by examining the
possibility, without commitment, of an issue of British
Airways' shares on the New York stock exchange
simultaneously with the UK flotation. BA and their
advisers Lazards are strongly in favour of this - BA have
indeed already retained the services of a US merchant
bank adviser, Goldman Sachs, to this end. Our own advisers,
Hill Samuel , agree that we should keep open the optien

A

of a New York issue and should investigate the pros and
cons and the timetable further. There are of course other
possibilities of raising money on the Eurobond market, and
perhaps even Japan, which we may in due course wish to
consider, '




I accept Hill Samuel's view. As you know, we have
now made it our target to dispose of 100% of the airline's
equity and this may prove to be beyond the capacity of
the London market at one offering. Capacity in New York
is also limited; and we should probably not wish to market
more than a modest proportion of BA's shares there.
Nonetheless a New York flotation will help us both to
keep the price and proceeds up and to dispose of all
the shares we wish to sell. \ -

We shall need to ensure that a New York flotation
does not lead to substantial ownership or effective
control of BA falling into foreign hands., However even
if BA were floated only in London we would need safeguards
(and we are already examining how to provide these).

I certainly do not see the problem of foreign control
as ruling out further consideration of the New York
option. As you may be aware, KLM Royal Dutch Airlines

recently made a successful issue on the New York stock
exchange (although in that case I understand that the
Dutch Government retains a majority shareholding)

In order to examine further the implications of a
US flotation, I shall need to take expert advice from
an American merchant bank (I do not feel that I can rely
on advice from BA's appointee: BA's and my interests
may not always coincide). Even if we decide eventually
against a simultaneous New York issue, we shall in any
case benefit from a US bank's advice on how best to
arrange the London flotation to maximise secondary
investors' interest in North America and leave the way
clear for a later issue there should we fail to sell
100% the first time round.




I propose therefore to arrange a competition of
eligible US banks with a view to making an appointment.
This is bound to become public knowledge, and it will be
damaging if it is interpreted as a sign'that we are
definitely proceeding with an issue of BA shares in New York
and we then later decide against this. We shall therefore
need to make it clear publicly that we have not decided
in favour of a New York issue; but that we need advice
on the pros and cons; and in any event, with an
international business like BA, and with London's little
experience of airline stocks, we shall benefit from US help
with the marketing and pricing of the shares on the stock
exchange here,

I understand that my officials have discussed all
this fully with yours, and that there are no differences
between them. I felt, however, that I should let you
know personally how I propose to proceed.

I am copying this letter to the Prime Minister and

to Sir Robert Armstrong.
“-vl/(\’v%

NICHOLAS RIDLEY







10 DOWNING STREET

THE PRIME MINISTER 19 December 1983

PERSONAL

/;lm S e

Thank you for your letter of 29 November, and the
documents you enclosed setting out your proposals for
reducing the disparity in size between British Airways

and other British airlines before the former is privatised.

You remember that when John Biffen was Trade Secretary
he explained that a further transfer of routes (of the
kind which was carried out in the 1970s) was no longer

possible.

We cannot compel British Airways to do what you suggest
and any redistribution now would only be possible by mutual

agreement between the airlines concerned.

I understand that you have discussed your strategy
document with Nicholas Ridley, and that he told you that he
has discussed the matter with Lord King. I hope that when
Lord King has responded you will have a further talk with
Nicholas Ridley. Meanwhile you will have seen the statement
that Nicholas Ridley made to Parliament on Monday, and his

answers to supplementary questions. I enclose a copy of
Hansard.

/It was kind




PERSONAL

It was kind of you to invite me to visit you and
see something of your operations at Gatwick, but I am afraid
that my diary is so full in the coming weeks that I would
find it very difficult to fit that in. As to a meeting, I
do not think that I could tell you any more at this stage

than I have done in this letter, and than you have already

heard from Nicholas Ridley who, I am sure, will keep you

informed.

Sir Adam Thomson, C.B.E.




10 DOWNING STREET

PRIME MINISTER

Sir Adam Thomson has asked for a
meeting, but following Nicholas
Ridley's statement there is not
much you can add.

Mr. Ridley is seeking to persuade
Lord King to yield routes and
assets, and he has asked CAA
to review the allocation of routes.

It should therefore be clear to
Sir Adam that the Government is
sympathetic to his case and has
done all it can for the time
being.

AR

15 December 1983







r
vl

-~
o2 S B

cl










DEPARTMENT OF TRANSPORT
2 MARSHAM STREET LONDON SWI1P 3EB

01-212 3434

David Barclay Esq

Private Secretary to

The Prime Minister

10 Downing Street 1 N

LONDON SW1 £ 3" December 1983

S S

You asked for advice on Sir Adam Thomson's letter
of 29 November to the Prime Minister about the consequences
of privatising British Airways. He argues that the
dominant position of British Airways in the British airline
market, coupled with the financial strength of their
balance sheet which he expects will result after
privatisation, will put BA in too strong a position, so
that they will pose a threat to the survival of the
remainder of the independent airlines like his own. He
proposes that the Government should reduce this disparity
by transferring routes currently operated by British Airways
to British Caledonian and other independent airlines,
together with the aircraft and crews who operate them,
in return for a cash payment.

The Prime Minister will recall that Sir Adam Thomson
has asked the Government several times during the last
Parliament for a further transfer of routes (in addition
to those which he had in 1971 and 1976). The last time
this was raised with the Prime Minister in 1982, she
encouraged Sir Adam to agree to a voluntary transfer with

= ""-,.. 1 Th TN N e b | -
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British Airways if he could but commented that for the
Government to initiate such action would be contrary to

the Civil Aviation Act 1980, which made the Civil

Aviation Authority, rather than the Government, responsible
for policy on route licensing. In recent consideration

of the privatisation of British Airways, compulsory route
transfers have again been ruled out. As the Prime Minister
knows, the possibility of a voluntary sale by BA of assets
related to scheduled service routes, so as to contribute

to improving BA's balance sheet, has been raised with

Lord King.

Given the policy of successive Governments to aim for
more than one airline rather than a single flag carrier,
it is, of course, also desirable that policy should encourage
a regime in which such airlines can flourish without
anti-competitive dominance by any one airline. Civil aviation
competition policy is also a matter on which the Civil
Aviation Authority have statutory responsibilities and the
Prime Minister will wish to know that my Secretary of State
has been discussing this aspect with its Chairman. As a
result, the Authority will shortly initiate a review of
their policies for regulating competition in the civil
aviation industry, in the light of prospective privatisation
of British Airways. He would not expect such a review to
result directly in immediate route transfers. Rather it
would be looked to for some response to those who argue
that British Airways' market power is too entrenched, and
may be abused. My Secretary of State announced this review
during his statement on British Airways on Monday. The aim
is for this review to be completed well before BA is
privatised.




Against this background, and because he has kept
Sir Adam Thomson informed, my Secretary of State does
not recommend the Prime Minister to see Sir Adam.
I enclose a draft reply for the Prime Minister's signature.

I am copying this to John Kerr (HM Treasury), Callum

McCarthy (Department of Trade and Industry) and Richard
Hatfield (Cabinet Office).

Joun,

A

MISS D A NICHOLS
Private Secretary




PERSONAL AND CONFIDENTIAL

DRAFT LETTER FOR THE PRIME MINISTER TO SEND TO
SIR ADAM THOMSON CBE, CHAIRMAN, BRITISH CALEDONIAN AIRWAYS LTD
CALEDONIAN HOUSE, CRAWLEY, WEST SUSSEX RH10 2XA

Thank you for your letter of 29 November, and the
documents you enclosed setting out your proposals for
reducing the disparity in size between B?itish Airways
and other British airlines before the f er is privatised.

You have written to me making siglilar suggestions
before,when John Biffen explained to/you that a further
transfer of routes (of the kind whiéh was carried out in
the 1970s) was no longer possible;fany redistribution of
that kind now would only be possible by mutual agreement
between the airlines concernedtﬁ

I understand that you hgve discussed your strategy
document with Nicholas RidLéy. He has told me of his
discussion with you. He hés also told you that he has
discussed the matter witp;Lord King. I hope when Lord King
has had time to think ap’out it, that you will have a further
talk with Nicholas Ridiey. We cannot of course compel

British Airways to do/ what you suggest. That would require
further legislation?fwhich in turn would delay the
privatisation which/ has already had to be postponed because
of BA's losses, anﬁ you will understand that that is a
course which I should be most reluctant to pursue.
Meanwhile you will have seen the statement that Nicholas
Ridley made to Parliament on Monday, and his answers to

supplementary questions.




It was kind of you to invite me to visit you and
see something of your operations at Gatwick, but I am
afraid that my diary is so full in the coming weeks
that I would find it very difficult to fit that in.

As to a meeting, I do not think that I could tell you
any more at this stage than I have done in this letter,
and then you have already heard from Nicholas Ridley.

We could keep the question of a meeting under
review, and meanwhile I am sure Nicholas Ridley will

keep you informed.




British Caledonian

Caledonian House
Crawley West Sussex
RHI0 2XA England

Telephone: Gatwick (0293)27890
Cables: Scotair Gatwick Telex:87161

Sir Adam Thomson, C.B.E.
Chairman

29th November, 1983.

The Rt. Hon. Margaret Thatcher, M.P.,
Prime Minister,

10 Downing Street,

London SWI.

Dear Prime Minister,

The Government's privatisation plans for British Airways will
bring about the greatest change to the British Airline Industry
since the end of the Second World War.

If consideration is given to the effect of this change on the
private sector of the industry and to the Airports policy and if
appropriate action is taken, then the results could be beneficial
to the consumer and to the industry as a whole. Should the
privatisation plans proceed without any regard for the effect
this will have on the existing private sector or on the Airports
policy, then damage will be done to both. British Airways has
83% of the output of British scheduled air transport.

We in British Caledonian have been discussing this with Ministers
and officials since the privatisation proposal was first raised
and earlier this year we decided that we should prepare and
submit a document to the appropriate Department. This was sent
in confidence to the Secretary of State for Transport on the 8th
September. The title of our document is "A Strategy for British
Civil Air Transport in Private Ownership'. We then produced a
summary suitable for public circulation and the title of this is
"Airlines and Airports". I enclose a copy of both documents.
Naturally I would not expect you to have time to read these but I
believe that a glance at the main document will show that our
case has been prepared in depth and, where appropriate, is backed
up by factual information.

I believe that this matter is of sufficient importance to our
industry and to British Caledonian for me to request a meeting
with you at your earliest convenience. Ideally I would like to
fly you in a British Caledonian Helicopter from the centre of
London to our base at Gatwick to give you the opportunity of
seeing something of our organisation and the spirit of all of our
people. If this visit is not possible I will, of course,
understand. If it is, I would be delighted.

e

Yours sincerely,

msiered office

_—
1 A o —
ice: Caledonian House, Crawley, West Sussex RH10.2XA - Registered in England No. 233961
.




10 DOWNING STREET

From the Private Secretary 30 November 1983

I enclose a copy of a letter to the
Prime Minister from Sir Adam Thomson.
I should be grateful for a draft reply for the
Prime Minister's signature, to reach this
office by 14 December.

Could you please include in your advice your
Secretary of State's view on whether it would be
appropriate for the Prime Minister to accept
Sir Adam's invitation to a meeting, and if so,
what the form and timing of such a meeting might
be?

I am sending copies of this correspondence
for information to John Kerr (HM Treasury),
Callum McCarthy (Department of Trade and
Industry) and Richard Hatfield (Cabinet Office).

(David Barclay)

Miss Dinah Nichols,
Department of Transport
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10 DOWNING STREET

PRIME MINISTER

I attach a brief for your
meeting with Mr. Ridley., You
may also wish to note David
Wolfson's comments, in the course
of his note at Flag A, about

the possibility of Walter
Goldsmith heading the new NHS

management team.

Db

DAVID BARCLAY

17 November 19§§




PRIME MINISTER

MEETING WITH SECRETARY OF STATE FOR TRANSPORT

Mr. Ridley is likely to raise the following topics at

his meeting with you.

British Airways/British Caledonian

See David Wolfson's note about this,attached

A
n obers un Policy at Flag A and Policy Unit advice at Flag B,
(ke S22 Wole

- R Cal code.
TG = . British Airways Privatisation

M :

Mr, Ridley is considering the possibility of
proceeding without legislation. It might be
possible to apply to the Companies Court for

a write down of capital, This would mean

that the timetable could be speeded up,

but there is a significant risk of accusations

of privatisation by the back door.

National Bus Company Privatisation

Mr. Ridley is inclined to go slow. There is
no prospect of legislation this session so
he would prefer to take time to get the
competitive framework and the subsidy regime

right.

London Transport

Mr. Ridley is worried about concessionary
fares. The Boroughs are supposed to be taking
over responsibility when the GLC is abolished.
They are using this as a lever to oppose
abolition, and Mr, Ridley is some way from

a satisfactory solution.

/ 5. Non-rail transport




Non-rail Transport Subsidies

The Secretary of State believes that transport
subsidies other than rail subsidies (which

he regards as inevitable) provide at best
indeterminate value for money. He may

propose a measure of transfer of resources

from revenue subsidies to highway construction.

Ministerial Responsibilities

Finally, Mr. Ridley may wish to raise with
you the possibility of some reinforcement
of his Ministerial team at the Department  of

Transport.

) Y7 3

DAVID BARCLAY

17 November, 1983




10 DOWNING STREET

Prime Minister. Nov.15, 1983.

You are seeing Nick Ridley and will no doubt discuss British Caledonian's
offer for British Airways routes.

The Policy Unit have advised you to ignore Adam Thompson's bid. Ivan Fallon
would advise you differently. I draw to your attention that there are, in

my opinion, two sides to the case. A Privatised British Airways, with over
80% of the market, making €150 Million per annum, would be able to destroy
British Caledonian whenever it chose. The threat implied by a near-monopolist
would be enough to inhibit competition.

There is a real dilemma: speed of privatisation, and simplicity, may speak
in favour of leaving British Airways as it is, but the creation of a properly

competitive market for British Scheduled passengers favd?s a partial break-up

sale before privatisation.

I feel sure that we are going to face continuing attack on the Health Service
over the next two years, during which time hopefully better management
will be introduced to help the service provide more for less. While Walter
Goldsmith has all the talents to head the management team, his political vib-
rations would be of the "axeman" variety. On reflection, I doubt that he
would get a real chance to do the job. The fears of privatisation of the
NHS would run riot, and a less publicly right wing choice seems more likely
to succeed.

§>Ul-

David Wolfson.




Not such a King-sized B/

FOR the past two years the

aviation world, the
Government and a large
chunk of the lic has
watched Lord 's pro-
gress through Bnnsh Air-
ways with considerable
astonishment.

There have been redundancies,

massive losses (£540 million |

in a single year when every-
thing including the kitchen
sink was wri
written management
changes, dissent and jubila-
tion from opponents and sup-
of the Gay the growiog beler
Erowing e
‘that ng can  actually

achieve what he sét out o
do .which is take.the airline
out of Ihe Sh:o sector and
~Pprivatise it
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at the independent, fu!ly-
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Government, u: the guise of

new 1rmsF Secretary

Nicholas Ridley (for starters)

will have to take seriously,

even if it does poteunllh
the poy

tlmel.lTale_
The British Caledonian scheme
is au ingenious and intellectu.

ritish Airways at present is

seven times the size of Cale-
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MR. TURNBULL ¢ Mr Alison

Meeting with the S/S for Transport

Since I dictated the attached note to you about the Prime
Minister's meeting next week with Mr. Ridley, Dinah Nichols
has suggested two further topics.

They are:

NBC privatisation - Mr. Ridley is inclined to go

slow on this. There is no prospect of legislation
in the current session, so he would prefer to take
his time in getting the competition and subsidy

framework right.

Non-rail transport subsidies - Mr. Ridley may express

a general view that transport subsidies (other than
rail subsidies, which he regards as inevitable)
provide indeterminate value for money. He may say
that he is aiming to transfer resources from

revenue subsidies to highway construction.

s

11 November 1983




cc: Mr, Alison

MR. TURNBULL

MEETING WITH THE SECRETARY OF STATE FOR TRANSPORT

The Prime Minister has agreed to see the Secretary of

State for Transport next week.

I understand from Dinah Nichols that he is likely to

raise three topics:-

(i) British Airways Privatisation - He is considering

the possibility of proceeding with BA privatisation
without legislation. Apparently it would be possible

to apply to the Companies' Court for d write down of
capital. This would mean that the timetable could be
considerably speeded up, so that flotation could proceed
at a decent interval after British Telecom, or at the
time currently scheduled for British Telecom if this
slips. On the other hand, there must be a considerable
risk that such a procedure would be criticised as unfair

circumvention of Parliament.

London Transport - Mr. Ridley will wish to discuss

particularly concessionary fares. As you know, the
current proposal is that when the GLC is abolished the
London Boroughs should take over full responsibility for
concessionary fares, This is a sensitive political
issue, which the London local authorities are exploiting
in their opposition to local government reform, and

Mr. Ridley is apparently by no means confident that

a satisfactory solution is at hand.




Ministerial Responsibilities - I understand that

Mr. Ridley may also ask the Prime Minister for

some reinforcement of his Ministerial team at the

Department of Transport, to reflect his enlarged

responsibilities.

DAVID BARCLAY

11 November 1983
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A BITE OUT OF BRITISH AIRWAYS? '

BRITISH CALEDONIAN -

The BCal "offer" made public last Friday (to purchase some of
e ——
British Airways aircraft and to take on some of their routes) is

one-tenth substance and nine-tenths an enterprising piece of public

relations for BCal.

The substance of BCal's statement is that, throughout the many years
over-agzggﬁéritish Airways have received huge subsidy from the tax-
payer, BCal have had to survive without support. .Related to that is
their ?Eg?_%hat, in ordef?ggrggggatise BA,*bovernment will write off
accumulated debts of over £1 billion and launch it into the private
sector with an unfair advantage of routes, aircraft and balance sheet.

————
—

The BCal case is vulnerable at several points:

1. The restructuring of BA's balance sheet is not yet worked out,
but it is very unlikely to be_debt free at the date of flotation. 1In
any event, it is difficult to see why the removal of BA's subsidy prop
in the future will put BA in a stronger position or BCal in a weaker
one. It is equally difficult to see why the taxpayer's past
involuntary contribution should be turned exclusively to BCal's

advantage.

2% Route allocation is determined by the Civil Aviation Authority
in a quasi-judicial way. If BCal is unhappy with its present route
structure centred on Gatwick, Government cannot act directly to satisfy

the airline, unless it wishes to pass new primary legislation.

BCal must know that the Government's policy, oft repeated, is greater
liberalisation of product markets. 1In air transport, Shuttle has

already been opened up to competition against representations from BA.

BCal's "threat" to leave Gatwick is not something on which Government

should act. (In fact, the moral here is not to privatise Gatwick and

Heathrow together: they must compete).

By BCal submitted their case to the Department of Transport in a
sizeable document some three weeks ago. It is curious that they should

make their proposal public while it is still under consideration.

Certainly BCal lay themselves open to suspicion of a public relations

stunt..
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If Government nevertheless wish to consider making some gesture

towards BCal, they must recognise that:

the other private sector UK airlines would hold

out their hands too

even a voluntary agreement by BA to hand something

over would require CAA approval

the disruption to BA's operations would inevitably

delay privatisation.

Policy and tactics dictate that Mr. Ridley should turn down

Sir Adam Thomson's offer.

ROBERT YOUNG
7 November 1983
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S
. LORD McFADZEAN OF KELVINSIDE SHELL CENTRE
TELEPHONE: LO N DON
Ol-934 5115 ' SEl 7NA

12th July 1983

The Rt. Hon. Margaret Thatcher, M.P.,
Prime Minister,

10 Downing Street,

LONDON SWl1.

Dea ?kf‘ﬁﬁ*“L1

' As a courtesy I am sending you a
copy of a suhmlssfSE'BEEng_made to the House

of Commons Committee OR Industry and Trade.

You will see that it is not quite in accord with
the post prandial speech you made in Tokyo!

The senior management now being dis-
missed, or side tracked, in such large numbers
by Sir John King are the people who pulled the
airline out of the slump. Credit is due in
particular to Roy Watts and Peter Herman; the
latter was one 8T the ablest ManagaMent Services
Directors that I have met in private or public
enterprise.

Please do not trouble to acknowledge.
¢ Acd)
' M WLW )‘/b .,’t ;L\ﬂtylu-) {5( {\'\{ woanS REPI
%
g Naws ever,
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BR-ET L 8B ATRWAYS

British Airways has recently been the
subject of critical comment, much of it couched in extrava-
gant and emotive language. Being nebulous, these attacks
are sometimes difficult to rebut. "Quagmire of privilege",
"overmanning on a prodigious scale", "Conducted.... as
though money grew on trees", and "recipe for disaster" are
but a few of the phrases used to denigrate the airline.
This, coupled with a Price Waterhouse report, which appar-
ently ignores readily available evidence, has given the
widespread impression that until the arrival of Sir John
King, British Airways was an incompetently administered air-
line which had done nothing to improve its efficiency. This
does such a grave injustice to many of my former colleagues -
some of whom are now being forced to seek posts outside
British Airways - that a few facts should be introduced to
give a more balanced view of the airline's history.

British Airways was originally formed under
the 1971 Civil Aviation Act to take over the activities of
British Overseas Airways Corporation (BOAC), British European
Airways (BEA) and various subsidiaries of these two corpora-
tions. The super—-imposition of the British Airways Board

was intended to co-ordinate activity, achieve economies of
scale and create a common trading identity. Although in the
early days of the merger there was some erosion of divisional
operational integrity by the creation of single departments
for engineering, sales and industrial relations for example,
the mainffStream airTIne businesT remained divided into three
units - Overseas Division, European Division and Regional
Division. All were relatively self-contained, the three
divisions had their separate "boards", were situated at
geographically different points and were inclined to become
inward looking and defensive. The staff built up at Head-
quarters largely mirrored the three divisions and problems
were often resolved in committees of equals. These tended to
proliferate thus slowing down the decision-making process.
The centralised industrial relations department of the —
personnel function filled a substantial part of the manage-
ment vacuum which a structure of this type creates. Little
took place in the way of inter-divisional standardisation of
equipment, while planning tended to be a summation of divis-
ional plans. This organisational strulTUTE also made it
difficult to present a single face to the outside world.

For example, no one person was in charge at Heathrow Airport,
while the negotiation of a mail contract with the G.P.O.
required the presence of three or four individuals not
necessarily with an identity OF interest.




The senior staff of British Airways were
well aware of the defects of the organisation as it had
evolved and two of them - Messrs. Herman and Wood - were
deputed to seek the views of their Colleagues as to the
best way forward. Various alternatives were considered,
including the liquidation of British Airways and the re-
establishment of BOAC and BEA; maintaining the status quo
with rationalisation of the U.K. services; breaking the air-
line down to mini groups with their own routes and dedicated
aircraft; and a wholly functional organisation. There were
arguments for and against each of the different proposals
but the eventual recommendation, agreed by the Board and
accepted by the Government, was tHe elimination of the three
divisions and the substitution of a unified structure with
three operating units: SN —

Flight Operations
Engineering
Commercial Operations

and seven service departments:

Finance

Planning

Management Services
Personnel
Subsidiaries

Legal

Public Relations

The main feature of commercial operations was a structure of
route groups, each responsible for British Airways in its
territories and for the development of the markets. The new
organisation came into effect in April 1977. 1In 1982 a

three divisional structure was created but this in turn was
liquidated in mid-1983 when British Airways underwent yet
another re-organisation which bore some similarities to the
one introduced in 1977 but downgraded certain activities such
as Flight Operations and Planning. Anyone who has ever
administered a large operation appreciates that there is no
single structure that is perfect. Indeed if the will to make
an enterprise succeed is present the objective can usually

be achieved by several different forms of organisation.
However, constant chopping and changing are destabilising.

It was appreciated that the 1977 organisation
would not obtain its objectives in terms of efficiency and
profitability overnight. The airline had to continue opera-

& 3 e~ ¥ % » . .
ting during the peériod of reorganisation and elimination of
duplication and overlap. A contribution audit was started
with the aim of determining the personnel establishment neces-
sary to operate the airline under its new organisation.

British Airways had already carried out
several studies on its productivity relative to its main
competitors. Comparisons of this type, particularly across
national frontiers, are notoriously difficult to make with
any degree of accuracy. Published information is rarely




adequate; airlines vary widely in equipment, the nature and
density of their route structures, complexity of operations
and the extent to which services are purchased from outside,
or work performed for others. 1In an endeavour to eliminate
these differences British Airways participated with ten other
scheduled airlines in providing sufficient information to a
firm of management consultants - McKinsey and Company - to
enable them to make meaningful comparisons both of overall
productivity and the relative performance of specific functions.
The total airline operation was broken down into more than one
hundred personnel categories. A detailed study, copies of
which can no doubt be obtained from British Airways, was pro-
duced in 1977. It showed that, compared with its major compe-
titors, British Airways was overmanned by 15,000, or approxi-
mately 25% of total personnel. In functional terms engineer-
ing and maintenance, ground handling and stations, and flight
operations, accounted for about 80% of the total. The study
also showed that approximately 60% of the overmanning was in
direct personnel, while overhead categories were just below
30%. One of the most noticeable productivity gaps was in the
supervisory category where overmanning amounted to 2,300 staff,
or 35% of total supervisory personnel.

An interesting feature of the report was that
in spite of the productivity difference of 15,000 personnel
the lower British wages and salaries resulted 1n personnel
costs per available ton mile of 12.6 U.S. cents for British
Alrways whicCh put it marginally below the 12.9 cents for the
North American carriers and substantially below the 18.4 cents
of the European airlines in the survey. In other words,
British Airways was a low productivity and low wage airline
and in this respect was not markedly different from many other
businesses in the U.K. in both the private and public sectors.
It was, however, different from several other British indus-
tries insofar as the low wages and salaries offset the low
productivity and left the airline competitive at the rates of
exchange then prevailing.

The fact that British Airways, in spite of
its overmanning, was competitive with other major airlines
was reflected in the Iinancial results of the Company. In
the 1978-79 financial year, Mr. (now Sir) Ross Stainton was
able to report a profit (before tax and cost of capital bor-
rowings) of £110m., which showed a £13m. improvement on the
previous year. After interest, taxation and a dividend payment
to the British Government, as shareholders, the Company was
able to plough back £62 million. The return on net assets was
14.7% against 12.4% in the previous year which had suffered
serious disruptions as a result of strikes by ground engineers
and air traffic control assistants and the need to repair the
cracks which had been discovered on the wings of the Trident
3s. In the ten years to 1978-79 British Airways achieved a
return on net assets of 9.1% and an overall self-financing
ratio of 71.5%, or 81.4% if Concorde is excluded. In common

T




with other members of the industry, the airline was looking
to a continuing expansion of business although at a slower
rate than the historical trend.

Against this background there was no case
for wholesale dismissal of personnel. Indeed any attempt to
have done so would have been unacceptable to the Labour
government and the Unions and would almost certainly have
grounded the airline. The general industrial relations atmos-
phere of the late seventies seems too easily forgotten.
Official strikes were the least of British Airways' problems;
it was the almost interminable unofficial strikes, normally
in breach of agreed procedures, that delayed aeroplanes, dis-
rupted the planning of schedules, earned the Company the ill-
will of its travellers and put an almost intolerable burden
on the staff who formed the inter face between the airline
and the travelling public. In addition, British Airways
suffered from a "blacking syndrome". The practice of blacking
union members who worked during disputes was extended to
"blacking" aeroplanes, specific engines and equipment and, in
one case, part of a hanger. The constant guerilla warfare,
sometimes pursued with almost total contempt for the interests
of passengers, was sharply diminished when travel privileges
were withdrawn from unofficial strikers and individuals were
directed to work on "blacked" equipment or face suspension
without pay.

Moreover, while the McKinsey study represen-
ted a considerable advance on those made previously, the
authors were the first to emphasise that it would be "imprudent
and naive" to use The 15,000 fiqure as a precise measure of
productivity improvement. They recognised, for example, that,
compared with other airlines, British Airways probably had
greater problems of "peaking" in arrivals and departures and
also had specific problems such as the need to staff three
terminals at Heathrow. As a follow-up to the McKinsey exer-
cise an analysis was made by British Airways' staff of how
personnel numbers were likely to develop over the following
five years, taking account of expected wastage, known retire-
ments and the growth estimates then assumed in the forward
plan, with the aim of reaching the McKinsey productivity
levels by the end of the five-year period. Although the occu-
pational distribution would change, the broad objective was
not to reduce numbers dramatically but to_increase producti-
vity In terms of Available Ton Kilometres per man from
145,400 to 200,500. This represented an increase of 8%% per
annum or 55% over the period. To implement this scheme the
broad McKinsey conclusions were translated into detailed plans
of action and personnel establishments for every aspect of
the airline's operations. The most difficult and time con-
suming task was convincing employees that it was in their
interests to give up a massive range of restrictive practices
in order to move from a low productivity, low wage, operation
to a high productivity, high wage venture. This involved
trying to change what were often deep rooted social attitudes
and the renegotiation with Unions of a multitude of agreements.

o e wiara




To give but a few examples, the then current rosters did not
match the operational requirements nor produce what the airline
was paying for under national agreements on working hours;
supervisory staff would not permit gqualified tradesmen to

sign out aircraft because it would have resulted in substantial
reductions in supervisory numbers which was one area of over-
manning highlighted by the McKinsey study; in ground services,
cargo, ramp and catering, high overtime earnings had reached
epidemic proportions and was protected by restrictive practices,
overtime built into shift rosters and guaranteed overtime,
whether worked or not, and the high level of payments became a
major course of unrest among skilled tradesmen who found their
differentials virtually eliminated.

Given the industrial relations atmosphere
prevailing in the late seventies, TITf5 mass of complex problems
could not have Been solved by any "stroke of the pen" approach.
As a shrewd observer of the British industrial scene perceived:
"Institutions and habits of mind, once firmly rooted, are not
easy to displace in the absence of calamity or upheaval".*

It required patient discussion, negotiation, persuasion and man-
agement firmness in the face of an over-elaborate consultative
and negotiating machinery which only too easily resulted in
the passive sabotage of time. At this particular juncture
British Airways had 17 Trade Unions each with its own shop
steward structure; thefe were approximately 700 shop stewards
in the Engineering Department, 33Q, in the Ground Services
Department, 125 in the Flight Operations Department and 150
representing clerical and administrative staff. There were

11 national sectional panels and over 150 local panels -
involving more than 800 people - under the National Joint
Council. It was not until August 1979 that the massive effort
involved started to produce E%E-?EﬂﬁEfions in numbers. By
March 1980 Tumbers were down by 1,000 from the peak reached in
1978/79 and a year later the total was reduced by a further
4,288. Both Sir John King and Price Waterhouse choose to
ignore the work which was done by British Airways career staff
to achieve a solution of this complicated issue.

Another major problem for British Airways was
the structure of its aircraft fleet. For a variety of reasons
some of the most important ones imposed on the airline -
British Airways found itself in the latter half of the seventies
with a more complex fleet than any of its major competitors.
Leaving aside helicopters it had, in a fleet of under 200
aircraft, 12 basic types against 3 for Panam and_5 for T.W.A.
It had 8 t§53% of engines against'! for Panam and b for T.W.A.
In the McKinsey study British Airways had a fleet diversity,
measured by the weighted number of types of aircraft and
engines, of just under 16 compared with under 11 for Air France
and under 6 for Eastern Airlines and Qantas. This, plus some

*
G.C. Allen "The British Disease": I1.E.A.




of the sub-divisions of the basic types, resulted in greater
inflexibility in crewing, higher training expenses, a higher
number of employees and a higher value of spares, all of which
put the airline at a competitive disadvantage. Moreover, the
fleet had 80 aircraft (31 Tridents 1 and 2; 25 Trident 3s;

9 Boeing 707s and 15 V.C.1l0s) that would be unable to meet

the 1986 noise regulations set out by the Government in its
White Paper on airport policy. In addition, a further 25
aircraft (Viscounts and Merchantmen) had to be withdrawn for
technical reasons before 1986.

In effecting the replacement programme, one
of the basic objectives of British Airways was to rationalise
its fleet. On the long haul side the decision had been taken
in the late sixties and early seventies to built up the
Boeing 747 fleet for the dense routes and use the Lockheed
Tri-Star 200/500 for the less dense routes. As these aero-
planes came into the fleet, the V.C.1l0s would be phased out
and the number of 707s would be reduced before being completely
withdrawn in the latter part of the eighties.

In the short haul operation, the main strategic
decisions were made in the late seventies. At the thinner end
of the range the Boeing 737 was assessed as the best aeroplane
available and the decision was taken to introduce it in 1980
and progressively replace the Tridents 1 and 2. In the plus/
minus 180-seater range, the Board of British Airways opted in
favour of the Rolls-Royce engined Boeing 757, while on the

densest short haul routes the decision was made to employ
either the Tri-Star 1 or, a later member of the Tri-Star
family, the 200, which could be employed in either short haul
or long haul according to the demand.

All of these decisions were reached on the
basis of operational cost assessments made in considerable
detail by the career staff of British Airways. The reasoning
was accepted by the Government and during the course of 1978
orders were placed Ior !2 /57s and 25 737s, with 9 of the
latter being for British Airtours. ince the orders fell
short of the number of aeroplanes that had to be replacea by
the mid-eighties concern was expressed that British Airways
was putting its main effort behind the long haul operation.
This was not so. One of the many advantages of rationalising
the fleet in the manner proposed was the flexibility it afford-
ed the airline. Forward estimates of route densities and
profitabilities had been made but in the changing market cir-
cumstances these estimates were subject to a considerable margin
of error. If the market proved more buoyant than current
estimates showed the additional aircraft requirements would
be in the 757/Tri-Star category. If, on the other hand, the
passenger and cargo potential had been over-estimated, the
emphasis would be more on the 737. It was the desire to
retain flexibility as long as possible between different types
of "aircraft;and not any change in direction, that was respon-
sible for the number of new aircraft ordered falling short of
the number which required replacement. Giving an impression

of financial laxity, the Price Waterhouse Report apparently
e ———




refers to a British Airways' commitment of £2 billion for
future aircraft purchases. No such commitment was made,
nor, given the budgetary controls in force, could it have
been made without the approval of H.M.G.

During the negotiations that resulted in

the steps to rationalise the fleet, Mr. Callaghan, the then
Prime Minister, acggpted the principle that the Board of
British Airways should be permitted to buy the aeroplanes
WthE, in its judgement, were regarded as the most suitable
for the airline's current and projected route structure.
He realised that this was an essential ingredient in clari-
fying accountability, although it was equally accepted that
it would take many years for the full results of the policy
to be achieved.

As a corrollary to this return to business
sanity it was accepted that British Airways should be free of
extraneous costs in its operations. It was not at all clear
to the management why the return on capital, or the wages
and salaries it could afford to pay, or the amount it could
plough back into the business, should be reduced by carrying
the high costs of Concorde, an aeroplane which could not be
expected to show a profit on any normal accounting basis.

The Government accepted the reasoning and Concorde was written
down to nil in 1978-79 with an associated reduction of £160m.
in public dividend capital. —_—

—————

The turn of the decade saw an abrupt change
in the outlook for British Airways. The sharp downturn in
the world economy coincided with a greater degree of de-
requlation and freedom of entry into the airline business,
while the appreciation of sterling made companies based in
the United Kingdom that less competitive in the international
market. These factors were compounded by the prolonged Air
Traffic Control strike in the U.K. and subSequently the U.S.A.
Although the detailed work done on manning levels post McKinsey
was an essential ingredient in the accelerated staff reductions,
the target of partially growing into American cost levels over
a five-year period was no longer appropriate in the changed
market circumstances. For British Airways the traffic decline
started at the beginning of the fiscal year 1980-8l. Surplus
capacity became common in the industry, compefition increased
and the discounting of fares by various devices became endemic.
In that financial year revenue fell short of budget by £400m.
and the loss before cost of capital borrowings and taxation
was £70m. After interest and taxation the loss_became £145m.

R

As the recession deepened and the much
heralded economic turnaround receded into the future, more
drastic measures were required. In September 1981 Mr. Roy
Watts announced the details of a "survival plan" drawn up
by himself and his Executive Board of Management.* It in=
volved reductions in routes, stations, bases, staff and air-

*British Airways Bulletin of 10th September 1981.




craft. It was sufficiently dramatic, both in content and
presentation, to provide "the calamity and upheaval" which,
as the late Professor Allen observed, are often necessary

to displace firmly rooted attitudes and habits of mind. The
measures taken resulted in an improved operating performance
in the financial year 1981-82. Profit before cost of capital
borrowings and taxation was £llm. (against a loss of E£70m. in
the previous year, while the loss before taxation was £1ll4m.
(against £145m.). However, after taxation and extraordinary
charges of £426m., the loss was £544m. against a loss of
£145m.

The main ingredients in the extraordinary
charges were £199m. for redundancy payments and £208m.
special write down of certain aircraft and related specialised
buildings. The redundancy provision included £98m. of expend-
iture anticipated to be incurred in the following year. The
fleet write down included, inter alia, reducing the book wvalue
of the Trident fleet to zero at 31lst March 1982, although the
2s and 3s are still flying fare paying passengers and are
likely to do so for a few years more. Only a State-owned
industry could afford the luxury of such a performance and
survive with the distorted Balance Sheet it produced. There
are many private airlines, as well as shipping, refining,
chemical and engineering companies, which wish it were possible
to behave with such cavalier opulence. From now on it will
be extremely difficult to make any very meaningful comparisons
about the performance of British Airways over a reasonable

time span, or how its efficiency measures up to the competition.

Various other accusations have been levelled
at British Airways and its career staff. Thus Messrs. Dunlop
and Dibbs gave great publicity to an alleged deficiency of
£600m. in the Airways Pension Scheme; yet as the Accounts for
1981-82 recorded, the last actuarial valuation showed a deficit
of only £20m. on estimated current, deferred and prospective
liabilities of £1,980m., while the 1982-83 Accounts record
that British Airways could reduce its pension contributions
without impairing the solvency of the Scheme. Again security
of airline tickets is a major problem. Accusations of wide-
spread theft and the supposed calling in of Scotland Yard
received considerable publicity but this too has gone silent.
Overmanning in British Airways has been highlighted as if it
alone suffered from the British disease, whereas historically
it was a better performer than many other industries in both
the private and public sectors*. There has been a tendency
to attribute as particular to British Airways problems which
are in fact common to the airline industry as a whole.
British Airways was far from being the only airline company
which had its forward estimates wrong and airlines were not
alone in failing to foresee the depths of the slump - there
are currently around 100 million dead weight tons of shipping
laid up, primary distillation in refineries is averaging
about 60% of capacity and ethylene plants are heavily under-
loaded.

*Graham Hutton "Whatever Happened to Productivity?":




The Government must carry a certain amount
of responsibility for the generally hostile atmosphere
against British Airways' staff. When he was a junior minister,
Mr. Ian Sproat was almost hysterical on the subject but it
runs much deeper. Distaste of nationalisation as an institu-
tion has too readily slopped over to scarcely veiled distaste
of individuals who have sought their careers in the industries
concerned. Too ready an ear is given to criticisms and too
little to ascertaining whether they are soundly based or not.
The Price Waterhouse Report on British Airways apparently went
to the Prime Minister, raw and unprocessed by anyone with a
knowledge of the airline industry or the history of the Company.
I have spoken to two people who have read the report - one
who used to be inside the airline and one from outside. Both
were highly critical. Apart from the points made above, the
document seems to contain the usual statements that can be
made about any organisation - the need to improve management
information, make better use of assets, provide greater clarity
on management relationships, sharpen up financial procedures
and so forth - and does not acknowledge how many of the
apparently over thirty proposals originated from inside the
airline. There is a case for publishing the Report, particu-
Tarly as the secrecy surrounding it has fuelled rumours about
its contents.

Many criticisms can fairly be levelled at
British Airways as, indeed, they can at much of British
industry. However, the extraordinary provisions in the 1981-
82 Accounts apart, there can be no doubt that the airline in
the last few years has tackled its problems with vigour. A
study of the dates shows that the main strategic decisions
were taken and personnel numbers were being reduced before
the arrival of Sir John King.* The survival plan was construc-
ted and implemented by Mr. Roy Watts and other career employ-
ees of British Airways, several of whom now find themselves
out of the airline or shunted into a siding. No doubt Sir
John King ratified some of the major parts of the programme;
he cannot claim, as is common belief, to have originated them.

*See Appendix
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. 1. MR. SCHOLAR

2. MR. BYPLER

PRIME MINISTER

Sir John King of British Airways would

like to come and see you privately and

fairly urgently to bring you up-to-date on

matters concerning British Airways which

have a political context.

Shall I give him 20 minutes next week?

18 November 1982
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BRITISH AIRWAYS

The Secretary of State saw Sir John King this morning to tell him the outcome of
the Prime Minister's meeting to discuss British Airways. The Secretary was also
present. x i

The Secretary of State told Sir John King that it had been decided that legislation
to provide for the restructuring of BA's finances could not be introduced before a
General Election. A capital reconstruction could not therefore go ahead in the
timetable we had originally envisaged. The Secretary of State regretted this but
there was nothing to be done.

Sir John King said that it was important to keep up the momentum. As far as he
was concerned, British Airways "remained on course". The Secretary of State
agreed that the momentum should be sustained. In response to enquiries we should
say that we had no immediate plans for legislation. It remained our intention to
privatise BA when practicable. The essential framework had already been
established in the 1980 Act. Whether furthe legislation were needed, and if so
what it might contain, we were not now in a position to say. British Airways had
got themselves into profit, but had yet to establish a track record. We could only
take decisiong on privatisation and a capital reconstruction on the basis of <. more
acceptable level of profit. When the figures came through, we would look at the
question of a reconstruction. If pressed on how long a track record would be
required before we would look at the issue again we should have to say that this
depended on market conditions and views of our firwacial advisers in the
circumstances then applyﬁ].Sir John King agreed that this was the line to take.

The Secretary of State took the opportunity to raise one or two other matters with
Sir John King. On the question of a Chief Executive Sir Jochn said Mr Basil CAlins
had been "looking into" Mr Marshall. Both Mr Dibbs and Sir john thought Mr
Marshall would do very well; though Mr Henderson thought that Mr Marshall might
not be tough enough. Notwithstanding this, Sir John hoped to ask Mr Marshall
shortly if he would be prepared to take the job of Chief Operations Officer on,
were it offered him. He hoped for a favourable response and that it might be
possible to get Mr Marshall installed by the beginning of January or February 1983.
The Secretary of State said that it was essential to appoint someone with drive to
the job.

Sir John also mentioned that British Airways had completed one half of the audit
of £100m worth of tickets which had been undertaken to -establish the extent of

losses through discounting. The audit showed a revenue short-fall of £5m, not as
bad as he had feared. :

Fina!]y the Secretary of State asked Sir John whether he planned any further
pruning of BA's roure network. Sir John said 60 odd routes and 64 aircraft had

~gone already and he had no further specific plans at this stage. He alluded

b




briefly to BA's discussions about routes with B.Cal and emphasised that any deal
would have to show advantages for both parties. It was not clear at the moment
what Mr Thomson could offer BA.

J o N T

JOHN WHITLOCK
PS/SOS/TRADE
807 V/S

215 5422

10 November 1982
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BRITISH AIRWAYS: PRIVATISATION V%<,

The Prime Minister held a discussion this afternoon about
the matters raised in your Secretary of State's minute to the
Prime Minister of 4 November, together with the attached paper.
The Chancellor of the Exchequer, the Lord President of the
Council, the Chief Secretary, Treasury, Sir Robert Armstrong
and Mr. Sparrow were also present.

It was argued that there was a strong case for putting
a receiver into British Airways immediately. He would deal
with BA's indebtedness, would call the Tréasury guarantees,
and would sell the business as a going concern. But this
course was ruled out by the fact that it could not be followed
without legislation. An alternative would be to push ahead
as quickly as possible, aiming for privatisation in late 1983
or early 1984, as recommended in paragraph 22 of the paper.
This would require legislation, and a cash injection into
British Airways in the region of £600 - £750 million. BA were
now making an operating profit, and were forecasting a profit
next year after payment of interest. The timetable for
privatisation in 1983/84 was having, and would continue to
have, a very desirable effect in galvanising the Corporation.
Postponement of privatisation would all too easily cause BA
to slip back into the morass.

Against this, it was argued that such a timetable would
cause considerable political difficulties, both with the
Opposition, who would criticise the arrangements as being a
very poor deal for the taxpayer; and also with BA's private
sector competitors, who might reasonably feel (although they
were not in fact in direct competition with BA route by route)
considerable resentment about BA's debts being forgiven.

It was not clear where the balance of advantage lay as between
reconstructing BA's balance sheet as soon as possible, so as
to give them the possibility of showing reasonable financial
results, and postponing any reconstruction, so as to set them
the task of repaying some of their indebtedness through their
profits. Certainly, to give them no cash injection and to

/ require




require them to repay their debt wholly from profits would entail
their remaining - in the public sector for many years. Equally,
to make an immediate reconstruction, with a very large cash
injection, would give entirely the wrong signal. A middle
course would be to envisage a cash injection at some stage,

after BA had made some progress in themselves reducing their
indebtedness; and to limit a cash injection to a sum well

below that envisaged in paragraphs 12 to 15 of your Secretary

of State's paper - say to £200 million or to such sum as would

be compatible with a 3:1 debt/equity ratio. BA would thereafter
aim to improve their financial position steadily, so as to enable
them to go to the market with a good track record before too long.

The Prime Minister said that it was agreed that we should
not contemplate introducing legislation providing authority
to restructure BA's accounts this side of the General Election.
Both political and economic considerations argued for the
adoption of the middle course which had been identified in the
discussion, and if legislation could be brought forward very
soon after the General Election privatisation should not be
put back as far as 1986/87. Much would depend on BA*s progress,
and on the quality of its management.

I am sending a copy of this letter to the Private Secretaries
to those present at this afternoon's meeting. I would be
grateful if you and they would ensure that it is seen only by
those specifically authorised to do so by your Secretary of
State.

Yous Sinurhy

Micbhacl Scholar
==

John Rhodes, Esq.,
Department of Trade.




CONFIDENTIAL

Ref. A082/0034

PRIME MINISTER

British Airways

BACKGROUND

When the Ministerial Sub-Committee on the Nationalised Industries
considered British Airways (BA) in July, they expressed some doubt

whether it would be possible to privatise BA_as soon as late 1983,

but agreed to continue to plan on that basis. They recognised that

it would require legislation to permit the reconstruction of BA's

capital (E(NI)(82) 6th Meeting, Item 3).
——
2. The minute of 4 November from the Secretary of State for Trade

and the paper attached to it are in accordance with that decision.

The Secretary of State favours early privatisation, in late 1983 or
early 1984; in order to keep open the option of such a course he

recommends the introduction of legislation early in the current

Session. He suggests that this might take the form of either a short
separate Bill, or an addition to the 1983 Finance Bill or to a
Miscellaneous Financial Provisions Bill. When it had been enacted,

BA's capital would be reconstructed: between £600 million and

£750 million of BA's debts, which are mainly owed to overseas banks,
e ——n Ty - e
would be discharged by the Government. Directly after the reconstruc-

tion BA's business would be vested in a Companies Act Company under
the Civil Aviation Act 1980.
3. The Secretary of State also says that it is possible that a con-

dition for privatisation might be that the Government should in some

way underwrite the liabilities of BA's existing index-linked pensions

# = g 2 =
scheme. Legislation would be required for such a guarantee. However,
—— e,

the need for a guarantee will not be clear for some months. Immediate

legislation would therefore have to be prepared on the agéumption that

it will not be needed. The Secretary of State implies that this

assumption is likely to be correct.
4. The paper is to be discussed by yourself and a small group of

Ministers at 5.00 pm on Tuesday 9 November.

CONFIDENTIAL
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MAIN ISSUES

5. The essential issues before Ministers are:
(1) Should legislation as proposed by the Secretary of State
for Trade be introduced early in the current Session of
Parliament? R
(i) If so, what should it provide?
The answer to the first of these questions will depend largely on the
answers to the following:

(iii) What are the prospects for privatisation in late 1983

or early 19847

(iv) Even if privatisation on such a timescale is feasible,

is it prudent?

Prospects for Early Privatisation

6. BA operates in an industry which is currently very badly

depressed; it has a record of serious inefficiency and commercial
e — e
misjudgment; and in 1981-82 it recorded a loss of some £550 million.

Investors are bound to look for hard evidence of an improvement before

they will buy shares in such a business. It istrue that the figures
for 1981-82 were heavily influenced by exceptional items (mainly

seve;;;E; payments and a change in depreciation policies). But that
is not necessarily a helpful point: on the contrary, commentators in

the financial Press have suggested that so much was loaded on to the

1981-82 figures that profit forecasts for the following years will be
ey,
distorted and give no reliable indication of long-term prospects.

T ot .
7. Hill Samuel have advised (Annex A to the Secretary of State for
Trade's paper) that privatisation in late 1983 by means of a con-
S —— ey
ventional offer for sale is 'highly unlikely'. They suggest that
T eee—

there is a better chance of privatisation in early 1984. But, as the
Secretary of State points out, there is the potential complication
of the date of the next General Election.

8. A point which you will wish to investigate further is the
Secretary of State's suggestion that if privatisation is not achieved

by early 1984 it will probably have to be put off until 'much later'.

Why should this be so? One would have thought that privatisation in,
say, early 1985 should be feasible: the effects of the losses in

1981-82 should be less; and the benefits of the drive to improve

efficiency should be more clearly evident.

CONFIDENTIAL
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Prudence

9

Legislation in the 1982-83 Session followed by privatisation in

early 1984 would be certain to attract criticismon the following lines:

—

(a) As the Secretary of State admits, if BA's recovery proves
well-founded, the proceeds of sale in late 1984 would probably
be substantially higher. If the recovery does not prove well-
founded, then either early privatisation will be impossible,
or it will be followed by a campaign of complaints from
disappointed investors.

(b) The Government will have paid out between £600 million

and £750 million of the taxpayers' money in exchange for sale
St —

proceeds of £200 to £250 million, plus a half-share in the
e e 1

business, worth the same amount: it will be hard to present
s |

that as anything other than a loss of at best £100 million

10.

and at worst £350 million. It will be hard to justify_gaying

any premium, let alone such a large one, in order to dispose
of a business forecast to make operating profits of
£200 million a year.

(c) There will be strong objections from the private airlines,

such as British Caledonian. These airlines cannot legitimately

complain if there is a capital reconstruction. This is
inevitable if privatisation is to take place; and it is really
no more than a recogniton of past losses. But they will have

a legitimate complaint if the reconstruction is over-generous,

since that will leave BA with surplus cash which could be used

o —
to subsidise competition against other airlines., The earlier

the sale, the more generous the reconstruction will have to be
in order to induce private investors to buy shares in a business
with a poor track record.

The counter-argument advanced by the Secretary of State for

Trade is that BA will be an embarrassment to the Government as long

as it is in the public sector. It is not entirely clear what this

means. If it means that the business of BA will continue to be in

difficulties, the Government, as 50 per cent owner and recent seller

of shares, would hardly be able to stand aside.

CONFIDENTIAL
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Pensions
11. The Secretary of State for Trade suggests that it is unlikely

that the Government would be called upon to underwrite the liabilities

of BA's existing pension scheme; and that legislation should proceed
on the assumption thaz_?T-Eill not be so called. But if the
assumption proved to be wrong, the Government would be in great dif-
ficulty. If it refused to give some form of comfort or guarantee it
might be unable to proceed with privatisation; but to give a
guarantee would:

(a) require fresh legislation; and

(b) create difficulties elsewhere: the Government ‘does not,

in general, underwrite the pension liabilities of the

nationalised industries, still less of private sector

organisations.
These are arguments for waiting until the pension situation is
clearer next year.

Case for Legislation in the Current Session

12. The matters discussed in paragraphs 6 to 11 above have an

obvious bearing on the case for early legislation. The legislation,

though short, would certainly be contentious. It would almost cer-

*
tainly have to be the subject of a separate Bill: the Miscellaneous

Financial Provisions Bill is to be taken through procedures suitable
only for uncontentious matters; and I understand that Parliamentary
Counsel has advised that the Finance Bill could not be used. The
Lord President will no doubt argue that a Bill should not be added
to the existing programme unless it is judged to be of such priority
as to displace some other Bill already there. Colleagues will be
unwilling to agree that it has such priority unless they are
convinced that there is a genuine chance of privatisation by early
1984,

13. A rather different line of argument in the Secretary of State

for Trade's paper is that a capital reconstruction would improve
paj

morale in BA. It is often suggested that it is undesirable for the
B ] - . .

management of a nationalised industry to face a prospect of permanent

deficit, on the grounds that they will not be sufficiently motivated

by'the aim of marginally reducing the deficit. But that appears not

CONFIDENTIAL
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to be the situation here: BA are forecasting operating profits of
about €200 million a year in real terms, substantially more than
interest charges with the present debt structure (£111 million in
1981-82). Again, although legislation to improve motivation may well
be desirable, the question is whether it commands sufficient priority
to be put into the 1982-83 programme.

Content of Legislation

14. If it is decided that the case for early legislation is not made

out, it will not be necessary to discuss the content. If the meeting

favours early legislation it will be necessary td-consider, in par-
ticular, the size of the proposed capital reconstruction. The
Secretary of State for Trade seeks discretion, in agreement with the
Chief Secretary, Treasury, to decide on a sum between £600 million

—— e e ——

(to achieve a debt/equity ratio of 50/50, which Hill Samuel advise

is the minimum necessary for early ;;E:htisation) and €750 million
(requested by BA - this would give a ration of 30/70). The transaction
does not affect the PSBR, since it replaces debts owed by BA to the
banks by debt owed by the Government to holders of gilt-edged stock.
But it does transfer to the taxpayer and away from BA's customers the
cost of servicing the debt. As noted earlier, write-off of this size
would be criticised as being significantly more than the prospective
total of sale proceeds and the value of the Government's remaining
share in BA's business.

15. Treasury Ministers are likely to argue strongly for much smaller

figures, to give a debt/equity ratio of between 85/15 (which would be
e T

sufficient to extinguish the existing negative reserve on BA's

balance sheet) and 70/30 (which would be in line with the gearing
ratio of British Caledonian and some other leading private airlines).
Such an approach would almost certainly rule out early privatisation:
investors will look for either a much more favourable debt/equity
ratio or a longer and better track record. But it could form the
basis of a package involving capital reconstruction, and vesting of
BA's business in a Companies Act Company in preparation for privatisa-
tion at a more appropriate time. This could have political
attractions, since it would demonstrate that the Government intended
to press ahead with privatisation, but without offering the same scope

for criticism of lack of financial prudence. The Treasury consider

CONFIDENTIAL
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that the Government could set up arrangements giving it adequate
control of 'British Airways PLC' while it was wholly-owned by the
Government. But again, it would be necessary to assess whether the
desirability of the package outweighed the difficulties of early
legislation.

Machinery for Any Further Consideration

16. Depending on the course of discussion, it may be necessary to
involve other Ministers, at least on some aspects. For example,
there may be European Community implications, which would need to be
discussed with the Foreign and Commonwealth Secretary. If there are
serious differences of view at the meeting, the issues may have to be

put to E or E(NI).

HANDLING

17. You will wish to ask the Secretary of State for Trade to

introduce his paper. The Chancellor of the Exchequer and Chief

Secretary, Treasury are both likely to have extensive comments. The

Lord President of the Council will advise on the implications for the

legislative programme.
CONCLUSIONS

18. You will wish the meeting to reach conclusions on the following:
(i) Should there be legislation in the 1982-83 Session
of Parliament as proposed by the Secretary of State for Trade?
(ii) I1f so, what should it provide regarding:
(a) The size of the proposed capital reconstruction.
(b) The liabilities of BA's existing index-linked
pension scheme?
(iii) Should it take the form of a separate Bill, or is there
any other vehicle (apart from those suggested by the Secretary
of State for Trade, which do not seem suitable) which could
be used?

(iv) (Depending on the course of discussion) whether other

¥ ?’[ffﬂ_:‘“

AYV“*“il?x
ROBERT ARMSTRONG

sl I
-~ l—h'_,_-. = iy A L -

Ministers need to be consulted.

8 November 1982
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British Airways

S e S

L. Lord Cockfield sent me a copy of his letter of 4 Hgyeﬁber, which

we will be discussing on Tuesday. In his letter he proposes an early

Egiital reconstruction of the balance sheet of British Airways (BA)

and the ves%ing of BA in a successor company for flotation at the

earliest feasible date.

[T

2. I agree that a capital reconstruction of BA is necessary,

simply because its losses have left it under-capitalised. Even without

_—

the prospect of privatisation, it would be necessary to correct the

i = =i
present position, as would happen in any comparable private sector
e e——

company whose owners did not wish to liquidate it. An injection of

) M

funds to restore past losses should not therefore lead to serious X
Tt e —

presentational problems.

3. Restoring the amounts written off in 1981/82 alone would involve
A
about £550m., giving a debt:equity ratio of 55:45, whilst additionally
funding-;ae 1980/81 loss would increase the amount to about £700m. ,
_ i
giving a debt:equity ratio of 37:063. Just to get back to a going-
concern basis, I believe that the former figure would be sufficient,
h e
but Lord Cockfield is understandably concerned about the prospect of

things then going amiss again before flotation. In considering the

higher figure, however, we should remember that the circumstances in
which further funding would be necessary (namely, profits below forecast)
are precisely those which would lead to the postponement of privatisation

until BA was fully fit for sale.

L, Lord Cockfield's paper says, and I agree, that a flotation will
be well—ni%h imeossible if a General Election i%_gtill in prospgiz, and

that the proceeds could well be substantially higher in late 1984 than

a year earlier,

1
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be Despite the considerable progress made under Sir John King, BA

still has a long way to go before it becomes a commercially sound

business; many doubts remain about its ability to achieve enduring
T sy pra—

profitability. I believe that BA will fetch a reasonable price only

after it has achieved an audited record of healthy past profits, perhaps
for two years otifize; in the absence of such a record the financial
market will have little faith in forecasts of future profits, particularly
in the current parlous state of the international airline business where

forecasting is inherently difficult and particularly in the case of BA

which (under previous manag;;;nt) has an unenviable reputation for over-

optimistic forecasts. Thus the flotation of BA is unlikely to be a sound
— —

business proposition before late-1984,
——— e

6. Even that timing must be doubtful. BA forecasts profits for 1983/84,

before interest and supplementary depreciation, of around £265m. This
M

figure, which appears to be about 13 per cent of forecast revenue, is an
e
ambitious and perhaps optimistic target; by comparison Delta, one of
the most successful US airlines, earned a margin of only 10 per cent in
——

its most successful recent years, when the market was more buoyant than

oW,

T Despite the doubts about the timing of privatisation, however, the

case for reconstruction before April makes it highly desirable to legislate

gt —— e

this Session., BA will then be able to report its financial results for
ONAAA

1982/83 on the basis of a respectable, commercial-looking, balance sheet;

and, when we come to a prospectus, will not need to make retrospective

adjustments to the figures.

S5 There are two other points raised by Lord Cockfield. First, 1

agree with Hill Samuel's advice that BA's pension liabilities should be

clarified and limited as soon as possible. Ministers will need a clear
e e
understanding of the burdens that the Airways Pension Scheme may place
ey £
either on a future privatised company or, possibly, as residual obligation

on Government after privatisation, including any effect that these may

have on the amount of capital reconstruction required.
=T

T
9. Finally, BA is not yet in a state when Ministers can afford to

release it from the control proper for a nationalised industry in difficulty;
et

it will probably not have reached such a state by next April. I note that

2
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Lord Cockfield intends to retain a measure of control during the

period between vesting and privatisation through the successor
L )

————e D
company's Memorandum and Articles of Association and his power as

sole shareholder, but this will need to be sufficient to cover the

points listed on the attachment to this minute.

10. I am sending a copy of this to Lord Cockfield and to the

other recipients of his letter.

Sl

{
\_J

-

2
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Some BA matters needing Government attention between vesting

and privatisation

l. Management team: The composition of the Board and the

senior executive team needs to be determined soon, -so as to

give them time to establish a convincing track record in the

period leading up to privatisation; ideally this matter should

be settled before next April.

2 Financial performance: Ministers will need to set BA

demanding but attainable targets and to monitor carefully BA's

progress towards them.

¥ Size of the business: Even after the reductions announced

in BA's latest Financial Plan it is still not evident, at least

outside BA, that they will have established a route structure that

will generate a stream of future profits that is sufficiently robust

to the uncertainties of the airline business. BA's profits appear

to be vulnerable to adverse events on a relatively small number of
s ey

——————ei iy
their routes. The Board could be asked to examine whether changes
to the route structure, either by cutting back or by exchanges with

British Caledonian, might lead to a more secure profit position.

k, Investment: Ministers should retain some measures of control
over new investment, particularly in view of BA's previous tendency
to over-invest on the basis of optimistic forecasts. Ministers will
need to be reassured that the cash surplus that BA will be able to

earn after reconstruction does not encourage over-ambitious investment.

1
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D Pay and Redundancy Agreements: For as long as BA's financial

performance remains insecure it would be a sound general principle
L

for the Chairman to consult the Secretary of State before entering

into any major new agreements,

6. Corporate Plan: Privatisation should be preceded by the

submission of a Corporate Plan to the Secretary of State. Given
the scale of the changes being wrought at BA there will, in any
event, be a continuing need for the Board to reassess the medium

term prospects for the business, taking account of the new split

—

into three operating divisions. This will involve them in

assumptions on the key parameters of the business especially those

identified in the Price Waterhouse report as needing attention,

such as fleet utilisation and labour productivity. A Corporate
Plan would also cover in more detail the issues raised in the
recent Financial Plan, such as tighter cemmercial policies and

the generation of additional business.

2
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PRIME MINISTER

BRITISH AIRWAYS

I understand that you have asked to discuss British Airways in a restricted group

rather than in E(NI) as was originally planned.

As a basis for discussion I attach the paper which I was on the point of circulating

to E(NI). The paper deals in turn with a number of complex and difficult issues.

e b —— R ——

But it leaves us with a simple choice. Do we keep open the option of privatising
— e

BA in late 1983 or early 1984 - if so we must legislate now for a capital

m—
—

reconstruction? Or do we hold back from immediate legislation and thus postpone
—

e

privatisation until the summer of 1984 at the earliest and probably much later even
than that?

Neither course will be popular with our supporters. They will not welcome a

further deferment of privatisation. But nor will they relish another "hand-out" to
R ]

a nationalised industry even if it is to pay for past inefficiencies: in particular, it

will be argued that what appears to be generosity to BA is unfair to British
\\/ Caledonian and other private sector airlines.

The "unfairness" lies simply in the fact that BA will be given £x million to pay off
e e g

its debts while British Caledonian will receive no such generosity but will have to

carry the burden of its debts until it can pay them off itself. This frankly is no

more than another aspect of the general problem that nationalised industries have
access to an apparently bottomless public purse while private sector companies have

to sink or swim by reference to their own efforts.

What British Caledonian really want is to pick up some (no doubt the more

profitable) of BA's routes (as for example Adam Thomson proposed in his letter to

you of 26 August). This would of course be a simple matter if BA were liquidated,

and looked at in this way the "unfairness" of bailing out British Airways is that

British Caledonian is being denied this opportunity. But I understand in any case

that John King and Adam Thomson have been having confidential discussions about

their respective route structures, and as you recognised in your reply of 10

September to Adam Thomson this is clearly the most constructive way to proceed.
S ="
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[Copies of the correspondence are attached].

BA will continue to embarrass us for as long as it remains in the public sector.

That is why, despite the immediate political difficulties, I believe we must legislate

quickly for a capital reconstruction. Early reconstruction is the only route to

early privatisation. Moreover it is the only way of ensuring that our hands are free

to move whenever an opportunity presents itself.
Quite apart from the question of privatisation I believe an early reconstruction is
the only way we can consolidate the progress we have made and ensure that

henceforth BA is really run as a commercial enterprise.

I hope therefore that you can agree the conclusions at para 22 of the attached

paper. D ——

I am copying this minute to Geoffrey Howe, Leon Brittan, John Sparrow and Sir

Robert Armstrong.

LORD COCKFIELD-

Department of Trade
Qi' November 1982
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BRITISH ATRWAYS: PRIVATISATION AND CAPITAL RECONSTRUCTION

INTRODUCTION

1 At a meeting of E(NI) on 26 July (E(NI)(82)6th meeting), the
Sub-Committee endorsed the general strategy proposed by British
Airways' (BA) Corporate Plan (subject to certain qualifications).
The meeting also agreed that we should continue to plan for the
privatisation of BA in 1late 1983 (though this would be
difficult), recognising that before privatisation could take
place legislation would be needed for a capital reconstruction.

2 In this note I report on:-

(a) BA's current financial position and immediate
prospects;

(b) BA's latest financial plan;

(¢) the current prospects for privatisation; and
the need for a capital reconstruction, and for
legislation to achieve it.

BRITISH ATIRWAYS' FINANCIAL POSITION

3 BA's 1981/82 accounts, which have just been published, show

a Group loss of £550m. But the bulk of this (£426m) reflects
non-recurring items - the cost of severance payments and more
prudent depreciation policies. If they were not charged in the
1981/82 accounts, then future years' results would only 1look
worse. Interest charges amounted to £111m and there was in fact
a small operating profit (after normal depreciation) of £13m.

u The wunderlying trading position, however, continues to
improve. The 1981/82 operating profit of £13m before interest
compares with an operating loss in 1980/81 of nearly £100m. For

the present financial year BA are forecasting an operating profit
of about £170m (which they are on track for achieving), & very
considerable improvement.

BA'S NEW FINANCIAL PLAN

5 I have now received from BA a new financial plan for the
next five years, which reflects improvements on the Corporate
Plan which the Sub-Committee considered in July. At that
meeting, I commented on the desirability of BA securing further
reductions in manpower levels, in unprofitable routes, and in
uncommitted investment in the later years of the Plan. The plan
now reflects BA's new manpower target of achieving a reduction to
35,000 by next March. This compares with a figure of 58,000 in
1979, a reduction of nearly 40%. It reflects BA's recent
decision to withdraw from a further nineteen unprofitable routes.
BA argue that further reductions in manpower or routes are
impracticable immediately, but they will be keeping the situation
under review. Capital investment at the end of the planning
period, too, now shows a substantial reduction.

1
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6 The key feature of the plan is a target of profits before
deducting interest of around £200m per year from 1983 onwards.
This ‘Elgtire 8. struck after charging £85m supplementary
depreciation based on replacement costs. 1If these profits can be
achieved they would represent a remarkable improvement. Annex B
shows BA's forecasts as given in their Plan.

T If we privatised BA in late 1983, it would therefore be on
the basis - according to present estimates - of the following
profits before interest and after historic (but not
supplementary) depreciation: -

(a) for 1982/83, profits of about £170m (these results
would be available in June 1983);

(b) for the first four months of 1983/84 profits of
perhaps about £100m (this is an unduly short period
but it is specified by Hill Samuel as a minimum);

(e¢) for 1983/84 as a whole, forecast profits'of around
£265m.

PROSPECTS FOR PRIVATISATION

8 I have obtained advice from Hill Samuel on whether BA's
present position - and these forecasts - provide an adequate
basis for privatisation within the timescale we have in mind. At
Annex A I attach a copy of their conclusions, the most important
of which are as follows:

(a) A flotation in late 1983 is unlikely to succeed,
though it cannot absolutely be ruled out. A
flotation in the first part of 1984 stands a
somewhat greater chance of success, though even
this depends on everything going well. However, a
flotation will be well nigh impossible, if a General
Election is still in prospect, because of the effect
this would have on the market.

A capital reconstruction is essential before
privatisation and should take place by the end of
March 1983 if possible. (Hill Samuel assume its
cost at around £500-£700m.) Hill Samuel strongly
favour this on grounds of propriety, commercial
discipline and morale, even if the prospects for
privatisation remain uncertain.

Hill Samuel strongly favour the conversion of BA
into a Government-owned limited company at the
same time. This would clear the way for
privatisation as soon as BA was ready.

Hill Samuel regard it as impossible to forecast the
proceeds of privatisation with any certainty, but they
estimate a market capitalisation of around £450m

(so that in theory the sale of about 50% of BA - the
proportion we have envisaged - would bring in about
£200-£250m). They suggest that, if BA's recovery

2
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proves well-founded, the proceeds could well be
substantially higher in late 1984 than a year
earlier.

(e) BA's pension liabilities should be clarified and
limited as soon as possible.

9 I see no reason to disagree with this advice. It means that
we are now most unlikely to achieve a flotation before the next
Election; but, if the Election were out of the way, we might
still just be able to privatise BA in 1late 1983 or, more
plausibly, early 1984. However, since we should probably get a
better price by delaying privatisation for a further year or so
after that, privatisation in 1late 1983 is wunlikely to be
justifiable on purely economic grounds: it would be a political
decision.

CAPITAL RECONSTRUCTION

10 The situation which now exists is largely a product of the
decision taken many years ago that BA should be financed largely
by loans from commercial banks, guaranteed by Government, instead
of by direct advances from Government itself.

11 As the Sub-Committee has already noted at its July meeting,
we cannot privatise BA without a capital reconstruction. There
is also a strong case - recognised by Hill Samuel - for a capital
reconstruction quite irrespective of the case for privatisation.
BA's debt:equity ratio has deteriorated so far that their
liabilities now substantially exceed their assets. No company in
the private sector could continue trading with such a capital
structure; and BA's interest burden is now so heavy that it
threatens to damage the management's motivation further to
improve operating efficiency. Moreover, an early capital
reconstruction could improve the prospects of privatisation
whenever privatisation occurs as it will enable BA to demonstrate
better profits in their published accounts over a longer period.

12 The best way of achieving a reconstruction is to provide a
cash injection into BA, which BA would then use to pay off its
debts to private banks; the cash would be provided by a
combination of direct grant (to wipe out the negative reserves)
and an injection of public dividend capital (pde) (as an element
of new "equity" investment by the Government). As part of the
package, BA's relatively small borrowings from the National Loans
Fund (NLF) could be written off. Although such a capital
reconstruction would involve a significant cash outlay by the
Government, the effect on the public sector borrowing requirement
(PSBR) would be neutral, since the cash injection would be offset
by an equal reduction in BA's indebtedness. But it could be said
to involve a substantial subsidy because the taxpayer would be
relieving BA of much of its debt servicing obligations.

AMOUNT OF RECONSTRUCTION

13 BA are seeking a capital reconstruction costing £750m. This
would give them a debt:equity ratio at the end of March 1983 (on
the basis of BA's current profit forecasts) of 30:70. Hill
Samuel advise that BA could not be privatised with a debt:equity
ratio less favourable than 50:50. To achieve this on
31 March 1983 would - again on the basis of BA's forecasts - cost

3
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about £600m. But it is possible that, between now and
privatisation, BA will achieve profits which, though adequate for
a flotation, are below forecast levels. In that event, £600m may
not be enough to achieve and maintain a 50:50 debt:equity ratio,
and a larger sum might be needed. I therefore think it essential
that in proposing to Parliament soon a figure for a
reconstruction we go for a figure above £600m (but not more than
the £750m BA have asked for).

14 It is clearly essential we should be able to justify the
reconstruction, to the independent airlines and others, as not
over-generous. But it is obviously also essential that the
reconstruction should be big enough to give a good prospect of a

successful flotation. It would be disastrous to have to
reconstruct a second time through being too hesitant now. I
suggest therefore that the figure for which we seek Parliament's
approval should be expressed as a maximum, the actual amount to
depend on BA's position when the reconstruction is effected, with
a reasonable safety margin.

15 If colleagues accept the principle, I would aim to agree
separately with the Chief Secretary within the next -two or three
weeks the maximum figure (within the range of £600m-£750m) for
which we should go to Parliament (this without prejudice to the
amount we eventually decide to inject). I am also prepared to
discuss with the Chief Secretary and Hill Samuel other ways of
guarding against accusations of over-generosity (eg a mechanism
for reconverting some of BA's equity into Government loans
immediately before privatisation, should events by then have
shown the reconstruction to be too large; and a cancellation of
BA's tax losses commensurate with the size of the
reconstruction).

THE NEED FOR LEGISLATION

16 Legally the required payment to British Airways could be
made without new specific 1legislation. However the Treasury
takes the view that Parliamentary propriety requires specific
legislative backing for such a large payment and for such a
purpose.

(g It would take us a further step towards privatisation and
help attitudes within the airline oL once a capital
reconstruction had been effected, we were to vest BA into a
limited company. My powers in the British Airways Board Act 1977
automatically lapse on vesting, and I shall need to be sure 1
retain adequate control over BA plec while it remains wholly
Government -owned. Having taken legal advice I am satisfied that
IE can exercise sufficient control between vesting and
privatisation through the successor company's memorandum and
articles of association and my power as sole shareholder.

18 One other item might require legislation. The British
Airways Pension Scheme (APS) 1is index-linked; and it is
conceivable that BA would not be saleable unless it were
completely discontinued. BA have Jjust announced they are
considering its closure to new entrants, but it remains to be
seen if this will go far enough. BA are proposing to seek a
declaratory judgement on the extent of their liability to the APS
in the event of complete discontinuance. If (contrary to
expectations) the judgement were to make BA liable for very large

I
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sums in the event of complete discontinuance Hill Samuel might
advise that privatisation could not proceed unless the Government
were to give BA some comfort or guarantee in respect of the
pensions liabilities. If such a guarantee were to be necessary i
should need a statutory power; but I shall not know till sometime
next year whether such a provision would be necessary. If we
decide to go ahead immediately with legislation, we must
therefore do so on the assumption that this special provision
will not be necessary.

19 We need, then, legislation providing authority to pay to BA
sums up to a specified maximum amount in public dividend capital
or grant, together with authority to write off BA's NLF loans
within this maximum. I realise that this puts us in a difficult
position, because of the problem of securing Parliamentary time
for the passage, desirably by the end of next March, of what will
be a short but controversial Bill. But unless we can secure the
necessary legislation for a capital reconstruction, there is no
hope of privatising BA before the second half of 1984 and
probably much later.

20 If colleagues see no room for a separate Bill this Session,
then we should consider using the 1983 Finance Bill or a suitable
piece of general 1legislation (eg the miscellaneous financial
provisions Bill that I wunderstand the Treasury are hoping to
introduce in the new Session). I appreciate the difficulty of
encumbering Treasury legislation with additional controversial
clauses and I well understand Treasury objections to this course.
Nevertheless this appears the only other way of keeping our
options open for privatisation this Parliament.

EUROPEAN COMMUNITY IMPLICATIONS

21 We should need to clear the proposals with the European
Community,though they are unlikely to object.

CONCLUSIONS

22 If we are to keep open the option of privatising British
Airways in late 1983 or early 1984, we must reconstruct BA's
balance sheet, and for that we need legislation. Even if we do
not consider privatisation likely within this timescale, there
are still persuasive grounds, supported by Hill Samuel, for an
early reconstruction of BA's capital. I therefore invite my
colleagues to agree: -

(i) to a capital reconstruction of BA, as proposed in
paragraphs 12-15 above;

(ii) to the vesting of BA in the successor company under
the Civil Aviation Act 1980 directly after the
reconstruction (paragraph 17);

to the introduction of legislation in the new Session
to this end containing the provisions described in
paragraph 19, either: -
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in a separate Bill for introduction as
early as possible in the Session;

or

failing that, in the 1983 Finance Bill or
a suitable miscellaneous financial
provisions Bill; and

(iv) to the employment of Parliamentary Counsel for the
urgent drafting of clauses for (iii)(a) or (b) above.
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SAITIREL 'S MEMORANDUM OF 13 OCTO
ISATION OF BRITISH AIRWAYS 1IN

ANNEX A

CONCLUS IONS

'l The possibility of privatisation by the end of 1983

(a) We believe it is highly unlikely that privatisation
ot BA will be achievable 1n late 1983 1n the form
ot a conventional and successful ofter tor sale to
the public ot a controlling interest. The current
management has undoubtedly taken positive and
vigorous action to restore BA's immediate
profitability and to re-establish it as a viable
business in the longer term. However, the effects
of this action are only now beginning to be felt.
We think it most improbable that those involved
(HMG, BA and their advisers) will by the end ot
1983 believe that BA's recovery is sufficiently
well established to consider it responsible to
issue a prospectus to the public. On an important
point of detail, we doubt whether those involved
would feel able to put their names to the necessary
forecast of profits for the financial year to 31lst
March, 1984.

However, on the latter point of forecasting, we
believe it far more likely that a proper public
forecast of profits for the year to 3lst March,
1984 could be made in early 1984. By this time
interim results for the six months to September,
1983 would be available, and there would be some
experience of the traditionally weaker winter
months.

We believe it possible but not likely, if

circumstances are particularly favourable, to
achieve privatisation by the end of 1983 in an
unconventional form, involving the sale of shares

mainly to investment institutions, who would be
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sufificiently sophisticated to make their own
assessment of the potential and the risks involved
in BA's business, and with perhaps some limited

offer to the public.

The circumstances we are envisaging are those in

which there was a "good story" to tell the

investors about BA's recovery and prospects, albeit

with a degree of confidence falling short of that

needed to make a conventional offer for sale to the

public.

Action required between now and the end of 1983

In order to keep open the possibility, however slight, of

privatisation by the end of 1983, and, in any event, to

optimise the prospects for successful privatisation as

soon as practicable the following action is required: -

(a)

For the reasons given in our letter of 13th
September, 1983, legislation should be brought
forward to reconstruct the balance sheet of BA and
vest its business in the successor company by the
earliest practicable date, namely lst April, 1983.
We believe that the commercial and financial
arguments for the capital reconstruction are
overwhelming. New capital is, in reality, needed
to replace losses already incurred. 1t is clearly
unsatistactory tor a major nationalised industry to
continue in a state of quasi-insolvency. Finelly,
a decision to delay the reconstruction implies an
indefinite deferment of privatisation, and the
effect of this on the internal morale at BA would,
in our view, be very damaging to the airline's

prospects for continued recovery.
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We have already raised a number of important
commercial, managerial and financial matters. An
action plan requires to be formulated to address
these matters. All of the areas identified will
need to be substantially resolved if privatisation

is to take place.

We have, in this report, dealt separately with BA's
pension arrangements, in view of their importance
and the specific reference to them in your letter

of instruction.

The proceeds of privatisation in late 1983

1t will be clear from what we have already said that we
would at this time regard such a calculation as an
artificial exercise in view of the enormous uncertainties
involved. As a matter of investment arithmetic, the
valuation placed on BA in an issue in late 1983 would be
based on its profit forecast for the year to 31lst March,
1984 and this is a figure that has not yet been estimated
by BA. In the circumstances we can only give a
theoretical indication of the market capitalisation of BA
if its shares were already listed and held by the

public.

Assuming BA achieves its forecast for the current year to
31st March, 1983 of profits before tax of £160 million
(ignoring supplementary depreciation, and after adjusting
for notional interest savings arising from the £750
million capital reconstruction proposed by BA), we would
expect a theoretical market capitalisation of around £450
million. This would represent, on the above assumptions,
a fully taxed historical price earnings multiple of
around 6, and a fully taxed prospective multiple of BA's
"annualised" projection for 1983/84 of 3.4. This market
capitalisation would compare with net tangible assets at
31st March, 1983, on the same assumptions, of £567

million.
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Next General Election

In.our view (and ignoring election considerations, as you
have asked us initially to do) privatisation by the end
of 1983 is highly unlikely; if the envisaged highly
favourable combination of circumstances existed, the
decision to proceed would, necessarily, still be very
finely balanced, in terms of the then state of BA and the
airline industry generally. This would be readily
apparent to potential investors. Any additional external
uncertainty, such as the imminence of a general election
would almost certainly prove fatal. General adverse
comment on possible political reasons for premature
flotation, coupled with the direct attacks from opponents
of privatisation (witness the Britoil affair) would draw
attention to the past problems of BA and the short lived
nature of its turn around. The opposition, or factions
within it, would no doubt pledge immediate
re-nationalisation. All in all, against the background
of an imminent election the investment climate would
almost certainly be poisoned against participating in any

conventional issue, if it were otherwise possible.

In our view the impending election is another reason to
delay privatisation beyond 1983. 1If BA's recovery proves
to be well-founded, the potential proceeds from
privatisation, if delayed by a further year, (i.e. after

the general election) could be substantially higher.

Amount of Capital Reconstruction

In our memorandum dated l4th July, 1982 our estimate of
the required capital reconstruction was in the range of
£500 million to £700 million.,

1
This estimate was, of course, based on the then available

information. We have had insufficient time to discuss

with BA or the Department the implications of the drait
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1981 /82 Accounts of BA, or the "BAB Financial Plan
1983/87" dated 30th September, 1982. In the
circumstances, we have no evidence which would lead us to
alter our earlier e<timate. We have noted BA's own
proposal that its borrowings should be reduced by £750
million, and that i1ts forecasts are based on this
assumption. In the circumstances, we have in this report
used (but not accepted) BA's projections, although the
sum proposed by BA is slightly above the upper end of the

range indicated by us.

As we have previously indicated, there may be methods to
structure the capital reconstruction so as to improve the
potential return to HMG from the funds committed to
reconstruct BA's balance sheet. These would take the
form of (i) ensuring some flexibility in the initial
arrangements so that any surplus over the requirement at
the time of privatisation can be returned to HMG and (ii)

devising a capital structure at the time of privatisation

which permitted the sale of voting control but maximised

the prospects for HMG to obtain a return from its initial
capital injection. We should be pleased to examine these
possibilities in detail in due course in conjunction with
the detailed discussions which will be necessary in
connection with the capital reconstruction/vesting

process,

Airways Pension Scheme ("APS")

There is at present conflicting actuarial and legal
advice as to the precise nature of BA's financial
commitment to the APS. The September 1982 triennial
valuation of the APS will not be available until March
1983. In addition, we understand that BA is proposing o
(i) introduce a new pension scheme for new employees with
lower contributions than the existing Scheme and reduced

(but acceptable by private sector standards) benefits, in
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sarticular in relation to limited indexation, (ii) close

the existing Scheme to new entrants, and (iii) offer
members of the existing Scheme the opportunity to

transfer to the new scheme.

In the circumstances, it is clearly impossible to
express any precise view over the degree of comfort, if
any, which would be required from the Government in
respect of BA's pension obligations at the time of

privatisation.

We think it unlikely, however, that any cash injection
would be required; some form of long-stop guarantee in
relation to BA's obligations towards the APS cannot be

ruled out.

In order to advance matters we recommend, as a matter of

urgency, that:-

{3) An authoritative view of BA's obligations towards
the APS in the event of discontinuance be sought.
Counsel have indicated that a declaratory judgement

from the Courts might be obtainable.

The new pension scheme should be developed and
introduced as soon as is, in the view of the Board

of BA, practicable.

The September 1982 actuarial valuation of the APS

should be progressed with all speed.
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CASH PROJECT IONS

83/4 §ﬁ£1 Total

1) Operating result 180 230 870
2) Interest on capital borrcwings (30) (25)
3) “A500 E2E 205
4) Inte.est cn new cash = 34
5) Result before tax 150 ‘ 239
6) Corporation and overseas tax (75) (120)
7) #vailable for dividend 75 I
€) Dividend payable (50) (50)
9) fTransfer to revenue reserves SRR T 69
10) HC + supp. depreciation 200 200
11) Dook value of dizposzls 15 -
12) Tining of dividend & tax payments 125 4
13) Interpal funds available 365 273
14) Loan repayments (35) (40)
15) Capital expenditure (185) (250)
16) 145 (17)
17) Exdinbank loans drawm down 40 -
New cash generated (required) 185 (17)

Operating result 180 230 230 230 870
Interest on capital berrowings (30) (30) (28) (25) (113)

150 200 202 2057 757

- 20 24 22 66

t before tax 150 220 226 2217 823

ation and overseas tax (75) (110): 1133 (114) (412)

Available for dividend 75 110 2L E L 411
Dividend payable (50) (50) (50) (50) (200)
Transfer to revenue reserves 25 60 63 63 211

13) KC + supp. depreciation 200 200 200 200 800
11) Book value of disposals 40 - - - 40
12) Timing of dividend & tax payments 125 35 3 1 164
13) Interpal funds available 390 295 266 264 1,215
14) Loan repayments (35) (40) (40) (40) (155)
15) Capital expenditure (199) (234) (258) (126) (817)
16) 156 21 (32) 98 243
17) Exinbark loans drawn down 40 18 12 - 70
18). New cash generated (required) 196 39 (20) 98 313

Note: This and the following pages show BA's current (October . 1982)

' profit and balance sheet. projections. The figures are in
constant prices and assume unchanged operating pr9f1t§ in real
terms, once BiA's current measures %o impreve profitability are
complete. “he difference between PlanA and Plan B reflects dif-
fersnt assumptions about whether BA will obtain exemption from
noise regulations due to come into force in-1986 and over the
timing of certain aircraft disposals. The figures also reflect

Bh's proposal for a capital reconstruction to give them a 3%0:70
debl:eouity ratio: by 31 March 1983,
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BALANCE SHEET FROJECTIONS

Plan A

At 31 March 1983 1984 1985

- _—————

En £m Zm

Het Asset

Fixed assets & investments 964 1,019 1,064
Cash at bank 185 296
Dividends & tax payable C 125) ( 159)
Net current liabilities ( 144) ( 144) ( 144)
__820 935 1,057

Financed by

Share capital & reserves
Replacenment reserves
Capital borrowings
Minorities

Debt:Equity ratio

B

Ket Assets

rixed assets & investments | 1,270
Cash at bhank 215
Dividends & tax payable ( 163)
Het current liabilities (_144)

1,118

Eigﬂpced bz

Share capital & reserves
Replacement reserves
Capital borrowings
Minorities

Debt:Equity ratio
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10 DOWNING STREET

From the Private Secretary 3 November, 1982

British Airways: Privatisation

As I mentioned to you earlier today, the Prime Minister
has decided that the consideration of British Airways'
privatisation should take place not in E(NI) but in a smaller
group which she will chair. Arrangements have been made today
to set up such a meeting.

The Prime Minister is concerned about the proposal for
a capital restructuring of British Airways. She has commented
that there will be serious implications for British Caledonian
and that she hopes that your Secretary of State's paper for the
meeting will take full account of this.

I am sending a copy of this letter to Margaret O'Mara
(H.M. Treasury), John Gieve (Chief Secretary's Office),
Richard Hatfield (Cabinet Office) and Gerry Spence (Central
Policy Review Staff).

>. SCHOLAR

John Whitlock, Esq.,
Department of Trade
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DEPARTMENT OF TRADE 1 VICTORIA STREET LONDON SW1H OET Telephone 01- 215 7877

The Rt Hon Sir

Chancellor of the

HM Treasury

Treasury Chambers

Parliament Street

London

SW1P 3AG November

In.\ .
: k-
wedo s —_

L&

PRIVATISATION

scope for ystantial advan in three areas: British

Airways; airports; and po iit insurance.

We have already agreed to privati British Airways and announced

=,
1980 - has been passed: I
—————— L <
the necessary capital restructurin which would require a short

our decision. Enabling legi ion - the Civil Aviation Act
sh

put proposals to E(NI) on

T e e
Bill; we shall then have ) ! sjons on the timing of

flotation.

On airports, our objective is clear: to minimise Government

involvement in their ownership and operation.

I aim to dispose of some or l of the Civil Aviation Authority's P~(
aerodromes in the Highland nd Islands of Scotland (with a

continuing Scottish Office nt) to the airlines who use them.

One or two disposals nis kind may be possible before the

Election.
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CONFIDENTIAL From the Secretaryof State

We have agreed that we cannot privatise the British Airports
Authority's airports in the short-term because of the uncertainties
arising from the currentwtitigation by airlines and, to a lesser
extent, the public inquiries into the expansion of the South East
irports. But we are actively investigating the scope for introducing
private sector finance into the Authority's investment programme,

starting in this Parliament.

The Authority's airports are, however, clear candidates for
privatisation in the next Parliament. This will raise a series

of problems, which we have already started to work our way through.
We are also looking at the future ownership of local authority
airports in connection with Michael Heseltine's exercise on the
metropolitan authorities, and considering whether local government

should be in the airport business at all.

ECGD provides, in the field of export credits, an insurance and

financing service. Although the latter is now largely privatised
in the sense of the banks serving exporters with all the funds
needed (other than interest rate subsidy) under simple ECGD
guarantees, the private sector has developed very little in the
way of competitive or supplementary export insurance facilities.
Governments cannot escape involvement in the political risks of
such insurance; but there should be scope for devolving some of
ECGD's operations on the United Kingdom private sector. Also, in
contrast to independent enquiries in the mid-50s and early-70s,
an E & AD Departmental "efficiency audit" favours ECGD changing
from Departmental to public corporation status. These findings
are due to come before the PAC shortly. A recently-published CBI

report has made similar recommendations.

We shall therefore be undertaking a fundamental review .of ECGD's
future organisation and functions, which will cover the scope for

privatisation. But if substantive changes appeared possible

legiélation would be needed and implementation would then have to
be left to the next Parliament.

CONFIDENTIAL
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From the Secretaryof State
CONFIDENTIAL FIRG oA

an expansion of the revenue earning activities of

Trade Procedures ard (SITPRO)

(o}
its conversion

essentially

I would take thi o) ni y mentior I other possible
candidate for privatisation, ely ti g orological Office.

This falls within John Nott's ponsibilif the industries

for which I am responsible pay a ! tial j of ‘the cost.

The industry's principal representative body, the British Civil
Aviation Standing Conference (BCASC), has suggested that some or
all of the Met Office's activities could be transferred to the
private sector. BCASC believe that market pressures would increase
the Met Office's cost-effectiveness and accountability to its
customers. I have written to John Nott expressing the hope that

as the Minister responsible he will take the same view.

I am sending a copy of this letter to the Prime
other members of E(DL), to John Nott and George Younger,

Sir Robert Armstrong.

/
LORD £0CKFIELD

CONFIDENTIAL
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10 DOWNING STREET

From the Private Secretary 28 October 1982

ﬂuwaJt“r

I enclose a copy of an exchange of
personal correspondence between the Prime
Minister and Lord McFadzean of Kelvinside
about British Airways. :

I would be grateful if you would
ensure that this is not circulated outside
your Private Office.

Yﬁwﬁ Wiv

MA'vload

John Rhodes, Esq.,
Department of Trade.

PERSONAL




10 DOWNING STREET

THE PRIME MINISTER 28 October 1982

PERSONAL

)

Hacea, F‘\cf-ﬁ(‘ 4

I found the paper attached to your letter very illuminating,

and I am grateful to you for the work which you put into it.

It is, I am afraid, inevitable when things have gone as
wrong as they have at British Airways that there are accusations
and counter-accusations about where the blame lies. Cur
efforts must go into putting matters right at BA: with a loss
last year of £545 million and liabilities currently exceeding

assets that will be a huge task.

Lord McFadzean of Kelvinside
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s Tdh not want to enter into publlc "-f::ikﬁw
controversy over British Airways but if the indi-
scriminate, counter productive, mud slinging against
the career staff continues, someone will have to
redress the balance. The attached note brings out
just a few of the points.

Wablhhies
eAwLd Ty
————

aAWYS 7
Too many people are behaving as if they
had been pre-conditioned by some naive economic
Pavlov. Government owned - bloated, incompetent,
mismanaged, stupid, shortsighted; private sector -
lean, well managed, entrepreneurial, thoughtful, far
seeing. The division hardly accords with the facts.

YCL.,.,': Loty \

it

The Rt. Hon. Margaret Thatcher, M.P .,
Prime Minister,

10 Downing Street,

LONDON SW1.
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Fleet

British Airways entered the second half of the
seventies with the most complex fleet of any major airline.
It had 12 basic types of aircraft against 3 for Pan American
and 5 for T.W.A.; it had 8 engine types against 3 for Pan
American and 5 for T.W.A. Result for British Airways was
more inflexibility in the use of crews, higher training
expense, more working capital tied up in spares, and so forth.
Because of an unstable inter face between Government and
British Airways over the years it was not possible to pin-
point responsibility for the state of affairs. Aware of this,
the Prime Minister - Mr. Callaghan - agreed in 1978 that the
Board should be permitted to order the aircraft which, in
its judgment, were the best suited to its route structure. It
was decided to rationalise the fleet on four malll types -
the 747, the Tri-star, the 757 and the 737. - This of course
takes time - the first 757 is not due for delivery until
1982 /83.

e ———

Manning Levels

Since airlines conduct their operations in widely
different fashions calculations of relative efficiency are
difficult. To achieve a comparable basis British Airways and
a selection of American and Continental airlines submitted
data to a leading management consultant. The final report
showed that per 10m. available ton miles British Airways
employed 142 people, the European airlines 115 and the North
American carriers 71. However, when wage and salary dif-
ferentials were taken intg accouft; BYTITISH Airways personnel
cOsts per available ton mile were the lowest at 12.6 cents
against 12.9 for the Americans and 18.4 for the Europeans.

In other words, the overmanning of British Airways was more

than offset by the low wages. In this respect British Airways
was little different from the rest of the economy, including the
private sector.

The overmanned areas were identified - approximately
80% of the problem was in flight operations, engineering and
ground handling - and detailed targets were worked out by
Brifish Airways management services personnel, with all the
divisional heads involved. At that particular stage return on
net assets was 12.4%. In common with the rest of the industry,
the forward projections were quite optimistic with British
Airways expecting to double traffic in eight years. The staff
were informed that the Company objective "of achieving levels
"of staff productivity at least equal to the average of other
"leading European and North American Carriers can, in general,




"be realised over a reasonable period of time through natural
"wastage and retirement on two main provisos:

(i) Revenue and output targets are achieved which,
in turn, are heavily dependant on providing a
reliable high performance service; and

The Unions and men cooperate with management
in the introduction of new working methods.
This will involve re-negotiation of agreements
and a more flexible approach to restrictive
practices, rostering and automation.

"There may nevertheless be a few areas where these measures
"will not of themselves suffice to raise productivity to the
"required levels. Plans are being drawn up for re-training,
"re—-deployment and voluntary retirement schemes.'"

Three years, one oil crisis, two major swings in
the exchange value of sterling, and an economic depression
later, British Airways has had to adjust its sights. It
would be fair to criticise the management for not foreseeing
these events (who did?) but to give the impression that the
long-serving employees of British Airways were unaware of the
overmanning problems is not correct. —

Ly

Finance and Accounts

British Airways had an accounting system which
produced mogthly management figures against budget and
previous year, quarterly accounts and annual accounts all in
the time span normal for a well run company. Since broadly
the same people were responsible post-1978, it is difficult
to see how the performance could have deteriorated to the
extent that various public pronouncements would lead one to
believe.

20th October 1982,
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10 DOWNING STREET

From the Private Secretary 14 October, 1982

British Airways' Financial Position

Thank you for your minute of 12 October.

The Prime Minister found this helpful
in reaching her decision, recorded in my
letter to John Whitlock of today's date,
about the comfort letter to British Airways.

John Sparrow, Esq.
CONFIDENTIAL
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10 DOWNING STREET

From the Private Secretary 14 October, 1982

British Airways

Many thanks for your letter of
12 October.

As I told you on the telephone this
afternoon, the Prime Minister now agrees,
in the light of the Chief Secretary's
letter of 13 October to your Secretary of
State, to the issuance of the letter of
comfort on the lines suggested in your
Secretary of State's earlier minute, and
on the conditions which have now been
agreed.

I am sending a copy of this letter
to John Gieve (Chief Secretary's Office)
and Richard Hatfield (Cabinet Office).

M. C. SCHOLAR

John Whitlock, Esq.,
Department of Trade

CONFIDENTIAL




DEPARTMENT OF TRADE 1 VICTORIA STREET LONDON SW1H OET Telephone O1-215 7877

Iy

i L‘\
Pima. Maiaa 3w’ U/

—

CONFIDENTIAL Fromthe Secretary of State m{'d {lf}w
Rt Hon Leon Brittan

Chief Secretary

H M Treasury

Treasury Chambers

Parliament Street

London SWI 3AG '1’ October 1982

%ﬂﬂ \Q-.’w,‘
.
BRITISH AIRWAYS: 1981/82 ACCOUNTS ’\f

Thank you for your letter of 13 October.

You will be pleased to know that I have now prevailed upon Sir John King to leave
out of the accounts the special provision of £50m for the effect of the redundancies

- - . -
on the pension scheme. I have accordingly now sent Sir John a letter of comfort

on the lines agreed. British Airways will now proceed with publication of the
accounts on the planned date, 19 (not 18) October.

As you say, we shall now have to decide in E(NI) which way we are to go over
British Airways - and, in particular, whether we should keep open the option .of
privatising the airline in late 1983 or soon thereafter. I shall circulate a paper
shortly.

I note what you say about our public line over the accounts and about British

Airways' future borrowings.

I am sending a copy of this letter to the Prime Minister and Sir Robert Armstrong.

r

\

.‘Vh’i

MG,

s

LORD COCK% ELD

-~




Treasury Chambers, Parhamemt Strecet, SWIP 2AG

Rt Hon The Lord Cockfield

Secretary of State

Department of Trade

1l Victoria Street

London SW1H OET 13 October 1982

De:r [un_"..J 53““4

BRITISH ATIRWAYS

Thank you for your letter of 6 October responding to mine of

10 September and that from the Prime Minister's office of

6 September. I have now also seen the Prime Minister's further
comments of 11 October.

The publication of BA's accounts has now become very urgent. One
American lender has already given notice of default (expiring

27 October) and other lenders have acquiesced in the delay in
PubTTEhing the accounts following written advice from BA that
they would be published in early October. Advising of further
delay would cause concern amongst BA's creditors and if publica-
tion if not attained by mid-October it would be open to any
lender to give notice of immediate default which taken with the
various cross default clauses in the loan agreements could require
the Treasury to make immediate repayment of a large proportion of
BA's foreign debt.

It could be argued that given the existence of the Treasury
guarantee on all these loans such precipitous action is unlikely.
However, the consequences should it occur are so serious that
neither the Treasury nor the Bank of England would wish to take
the risk. The accounts should therefore be published no later
than 18 October and the rest of this letter is written on that
assumption.

I will not dwell on the remarks in your second paragraph except

to note that I am gquoted out of context. You may also be interested
to know that since March 1979 BSC have cut numbers by 44% and will
have cut them substantially more by the end of this financial year.

Of course I accept that Sir John King cannot be held responsible
for the appalling inheritance he took over in 1981. But I must
make two points. First, any business must be expected to recoup

1.
CONFIDENTIAL




its losses, F'he 1« jne=st for a mas: : 11 "cconstru Lon

i:= 111 T 11 55 fl.lll HI\ f'.'-.]. _T'-J'r_’ 111« .,Z I moye l]J.'.I] a mere ref ]I'i | i!'il
of past methdds ol {finance. Second, we need to be satisfied that
giving BA a fresh start is justified both in relation to its
competitors and in relation to the likely proceeds of sale. These
two considerations will have to be borne in mind when we come to
consider whether any special assistance is called for, and if so
how much.

Turning to the questions of pay, cost of redundancies and pensions,

I agree with the Prime Minister's Comments on these. he case for
making a special provision of £50 million in the accounts for the
possible adverse effect on the pension of redundancies is particularly
questionable. I think thdg should be removed Irom BA's accounts
altogether. In any event it should be made clear to Sir John King
that the Government is looking to him to make reductions in both

the pensions and the other exceptional costs.

One important issue is whether the measures BA are now taking will
give a real prospect of early privatisation. We are due to discuss
this, together with BA's revised plan, when you have received
merchant bank advice. We should consider at thé same time whether
it would be right to press BA to do more to bring home to their
staff and employees the reality of the airline's situation.

Meanwhile the accounts must be published. I agree therefore that a
letter of comfort should be sent to Sir John King on the lines
suggested in your paragraph 18. The conditions which you intend

to stipulate on this are right and I am grateful to you for agreeing
to them.

I generally agree with the line you intend to take in public when
the accounts are published. However I would make one point. It
would not in my view be right for us to get trapped into defending
all aspects of the existing management and blaming everything on
past mistakes or misfortunes. It is quite correct to observe that
action is being taken to reduce manpower and that underlying
profitability was better in 1981-82 than 1980-81. But there are too
many question marks still standing to be fully satisfied. We would
do best to indicate that we are still looking for very considerable
improvements.

I should also take this opportunity to remind you that before any
further finance for BA can be provided from the National Loans

Fund (or from other surces subject to Treasury guarantee) it will
be necessary to advise Parliament that this is to be done whilst

the Government pursues measures to restore the viability of the
Corporation. My officials are already in touch with yours about the
terms of a suitable statement.

I am sending a copy of this letter to the Prime Minister and
Sir Robert Armstronge.

Vﬁu.; Jrnltﬁ

)
-
LEON BRITTAN 18 Giein
[Approved by the Chief Secretary
and signed in his absence |
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Thank you for your letter of 1M October. o 5 i 1 J\ 8
(leg B) b agie o P2 Ubicv o

The Prime Minister asks if the Trust Deed governing the Airways Pension Scheme )

can be changed. Changes to the Trust Deed and to the Scheme's rules are a -y

matter for ghe Management Trustees of the Scheme and require the approval of at

least two-thirds of the twelve Management Trustees, half of whom are nominated

by British Airways as employer and hall elected by members of the scheme. Any

change requires the agre?rﬁé{n, therefore, of all the trustees nominated by British

Airways and in addition of at least two of the members' representatives. My

Secretary of State considers it ingonceivable in these circumstances that the

Management Trustees could be prevailed upon to change the Trust Deed so as to

remove the clause preventing diminution of members' rights that he quoted in

paragraph 14 of his letter of §_October or to materially worsen the position of

members in any other way.

The Trust Deed could only therefore be gmended in that sense by legislation.
Specific legislation to reduce the rights of members of the Airways Eensnon Scheme
would, of course, run into problems of hybridity.

My Secretary of State agrees that the Airways' Pension Scheme is_too _costly for
British Airways; but it has been so for some years. The BA Board have decided
to close the scheme to new entrants but that cannot alter the contents of their

1981/82 accounts, nor can it change the vested rights of existing members.

I am c)opying this letter to John Gieve (HM Treasury) and Richard Hatfield (Cabinet
Office).

Vovws mu/vdg

Jomn Wty

JOHN WHITLOCK
Private Secretary
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APPOINTMENTS-IN-CONFIDENCE

Qa 06081 ?\r\rﬂ- MAmsHN
R
To: MR SCHPLAR
12 October 1982

From: JOHN SPARROW

BRITISH ATIRWAYS' FINANCIAL POSITION

1. I have seen the correspondence leading up to the Secretary of State

for Trade's letter ofﬂﬁfbctober.

Pay Settlement and Redundancy Schemes

2. I agree with the Secretary of State that whether or not the Board
might have been able to negotiate less generous agreements originally

they should not now renege on the agreements they have made. I think

we must accept Sir John King's judgement that to do so would probably
precipitate a damaging strike that would cost much more than the settlement:
agreed. As the Secretary of State says the severance scheme represents

a good investment for BA, with a payback period of less than 11 years.

A less generous scheme (perhaps with a different response) might or might

not have been an even better investment, but that water is under the bridge,

3. One could speculate on an alternative, high-risk strategy which would

have been to hold out for a pay freeze, or even pay cuts, and for compulsory

—

redundancies at the statutory minimum cost, accepting the various expensive
consequences that might have followed. These might have included a long
and bitter strike and the possible destruction of the business as a going
conéérn, leaving the Government to pick up some major costs including BA's
guaranteed debts. On the credit side, a very much smaller but profitable
business might have emerged. This would have been a very risky course -

which incidentally might well have been unacceptable to Sir John King

CONFIDENTIA
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(Appointments in Confidence)

and have precipitated his resignation and replacement. Given the risks
I cannot myself recommend that the Government should pursue this type
of strategy now. The Government's policy, firmly held so far, has been
to try to return BA to profit and to privatise it at the eafliest
opportunity in roughly its present form. I see no reason to alter this

policy now,.

4. Given the present dreadful financial situation in BA it is
unfortunate that Sir John King did not consult the Secretary of State

before committing the Board (and ultimately the Exchequer) to the pay
Al ST e B e e e ——

and severance agreements. It would be a sound general principle for

Lol —

Chairmen of loss-making Nationalised Industries to consult their sponsor

=
Ministers about such matters, particularly where the agreement appears

likely to cause a breach of a previously agreed EFL.

Recovery Plan

D+ The Secretary of State has now obtained from Sir John King a
financial plan, endorsed by the Board, for the next 5 years, I
understand that the plan outlines a strategy involving large manpower
reductions (by means of the severance scheme refered to above) and
withdrawal from a small proportion of routes; on the basis of this
sirategy the Board expects to be able to achieve a sufficient level
of profitability to enable BA to be privatised at an early date,
thereby meeting the Government's main objective for BA. Hill Samuel
has been asked to assess the prospects for privatisation, both for
next year and for later, on the basis of the plan. The Secretary of

State will doubtless report Hill Samuel's assessment when he brings

CONFIDENTIAL
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(Appiontments in Confidence)

his proposals for privatising BA to E(NI), probably in about one
month's time. Ministers will then have an opportunity to judge

the adequacy of the plan.

6. Dut even if we conclude that the plan is adequate BA could yet
be blown off the course charted by the plan. International airlines
generally are in difficulties at present, with far too much capacity
and continuing uncertainty about future demand. As we know from the
Price Waterhouse report BA's profits are particularly vulnerable 1o
adverse events on a small number of routes. BA's performance should
therefore be monitored carefully. If events should start to turn
against them we might need to ask Sir John King to re—examine the
assumptions in his present plan about the size of the airline; a
more drastic pruning of loss-making routes might then be required

in order to transform BA into a secure and profitable business in the

longer term.

Management Team

7. The Secretary of State suggests that, as one of the conditions
attached to a letter of comfort, Sir John King should be pressed to

complete his reorganisation of the senior management team quickly.

——

I support this suggestion. But the reorganisation may include new
Board appointments, for which the Secretary of State himself 1is
formally responsible; the position of Mr Watts, presently Chief
Executive and Deputy Chairman, is likely %o be a key factor. The
Prime Minister may therefore wish to invite the Secretary of State
to discuss the reorganisation, including Board appointments, with

Sir John King, and to report back with a firm plan for making the




(CONFIDENTIAL )

(Appointments in Confidence)

necessary changes as soon as possible. The earlier the new management
team can be completed the greater the opportunity for it to display

a convincing track record in the period leading up to privatisation

and, thereby, to gain the confidence of potential investors,

8. I am not entirely convinced by the Secretary of State's argument
that BA needs a full-time Chairman. Sometimes a part-time Chairman
can be more effective in a Nationalised Industry because of his
independence and detachment, as perhaps Sir John King has been.

But you do need a good full-time Chief Executi%e if you have a part-
time Chairman; hence the particular importance of resolving the

uncertainty about Mr Watis' position.

The 1981/2 Loss

Fs I agree with the Secretary of State that BA are within their
rights to make the proposed large provisions for extraordinary items
(for accelerated depreciation and redundancies) and for pension
liabilities, I accept that the Government cannot overrule them,
However there secem to be grounds for believing that at least some of
these provisions could have been spread out over later years., BA's
decision may be prudent and proper but it makes the 1981/? loss lool:
worse than it need have done and should make the profit for future
years look better. This presentation mey facilitate an early
flotation and to that extent it may serve the Government's interests,
Notwithstanding the size of the loss there is no need for the Government

to promise now to supply a large injection of capital when restructuring.

CONFIDE
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Any pressure for this should be resisted. The amount of capital
injection required can be calculated a2t the appropriate time in the

all the relevant information then available.

Letter of Comfort

10. A letter of comfort is needed urgently for BA to continue trading.
I agree with the Secretary of State that it should be issued with the
three conditions he sugges I also agree that the letter should imply

no Government commitment to any particular level of capital reconstruction;

in my view this could best be achieved if the letter made no'mention

whatsoever of reconstruction.

{.)(.

Copy to: Sir Robert Armstrong

(CONFIDENTIAL
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10 DOWNING STREET

From the Private Secretary 11 October 1982

PUBLIC SECTOR PENSION SCHEMES

You will have seen from a copy of my letter
of today's date to John Whitlock that the Prime
Minister continues to be concerned about the
burden imposed on British Airways finances by
their Pension Fund.

The Prime Minister has commented '"we are
top heavy on pensions everywhere'"; and has asked
for a note on all the public sector pension
funds: on the burden they are imposing on their
industries in terms of write-offs, subsidies,
and employers' contributions. The Prime Minister
has commented that this material-will be
required in any event for the debate on the
Scott Report later this month.

I am copyving this letter to John Whitlock
(Department of Trade) and Richard Hatfield
(Cabinet Office).

John Gieve, Esq.,
HM Treasury.
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10 DOWNING STREET

From the Private Secretary 11 October 1982

BRITISH AIRWAYS

The Prime Minister has seen a copy of your Secretary of
State's letter of 6 October to the Chief Secretary.

The Prime Minister feels that Ministers have been bounced
by the action which British Airways have taken. She remains
of the view that British Airways should have imposed a pay
freeze, given the extent of their losses; and that the redundancy
terms are too generous and the pensions scheme too costly.
The Prime Minister enguires whether it would be possible to change
the Trust Deed governing the British Airways' pensions scheme.
If legislation would be required, the Prime Minister asks what

other public sector pension funds would be involved.

I would be grateful if you would let me have this information
as soon as possible, so that the Prime Minister can consider
whether she can now agree to your Secretary of State's proposals.
You will see from my letter of today's date to John Gieve
in parallel, that the Prime Minister has asked the Treasury to
let her have a note on the position of public sector pension schemes

across the board.

I am sending a copy of this letter to John Gieve (HM Treasury)

and Richard Hatfield (Cabinet Office).

John Whitlock, Esq.,
Department of Trade.




T

DEPARTME Nﬂ‘(j RADE GNP D QAL : OET  Telephone01-215 7877
JL::’*
Y Yo o, 3

Ko~ s

CONP]DPNHAL‘J[V‘ vo-" rmm,wwf e

ol ke .o,{,u
The Rt Hon Leon Brittan MP \> ﬂn)xu b Lo Couv fr
Chief Secretary to the Treasury ") : )W';M,

Treasury Chambers
London SWI b ober 1982
}ﬁ T pow b bte W

‘F’P“m.l 7 ——
k- Nt pry

e rd) y‘ ey e
\\ 2o S J" 'J“ \} ‘S and  rOund ane T“‘[MW)(I

1 Thank you for your letter of 10 Seppe’mber ab how we handle BA's accounts offers ?

> “
for 1981/82. This letter also takes up the Prime Minister's request in the letter ML gllo

from her office of 6 September for more information about British Airways'

redundancy payments and pension liabilities.

2 1 have made no secret of the fact that I regard BA's past performance as
appalling. But it does not help to make statements, as your letter of 10
September does, which are patently wrong: nor to denigrate what Sir John King

has in fact achieved. You say that Sir John King should take "early and radical

measures" and you claim that "overmanning [is] not now going to be forcibly
M gy oy

attacked.' The truth of the matter is that it has been. The staff has been

ﬂ ﬁ

reduced from 58,000 in August 1979 to 42,000: and Sir John King plans a further

reduction to 35,000 by the year end. This is a total reduction of 40% in a very

brief period of time. If you can quote me examples of similar cuts undertaken

over a similar period of time by other organisations in_the Bublic sector, including

the Civil Service, I should be interested to hear of them.

3 Your references to a "capital reconstruction (at the expense of the
taxpayer)" and "fresh injections of capital" show a considerable misunderstanding
of the position. Much of the money in question was effectively lost years ago
(although the events of 1981/82 also brought heavy losses): what we are now
facing is the moment of truth when the books have to agree with the facts.

That this apparently requires a large injection of capital is due to the

way that BA, no doubt with Treasury approval, as well as that of my Department,

borrowed money from third parties with a Government guarantee. Much of this
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Fromthe Secretaryof State

money has now effectively been lost. Had the Government followed the
straight-forward course of enabling BA to meet the losses as and when they were
incurred no injection of capital on the present scale would have been required.
That it is needed on this scale is not a reflection of current losses or future

needs but simply of the method of finance adopted in the past.

4 So far as John King's stewardship is concerned, in i980/81, BA made an
operating loss of £95m. In what was effectively his first year this was translated
into an operating profit of £13m: and he is on course this year to achieving his
target of £180m. There are few if any nationalised industries which have achieved

a turnaround of this magnitude in so short a period of time.

5 The whole of the present trouble arises from interest payments and exceptional

= n—
provisions. The interest payments are essentially on loans in respect of loSses -

either revenue losses or losses of capital. A loss is not an asset and it does not

earn an income. You cannot therefore judge the current performance of a business
on whether it can service the cost of debt representing past losses whatever the

nature of those losses might be.

6 Nor can you judge present performance by exceptional write offs rectifying past
errors and also external factors, such as Lockheed's withdrawal from civil aircraft
manufacture. This is no more than recognition of what has happened. 1 have doubts
about the treatment of some of the items - for example the method adopted for
depreciating the fleet. However the treatment adopted by BA's accountants and
accepted by their auditors is in accordance with standard accounting practice -

or at_least one interpretation of it - and we are in no position to demand that

S

BA should be less "prudent" in their accounting than their auditors have agreed.

The same is true of the massive redundancy payments - I refer later to the

calculation of the amounts - as these represent the cost of putting right excessive
overmanning inherited from the past. Again I personally think it is wrong to charge
the whole amount in the 1981/82 accounts although many of the redundancies do

not occur until 1982/83. But once again - and for the same reasons - it is difficult to

be more royalist than the auditors.
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7 What BA needed - right from the beginning - was a full time executive
Chairman. However good John King is, a part time nominally non-executive
Chairman was not what BA needed. Most of the present management difficulties
spring just from that. The right answer was for John King to go full time as
executive Chairman abandoning his other commitments. 1 asked him; he refused.
He has however already taken steps to strengthen the senior management by the
appointment of a new Chief Finance Officer and 1 expect him to discuss with

me before long certain other senior management appointments.

8 There are three specific points 1 need to deal with. First the pay settlement.

I have no interest in defending this. I did not agree: I was not asked. I

was not even told. The way it was done was a psychological error. It was

dressed up to look like a 11% pay rise. In fact it is less than 5{% on an

annual basis. It is considerably less than has been given on a two

year basis to other loss making industries such as the miners and the railwaymen.
It is comparable to the increases given to the Civil Service. The Health Service
workers are now also being offered a very similar figure also over 2 years.

Of course it is all wrong. But we cannot pick out BA to impose a pay freeze
W&ed Wl ready

been made To nearly all employees in BA and has been accepted by nearly all of

them. The only group where the offer has not yet been made formally is to the
pilots; but there is a clear expectation that they will receive a similar offer.

John King's judgement is that to try to go back on the offer would lead to an
immediate and across the board strike. The cost would rapidly exceed any hoped-for
savings. If this happened the only sensible course would be to close the airline

down completely and finally. This would require legislation. And British Airways
accounts for some 60-65% of British airline operations. It is no good threatening

to do this unless we are prepared to carry out the threat. You need to ask

yourself whether you are.

9 Second, the redundancy payments. Again, I was not asked. Of course the

o m 5 -
easiest way to eliminate these is not to make the redundancies. But if you want
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to proceed with the redundancies you have to ask yourself what are the minimum
M
terms which will be acceptable - that is without provoking a major strike.

The"terms of the special redundancy scheme, introduced in September 1981 with

the object of reducing staff numbers to 43,000 by March 1982 were as follows:-

for those with less than 3 years service, a lump sum payment

of 6 months salary;

for those with 3-10 years service, a lump sum payment of a

year's salary;

for those with 10 years service and over, a lump sum on a sliding
scale up to a maximum of 18 months salary for those with 15

years service and over.

5,000 staff left under this scheme between September 1981 and March 1982. The
same terms are being offered for the latest tranche of redundancies which aim to
bring numbers down to 35,000 by March 1983. If this target is achieved some
13,000 staff will have left under the special scheme at a total estimated cost of

some £200 million: an average cost per head of some £15,500. (A further £25m

— . :
was spent on redundancies under the old severance scheme in the early part of

1981.) This average of course disguises large variations in payments to individuals.
Low-paid staff with only a short period of service - who were among the first to
go under the scheme - will actually have received comparatively little. The key
point in all of this to my mind is that it is a very good investment: the payback

period for this latest scheme is estimated at less than 1% years.

my own view is that these terms are nonetheless too generous (though
e L e T

some other public sector bodies - especially dockworkers and the civil service =

appear to have schemes which are just as generous, and less generous payments
could well make it harder to reduce BA's manpower numbers within the ambitious

timescale BA have set themselves). But whether what has been done was
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right or wrong is not in issue. The question is whether we can do something
different now. We have discussed this with John King. His assessment of the
situation is that we could not - at least not without provoking serious industrial
action which itself would frustrate the attempt to bring the airline back into

profit.

11 The third point relates to pensions. Pensions for British Airways' staff are

provided predominantly through the Airways Pension Scheme (APS),'which began in

1948 but which dates in its present form from 1973. This is financed (in the usual
—

way) by emEloyer's and employees' contributions and through the scheme's

AT

investments. BA's employer contributions in 1981/82 amounted to about £70m,

e T s
12 Actuarial valuations of the scheme are carried out at intervals of not more
than three years. Any deficiency revealed by these valuations is financed either
through setting contributions - in practice this means employer's contributions, as
the maximum rate of employees' contributions is fixed by the Trust Deed - at a
level higher than would otherwise be necessary or through special deficiency
payments. As a result of the 1979 valuation BA are at present paying deficiency
payments of an extra £2.16m a year over twenty years. BA are proposing in

o .“ TSk S—— e ——
addition to charge to their 1981/82 accounts a sum of about £50m for the adverse
== T ——

effect on the fund that they expect the next valuation of the scheme to show as a
result of their large staff reductions last year and this year. The next triennial

valuation is about to commence and its results should be known early next year.

13 So much for the cost to BA of the APS while it continues in being. The

Trust Deed governing the scheme provides, Fnowever, that if it is discontinued BA

must pay over immediately any sums necessary "to restore the solvency of the

Fund The interpretation of this "solvency guarantee" is uncertain, and BA are

_- " .
considering whether to seek a declaratory judgement on it.

14 We understand that the BA Board have recently concluded that the present
indexed) pengiop, scheme is too costly for the airline. The freedom to take

corrective action is, however, circumscribed by a clause of the Trust Deed that

precludes any change that "would operate in any way to diminish or prejudicially
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affect the present or future rights of any then existing Member or pensioner". The

Board are therefore proposing to leave the present scheme in force for existing

employees, to close it to new entrants, and to open for staff joining the airline in
| -

future a new scheme offering less generous benefits. BA hope that some members

of the present scheme might be induced by the prospect of lower contributions to
transfer voluntarily to the new scheme. This change will require careful
presentation to BA's employees, and the Board will not be announcing it until they

have worked out the full details in the next few months.

15 Meanwhile we need take no quick decisions here. BA have now accepted a
rewording of their report and accounts that omits controversial or embarrassing
references to previous liabilities; the new text has been agreed between your
officials and mine. We shall need to revert to the subject before privatisation, and
then we shall have to ensure that anything BA ask us to agree to is compatible

with the decisions we have yet to take on civil service pensions: we shall therefore

need to make clear to BA that the civil service solution, when it emerges, should

limit our liability so far as BA is concerned.

16 On the subject of BA's corporate plan there is no disagreement between us

that we need something more rigorous than GP10. John King has now just sent us

a new financial plan covering the next five years, which reflects BA's latest

decisions on route withdrawals and on manpower reductions. We have sent the plan
over to your officials. We have also sent the plan to Hill Samuel to assist them in
their assessment of BA's prospects for privatisation, which we have asked them to

undertake urgently.

17 To sum up we face an inevitable dilemma. In the private sector British

Airways would have gone Eankrupt as did Rolls Royce and Laker. The problems
of insolvency would then have been solved automatically. Redundancy payments
would have been limited to the statutory amounts, the pension fund would have

been dissolved, the"l-‘-rreasury would have had to pay off the banks whose loans it had

————— --""'-l—-.
guaranteed. The liquidator would have been able to sell off the business as a

S T -
going concern, free of all obligations, as happened with Rolls Royce Motors.
#But if we want to keep the existing British Airways in business - and my legal

advice is that it would require legislation to alter this position - then we are

o5
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at the mercy of those in a position to exert pressure on us - the staff who

demand their redundancy payments, and the maintenence of their entrenched pension
rights and the unsecured creditors who demand payment of their debts. 1
doubt whether in political terms legislation to secure the insolvency solution

is really a practicable option. If _you have a different view I would be

glad to know. But unless we do decide to go down that route, it 1s then a matter

of commercial judgement what are the terms which enable you to buy off your
problems. I do not always agree with John King but I believe that so far as this

is concerned his judgement is broadly right.

18 I hope therefore, in conclusion, that you will now feel able to agree to the comfort
P ¥ et

letter which BA has asked for. If you can agree to this, I would propose to make
the letter subject to the following conditions. First, the assurance should be, as
you suggest, limited to one year only - though of course if we have not by next
year done anything about a capital reconstruction we must be prepared for BA to
ask for a further comfort letter then. Second, I should tell John King that he
must make a determined effort to complete the necessary senior management
changes at the earliest possible moment. Third, he should be told to press ahead
with the planned staff redundancies to 35,000 with the aim of completing these by
the March deadline he has set himself. Finally, he should be quite clear that our
letter of comfort implies no Government commitment to any particular level of

capital reconstruction.

19 We must also consider our public stance when the accounts reach the press.

We should first, I suggest, point out that the content of the accounts is entirely a

matter for the BA Board and their auditors. We can also point to the fact that,

E—
as I have explained at the beginning of this letter, the extraordinary items largely

reflect past mismanagﬂnent and misfortunes, not present performance, on which we

can point to John King's achievements over staff reductions and operating profits.

If asked about a capital reconstruction we should say that the Government have not
yet accepted any commitment in this regard and we shall take our decision in the
light of all relevant factors. As for privatisation, we should maintain our line that

we intend to privatise BA as soon as practicable.
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20 1 am copying this letter to the Prime Minister and to Sir Robert Armstrong.

LORD COCKFIELD
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From the Private Secretary 13 Septemher 1982

MA’ .'Oltn '

British Airways Financial Position

The Prime Minister was grateful for your Secretary of
State's minute to her of 10 September, She has alsQ seen
the Chief Secretary's letter to Lord Cockfield of the same
date.

The Prime Minister has commented that she entirely
agrees with the Chief Secretary that there is a strong case
for a pay cut or at least a pay freeze rather than the pay
increase recently negotiated for mid-October, She thinks,
too, that rather than a generous voluntary redundancy scheme
for the latest tranche of demanning, the Board should now
move towards compulsory redundancies at minimum statutory
cost. She considers, with the Chief Secretary, that it
would be wrong for the Government to provide the kind of assurance
of continuing support which Sir John King seeks until
satisfactory understandings have been reached on these and
any other similar points,

I am sending a copy of this letter to John Gieve (Chief
Secretary's Office) and Richard Hatfield (Cabinet Office),

yuw’ ﬁ"“f"d*?,
Machatl Selool an

John Whitlock Esqg
Department of Trade




®

X suums o et P

Pr\'.wt M'\MW/‘/

pamamvim Wt sl do ,whr\.

onL aa aks \-'3 wia }u))?{.g{d b

Lakay e puspd v tavly
Treasury Chambers, Parliament Street. SWIP 3AG
annkuxhwx s e Vo
Rt Hon Lord Cockfield plY [ualys Dhert i massive
!.—
Secretary of State mb““‘”l‘hv' —_— e
Department of Trade . v Guvernmunlt Svpnt ) |
1 Victoria Street Lw\l Cm,-lx[nvw3 l -—-——-—-) )
London SW1H OET 10 September 1982

W LIJ we. na¥ be H/‘?“VV ey Lﬂv‘)
a8 M*‘MIM) u\ ahal Sﬁ\fu.() 5[1,]‘(

o il ot - - A e
, ‘

BRITISH AIRWAYS FINANCIAL POSITION Wt wish fy imposc ?

S ik Mmes 10]4
The situation revealed by British Airways draft accounts is as
you rightly say dreadful. The accounts will show British
Airways to be massively insolvent. They are expecting the
taxpayer to pick up the bill. It would give quite the wrong
impression and hopelessly weaken our influence over the nation-
alised industries generally if we were to appear to be accepting
this passively and simply carrying on as before. We must let
it be clearly seen that the Government views the situation with
maximum seriousness.

I recognise you will be concerned at the implications for early
privatisation if we require action to be taken which leads to
substantial disruption. But frankly I must say that I see little
prospect of achieving early privatisation if things are allowed
to continue as at present. On the contrary it seems to me that
our best hope lies in persuading Sir John King to take early and
radical measures now. The longer these are deferred the more
difficult it will be to persuade investors that BA's by now
well-publicised problems have been overcome and that the corner
has been genuinely turned. Without being able to carry conviction
that BA has reasonable prospects of future viability, I do not
believe that any amount of capital reconstruction (at the expense
of the taxpayer) will do the trick.

You will be in a better position than I to judge what is needed.
But it seems to me that recent developments have pointed almost
inescapably to certain conclusions.

First, the corporation still lacks an effective and credible
management team. Three crucial members of management have now
left the company but only one new man, the Finance Director, has
so far been found to replace them. The position of the Chief
Executive - a vital post in view of the fact that Sir John King

1.
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is only part-time and has other major business concerns to
occupy him - is in doubt. Publicly the press has been full of
rumours and these have given rise to a general impression of
internal dissension and lack of decisive direction. The first
reqUiTement 1s surely for the Chairman to lose no further time
in rectifying this state of affairs.

Second, I am bound to say that this public impression is not
substantially contradicted by anything we have seen from our
slightly more Privileged viewpoint. It is now two years since
the Government received a firm plan endorsed by the Board. The
plan we discussed in July remains as I understand it unendorsed,
and recent developments have suggested that its realism is stlll
being seriously questioned within the BA organisation. A new
fleet and route review is promised by the end of September, but
whether that will arrive on time or be satisfactory when it does
remains to be seen. Meanwhile BA are threatening once again

to exceed their EFL this year. A convincing plan for recovery
fully backed by the Board is an urgent necessity.

Third, I do not think it is now adequate for BA to be entering
large scale financial commitments such as those recently incurred
on pay and proposed on severance, as though it were simply a
matTET of "business as uSU®1L". No private sector concern in the
same fifiancial position could get away with this. Once the accounts
are published people will rightly ask what the Government 1s

going to do about the situation they reveal. Potential investors
may well be put off if they gain the impression that BA's problems
of low profitability, overmanning and industrial relations are

not now going to be forcefully attacked. There is a strong case
for a pav cut or at least a pay freeze rather than the 11 per

cent increase recently negotiated ror mid-October. Rather than

a generous voluntary redundancy scheme for the latest tranche

of de-manning should not the Board now get going for cgmpulsory
redundancies at minimum statutory cost? There may well be other
areas where decisions are continuing to be taken on similarly
false premises and with equally or even more damaging results.

In my view it would be wrong for the Government to provide the
kind of assurance of continuing support which Sir John King seeks,
let alone to commit or half-commit itself to a fresh injection

of capital, until satisfactory understandings have been reached
on these and any other crucial points. I suggest that such
understandings should now be urgently sought. There would also
be advantage in letting it be known that the Government is under-
taking a radical re-appraisal of the situation, in advance of
publication of the accounts which will otherwise come as a sub-
stantial shock. This will give us a better negotiating base

both to get the things done which need to be done and for taking
sensible decisions about any future capital reconstruction.

May I also suggest that Hill Samuel as your merchant bank
advisers on BA should be asked to do a thorough and objective
appraisal of the prospects for early privatisation? 1In doing so
they could take account of the measures we have taken in response

2
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the Board's response and advise on the
the light of them and any other action
and ought to be taken. We shall need
sment of the position for E(NI)'

iutumn and for considering the desirabi-
yle capital reconstruction which I agree
equire legislation.
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The proposal to mention estimates of the unfunded past service
liability for pensions in a note to the accounts causes us
enormous concern. We are far from convinced of the need for this
and my officials are seeking legal advice from Treasury Counsel.
The main motive for mentioning it now, when it has been thought
unnecessary to do so in the past, u(eru to be to maximise future
claims for capital funding from the Government. Such liabilities
in respect of past service are common to most pension funds and
are funded by employers' contributions in the normal way. There
is no reason to suppose that they cannot be -funded in the BA case
unless we close the airline down in which case the extent of any
deficiency requiring to be met by BA is extremely uncertain.

That point will need to be clarified for any prospectus for pri-
vatisation but BA and its auditors should be dissuaded from

mentioning figures which almost certainly beg the 1ssue.

Tl

Finally, if we decide, in the light of understandings on the

lines I have suggested, to give some assurance of continuing
support, it will be important to make clear to BA that it is

only intended to cover cbligations arising over the next financial
year, and thus to satisfy the auditors for the purpose of the
1981-82 accounts: it does not qreiucge the Government's decisions

on any capital reconstruction, or in particular the longer term
obligations of the BA pension fund, where I agree with you it 1is
very questionable whether the Government has any duty to step in.

I am sending a copy of this letter to the Prime Minister and to

Sir Robert Armstrong.

ftf LEON U% TTTAN

[Approved by the Chief Secretary
and signed in his absence]

3.
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PRIME MINISTER

BRITISH AIRWAYS' FINANCIAL POSITION

I have seen your Private Secretary's letter of 6 September to mine.

As 1 said in my letter of |1 September to the Chancellor 1 regard the situation as
quite appalling. It is a combination of two things: gross mismanagement over a
long period of years with huge undisclosed or potential liabilities which are now
coming home to roost; and a determination on Sir John King's part to dress up the

accounts to provide the most favourable scenario for privatisation.

The accounts are not our responsibility and if the Board of British Airways can
get their Auditors to certify them, however much we dislike them there is nothing
we can do. But it does not follow that we accept the accounts as the basis on
which we should pay for the reconstruction and this has been and will continue to

be forcibly put to British Airways.

[ too have serious reservations about the pay settlement, not least because it

savours too much of blowing hot and cold - a freeze one year followed by a

bonanza next year. Arithmetically it is worth 53% per annum - the 11% figure in
itself is misleading - but of course the real po‘i_:r_n;-is whether there should have

been any increase at all although, as you know, the biggest loss-makers among the
Nationalised Industries tend to have the biggest pay increases. We were not told.

And there is nothing we can now do about it.

I am asking the Department to prepare a factual note on British Airways' redundancy
payments and pensions liabilities which my Office will send you in a few days, in

my absence overseas. On all these matters Sir John King's strategy has been to
limit employee benefits to the greatest extent possible without provoking a confrontation.
He has shown some skill in this, succeeding, for example, in beating his own
ambitious target for the rate of run-down of manpower. The alternative strategy
would be to crack down severely, from now on, on all generous-seeming benefits to
employees at British Airways, allowing no increases in expenditure beyond what is
inescapable. But I have no doubt that Sir John King would take the view that this
\would lead inevitably to industrial confrontation, which would be costly in itself and
would put paid to our target, recently re-affirmed by E(NI), of privatising British

Airways as quickly as possible.
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The only bright spot in this dismal picture is that British Airways are still on
target for a pre-interest profit this year of about £180m. This compares with a
pre-interest profit for 1981/82 of £13m, and a pre-interest loss in 1980/81 of
£95m.

I am copying this minute to the Chancellor of the Exchequer and to

Sir Robert Armstrong

Department of Trade JﬂM WmAt b

| Victoria Street
London, SWIH OET f‘h LORD COCKFIELD

[Approved by the Secretary of
[0 September 1982 State and signed in his absence.]
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Thank you ~for your letter of 26 August expressing your
concern that the Government's desire to proceed as soon as
possible with the privatisation of British Airways might over-
look the consequences which this change would have for the
rest of the civil aviation industry. I can assure you that we
are most anxious to see a thriving and healthy airline industry
in this country and are Very concerned that our airlines should
recover as quickly as they can from the problems which have been
created for them by the economic recession. Indeed it is
because we have confidence in their ability to do so that we
believe British Airways will be more successful in the private

than in the public sector.

In your letter you speculate about various changes which
may be made to pave the way for privatisation. While some
re-organisation of British Airways' finances may be necessary,
the Government have not yet received nor approved any specific

proposals.

You suggest that some re-allocation of routes might be
of benefit to British Airéays as well as to your own company,
and 1 understand that you have recently given‘some specific
examples to JIain Sproat of route exchanges between your two
airlines which you have proposed to Sir John King. I am sure
that this is the most constructive and fruitful way for you to
Proceed, and if you are able to agree on some mutually acceptable
proposals to put to the Civil Aviation Authority, I, have no

/ doubt




yfully. Biffen in his reply
1681 explained why he did not think
itiate such redistribution, and 1

that that would be quite contrary tc

ght about in the Civil Aviation Act

made the Authority, rather than the Secretary of State

sible for policy on route licensing.

Finally may I thank you for your support for our stance in

the Falkland Islands dispute, and I am sorry that those evenis

have made life more difficult for you,

L;v&g d,“a

kam /;J-.U»‘M

JUlh

(el

Adam Thomson, Esq., C.B.E.




BRITISH AIRWAYS' FINANCIAL POSITION

The Prime Minister has seen a copy of your Secretary of
1 4

State's letter of 1 September to the Chancellor of the Exchequer
about British Airways' forthcoming annual report and accounts
for 1981/82.

The Prime Minister is most concerned about the situation
revealed in Sir John King's letter of 8-Oetober. She has
commented that we simply cannot agree to every request from
British Airways - requests which could certainly not be afforded
were British Airways a private sector company. In the light of
British Airways' situation, the Prime Minister does not believe
that any pay increase for British Airways' staff can be justified.
Mrs. Thatcher would, further, be grateful for information about

_—

the size of the redundancy payments which are being made to
BA staff, and their total financial effect on the Corporation.
The Prime Minister would also be grateful for a note on the impact
of BA's pension liabilities on their financial position.
I am sending a copy of this letter to Peter Jenkins
(HM Treasury) and Richard Hatfield (Cabinet Office).

John Whitlock, Esq.,
Department of Trade.
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Miss Jill Rutter
Private Secretary to the
Chancellor of the Excheguer
HM Treasury
Treasury Chambers
Parliament Street
London
SWIP 3AG 3 September 1982

Dew |

BRITISH AIRWAYS' FINANCIAL POSITIC

] much regret there was an unfortunate typing error in my

Secretary of State's letter of | September to the Chancellor

of the Exchequer on this subject. The figure of £200 million

for interest payments shown in the fourth line of the second
1

paragraph should have read £100 million, and I should be
grateful if copies of the letter could be altered accordingly.

ter to Willie Rickett
eld (Cabinet Office).

I am sending copies of this le
(Number 10) and Richard Hat

t
fi

JOHN WHITLOCK
Private Secretary
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hancellor of the Excheguer
HM Treasury

Treasury Chambers
Parliament Street

London
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BRITISH AIRWAYS!' FINANCIAL POSITION

I am writing to alert you to the position expected to be shown in BA's forthcoming

annual report and accounts for 1981/82 and to seek your agreement on one aspect.

As shown in his attached letter, Sir John King intends to publish these if possible
on B October. (They are of course strictly confidential at present.) The accounts
———

are likely to show a break-even on their operating position (an improvement after
e gy

e . S,
last year's loss) before interest payments of over £200m. In addition, however, BA

intend to include about £500m of "extraordinary items" so as to show a total loss
e ity ——
of about £600m.

These "extraordinary items" include provision for accelerated depreciation and

l’bu(-'ﬁredundanc:es and are mesmrueo in t t BA! fits f ]
N par o improve S protits for later years.

N e —
ol * However, the inclusion of these items makes BA's loss for 1981/82 even higher than

has so far been forecast in the Press and will therefore cause a considerable stir.
These items also have implications for the size of the cash injection we may need

to give BA as part of any capital reconstruction we decide upon.

CONFIDE NTIAL




From the Secreraryof State

CONFIDENTIAL

A in addition wish to refer in the published accounts to substantial past unfunded
ligbilities for their pension scheme (of about £300m), which could also give rise to
| — e ——

Press comment and, by obliging the Government to fund or guarantee these

liabilities, add to the public expenditure cost of privatisation.

]

In principle, of the accounts are a matter for the BA Board and their
T

auditors. But because f the implications of these matters for Government
— - & i il - - - - . g -
expenditure we cannot disclaim interest. My officials and yours are accordingly in

touch with BA on the treatment of these "extraordinary items" with the aim of

[

securing agreement on their presentation.

As a result of BA's inclusion of these items, however, the accounts also show an

insolvent capital account, with negative reserves exceeding public dividend capital by

about £300m. In addition BA are likely to have difficulty ig_meeting their
T — Y 1 — ey
redundancy payments under this year's new scheme within the EFL for 1982/83.

—

As a result, and as Sir John King reports in his letter, BA's auditors require an

assurance by Government O_I[ future funding in order to give a clean audit

certificate. L u-f. ,-QM:.;-J ﬁ‘bfvwf-; ('NO“. 4‘01(%

Sir John King suggests two alternative forms of assurance. 1 do not think his first
alternative - an undertaking over capital reconstruction - is acceptable, as we have
as yet taken no decision about this, and it is likely in any case to require
legislation. Nonetheless, 1 accept the need for some public assurance, in view of
the position to be revealed in BA's balance sheet, and | hope you will agree to me
writing to Sir John King on the lines of his second sugggestion. The exact form of

words 1 would suggest is:-

"l write to assure you that the Government will enable BA
to meet its obligations as they fall due, pending
consideration of the capital reconstruction that you

are seeking from the Government".
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(I understand that wording somewhat on these lines was recently agreed for British
Shipbuilders.) 1 should be glad of your urgent agreement to this in view of the

need to finalise BA's already overdue accounts as quickly as possible.

I do not, of course, propose to make any substantive reply to Sir John King's

request for a capital reconstruction, before this has been considered in E(NI) Jater

in the autumn.

All this is a dreadful state of affairs. The situation has built up over a period of
B

years due to appalling management. One can argue that the moment of truth has

arrived and we must bite on the bullet. If this were a priv: sector company the

right course would be to appoint a receiver and clear the matter up that way. But

- ¢ T . y s
that course is probably not open to us. But it does not follow that we have to

swallow everything the Board of British Airways or their Auditors choose to dish
L e T T e e e e T
up. In particular, I am very dubious whether the Government have any obligation,

Ew—— 3 : - =t i
moral or otherwise, to bail out the BA pension fund.

I am copying this letter to the Prime Minister and to Sir Robert Armstrong.

|

Yos s u,wz(ﬁ

Jiwn Mt

f~ LORD cockFIELD
[Approved by the Secretary of State
and signed in his absence.]
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Telephone: 01-759 5511
Telegrams: Britishair

Private and Confidential 26 August 1982

The Rt. Hon. Lord Cockfield,
Secretary of State for Trade,
1 Victoria Street,

London, SW1H OET

Dear Secretary of State,

Annual Accounts 1981[82

There is oOne particular aspect of our 1981 /82
Accounts that 1 need to bring to your attention.

1t is clear to m€ from the reports I have had
of our discussions with Messrs.Ernst snd Whinney, that
if we are to be given a clean audit certificate py them, 1
must be able to say in my Statement that the Government 1S
prepared to undertake a reconstruction of our capital and
debt structure in the near future. Alternatively, o o
this cannot be gaid at this stage, i need your assurance
that the Governmentl will enable British Airways to meetl
its obligations as they fall due, pending the Government's
consideration of such a reconstruction.

1 should perhaps add that a response from you
along the lines indicated will be necessary not only from the

audit point of view, but also in relation to the provisions of
a number of our financing agreements.

1 would be grateful for an ghrly and sympathetic
response 1O this letter, since I am anxious that the Accounts
should be finalised at an early date, and published before
8 October if at all possible.

I would also take this opportunity of asking,
formally, for the Government toO reconstruct the capital and
debt structure of British Airways. Details of our present
views are being sent by Dunlop tO Clarke separately today .

Yours faithfully,

WM.

Dictated by Sir John King
and signed in his absence







- Regisiered ofice Calegonian House, Crawiey West Susser RH10 2XA
Brush Calegone = =

Telephone Crawley (0293) 27880
Cables Scotair Gatwick Telex: 87161

From the Chairman’s office

Hon. Marg:
Minister,
;»owning Street,

oSN, SWd.

Dear Prime Minister,

] wrote to you on the 14+th August 1981 expre
bout the British Air Transport industry an
uppestions which I felt could place it on a sound basis
or the future. I received an acknowledgement from your
office and then a letter from John Biffen on the 30th
Septtmber 1981, whiqh Stated in the last sentence "I do
pot think that a major reorganisation of the nation's air
trantPOrt industry is necessary".
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I would like to see complete privatisation rather

aw part. However, I am concerned lest the consequences of
i« action on British Caledonian are not fully understood.
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1$X %as a disastrous year for the airline industry; 1981

was :20ther and in 1982 the hoped for réturn towards prosperity
s 30T materialised and the industry is in the throes of the

' crisis in its history; no 2irline is €xempt although some,

Sritish Caledonian, are faring better than Oothers. Ve

*stimating a return to profitability

this year and, had
been for the Falklands War, which had s £5M negative

on our profit, we would still be forecasting a profit

b 1
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Registered in Engiang No 233561




3] < L C : inancial year end. hasten to
add my 1 suppc he Falklands ac
thankful I rime Minister with the courage
and convict do what was necessary. 'evVer, we are
now in a position where we shall be fortunate if we break-
even this year.

o

o mn -

I,atest world airline industry forecasts show significant
shortfalls between profits and the amount reguired to
service debts, indeed they indicate a worsening position

10

in 1983.

The British Airways' problem
through its inefficiency as
second, through an industry

airlines.

I can envisage the act ) King is taking changi
British Airways into a lean r, more effective
airline; I have read that this could be followed by £600M,
£700M or ¢800M worth of Government cash being injected, then
an attractive package being offered to the private sector.
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From the British United
A a ways the 60s British Caledonian
was formed in 1971; by i own efforts it has achieved an
acceptable international reputation for quality service.

by bit it has fought for route licences and built a netw

which has made it the biggest privately owned internatio
scheduled airline in Europe. British Caledonian is the
non-U.S. airline, which is completely privately owned,
competing on U.S. /Europe North Atlantic routes. We now

one of our main competitors about to receive massive GOVe
investment and support, on a scale never before contemp
without any apparent regard for the effect this will
undoubtedly have on the British private enterprise carrier
that has kept the flag flying in spite of all opposition for
the last twelve years. My suggestion is that, instead of

the Government simply endeavouring to find a solution for
British Airways, it should be considering what steps should be
taken in the interests of the British airline industry as a
whole and that means including British Caledonian.
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Prime Minister, our business is more complicated than most, it
is regulated nationally and internationally, the latter is
usually covered by Air Service Agreements between two countries
which, on most occasions, restrict the number of flights
operated per week, the fares that can be charged and even the
type of aircraft that will be permitted on the route. British
Government policies have lent one way and then the other since
the. end of the Second World War and perhaps with greater changes
over the past 21 years when I have been involved with

Caledonian Airways and British Caledonian. These policies have
gradually permitted the development of British Caledonian as

the second British flag carrier on international routes, but
only after a long, hard fight for every single franchise (licence)
that has been won. We have problems with protective policies




merging countries, whic ot infrequently
Agreements; the dif

1C funds from African countiries to cover costs
iy incurred have recently been raised. Overall we
n 2 business that is simply more dependent than most
vernment policies at homé and abroad.

a numbe actior that can be taken between

} ledonian that could result in
vout we have been rebuffed
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¥Yhy then am I writing to your imply because the GDV&?W?’ 1t
objective apj ! ' ingul turn British Airways into

an eiiwc1ent 3 iV ng unit and privatise it.

would like to see Briti aledonian's own efforts in creatlng
an international airlin operating to 48 cities in 31 countries
recognised through j i

consideration of our industry crisis. 1 would suggest that

an appropriate strategy would be "encourage the profitable
development of the two British international airlines through
the privatisation of British Airways and an allocation of
routes to both which will allow them to compete effectively

in the international market place"

I believe that right now, with the enormous financial difficulties
of the U.S. airlines, we have a unique opportunity to lead the
world ir air transportation and I think it would be ironic

indeed if this Government's constructive plans for British
Airways ] 1ded consideration of the significant part the
exjszin- 3ritish wholly private enterprise flag carrier has
played in tbe past and could play in the future. British
Caledonian has a good track record and I would suggest deserves
better than being excluded from current Government policy.

Certainly I am talking constructively to Iain Sproat and

John King and they are being as constructive as they can be
under the present policy - but right now it seems to me that
they must be severely limited as they are working to a direclive
which they are determined to fulfil - "Privatise British
Airways" - Regardless? Beyond that shouldn't the Government’s
clear objective be to encourage the development of a strong
profitable air transport industry of which the nation caxz be
proud.

Yours sincerely,
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I have seen a copy of E(NI) (82)20, in which you suggest
that we should aim for a flotation of British Airways

in late 1983, to be preceded by a capital reconstruction
of the airline for which powers would be taken, if
necessary, in a short bill introduced early next Session.

I must point out that the legislative programme for the
1982/83 Session which has been approved by the Cabinet

makes no provision for a bill of this kind, even on a
contingent basis. The business managers have all along

made it clear that the very tight constraints under which

we shall be operating next Session make it essential to
avoid net additions to the agreed programme. The possible
legislation mentioned in E(NI) (82) 20, though short, would
clearly be highly controversial, and it is very likely

that we should have to drop something else from the
programme if it had to be accommodated. Although I do not
wish to comment in detail on the substance of your proposals
at the moment, I do wonder whether the autumn of 1983 - not
more than six months before the next General Election -
would be the most propitious time for a flotation of BA, or
whether it would not be better to leave it, and the capital
reconstruction legislation, until early in the next Parliament.

I am copying this letter to the Prime Minister and other

members of E(NI), to the Home Secretary, the Lord Privy Seal,
and the Chief Whip, and to Sir Robert Armstrong.

JOHN BIFFEN

The Rt Hon The Lord Cockfield
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PRIME MINISTER

British Airways

(E(NT) (82)20)

BACKGROUND

The Secretary of State for Trade reports on the current position of British Airways

(BA); invites E(NI) to approve the general approach of the airline's Corporate Plan,

subject to some modifications which he proposes, and to agree that the Plan should
form the basis of BA's financial target for the next three years; and discusses the

possibility of privatising BA in late 1983,

2. BA's recent performance (summarised in Annex A to the Secretary of State for

Trade's paper) has been marked by an over-optimistic commercial strategy, excessive

investment, low productivity and large losses in 1980-81 and 1981-82, Under its new
Chairman, Sir John King, BA appears to have begun putting its house in order, although
the Corporation expects to do little more than break-even in 1982-83,

3. British Airways' Corporate Plan is summarised in Annex B to E(NI)(82)20, The

Plan continues BA's recent strategy of improving profits by reviewing unprofitable

routes and contracting manpower and investment, This is particularly the case

with 'Option C', the variant of the Corporate Plan which the BA Board favours and

which has the least ambitious programme of investment in new aircraft, On this
basis BA forecast profits rising from £59 million in 1983-84 to £249 million in
1986-87 and a real rate of return on net assets of 4 per cent or more in each year
from 1983-84 which compares well with the average rate of return achieved by British

industry in recent years.

4,  The BA Board will be considering next month whether there is scope for a more

profitable approach than suggested by Option C of the Corporate Plan,

MAIN ISSUES
1 There are two areas for discussion:
1
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BA's Corporate Plan and the related question of the financial target;

ii. privatisation,

Corporate Plan

6. I understand that BA's current plan has been prepared on conservative assumptions

and takes good account of Price Waterhouse's comments on the airline's past failings:

for example the Corporation assume that their share of the world travel market will
fall somewhat. The Sub-Committee may well endorse Lord.Cockfield’s judgement that
the strategy is on the right lines, while noting his words of caution that BA do not
have a good record in meeting their own targets and that they will need considerable

management and industrial relations skills to achieve their plan,

e The main possible criticims of the Corporate Plan appear to be as follows,

(the first three are Lord Cockfield's own):

a, Manpower

BA have reduced staff numbers by 20 per cent since last September. The
R ——— 4

Corporate Plan assumes a further reduction in manpower from about 42,500 now
i e ——

to 34,000 by 1986-87. Recent comparisons with other airlines however suggest
that BA ought to be able to make do now with about 35,000 staff, The

— e 3
Sub-Committee may want to express its support for the Secretary of State for

Trade's efforts to encourage BA to get down to about this figure much sooner

than the Corporate Plan assumes, perhaps during 1982-83,

b. Routes
The Sub-Committee may also want to endorse the Secretary of State for Trade's
efforts to ensure that BA should undertake a radical appraisal of their route

structure, The Corporate Plan seems to imply the retention of a good number

of routes which do not cover their full costs, e

¢, Uncommitted investment

The Corporate Plan proposes uncommitted investment of over £600 million, The
Sub-Committee may again want to endorse the Secretary of State for Trade's

intention to probe whether the Plan should include this item.

—

2
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d. 'Headroom'

The Plan includes a general contingency element or 'headroom' of £50 million in

each year from 1983-84 onwards; the Corporation's bid for externmal finance in the

context of the‘§:;;:;ZT;;ed Industries Investment and Financing Review also includes
this item, Given their past record, it is perhaps prudent of BA to build a sizeable
contingencies element into their plans, On the other hand £50 million a year on top
of the £30 or £40 million which the Plans already include for specific contingencies
perhaps provides too much leeway for the airline's management, The Chancellor of

the Exchequer may want to indicate that the Chief Secretary and he will be unwilling
to take full account of the £50 million headroom in setting next year's external
financing limit for British Airways and public expenditure provision in the following

years.

e. Pay

According to the press British Airways have just agreed to a pay increase of 11

per cent from October for 12,000 engineering maintenance and ground services staff.

e p——t
All BA employees have been subject to a pay freeze since the beginning of this year,
L

and the new settlement will run for 15 months, In effect therefore the 11 per cent
R e o RS S

is spread over two years and in annual terms is modest compared with the average

e e
level of settlements. Nevertheless Ministers may want to be sure that BA is

adopting a sufficiently rigorous approach to pay.

Financial target

8. The Sub-Committee will probably be able to agree with the Secretary of State for
Trade's proposal that BA should be set a financial target over the next three years
consistent with their Corporate Plan; and that his officials should sort out the

details with the Treasury and CPRS.

Privatisation

9. The Secretary of State for Trade proposes that the Government should, as BA's

Chairman wishes, provisionally plan to sell some 50 per cent of the shares in BA to the
e e L

private sector late next year, This would require a capital reconstruction of BA so as

greatly to Improve 1ts present debt : equity ratio of over 90 per cent. The Government

would have to take over responsibility for about half of BA's debt of about £1,000

million. The capital reconstruction could cost more than privatisation would raise

(depending how the market valued the company). The Secretary of State accordingly
proposes that he should arrange for urgent detailed discussions on the arrangements and
3
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timetable for a capital reconstruction and privatisation; and that he should report

in the autumn,

10,

11,

There are two problems about this timetable:

; i Privatisation in late 1983 may be too ambitious. A prospectus issued

in the autumn of next year could not avoid gifing_ggﬁminence to BA's substantial
losses in 1980-81 and 1981-82: all it could set against that gloomy record
would be a small profit in 1982-83 and the prospect of some improvement in
1983-84, On the face of it the best time to float BA would be when the profits
forecast for 1984-85 are within reach and there is a reasonable expectation of
further improvement in 1985-86, ie privatisation late in 1984, On the other

hand a provisional target of late 1983 might help to sustain the momentum

. . &
which Sir John King appears to have created towards making BA more /

profitable.

id, Legislation, for which there is at present no place in the programme,

would be needed in the next session. Powers to turn BA into a Companies Act

company and sell its shares already exist; but a capital reconstruction would

require legislation, The Bill would be short, and Lord Cockfield suggests
that 1t could be introduced early in the 1982-83 session, It would in effect

be making a present of £500 million to BA as a prelude to privatisation and
— b S— e e
could therefore be contentious,

?

The conclusion may be that the Government should continue to plan for the

possibility of privatisation in late 1983, mainly so as to keep up the pressure

on BA, and that the Secretary of State should, as he proposes, report back to

the Sub-Committee after the Summer Recess; but that in reality it is unlikely

that privatisation will be possible next year. Ministers may feel that, even

so, the capital reconstruction of BA cannot be deferred for much longer and

that time should be found for a short Bill in the next Session if this were to

prove possible,

CONFIDENTIAL
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HANDLING

12, The Secretary of State for Trade will want to introduce his proposals, You will

want to invite comments from the Chancellor of the Exchequer and Mr Sparrow. Any other

member of the Sub-Committee may wish to comment, especially perhaps on the possible

privatisation of BA,

CONCLUSIONS

13, You will want to reach conclusions on the following questions:

ie Does the Sub-Committee endorse the general direction proposed in BA'g

Corporate Plan, subject to the Secretaryr;?-gtate for Trade's impressing on the
BA Board that further manpower reductions may be needed, that they should be
prepared to take a radical approach to the Corporation's route structure and that
the provision for uncommitted investment in the later years of the Plan may be

overgenerous? Are there any other comments on BA's Plan and performance (for

example 'headroom' and pay)?

: 15 v Does the Sub-Committee agree that the Plan should form the basis of BA's
financial targets for the next three years, and that the Secretary of State should

agree detailed arrangements with Treasury Ministers and the CPRS?

iii, Should the Government plan provisionally for a flotation of BA in late

1983? Should the Secretary of State arrange for urgent detailed discussions of
—

the arrangements and timetable for a capital reconstruction and privatisation

and report progress to the Sub-Committee in the autumn?

»

K

P L GREGSON

23 July 1982

5
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DEPARTMENT OF INDUSTRY
| ASHDOWN HOUSE  mty 8t
JFFBL2 123 VICTORIA STREET

LONDON SWIE 6RB

TELEPHONE DIRECT LINE 01-212 3301
SWITCHBOARD 01-212 767¢

Secretary of State for Indusiry
; 7 June 1982

The Rt Hon The Lord Cockfield
Secretary of State for Trade
Department of Trade

1 Victoria Street

LONDON

SW1H OET (////ﬂ
W

{ GCLv ﬂ\;%{mLA/,

BRITISH AIRWAYS : SALE OF INTERNATIONAL AERADIO LIMITED (IAL)

Thank you for copying to me your letter of 27 May to Geoffrey
HOWE .

2 I agree that we should not rule out a foreign buyer for IAL.
Quite apart from the objective of getting the best price for the
disposal, foreign ownership can in my experience sometimes prove
beneficial. Furthermore, as you yourself recognise, if the
Government were seen to restrict the sale to UK buyers we could
meet considerable intermational criticism to the detriment of our
efforts to attract inward investment. Because of this latter
consideration I should welcome the opportunity to comment if a
foreign bid seems likely to be & runner. -

3 I agree too that in principle we should oppose the disposal
of IAL to a public sector buyer. I have therefore written to
S5ir George Jefferson asking him to consult me if BT propose to.
pursue their interest further.

4 I am copying this letter to The Prime
Minister, Members of E(NI), John Nott and Sir Robert Amstrong.

A
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Treasury Chambers, Parliament Street, SWI1P 3AG
01-233 3000

ZJune 1982

Lord Cockfield

Secretary of State for Trade
1 Victoria Street

LONDON

SWAH OET

BRITISH AIRWAYS: SALE OF INTERNATIONAL AERADIO LIMITED

Thank you for your letter of szﬁ;y about the proposal from
British Airways to sell IAL. ~

I am in broad agreement with the line you propose to take.

In particular, disposing by means of bids from interested
corporate buyers should both maximise the proceeds - which is
important - and speed up the disposal. I also agree with you
that to dispose of IAL to a public sector buyer would be to

make a nonsense of the philosophy underly1n§ our Erivatisation

programme .

N
I am sending copies of this letter to the other recipients of
yours.

GEOFFREY HOWE
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CONFIDENTIAL Fromthe Secretary of State

Peter Jenkins Esg

Private Secretary to the
Chancellor of the Exchequer

HM Treasury

Treasury Chambers

Parliament Street

London

SW1P 3AG 2& May 1982

Decr Feter

BRITISH AIRWAYS: SALE OF INTERNATIONAL AERADIO LIMITED

I am sorry that there is a typing error on the last page of my
Secretary of State's letter to the Chancellor dated yesterday.

The last sentence in paragraph 2 which begins *I should take a
similar line ...." should be the final sentence in paragraph 3.
Thus the third paragraph should read:-

"Subject to any comments by you or other colleagues
(which I should be glad to have by Wednesday 2 June),
I propose:toitake the line indicated above with
Sir John King. I should take a similar line on
the question of a public sector purchase with by
Norman Payne; and I hope Patrick Jenkin would do the_'
same with Sir George Jefferson." Borso :
I am copying this letter to the recipients of my Secretary of
State's letter. I should be grateful if it could be amended
accordingly.

?/cu.rz eveV

Rbuewa vt N‘fz\_/u/

MISS P A McNULTY
Private Secretary
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Fromthe Secretary of State

CONFIDENTIAL

The Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exchequer

HM Treasury

Treasury Chambers

Parliament Street

London

SW1P 3AG o) 7 May 1982

'D—‘Q—l\f-' Q&wa(ﬂ.”m?u/!

BRITISH AIRWAYS: SALE OF INTERNATIONAL AERADIO LIMITED
_A-—--—-—-—'-—-""‘______.
As you may be aware, British Airways are intending shortly to

dispose of their subsidiary, International Aeradio Limited (IAL),

- F-_-ﬂ" p— . - - - - -
which is a profitable company specialising in aviation consultancy,
R, = 3 : - m—_"ﬂfﬂ‘ﬂ’.
communications and related activities.

)

Sir John King and his Board consider that the company is not

central to British Airways' buisness and that responsibility for
its management is better located elsewhere. I entirely agree.
IAL is diversifying into many non-aviation fields, and indeed at
present is currently supervising the construction of a ma jor

P
hospital in Saudi Arabia. It needs new money for such ventures;

f’gg_hot thiza_ag_éhould provide it gzﬁ-disposal is the only way
of allowing this diversification to go ahead. Moreover, the
proceeds could be substantial and help BA with its financial
problems including the task of living within this year's EFL.
For these reasons, they (and I) are keen to move fairly fast on
the disposal.

The question of disposal is essentially one for the judgement of

™

12 BA Board: under existing. legislation, I have
to prevent BA disposing of IAL, or to direct them as to the
method of sale. However, I have already made it clear to

ir.John King that I would expect to be consulted about the way
— e
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in which he intends to dispose of it. From a political point of

view, it is clearly important that there is no avoidable criticism
over the handling of the disposal; I am sure that Sir John King

has taken this point on board.

The main questions that arise on the method of sale are as follows.
First, BA, advised by both Price Waterhouse anq_EEEPurgs (BA's

own merchant bank adviser), Eglgi‘gﬂéﬁjgfg;;sal of IAL to a
single buyer should enable benefits to be obtained if the buyer
was in a complementary field of activity; such a disposal could
therefore be expected tocommend a significant premium over a
flotation. BA therefore favour disposal to a corporate buyer

(via an auction among the candidates) rather than a flotation, in
order to maximise the proceeds (which could be of the order of
£50-£60m). I would not wish to take a different view on this:

and I imagine you would not dissent.

Second, there are aspects of the choice of buyer. First, I would
be strongly opposed to any question of disposal of IAL to a
public sector buyer, even though there has been some interest
expressed by British Telecommunications and the British Airports
Authority. We are trying to reduce the size of the public sector
not helping it to entrench itself even deeper into the national
economy. I have already indicated an initial view on this to

Sir John. A second aspect relates to whether we should express
any view to BA about a disposal to a foreign buyer. I can see
that there might be criticism of such a disposal. But there is
considerable advantage in not ruling out a foreign buyer at this
stage, in order not to depress the price. Moreover, since IAL

operates in Saudi Arabia, it would be most tactless to exclude

the Saudis should they be tempted to bid. Further, if it became

publicly known that we had attempted to limit

CONFIDENTIAL
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United Kingdom buyer, we could run into international criticism,
particularly from our Community partners and from the United
States (who had proved sensitive in the last year to cases where
they thought we might be departing from our general policy of
welcoming inward investment). Nonetheless, I would propose to
indicate to Sir John King that while I did not suggest that the
Board should narrow the field by excluding foreign bids, I hoped
that they would take into account in weighing such bids, whether
the bidders' plans might lead to the company making less of a
contribution to the British economy.

Finally, although I do not think - for the reasons set out above -
that I should make it appear to the Board that my consent is
required, I propose to ask Sir John to consult me if the Board is
minded to close with a bidder in any unusual circumstances - for
example, if the proceeds from the bid fall substantially below
the Board's present expectations or if the preferred bidder
offered substantially less than the highest bidder. I should
take a similar line on the question of a publie sector purchase

with Norman Payne; and I hope Patrick Jenkin would do the same

with Sir George Jefferson.

Subject to any comments by you or other colleagues (which I
should be glad to have by Wednesday 2 June), I propose to take
the line indicated above with Sir John King.

I am copying this letter to the Prime Minister, other members of
E(NI), to John Nott and Sir Robert Armstrong.

Y

CONFIDENTIAL LORD COCKFIELD
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Eﬁjme Minister From: IAN GOW

BRITISH AIRWAYS

Herewith letter dated 22nd May from John King,
together with a copy of his letter of the same
date to Arthur Cockfield.

Iain Sproat Tunched with me today.

He is very strongly in support of John King about
this.

John King wants to pay the new Finance Director,
Gordon Dunlop, £55,000 a year. Apparently, both
Arthur and the Treasurzf are arguing that this
is too much. John, on*the other hand, says that
he must have the best man, and that this is the
salary which will be required in order to get

Dunlop.

John King and Iain Sproat are both allies about
this. They both want to sell off British Airways
if they possibly can, in July 1983.

Although I have considerable reservations about

this salary (greatly in excess of that paid to

the Queen's First Minister) I have the highest

regard for John King and think that we ought to

let him run British Airways as he thinks best,

with the earliest possible prospect of privatisation.

24th May 1982




Bettv Hi11

SIR JOHN KING QCIL} Hidl |
Scotland.
Tel:Betty
Z35

Ian Gow

London S.W.]

Dear Ian,

It is shamef ie to bother you and the Prime ‘Minister
at such a time with this wretched matter. I hope she will
forgive me but I am under real pressure to get forward.
So“if you could show my letter to the Prime Minister, I
would be most u

In addition, I hope to come up with a Group Managing
Director for the airline quite soon. The prospect that

I had has

Needless to say, send my best wishes to her and know that

she is right in the South Atlantic and will be successful.

Yours ever,

p-r

JOnN




CLEVELAND HOUSE
8§T.JAMES'S SQUARE
LONDON SWIiY 4LN
01-630 8788

SIR JOHN KING

As from: Achnabourin,
Betty Hill by Thurso,
Scotland.
Tel: Betty Hi11l(06412)2173

22nd May 1982

Private Personal and

Lord Cockfield,

Secretary of S ate for Trade,
1, Victoria Street,

London S.W.1

Dear Arthur,

Brlthh R:ruavs

I refer to my letter of 14th May, concerning the appointment
of Gor lon Dunlop to the Board of British Airways as its Finance
Dir

You have met Dunlop, you know the terms I have agreed with him
and why I must appoint him.

When we met the Prime Minister, it was agreed that I should find
the men I wanted and the salary levels I would have to pay were
discussed and accepted. I made a commitment on my part to keep
the Prime Minister fully informed. She understood what I had to
do and said I must be supported.

As a consequence of this policy, I have made a commitment to Dunlop,
which I intend to keep. You say that the Treasury is not now in
agreement, but I know you will put the case to them and I know

our view will prevail.

I have_the :ﬁﬂ of Jctu1n1nq th s awful ish Airways mess _to a
profit and 3 : I must have the
pProper resources to do SO.

Why the reluctance to confirm the five year term of my ppointment

fhat | need in_order to_see the job through? and to LF“\ll;Q_CCItalP
people that I am not Just a ship passing in the night? If the
Departiient of lrade thinks 1 must prove myself and gain airline
experience before I qualify and it can be confirmed, where are

we then? I must ask you if the experience of those in charge of
the airline to date and the efforts of the Department of Trade to
monitor and guide them have proved to be other than disastrous.
Losses of over £500m in the last two years, and continuing apace?

— e - -




22nd May 1982

Lord Cockfield,
Secretary of S
, victoria

London S.W.1l.

There is an urgent need to have a capable and credible executive
and non-executive board of directors to run a company properly
if we are to move into the private sector (and also to be a more

efficient public sector company) and have an airline the nation

YT
can be proud of. In the me ime, Rome burns and I, theoretically,
am in command. :

sincerely,

/

osake  Cialie,

John

AT

c e P

CaCre Sq., brF.,
Sy

Under-Secretary of State
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Fromthe Secretary of State

CONFIDENTIAL

The Rt Hon Leon Brittan QC MP

Chief Secretary

HM Treasury

Treasury Chambers

Parliament Street

London

SW1P 3AG th/ May 1982

e
Wi i\ oy

BRITISH AIRWAYS //

Thank you for your letter of 5 May.

I fully agree with you that the Price Waterhouse analysis of
British Airways makes disturbing reading. Although airlines all

over the world are continuing to Tace grave financial
difficulties - Braniff's bankruptecy is the most recent reminder -
there is no doubt that British Airways' management must bear the
prime responsibility for the failure of the growth strategy of
1979. Equally, however, I hope you can agree that there are now

E—

encouraging signs that Sir John King is taking the necessary

remedial steps to turn British Airways round. The action taken
last September to reduce over-manning and to cut costs, and the
more recent decision to establish clear lines of profit-centred
accountability, are important steps, and I am sure that we
should continue to support the further remedial measures, as well
as the plans for strengthening British Airways' management which
Sir John has in mind. Our aim must remain to launch British
Airways as a prosperous, efficient private sector company standing
in high repute with its customers, its staff and its shareholders.

CONFIDENTIAL




From the Secretaryof State

CONFIDENTIAL

To this end, the return to profitability and privatisation are
inextricably linked. I therefore very much share, as I am sure
you do, Sir John's hopes that it will be possible successfully to

float British Airways during the lifetime of this Parliament.

Turning now to the specific points you raise, I of course agree

on the importance of constructing an effective framework of

sponsorship and financial control. Sir John, too, is seized of

this point, and has initiated steps to improve the financial
information which his own Board receives. He has also agreed
that my Department, and of course the Treasury, will be given
prompt, regular, and more importantly reliable, reporﬁs enabling
us to monitor British Airways' performance. On the details of
such improvements, I think your officials are already in touch

with mine.

As for the Corporate Plan, Sir John is already well aware of the
importance which we attach to receiving this by early June. We

have also asked British Airways to ensure that the Plan addresses
itself to the strategic options available, and to an analysis of
the key sensitivities which might cause it to deviate. Again,
your officials have already been involved in discussions on this
point. 1In this context, I am glad to see that you recognise that
we cannot realistically determine BA's financial target until

after we have received their Corporate Plan. -

Finally, I should emphasise that one of the crucial determinants
of the success of British Airways' future will be the quality of
their top management - which has clearly been deficient in the
past. This in turn will require adequate remuneration to attract
candidates of the right calibre. I shall be writing separately

about this in due course.

" CONFIDENTIAL




From the Secretaryof State

CONFIDENTIAL

I am copying this letter to the Prime Minister, John Sparrow and
to Sir Robert Armstrong.
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Treasury Chambers, Parliament Street, SWIP 3AG

Rt Hon Lord Cockfield
Secretary of State
Department of Trade

1 Vietoria Street

London SW1H OET M‘ 5 May 1982
(

BRITISH ATIRWAYS

John Biffen wrote to me on 5 April about the Price Waterhouse
report, and I have now had an opportunity to consider it.

The Price Waterhouse analysis of British Airways deficiencies
makes disturbing reading. One must accept that the airline
industry as a whol€ Traced a sharp deterioration in their
trading situation from 1979 onwards. What emerges clearly
from the report is that BA management, secure in the knowledge
of Goverpment backing, in no way measured or even tried to
measure up to the challenge; through unfounded optimism and
other devices, the real problems were glossed over.

I am particularly struck by two conclusions:

(a) That it is inconceivable that an effective management
would have allowed the growth strategy of 1979 to proceed
unchanged in the way that the BA Board did (paragraph 12
on page 118 of the report);

(b) That BA would not have embarked on and maintained such

an ambitious capital expenditure programme had they not

been a nationalised industry with the backing of Govern-

ment guarantees on past and projected bank borrowings
(paragraph 39, page 11). L

I am worried by the fact that even now, in May 1982, no consideréd
options or proposals have yet been put to Ministers on The key
issues of business strategy.

S B
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You are I know giving a great deal of thought to this. The
return of BA to adequate profitability must be the first
priority. Scarcely less important is the need to construct an
effective framework of sponsorship and financial control so

as to ensure that the recovery measures eventually agreed

are implemented and that the impact on BA of any new adverse
developments is not allowed to fester, unacted upon, as in the
past.

As regards profitability there is the difficulty.that no financial
target has yet been set for BA for this or future years. I

alluded to this in my letter of 16 March to John Biffen but he

was inclined to the view that it would not be possible to make

a final determination until the Summer when the figures had emerged
from BA's Corporate Plan. I am prepared to accépt this subject

to two stipulations.

First if we are to reach sound decisions on the basis of the
Corporate Plan then it must address itself specifically to the
implications of achieving alternative rates of return and should
set these out fully and realistically, with a firm indication of
the relevant timetables involved.

The Corporate Plan will of course need to cover a great deal
else. In particular you have no doubt already told Sir John King
that you will expect it to set out the BA's proposals for

action on the crucial recommendations of Prige Waterhouse on
capital expenditure, route structure, aircraft utilisation and
manning. There is clearly a range of options on some, if not all
of these. The Plan should set these out and relate them to
different possible overall returns over the next two or three
years. It should also include a proper analysis of the vulne-
rability of the projections to the key factors in the competitive
environment to which Price Waterhouse drew attention.

Secondly, BA must be persuaded of the extreme importance which
we attach to this work being done guickly now. The present
budgetary projections for 1982-83 are far from satisfactory,
nor are those for the later years acceptable. Further delay
producing proposals for improving the situation would be
intolerable. If E(NI) is to discuss British Airways in June
as at present scheduled, then BA's Plan must be ready by the
beginning of the month. :

Turning to the question of future control, I see from the press
and also from elseshere that Sir John King is already addressing
some of the recommendations in the report on divisional structure
and senior management. Provided that the inevitable disruption
caused by organisational and managerial changes does not lead

to further delays in the production of the proposals for sub-
stantive measures, these changes seem to be generally in the

2.
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right direction. But implicitly, (and on occasion explicitly),
the report has also revealed deviciencies in our own machinery
of sponsorship which I believe must be put right. It may well
be, as the report suggests, that it will be sensible to revert
to the possibility of privatisation during the first part of
1983, but we cannot be sure. Moreover, there must be adequate
monitoring of progress between now and then, if we are to reduce
the risk of being once again sprung with a nasty surprise. My
officials are discussing with yours a tightening of our arrange-
ments for linking BA's future recourse to external finance to
satisfactory reports of progress against plan during the year,
drawing on the analogy of those which have been instituted for
other nationalised indistries in a similar position. I propose
that you and I should receive regular reports based on this
monitoring and should take any necessary action with British
Airways as the year goes forward. I regard this as being of
crucial importance.

I hope you will have no difficulty in agreeing to these points
and would be grateful to know how, in the 1light of your dis-
cussions with Sir John King, you now see the prospects for
making early progress. If you would find a discussion helpful,
I would be happy to arrange one.

I am sending a copy of this letter to the Prime Minister,
John Sparrow and Sir Robert Armstrong.

o

3.
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i DEPARTMENT OF TRADE 1 VICTORIA STREET LONDON SW1H OET Telephone 01- 215 7877

Fromthe Secretary of State

CONFIDENTIAL

Michael Scholar Esq

Private Secretary to the Prime Minister

10 Downing Street

London, SW1 1€ HoApril 1982

M ielael,

ot

BRITISH AIRWAYS i’
Thank you for your letter of 8 April recording the outcome of the meeting between
Sir John King and the Prime Minister.

The Secretary of State found the meeting an extremely useful introduction to the
problems facing BA. He does not doubt the importance of the issue, and will be
pursuing the range of questions raised by Sir John King and his colleagues.

In your note you record Mr Dibbs as saying that "no investment appraisal had been
made at BA for the purchase of a Boeing 747 freighter which BA had subsequently
sold at a large loss after 18 months or so of unprofitable operation". The Secretary
of State recognises that Mr Dibbs' point was simply intended as an example of
what he saw as BA's shortcomings. But whilst this purchase did in the event prove
unnecessary, Mr Dibbs' assertion that there was no investment appraisal is_incorrect.
Such an appraisal was carried out early in 1979, and was submitted to the Department
in the usual way. The Department subsequently communicated approval of the
order in May 1979.

For obvious reasons, I am also copying this to Terry Matthews in the Treasury.

»

YOU\"S g\.f\c__ﬁ }{“&

1o V\C{k/t-c'\v‘\ TZQ-‘—”S
J N RC

S
Private Secretary
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10 DOWNING STREET

From the Private Secretary 8 April 1982
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BRITISH AIRWAYS

Your Secretary of State was present this afternoon when
Sir John King, accompanied by Mr. Dibbs, and by Mr. Wheatley
of Price Waterhouse, called upon the Prime Minister.

Sir John King said that British Airways, as the Price
Waterhouse report had made abundantly clear, was in a mess.
It lacked a competent and businesslike management. He could
deliver a successful airline to the Prime Minister, but it would
take more than the two years which remained of his appointment
as Chairman. When he recruited new people from outside he
needed. to be able to say that he would be Chairman for longer
than two years; the same point applied so far as the establish-
ment at British Airways was concerned, given that they had seen
a succession of Chairmen and Secretaries of State come and go.
He also needed freedom of action to recruit, and to pay at an
appropriate level, three top managers: a managing director,
a deputy managing director and a finance director. He intended
to sell International Aeradio (IAL); and it was possible that
an overseas potential buyer would come forward. He had already
sold the College at Hamble. Finally, he asked that the progress
in implementing the changes following the Price Waterhouse
report would not be monitored in detail by the Department of
Trade. It was for the BA Board to do this, and for the Chairman
to report to the Secretary of State. If the Department attempted
to monitor in detail, the Board's responsibility would be eroded.

Mr. Wheatley said that he had begun work on his report in
October 1981, and concluded in March. His conclusion was that
British Airways was in a mess,financially, managerially and
operationally. Without a Government guarantee it would not
be able to continue trading. 1Its debt/equity ratio was worse
than Laker's. Yet it still had a £2 billion capital expenditure
programme. British Airways was the most unproductive and over-
manned of all international airlines. There was scarcely a
businessman in the organisation. He had enquired of BA what
plans they had for renegotiating - as other airlines had - the
terms of their purchase of nineteen Boeing 757s. They had none;
indeed, the idea had not occurred to them. Mr. Dibbs said that

/he had
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he had, similarly, discovered that no investment appraisal had

been made at BA for the purchase of a Boeing 747 freighter which

BA had subsequently sold at a large loss after eighteen months or
so of unprofitable operation. It was true that BA had suffered
over the years from the insistence of governments that it should
purchase aircraft it did not want; it had also suffered from
higher fuel costs, and from the effects of sterling depreciation.
But he had been appalled at the amount of management effort which
had been expended on devising various very short-term expedients
to overcome BA's financial difficulties. He was not recommending,
and BA were not requesting, that the Government should now take
over £812 million of BA's debts. It was necessary first to
rebuild BA's management (and, for example, to bring to an end a
situation in which the only person in the airline who was profit-
accountable was the Chief Executive). Above all it was necessary
to create a viable business. Once this new situation had been
created it would be time to consider how to deal with the airline's
unsustainable debts.

Your Secretary of State said that British Airways were
confronted by a very serious situation and that it would be a
major task to turn round the losses of recent years. But he had
doubts giving the British Airways Board an entirely free hand
in the selection of three top managers. The level of their pay
was bound to have repercussions elsewhere in the public sector.
As to monitoring, he did not wish to set up a bureaucratic
procedure, but some monitoring was inescapable, given that the
Government was answerable to Parliament for British Airways'
affairs.

The Prime Minister acknowledged the importance of recruiting
sufficient new management strength to take on the existing
establishment effectively; one man on his own, however able,
could find this an impossible task. Sir John should go ahead
and look for three people of the kind he had in mind. She
believed that it would be very difficult to find people of
the right kind; it was possible to pay £90,000 a year (Sir John
had mentioned this figure), and still get somebody who was of
little use. The repercussive effect elsewhere in the public
sector of a high salary was not necessarily a decCisive argument;
Mr. MacGregor's appointment at BSC was a case in point. She was
grateful for Sir John's undertaking to consult Lord Cockfield
before coming to final conclusions on this matter. So far as
the sale of IAL was concerned, a proposal to sell to an overseas
buyer would need to be looked at very carefully, and treated with
sensitivity. Present indications were that, given the degree
of interest being shown by a number of UK potential purchasers,
this question would not arise.

I am sending a copy of this letter to Terry Mathews (Chief
Secretary's Office). I would be grateful if both you and he
would give it a very narrow circulation within your Department.

‘}:k\,x-\ Nadyting

r

Jonathan Rees, Esq., Tb;iubv{
Department of Trade.
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PRTME MINISTER
BRITISH AIRWAYS: PRICE WATERHOUSE REFORT

I thought it would be helpful to let you have a few preliminary
points in advance of our discussion with Sir John King on 8 April.

The Price Waterhouse report (of which you already have a copy and
a summary) was of course commissioned by Sir John himself.
Sir John has told me that "in essence" the report's recommendations

have the British Airways Board's full support.

The report has done a good job in analysing past deficiencies in
BA's performance and the over-optimism of their forecasts; it

has also stressed that BA's priority must be to return to
profitability. To this end it urges the airline to review

- : ; "
its capital expenditure commitments, to cut out unprofitable
routes and to improve aircraft utilisation and manning. It also

makes sensible proposals for increasing the effectiveness of

the Board and senior management.

I have already discussed the report on several occasions with
Sir John King, and we have agreed that BA's priority must be
to improve its operating results. It would be helpful if_§ou

could re-inforce this message on Thursday. On the more practical
level, BA must now take urgent steps to draw up a detailed and

agreed plan to implement the measures necessary to remedy the
deTiciencies highlighted by the Price Waterhouse report. Such
a plan must consider alternative strategies based on lower as

well as currently envisaged levels of capital expenditure, and
should be ready by the beginning of June.

CONFIDENTIAL
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The Price Waterhouse report also made important recommendations
about a capital reconstruction for BA, and the possibilities of
privatising the Corporation by autumn 1983. I think we must
encourage Sir John King to pursue this goal. However, as
indicated above, his immediate priority must be to return to
profitability, and we must do all we can to help him, since only
then can we successfully seek the partnership of private capital
for BA.

To sum up, therefore, I think the line we should take with
Sir John at Thursday's meeting should be as follows:-

To acknowledge the measures Sir John has
already taken (though as he himself will

4dmit, these are not enough);

To confirm with Sir John that his priority

_ﬂ
must still be to improve the airline's
operating results;

To express our support in principle for

further remedial action, and to ask
Sir John to let us have a detailed plan

on the measures he intends to take by,
say, Junes

| =
e L4k

Department of Trade CP was ( Q(’P rouved (N 1\ (S
1 Victoria Street
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5 April 1982 :
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CABINET OFFICE
Central Policy Review Staff

70 Whitchall, London swia 2as  Telephone o01-2433 7765

From: ). R. Ibbs

Qa 05877
CONFIDENTIAL

31 March 1982
J »
-"’{ e a.a‘r.:/f ("‘{ r/ A} / .L//hf/( y,

Draft Objectives for British Airways and
British Airports

I am afraid that I did not receive until a few days ago a copy

of your minute to the Prime Minister requesting comments by 10 March,

Given the size of the losses of the British Airways Board (BAB)
and the apparently receding prospects for privatisation, I do not
think Ministers would wish to remain satisfied indefinitely with
objectives on profitability and privatisation as imprecise as those
in your draft, particularly as to timescale., Although I have no
special knowledge of BAB I am concerned that even now the Board may

not be looking sufficiently radically at the size and structure of

[ 2
&
o

the industry, and in particular at the scope for cutting back on loss-

making routes. It may be that the Government at present lacks
sufficient information to be able to specify precise and demanding

targets for profitability and privatisation, Hence the importance

of objective 3 which, as your minute says, will lead to an examination

of alternative strategies in the context of the Corporate Plan, I
believe it important that the Board takes early action along these
lines, aimed at developing a corporate strategy; perhaps your

discussion with the Chairman about the Price Waterhouse report will

provide an opportunity to get this point across,

I have no major comments on your draft objectives for BAA

although I wonder whether a pay objective should be included, given

The Rt Hon John Biffen MP
Department of Trade

1 Victoria Street

S W1

1
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that BAA is in a near monopoly situation. Something on the following

lines might suffice:

'to negotiate settlements on pay, pensions and other conditions

of service at the lowest levels consistent with adequate

recruitment and other relevant factors, particularly productivity

improvement, '

I am sending copies of this letter to the Prime Minister, other

members of E(NI) Committee, and Sir Robert Armstrong.

J R Ibbs

]
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BRITISH AIRWAYS: PRICE WATERHOUSE REPORT

This is a most depressing document. The basic suggestion is

that the Government should take over £812m of British Airways'
Eee—

debt, which is I think mostly owned by banks. On their

reckoning this would mean that the debt equity ratio would then
be 83%3:17. There would be about £300m of debt and £60m of equity.

In order for the Government to take over this debt, or write off
the small amount that is on the Government's account, we would

need to raise the £812m in the markets. It would willy-nilly count

as part of our PSBR. So far as I know, no such sum has been
included in the public expenditure figures for next year.

~bJ S[Wu) b ovy €410 s Mes N3

In return for this purchase of British Airways debt, the report
remarks that we would enjoy a substantial increase of the net worth
of the group and the expected proceeds of privatisation. But
obviously the proceeds from privatisation depend critically on

future expected profits and these in turn depend upon pay levels,

manning practices, as well as general management. Similarly it

‘would be affected by the political constraints which are imposed on
British Airways - including the requirement that they fly
certain routes etc. Price Waterhouse suggest that the capital re-
structuring is a necessary requirement to put it into shape. I

cannot really see why.

The main thrust of British Airways should be to get it into a form
like Delta. The objective is clear, to make profits, and strategy
shoulgj;;?hﬁmm up with that in mind. It is difficult to do this
when there are enormous political constraints and they do not know
how far they can go in dealing with the unions. But I cannot see

how transferring capital to Government can help in radical re-

structuring of their objectives, strategy and tactics. I suspect

that Sir John King needs a few young Turks around him. Perhaps he

is gathering them now.

P

17 March 1982 ALAN WALTERS
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I see that Sir John King is spending half an hour with the Prime

Minister on 8 April. I would very much like to sit in on that

bt

meeting.
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CONFIDENTIATL
COMMERCIAL IN CONFIDENCE

Michael Scholar Esq
Private Secretary
10 Downing Street

Iondon, SW1 tbtl.March 1982

Deer Miclkal :

BRITISH AIRWAYS: PRICE WATERHOUSE REPORT

As promised last night, I enclose a summary of the Price
Waterhouse Report. I am very sorry that we were unable
to get it to you yesterday.

)i}b&V'S EE*JeaT]
Cn\ﬁk%{AMy\ “TESQJlfS

Private Secretf@ry
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SUIMMARY OF PRICE WATERHOUSE REPORT

Section I

A 29-page summary of the 85 pages which follow.
Section IT - The Groun's results 1979/80 to 1981 /82

During the 3 years to March 1979 British Airways did quite well:
£200M of profits after tax, and a return on assets of 10%.
During that period pressure for cheaper fares, US deregulation
and IATA reform began to threaten airline yields. BA had ten
different aircraft types, which were expensive in logistics,
and many of them were heavy fuel burners. McKinsey advised

BA to cut manpower by 30% to matceh competitors' productivity.
The 1979 Corporate Plan GP7 set out a strategy for coping with
these changes. It assumed that low yield traffic would grow by
28% and revenue by 60% in the next 3 years. Lower fares were
Thtroduced, 11 wide bodied aircraft were ordered and manpower
was held stable to "grow out of our inefficiency".

The 1980 Corporate Plan acknowl

d that 1979/80 had not turned
orecast traffic growth at more

e
L

ed
out as expected, but continued %o
modest rates.

In the event growth in traffic over the 3 years was nil, BA had
surplus capacity and was still overmanned. 5 wide-bodied aircraft

have been sold at less than book value; more are up for sale.
BA have improved their productivity by abou /o, but so have
competitors, hence relatively BA have not gained much ground.

They will have lost over £400M after tax, against a predicted
profit of about £180M for the triennium.

The reasons for the shortfall in revenue and profit, are analysed:
pressure on fares; political events (Iran); hiher fuel prices;

exchange rate fluctuations and the ATC strike are the most impor-
tant. Other airlines have suffered similarly.

n of September 1981 is a belated, and hence very
¢ ©o deal with the overmanning.

Scsction ITT - Forecast results for 1982/83% to 1985 /86

~ detailed analysis of BA's latest forecasts for the next 4 years,

and the assumptions underlying Them. ter interest and tax

Price Waterhouse predict a loss of £15M in 1982 83 and small

profits in the ensuing 3 years. Over the 4 year period only
e




CONFIDENTIAL &
COMMERCIAL IN CONFIDENCE

£5M would be available for retention. This does not allow for

idend to Government on PDC,"hor for the Government's share
of forecast Concorde surpluses. The figures are however struck
after charging about £35M provisions each year in the airline's
profit and loss accounts, and slightly smaller amounts in those
of the subsidiaries,for "sensitivities" - the probability that
unplanned factors will affect the results. These provisions
total £263M over the 4 years. They are explained on pp 54-58,
and represent FuW's view of the extent to which BA's forecasts,
even on their "low growth" assumptions may be optimistic.

Five groups of routes will provide half the expected 1982/8%
operating profit. BA's position on them is at some risk in
various ways, political, competition and CAA licensing.

The forecasts show an unacceptable position which would not be
greatly improved by higher assumptions of traffic growth, because
interest charges would also increase. So a capital reconstruction
should take place when the Board have reduced manpower further;
improved fleet utilisation considerably; and reviewed BA's route

strategy and capital expenditure plans.

Section IV - Capital expenditure and cash flows 1979/80 to 1085 /86

This section starts with an account of BA's investment over the
last three years; the assumption that a lower proportion than in
the past would be financed from BA's own resources — a private
sector company without Treasury guarantees would have hesitated

to act this way; internal funds in the event were much less than
rorecast, soO had to borrow more, worsening the debt/equity
ratio further, and also had to adopt expedients to keep within

the authorised limits of this borrowing, which were inadequate.

BA's aircraft fleet is then discussed, compared with those of
other operators and the plans to replace older thirsty aircraft
with new ones consuming less fuel examined. The rationale for the
major purchase in prospect - 19 Boeigg 757 aircraft is summarised.
However BA's fleel utilisation Is still lower than many other

- - - - - . gt i . . .
major airlines, it will still have more aircraft types, including
gome winlch are no longer produced, for which spares will be costly.

-

art IIT showed that retained earnings will contribute only £5M.
A &705!1 contribution from internal funds is forecast (mainly from
epreciation provisions) towards capital expenditure over the
ar period of £1400M. This includes £100M contingency arnd
1501 progress payments on aircraft wanted in 1986 and 1987, for
n

which £800M more' will be needed in those years.
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With these commitments and wuemmﬁhe Group
could not substantially imgrove 1ts §re§gn§ gearing, although
asures suggested 1n Section would help a little. To
keep within the EFL of £-Sm for 1982/83, the Board should
consider selling IAL and other non-airline assets; deferring,
cancelling or ren®gotiating teTms for 757S; restructuring non-
aircraft capital expenditure and other measures to improve

profitability.

Section V - Capital restructuring

On the forecasts of future ¥rofits and cash flow PW have made
BA will be unable to generate enough cash to service its
existing debt, and pay for new capital expenditure. Its equity
will be reduced to £60m by 31/3/83. Loans will total over
£1.1b, and the debt/equity ratio will be 95:5. 1In this state
the auditors would have difficulty, unless.the Government gave
them "comfort", in certifying the accounts on a "going concern"
basis.

The debt/equity ratio BA needs is 25:75 (Hill Samuel thought no

:2- more than 50:50). To achieve this P ecommend the Government
r\'take over responsibility for up to é@h of BA's debt. n the
best interests of the airline this should be done as soon as

possible, but PW suggest not later than 31/3/83. This allows
time for:

(a) discussion with Government over a politically
difficult proposal;

(b) self-help measures by BA to increase cash flow
and reduce demands on cash, viz

(i) improvements in fleet utilisation

(ii) disposal of assets, notably IAL

(iii) improvement in use of manpower, and
negotiation of 1983/84 pay;

(¢) the other fundamental changes referred to in section
YIii.

Conversion of debt into Public Dividend Capital would not help
because the PDC would still have to be serviced at much the same
costs as debt. —_—

Since only £41m of the Group's debt is due to the Government,
most of the debt could not be written off: the Government over
the years would %3g;_E;tgigsigéggggj_and_nzingipal. PW do not
forecast the cos ey do not precisely identify the
debt to be transferred, commenting only on which kinds should
preferably be retained by BA.
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The transfer of debt would substantially increase the net worth
of the Group, and hence the expected proceeds of privatisation.
This would compensate the Government to a degree for the burden
it has assumed.

Section VI - Privatisation

This summarises Government statements about privatisation of
British Airways, and the relevant legislation (not entirely
correctly). It lists 14 topics where the Government at present
controls or affects BA's activities - borrowing, guarantees,
licensing, noise regulations (eses i

dgmews) , 2irport policy, support for Concorde, on which clari-
ficstory statements will be needed in the prospectus.

The earliest practicable date for privatisation would be autumn
1983; it would require audited half-year accounts to September
1983. BA do not produce these Now, and should do a dry run

this year. InVestors might be put off by the impending election,
and fears of re-nationalisation if a Labour Government won.

A classical form of privatisation would be difficult or impossible
to achieve before the next General Election. However, placing of
convertible preferred securities with institutions might be
possible in the late autumn of 1983, and should be investigated
further. At worst, sale of BA's (99% stake in International
Aeradio (IAL) could be presented as a step towards privatisation.

Section VIT - the futuras of the Group

BA, if it makes the necessary changes, could be on of the
world's best airlines. The Action Plan of September 1981 is
Just a first step; the Board needs to give much clearer respon-
sibiliTy for prorit to individual managers, and to broaden their
career experience to equip them better for top posts. The
structure of the Board should be reviewed; a financial director
appointed to it; the non-executive directors given a clearer and
fuller role; and the relationship with the Executive Board
clarified. Board members ought to be paid more, otherwise no-
one will want to succeed then.

The airline's strategy in recent years had relied on continuing
growth, and been upset by recession. The positive returns arise
from too few of the routes, and BA needs to review not just its
strategy but its mission "what kind and size of airline it aims
to be in the medium to long term" - which is not now clear. BA
should not, PW say, be drawing up future plans and strategy on
the basis of a capital expenditure programme of at least

£2 billion over the next six years: a strategy of lower capital
expenditure and fewer routes could well improve profitability.
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Tactically BA needs to keep up the momentum in staff reduction
and productivity gained from the Action Programme; to use its
bargaining power to get better terms from suppliers; to give
greater attention to customer service; and to disposing of
tasks which can be sub-contracted, or of activities which do
not contribute to profit or cash flow or strengthen and secure
BA's market position, and their supplies or sales.
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iZth March 1982

By Hand

The Prime Minister,

The Rt. Hon. Mrs. Margaret Thatcher, MP.,
10, Downing Street,

London S.W.1.

-‘)gw iz H T

I enclose a copy of the Price lfaterhouse report
concerning British Airways, the contents of which
I shall be discussing with the Secretary of State
for Trade and his colleagues on Wednesday of next
week.

I hope you will have time to read some of it as
it will give you a glimpse of the inside of a
nationalised industry!!! =

It would be helpful to me if I could _see you some-
time on Thursday, 18th March. I would like to bring
along Mr. ATex Dibbs and introduce Mr. Alan Wheatley
to you. He led the PW team which is responsible for
the Report. If John Biffen could be there also, that
would be most helpful and what I am seeking is a very
informal thirty minutes or so. If you are free on
Thursday, a meeting could be any time after 5.30 p.m.

%M A AAANAA~— \

(
John King \\

g a-—
Enclosure: P

P.S. Since writing this letter I believe a meeting
has been arranged for 2.30 p.m. on Thursday, 8th April.
I am most grateful to you.
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The Rt Hon Mrs Margaret Thatcher MP

Copy Number:




PRIME MINISTER

Sir John King has been in touch with us

to ask whether he could come to see you towards

T . - e
the end of next week, for a general discussion

about the financial position of British

Airways: in particular the report of the

e PR . . :
Price Waterhouse team, and privatisation plans.

John Biffen is happy with this proposal,
and would himself be ready to come.
Sir John King would like to bring with him
his Joint Deputy Chairman, Mr Alex Dibbs, and
would like to introduce Mr. Alan Wheatley who

led the Price Waterhouse team.

Agree to a meeting on these lines?

ML %A —

[

11 March 1982

cce Mr Gow
Mr Vereker

o Eriv R
)|




PRIVATE AND PERSONAL

l1lth March 1982

Many thanks for your letter of 10th
March, which you had written following
our talk on the telephone.

We will be in touch with you very shortly
about this.

I much appreciate your courtesy in having
written as you did.

IAN GOW

Sir John King




British
e a1rways
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Sir John King
Chairman

10th March 1982
Private and Personal

Ian Gow Esq., MP.,
10, Downing Street,
London S.W.1.

In writing to the Prime Minister as follows:

"I enclose a copy of the Price Waterhouse report
concerning British Airways, the contents of which
I shall be discussing with the Secretary of State
for Trade and his colleagues on Wednesday of next
week. *

I hope you will have time to read some of it as it
will give you a glimpse of the inside of a nationalised
industry!!!

It would be helpful to me if I-could see you sometime
on Thursday, 18th Maich. I Wwould like to bring along
Mr. Alex Dibbs and introduce Mr. Alan Wheatley to you.
He led the PW team which is responsible for the Report.
If John Biffen could be there also, that would be most
helpful and what I am seeking is a very informal thirty
minutes or so. If you are free on Thursday, a meeting
could be any time after 5.30 p.m."

j —_— —— e —— -

* The letter to the Prime Minister

will be dated and
sent round by hand on Friday 12th March.

I am anxious to explain to you the reason for suggesting
5.30 p.m. on Thursday 18th March and I hope she will not
think me presumptious in doing so. Friday morning is all
right up to 12.30 midday. Otherwise I am stuck. I go to
Scotland that afternoon for the annual Babcock Power Dinner
at the Renfrew Works, to London early Monday morning to New
York .and San Francisco. Otherwise I would never have dreamt
of attempting to impose a time.

A

7
61? Chn

/ _

= {{ r
John King ¢ “~ A
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