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NON OCMMERCTAL OUHDITIONS IN LOCAL AUTHORITY CONTRACTS

Thank you for sending me a copy of your letter of 16 June to Willie
Whitelaw.

1 am content generally with the provisions relating to non-commercial
conditions. However, one point does concern me and that is the inclusion
of the Development Board for Rural Wales in the list of bodies to which the
provisions apply. The bodies to which the Development Board for Rural
Wales 18 most akin are the Highlands and Islands Development Board in
Scotland and the DOE's own Development Commission in England. These are
not included in this Schedule and the inclusion of the Development Board
for Fural Wales is therefore anomalous. The presunption here is that the
Development Board for Rural Wales was included because of the imclusion of
New Town Development Corporations. When the New Town Develogment
Corporations are wound up the inclusion of the Development Board for Rural
Wales will be even more anomalous.

Consequently, I suggest for the time being at least, that the Development
Board for Rural Wales be excluded from Schedule 2.

I am copying this letter to the Prime Minister, other members of H, the
Foreign Secretary, the Secretary of State for Trade and Industry, the
Attorney General, Sir Hobert Armstrong and First Parliamentary Counsel.
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The Rt Hon Nicholas Ridley MP |

Secretary of Stake for the Enviro
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THE USE OF LOCAL LABOUR IN LOCAL aq;ajﬂlrf CONTRACTS

Thank you for your letter pf 31 Eg;cﬁ. You will by now have sesan
the letter of 2 April from the Lord President's office asking that
officials from the 3 Departments most concerned meet urgently to
axplore whether a way can be found to overcome the prodlem. You
will also have seen Geoffrey Howe's minute of 6 April.

I should emphasiss, however, Eth he problem does not relate to
the compatability of our polici stopping political clausas in
local authority <contracts and su ting the use and training of
local labour in Lnner city- cont

The problem is a clash between Eth
the local labour policy and the
procedures.

way in which you want to pursue
law on public sector contrackt

=
-
el
T

If that clash cannot be resclved I think you have a problem
whether we legislate on political eclauses or not. If it can be
overcome then I am, of course, content to see an appropriate
provizion in the political clauses legislation to enable you to
continue to pursue the local labour policy by means of contract
conditions.

I am copying this letter to the Prime Minister, the Lord
President, the Foreign Secretary, members of H, the Attorney
Generzal, First Parliamentary Counsel and Sir Robert Armstrong.
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NICHOLAS RIDLEY
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SECRETARY OF STATE FOR THE ENVIRONMENT

(G -

The Use of Local Labour im Local Authority Contracts

1. Thank you for copying to me your letter of 30 March
about your plans to intreduce theose parts of the Loecal

Government Bill which were postponed in Pebruary.

I have alsoc seen Henneth Clarke's letter of 31 Marech.

2. As you indicated in vour letter, our legal advice
is that the inclusion of local labour conditions in
public contracts, as contained in the draft clause
circulated by your officiala, is in conflict with the
EC Directives on public supply and works contracts.

I agree that the Law QOfficers should be consulted
forthwith.

1. HKenneth Clarke also suggesta that we should consult
the Commission for their views. To do s¢ would alert
the Commission to the fact that we were proposing to
act i1n a way which they would certainly regard as being
contrary to Community law.




4. As far as other member states are concerned, it
ig guite probable that their Local Authorities do favour
local contractors. Local authorities in the UK doubtless
do so too. That is quite different from introducing

a provision in our law to authorise them to do so.

5., 1 am copying this minute to the Prime Minister,

Members of H and L Committees, the Attarney General,

First Parliamentary Counsel and to S5ir Robert Armstrong.

{GEOFFREY HOWE)

Foreign and Commonwealth Office

& April 1987
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USE OF LOCAL LABOUR-IN LOCAL AUTHORITY CONTRACTS

In my letter of 31 Mareh I sald that the Lord President wished
the policy issue raised in your Secretary of State's letter of 30
March to be brought to an early meeting of H Committee, with the
possibility of a further meeting to consider Parliamentary
handling soon afterwards.

The Lord President has now seen the Paymaster Genersl's letter of
31 March raising a number of guestions about the European
Community issues mentioned in your Secretary of State's letter.
The Lord President considers that these matters must be elarified
before the H discussion. He would be grateful, therefore, if
officials from your Department, the Department of Employment, and
the Foreign and Commonwealth Office could meet under Cahinet
Nffice chairmanship and with the relevant legal advisers to agree
a position on the EC points at issue and take a view on the valus
of an approach to the European Commission; and report back to
Ministers before Easter. The meeting of H can then take place as
soon as possible after Easter.

I am sending a copy of thls letter to David Norgrove, to the
Private Secretaries to the members of H and L Committees, to
First Parlismentary Counsel and to Trevor Woolley.

P
Liut,hii 2 t:(Lghﬁ;ﬂi_
M J ELAND

Private Secretary

Robin Young Esqg
Frivate Secretary to the Secretary of State
Department of the Environment

COMFIDENTIAL
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LOCAL GOVERNMENT BILL: POLITICAL CONTRACT CONDITIONS

The Iﬂrﬁ'#+EHidEHt saw your Secretary of State and the Chief Whip
lagk night to discuss your Secretary of State's letter of
] March.

fhe meetling agreed that in the light of the substantive point of
policy in dispute between your Secretary of State and the
Paymaster General and the uncerteinty of the impact in the Bill's
timetable of adding substantial new material to it, your Minister
of State, when speaking to backbench amendments al Committee
>tage, must avoid words which might later be construed as an
undertaking or commitment. Instead there should be an early
meeting of H Committee (which I understand s being nr;gngnh Frt
Wednesday of next week) to discuss the policy issue and,
depending on the outcome of that, a further meeting to consider
Parliamentary handling soon afterwards.

1 am sending a copy of this letter to David NMorgrove, the Private
secretaries to the members of H and L Committees snd First
Parliamentary Counsel and to Trevor Woolley.

Lﬁc-ms Stnee
Ml EjJou;r;_}

M J ELAND
Private Secretary

Robin Young Esg
Private Secretary to the Secretary of Slate
Department of the Environment
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THE USE OF LOCAL LABOUR IN LDE&L HETHUHITI EGHTHACTR

'] ol Al T
In your letier of 30 Tﬂh rﬂu report that you are unable to
deliver the agreement we reached on the incluzion of laeal

labour gcondltlons in public' contracts.

[ am very disappointed to hear that doubts are being raised
agaln aboub the compatability of the two poliey objectives
upon which we all agreed so recently - our opposition to
"political elauses"™ in contracts and our support for the uae
and tralning of loeal labour in inner city contracta. T do
not accept that we should allow ourselves to be bounced
suddenly into a weakening of the second in quick response to
backbench pressure.

I'realise that there is some theoretical risk of belng held ‘in
infraction of Community law, though T doubt strongly whethep
there iz any probability in practice. Community and
Camm1331an polioy is strongly =lanted i{n favour of regional -
policies aimed at loeal aconomio regenarabtion and the proposed
clauses in your bill would have been consistent with that.

fou mention FCO advice in your letter bub there is no mention
ol whether the Law Officers have been consulted. WNor do you
mention conbacts with the Commission's Servicez an the matter.
I cannot imagine that, for example, our French, Italian or
Greek colleagues would fesl particularly 1qh1hit@d by advice
from thelr own forelgn ministry without contact with the
Commission. Until your letter arrived, I believed that aur
lawyers were considering whether an Approach to the Commiszion
should be made. T strongly suggest that we nead to take the
Lime to think about this and other legal anawers Lo the
problem before we simply drop our earller agresment.

I note that you will be putting detailad proposals Lo 'H' and
[ hunﬁ Wwe shall have time to consider theip wlder

ramilications for other matters for whieh this Neparbient i3
reaponsible.

CONFIDENTIAL
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am copying this letter to the Prime Miniaster, membars aof H
and L Committees, the Attorney General, First Parliamentary
Loungel and Sir Robept Armstrong.
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LOCAL AUTHORITY CONTRACTS

PRIME MINISTER

15 Octoher 1986

H Committee returned today to the thorny question of

outlawing non-commercial clauses in local authority

— ——n

contracts. You will recall that whilst thers was broad

ggreement that such clauses should be oulawed Eenneth Clarke

wished ko be able to apecify the use of local labour 1in

certain contractas as part of the inner cities initiative.

The approach agreed at this morning's meeting is that there
should ba a genaral prohibition on non-commercial clauses in
local authority contracts but an order-making power to allow
conditions relating to employment in certain areas. Lord

== [
Hallsham was unhapgg with the proposal both becaunse he
thought the courts would find it difficult to avoid the
charge that they were taking political decisions in

determining whether clausss were 'commercial', and bescause

the precise form of the order-making power was unclear. The

Department of Transport were unhappy because they saw the
order-making power as the thin end of the wedge.

R

—

It was left that Nicholas Ridley had the necessary drafting
authority but that the Committee would need to consider the

precise terms of the clause once the necessary drafting had

bean undertaken.
Conclusion

This cutcome is not entirely satisfactory. The Committee

has [allen back on the expedient of an order-making power
bacause thare is no coherent rationale for allowing certain
non-commercial clauses but not others. We shall need to sea
whether the proposed legislation when drafted gets over this

problem to any extent. : ——

—

Petrer Stveddir

PETER STREDDER
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Do il A

LOCAL AUTHORITY CONTRACTS

1 am sorry that because of an unbreakable engagement I shall

not be able to attend the meeting on 15 October, at which H Committee
will discuss Nicholas Ridley's paper, H{B6)}43. setting out an
alternative approach on the guestion of political clauses in

local government contracts. I am afraid that my Junior Ministers

are also all tied up and cannot attend in my place.

I have some hesitation in intervening in this debate where there

are marked differences of view between colleagues who are likely

to be more closely affected by the provisions. Nevertheless I

would like to register scme concern about the way this is going,

and in particular if the approach offered in Nichoclas's latest

paper were to be adopted. This seems to me an uneasy compromise

(and T think rather detectably a compromise) which both fudges

the issues of prineciple and potentially cffers practical difficulties
in the way of enforcement.

My main worry on the score of practicability is that it would

be difficult to frame the prohibitions exemplified in paragraph 4
of the paper so that a reasonably ingenious left wing authority
could not penalise contractors with a South African or strike
breaking connection by means of what would be called in another
context "indirect discrimination". Depending on the circumstances,
such arrangements might or might not be wvulnerable to challenge

in & particular case but the overall effect might well be to

leave an area of uncertainty and potential injustice which our
supporters would rightly resent.

I recognise that Nichalas himself has put forward this approach
without commitment and I fully accept his essential point that

CONFIDENTIAL
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we must legislate on this guestion and effectively. I conclude

that what we must have is a provision which provides a clear

basis for effective challenge of abuses and which is based on

clear cut general principles. Whether these are couched in terms

of "commercial considerations" cr perhaps something wider, such

as the authorities' fiduciary responsibilities - which might

for example allow an opening for consideration of the neads of

the local labour force where appropriate - is a matter for consideration,

I am copying this to the Prime Minister, other members of H Commitee

Yol

and 51ir Robert Armstrong.

CONFIDENTIAL
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The Rt Hon Viscount Whitelaw CH MO
Lord President of the Council
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Daer h o Presdent

LOCAL AUTHORITY CONTRACTS

I regret to say that because of a longstanding engagement
outside Londonm I shall not be able to attend the 15 October
meeting of H, when the issue of discriminatory contract practices
by local authorities will be discussed again. I am asking
Michael Spicer Co attend in my place, but would like to set
down my views in advance ol Che meeling.

I could not agree more with Nicholas Ridley when he says,
in his memorandum H(86142 for consideration at the meeting,
that our supporters will be furious if gur Bill does not
address this 1ssue. They would have every right to be.
We need legislation on this in order to have a firm and explicit
basls for challenging the abuses by loecal authorities which
we have seen and which appear to be spreading.

I am particularly concerned with the activities of auwthorities
acting as my agents in respect of Etrunk road malntenance;
while no praovisions in a Local Govermment Bill could apply
to contracts made by the Crown, it would he easier for me
to wuse my powers GCo direct authorities not to impose
objectionable conditions 1if legislation outlawed them for
authorities' own contracts. In Che recent case of Birmingham''s
Motorway and Trunk Road agency, which has now led to the
agency's LCermination, Birmiogham pointed to their Standing
Order that all contracts should contain such conditions.

I am also, of course, interested in authorities' own contracts
For highways and other work, including their new contrtacts
for non-commercial Dbut soclally necessary bus services.
It makas little sense for us te take steps to improve
authorities' wvalue for money by exposing thelr services to
competitive tender 1f authorities artificially restrict the
extent of competition. But my main concern is Cthe issue
of principle; 1like MNicholas Ridley, I feel strongly that
these politically-motivated conditions are wrong and we should
take action against them.

CUONFIDENTIAL
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As for the narrower approach of specific prohibitions set out in
Nicholas Ridley's latest memorandum, I am not attracted to
1 & A It offends against the principle that contracts should
not be blunted by non-commercial considerations, and ¥ am
sure 1t could be a breeding-ground for loopholes. 1 would
accept it only if colleagues camnmot agree to the original
proposals.

I am sending a copy of this letter to the Prime Minister,
all Cabinet colleagues, other H Commilttee members and to
oir Robert Armstrong and Sir George Engle.

lﬁwqg Smc#%
T Contlie

\Rhsete Seerdy) -

I{.}P JOHN MOORE

g‘,rc_kt_e &@ S_éu@u b, l'-ﬁ.LS.
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LOCAL AUTHORITY CONTRACTS G

Quintin Hailsham sent me a copy of his letter of 1 September
commenting on my memorandum on Local AButhority Contracts
(H)B6(39), which we are to discuss on 16 September.

I agree that we must aveid legislation which will involve the
Courts in political judgements. In my memorandum I am proposing
that we should prohibit all non-commercial contract condltions
imposed by local authorities except those imposed in pursuit of
statutory regquirements, and not simply all conditions of a
political nature. I do not, therefore, envisage that the
legislation will refer to "political conditicons® and I believe
that it will avold the problems to which Quintin refers.

In the end, of course, this is a guestion of how the legislation
is drafted. I will certainly ensure that careful consideration is
given to framing it so as to ensure that we achieve our objective
without courting the dangers to which Quintin refers. You may well
feel, however, that if H Committee 1s content with my policy
proposals it should be left to Legislation Committes to decide
whether the legislation achieves this. If it would be helpful my
officials would be glad to arrange for Quintin's to be consulted
at the drafting stage.

I am copying this letter to the Prime Minister, all other Cabinet
colleagues and to Sir Robert Armstrong and Sir George Engle.

Yous JihM\j
%c\i&gv\m\ Niae Seccheos
? .

NICHOLAS RIDLEY
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POLITICAL CLAUSES IN CONTRACTS

In my letter of Liﬁfmﬁf; I informed colleagues that
Birmingham City Council h been seeking to make unauthorised
ac ns to tendering requirements for our Erunk Troad
works Including one which would have excluded firms having
trading links with South Africa. You and other colleapues
subsequently agreed that I should write to them directing
them Gto refraip from this practice and to confirm thar
they would Tdo so, failing which I should consider myself
free Co Cerminate the agreement under which they act as
our agents fdr maintaining the mocorway and trunk roads
in thelr area.

The purpeose of Cthis letter iz to let vyou know that
the Councll have now writtem to us not only refusing fo
give the necessary undertaking but™ Chemselves serving notice
of —Trerhination of the agency agreement they ~ have
publicised their reply., Countillor Rhowles has also ﬂritten
a PETschal leétfer Co me inm which he alleges that my approach
stems from the Government's partiality ctowards ‘'friends
in South Africa''.

In the circumstances, there 1s no alternative but
Lo accept notice of Che termination of the agency agreement.
This will not presenft us with intolerable problems Fince
we have th& alternative of using consultants, We shall
be pressing om with firmifigf Up the mew —=arrangements which
will need to be in place by 1 April next year. In the
meantime I shall be making clear in response to Councillor
Knowles and the related Press queries rthat our stance has

nothing to do with South Africa or anywhere else but stems




from a wider policy of resisting the intrusion into tendering
contracts oi non-commarcial conditions
-

requLlrements and
which have no bearing on the job
to 1imit effective competition.

o be done and are 1liable

l am copying this letter to the Prime Minister, all
other Cabinet colleagues and Sir Robert Armstrong.

JOHN
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I have seen Nicholas Ridley's memorandum H(86)39 in which he

explains his proposals for legislation to prevent local
gauthorities from imposing political contractual conditions.

As I said most recently in my letter to you of 21 Neovembers
1985, my precccupation remains that any such legislation should
present properly justiciable issues to the courts, and net
require them to make political judgment=, I note, in this
regard, that the proposed legislation would be based on the model
of sections 12 and 13 Employment Act 1982 and the publieity
prau}sians in the Local Government Act 1986, Whilst these
precedents are undoubtedly close to the result which is sought,
it nevertheless remains true that they were concerned with a
narrow, and relatively easily defined, range of activities i.e.
prohibition on union membership reguirements on the one hand and

party political publicity on the other.

The sort of conduct aimed at by the proposed legislation is
potentially moch wider in scope, and poses a corresponding
difficulty of definition. The contractual conditions imposed by

.I;II"F'E

The Right Honourable

The Viscount Whitelaw CH MC
Lord President of the Counecil
Privy Council Office
Whitehall
Iondon SWlaA ZAT




CONFIDENTIAL

local authorities have concerned such disparate matters as

defence policy (e.g. cruise missiles or Trident), racial
discrimination, and foreign relatione (e.g. South Africa) and I am
concerned lest the courts be drawn into a long controversy over
what does, or does not, conastitute a clause of a purely political
nature. I am egually concerned lest the courts be drawn into the
guestion of the political considerations which lead to the
imposition of such clauses. I would therefore welcome a little
more consideration by Nicholas Ridley of the precise means he
intends to employ to achieve his objective without courting the

dangers I have referred to,.

I am copying this letter to the Prime Minister, all other

Cabinet colleagues and to Sir Robert Armstrong.

jﬂ:’-’- .
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Department of Transport [EpE et
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POLITICAL CLAUSES IN CONTRACTS
- ;;M|HII‘JTT
Thank you for your letter of 28 July.

I understand the Lord President's concern about possible links
hetween the action that you propose to take and the Government's
general stance on South Africa. But, as you say, there has already
been widespread speculatien in the press about the Government's
response to Birmingham's action, and in these clrcumstances 1 do
not think that an early announcement can do any harm.

On the other hand we must be in 2 position to terminate the agency
agreement on 1 April next year if Birmingham do not recant, and
delaying action increases the risk of legal challenge., I therefore
agree with the timetable that you propose.

I am sending copies of this letter to the Prime Minister, all
other Cabinet colleagues, the Law Officers and to Sir Robert
Armstrong.

.f - : 3 Fi P T r?-
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01-936-620] 4o -August 1986

The Rt Hom John Moore MP
Secretary aof State far Transpart
Department af Transport

2 Marsham Street

LONDON 5 W 1

S A5

Ber
POLITICAL CLAUSES IN CONTRACTS

Thank you for copying this correspondence to me.

| agree that if Birmingham City Council refuses to
act in accordance with your direction the best caurse
would be to give notice of termination rather than rely
upon the assertion that the Council's refusal to comply
amounted to a fundamental breach af the agreement.

The latter course might allow the Council to argue
that they were simply carrying out their statutory duty
under section V71 of the Race Relations Act 1976, and
while | doubt whether that claim would succeed, 1 do not
think it is worth putting the matter to the test when
there is a safer means of terminating the agreement.

[ am sending copies af this letter to the Prime
Minister, members of the Cabinet and to Sir Robert
Armstrang.

L‘EE\MQ V-V
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LONDON SW1 2K July 1986
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POLITICAL CLAUSES IN CONTRACTS B e DN

Thank you For your letter of 18 July in reply to mine of the
same date about use of local labour in a housing refurbishmant
contraet in Handsworth., I am grateful thatl you propose bo
distinguizh the presentation of the lssue with which ¥ou are
concernad, about unauthorised clauses inserted by Birmingham
City Council in tender documents, from my aim of encouraging
the use of local labour by agreement with the contractor,

I am sorry, however, that you still have reservations about my
proposal. 1 believe the distinction between that and contract
compliance 13 quite clear. We are asking a contractor to
undartake work in Handsworth which Wwill bepefit oup policies
in three distinet ways: physical reafurbishment; employments;
and skills tralnlng for local people, in line with the
cbjeatives of the Tnner Cltles Initiative. The contrastor
will obviously ipcur some additional costs in meeting these
objectives - for example training costs and the costs of Using
labour that will not be fully experienced — and if the
conlract is to be on a sound commercial footing he should be
paid for them. I do not therefore sse that my appreach is in
arny Wway non-commercial. It Is merely a matter of defining
more clearly the full extent of the product we want to buy and
then negotiating a good price for lt. We have a numbar of
objectives we are pursuing, not just better buildings. My aim
iz to secure value for money im attaining those objectives as
Fou are aiming to do in arranging the simpler objective of
road maintenanca.

Lopies of this letter go to the Prime Minister and recipients
of the earlier correspondence.

KENNETH CLARKE
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The Rt Hon Nicholas Ridley MF
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POLITICAL CLAUSES IN CONTRACTS r‘rh

1 am grateful to you and colleagues for the wide
support “shown for the action 1 proposed in my letter of
14  July. However there has been some concern about the
cifdal of any action.

The Lord President has asked that 1 should defer
any announcement until late August or early September;
and I wunderstand cthat Ehe Foreign Secretary would 1like
me to delay action until after the Commonwealth Review
Meeting on 5 and & August. 1 can accommodate the latter
but I am afraid that the contractual constraints placed
on me by Lhe agency agreement with Birmingham City Council
do not allow me 8 @Elay matters any TGrERer.

e —

As. I dindicated in my earlier letter; two opltions
are available - to regard the City Council's action as
s0 flagrant a breach of their agency agreemenl that 1
may tegard the agreement as at an end, or Fto serve the
prescribed notice of termination on the Council, On the
basie of the legal advice I have recelved, I iIntend to
take the latter course. The agency agreement can be
terminated only with effect from 1 April in any year,
after 6 months notice. This means that, if as is probable
Birmingham refuse te modify Cheir contracts, I must serve
notice on the Council in September. I must, of course,
| beforé then give them sulficlent Fime to consider and
reflect on their response to my direction. A month seems
desirable, especially given that we are entering the haliday
pericd. The matter Ls already the subject of some
speculation in the press. Given the publicity such action
would undoubtedly receive and the risk of legoly challenge,
it is important that I am seen to naye been’ pyocedurally
correct and to have acted TEHHQHHth‘jéq e

: P
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I therefore intend cthat my direction to the City
Coumef{l should be despatched on B August and that, |-'.1,'_[j_1-,g
2 patisfactoary reply from the Council by 8  September,
notice Cerminating Che agency agreement with effect Erom
April 1987 should be sent not later than 19 September.

I am sending copies of this letter to the Prime

Minister, all oCher CLCabinet colleagues, the Law Officers
and to 5ir Robert Armstrong.

ik
\_OHN MOORE

CONFIDENTIAL AND
CUMMERCIAL IN CONFIDENCE
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POLITICAL CLAUSES IN CONTRACTS

I have been following the correspondence under the ahove
heading which was triggered off by your letter of 14 July to
Nichelas Ridley. My concern now is not to seek to persuade you
to any different conclusion on the guestion of whethar or not
you should give notice of an intention to terminate vour agency
agreement with Birmingham, although like Willie Whitelaw, I
think that you will need to watch very carefully the timing of
your announcement of any such intention. What happens in
relation to South Africa over the next few weeks could be vary
significant; and we must minimise the risk of your actien heing
misunderstood or misrepresented. Rather I am writing about the
Separate point, raised by Kenneth Clarke, of the use of local
labour by local authority contractors in inner cities,
espaclally in thosa aress which. like Handswortn, have been
designated as "pilot"™ areas for our current 'Task Force'
initlative.

I wvery much share Kenneth Clarke's concern that whatever you
do about Birmingham's position as your agent in relatien to
motorway maintenance should not have any adverse effects on the
arrangement which he, the local authority and the Handsworth
Task Force are trying to make with a conktractor in relation to a
housing refurbishment schemes in the task force area. As you
know, the hope here is to obtain a non-contractual undertaking
from the firm concerned that it will use local labour for the
project. For my own part, I have dlways regarded as a cogent
criticism of Government-supported expenditure in inner cities
the fact that it has often failed to secure that local people
benefit from employment which it makes possible. That iz a
situation which, as an act of deliberate policy, we are now
trying to change - at least in the aight 'pilot' areas. I share
my colleagues' concern for value for money. But this is not an
abstract concept. It must ba related ko objectives. And, in
the Task Force areas our chiective is not only to improve Lthe
environment by a community refurbishment scheme (if it was gnly
that, I would agree that we must ensure that the work is done
effectively on a *'least cost' basis); ocur objective is also to
ensure that local people benefit from the employment
opportunities thus created. That may mean that a contract costs
slightly more than it would do if the secend objective was not

JFthere:

The Rt Hon John Moore, MP
CONFIDENTIAL
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there: it may have to contain a training element and it may for
that reason, or because of the inexperience of those involved,
take longer to complete. But given that we do have tha second
objective, then, provided we are satisfied that any ‘extra’

costs are kept to the minimum necessary, and that the arrangement
which we are making will be able to deliver our twin objectivas,
we can, I think, still claim that we are getting value for money
From 1k,

We have invested a good deal of political capital in the
inner cities initiative; and one of the things which we have let
it be known we would be trying to deliver is an increased benefit
to local pecople from major items of public expenditure. We went
into the initiative declaring, in effect, that we would be ready
to Ereat Task Force areas as special cases and as places in which
the ordinary rules of Government programmes might need ko he
modified - after consideration and for approved purposes. That
is what Kenneth Clarke wants to do with the Handsworth
contractor and in seeking to do it informally, and without any
contractual condition, he has my full support.

I am sending copies of this letter, like yours, te the Prime
Minister, other Cabinet colleagues and to Sir Robert Armstrong,

Lo \JE—EJNhtJ:H
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Treasury Chambers, Pasliament Streer, SWIP 3AG

The Rt Hon John Moore MP
Secretary of State for Transport
Department of Transport

2 Marsham Strest P rT
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POLITICAL CLAUSES TN CONTRACTS

1 have seen a copy of your letter of 14 July to the Secrestary
of State for the Environmant. #

-

The sooner we areina position to bring forward legislative
proposals to stop local authorities imposing non-commercial
contract conditions the better. In the meantime it will be
important to stress that we gbject to the use of all politiecal
clauses in contracts and not just clauses concerning South Africa
or Fair Wages in particular. We need to ensure our approach
iz c¢clearly understood and that Birmingham are seen to be

responsible for any consequent delay to the motorway maintenance
programme.,

I am copying this letter to the Prime Minister, all other
cabinet colleagues and to Sir Robert Armstrong.

JOHN MacGREGOR

CONF IDENTIAL
COMMERCTIAL TN CONFIDENCE
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FOLITICAL CLAUSES IN (INTRACTS
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I am writing to express my full support for the robust line yOou propose
taking with Birmingham City Council as explained in your letter of 11 July
to Nicholas Ridley. It is unacceptable that the letting of contracts
should be influencd by issues which have no bearing on the execution of the
works in question and there can be no question of the awarding of
Government contracta being influenced in this way .

We have been fortunate in Wales that so far we have been able to resolve
such problems through official exhortations. Gwent County Council, for
example, has a “South African exclusion® clause in its standing orders
relating to the letting of contracts but the County Surveyor has been told
that this may not be applisd to Welsh Office contracts undertaken on an
agency basis and so far we have experienced no difficulty in that respect.
Bowever, there can be no doubt that, unless you are able to hold a firm
line with Birmingham, Gwent and perhaps other County Councils would be
unlikely to toe the line in future.

I have no comment to offer regarding the way you propose to resolve the
impasse as 1 see no practical alternative but for your Department to
terminate ite agency agreement with Birmingham City Council. Hopefully
such firm action will dissuade other potentially recalcitrant authorities
from following Birmingham's unhappy precedent.

Copies of this go to the Prime Minister, Cabinet collagues and Sir Robert
Armstrong.

e i —

s

The Rt Hon John Moore MP
Secretary of State for Transport
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Richard Allan Esg

Frivate Secretary to the
facretary of State for Transport
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fPﬂLITIEhL CLAUSES IN CONTRACTS

The Chancellor of the Duchy has seen a copy of your Secretary of
State's letter of 14 July to the Secretary of State for the
Environment.

The Chancellor agrees with the way in which your Secretary of Btate
proposed that he should proceed against Birmingham City Couneil.

I am sending a copy of this letter to the private secretaries to
the Prime Minister, other members of Cabinet, and to Bir Robert
Armstrong.

ANDREW LAMSLEY
Private Sacretary
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DEPARTMENT OF HEALTH AND SOCIAL SECURITY

Alezander Fleming House, Elephant & Castle, London SE1 4BY
Telephpne (1] 407 55272

From the Secretary of State for Social Services

The Et Hon HNicholas Ridley MF
Secretary of State for the Enviopment
Department of the Environment

Z Marsham Street

LONBON

EWlP JEB
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POLITICAL CLAUSES IN CONTRACTS

I have ssen a copy of John Moore's letter of 1d July.

We clearly cannot continue to allow local authorities to insert
politically mobivabted clauses in contracts which they administer
as agents of central government, I therefore agree with John's
assessment of the problem and support the course of action he

DrpOses.

I ‘am copying this letter to the Prime Minister, Cabinet colleagues

5

and to Sir Robert Armstrong.

NORMAN FOWLER

CONFIDERTIAL AND COMMERCIAL IN CONFIDEWNCE
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POLIITICAL CLAUSES IN CONTRACTS

Thank you for your letter of 18" July in reply te mine of
14 July about the action by Birmingham City Council, while
acCing as my agent, of inserting in tender documents unauthorised
clauses, including a requirement that tenderers sign a declara-
tion relating to their trading relations with South Africa.

I welcome your support for my proposal that, unless the Council
desists, I shall take steps to terminate the agency agreement.
As I made clear in my letter of 14 July, my action would
have nothing to do with South Africa and everyching te do
with an abuse of authority. 1 am concerned in these circum-—
stances oquite specifically with an attempt by an agent to
introduce non-commercial clauses inte a straight-forward
contract, of which there are many let on my behalf each year

up and down the country by local authorities acting as my
agents, This is an issue which stands in its own right and
I would present it as such.

Your letter draws a careful distinction between the political
clauses in the tender documents under our agency agreements with
Birmingham and the action you propose in Handsworth to encourage
use of local labour which will be discussed at E(A) on Monday.
As 1 have made clear above, I agree there is a difference in kind
and I will seek to present it as such - although I am not sure
that Birmingham will observe the distinction. I do, however,
nave sériocus general reservations about your proposals and as I
will mot be able to attend E(A) it might be helpful if I record
them here.




q\ﬁ line between contract complliance and your proposal Is I think
far more difficult te draw than your letter, and Cthe paper you
have circulated to E[(A) (E(A) (86) 35), suggests., As T understand
it, wyou intend Co encourage Birmingham to effect a housing
refurbishment pro ject by using a contractor willing rD undertake
to employ a high proportion of local labour. This undertaking
will npt be a pnrl‘_' of Che contract per se but somehow an extra
contractusl requirement for which he will recelve payment. The

| bald fact, however, is that the contractor will ba paid to
| exercise positive discrimination.

Your proposal does not make it elear whether the contract will be
put ocut to tender or wheCher Birmingham will simply select a
sympathetic contracter, but it is clear that wunless the
contractor is prepared Lr participate he will not be eligible for
the contract. I really camndt see how we can reconcile this with
the further consideration which Nicholas Ridleéy intends te give
to the banning ef non-commercial contract conditions by local
authorities which we discussed at H Committee on 15 July [(H (8&)
22 refers). Nicholas' line is I believe based on the principle
that it is the duty of the local authority to pet the best wvalue
for money Efor its ratepayers in Che exercise of its proper
functions. |':L'|EEI1]1'.-IELI.‘|.E_ Birmingham to -engage in positive
diserimination at the ratepayers expense will T think set & most
unfortunate precedent. Nor do I Chink that positive discrimina

tion, be it towards local labour, particular ethnic groups, or
any oCher minorities, is a course we wish Co adopt.

I am sending coples of this letter to the Prime Minister and
recipients of the earlier correspondence.

.:i’f”'?

f/zM e
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JOHN MOORE
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Thank you for your letter of 14 July about the action you
propose to take to terminate yolir agenoy agreement with
Birmingham City Council on the basis of the political eliauses
that they have been [noluding in tender documenta.

I entirely support vour action. I suspect that GLHEP
advantages will llow if the agency agreement is Eterminated as
consultants could well provide better value for money 1n their
management and organisation of malntenance work. Io . any evens
it i=s plainly important that we stop the spread of these non-
commercial conditiona in contracts of this kind.

I write ko ask you to distinguish clearly between the
pelitical clausea in tender documents under your agenay
agreement and the negotiations which are in hand batween
Birmingham City Council and & major contractor to place a
houaing refurbishment contract 1n Handsworth on a hasis which
includes an undertaking to use local labour. T have been
closely invelved, first with Kenneth Baker and now with
Nicholas Ridley, In progress towards concluding that contract.
I'ne local labour undertaking will not be a term of the
contract. The undertaking is not a purely pelitical
requiremenl but it will be bhased on an agreement to pay a
specilied extra sum for an extra Ilngredient in the contractk,
added with the approval of the Government.

iy
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This Handsworth contract is an attempt to get better value For
money out of Ilnner city expenditure under the Housling
Investment Programme and the Urban Programme by placing the
contract in a way which secures both improved buildings and
inereased work experience In training for inner ciky
residents. This ias plainly distinguishable from political
clavses in straight commercial building contracts and
contracts for the maintenance of poads.

[ am sure that you will take care Lo handle the announcement
of your decision in a way which clearly distinguishes it and
do2s nob prejudice the continuing discussions on the inner

eclEy econtract.

[ am copying this lelLler Lo the reciplents of yours.

KENNETH CLARKE

CONFIDENTTAL AND COMMERCIAL IN CONFIDENCE
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POLITICAL CLAUSES IN CONTRACTS
Tﬁ&’ dJHLf ;];L45;

I have seen your letter of 14th July 1986 to Nicholas Ridley.

I wholeheartedly agree that wvou should deal with this abuse
of authority by Birmingham City Council as you propose. They are
your agents. They cannot be allewed to put you into a position

where your conduct cculd well be challenged by way of jodicial

review on grounds both of Wednesbury unreasconablensss and of vires

1 am sending copies of this letter to the Prime Minister, all

other Cabinet colleagues and to Sir Robert Armstrong.

s

The Right Honourable
John Moore, M.P..

Secretary of State for Transport.
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PrivYy CounNciL OFFICE

WHITEHALL , LONDON SWIA FAT

18 July 1986
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The Lord President/has seen ) your Secretary of
letter of 14 Julv to f lay abo 0l1itip: Clagses 1
Lonitracts. He hes aske o : (gl a e K a defe

announcement until

[ am sending & copy of 153 let rrove [(No
to - the Private i Lhe membera ol the Cablinet,

o Michael Starl 3 11 Robert Armstrong's office.
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The Rt Hom Nicholas Ridley MP
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POLITICAL CLAUSES IN CONTRACTS Lr{vc-tl ; M 'J‘h'

Colleagues have been concerned for some time about Cthe growing
extent to' which some local authorities are including their
own contracts clauses which are net in any way directly conmected
with rthe performance of Cthe contract itself but are related
to some political objetive of the local authority. This
letter seeks your and colleapues' views on the course I propose
te follow in a case In which my agent authority, Birmingham
City Couneil, have iIinserted a number of unauthorised clauses
in tender documents for maintenance of a section of the M5,
including & Fair Wages Clause and a requirement that tenderers
sign a declaration relating to their trading relatioms with
South Africa.

Under the agreement by which Birmingham act as my agent for
maintenance of motorway and trunk roads in ctheir area, the
City Council are obliged to comply in all respects with my
requirements relating to the performance of the work. Informal
approaches by my officlals have failed to secure removal
of rche non-commercial clauses. I therefore propose, under
the Cterms of Che agency agreement, €to give a direction to
the Council requiring them to desist from the practice and
to confirm that they will do so. I shall make ¢clear that
if there is a failure to comply with that directien I shall
consider myself free to terminate the agency agreement.

lTermination may be obtalned In oneé of two ways:

either, as provided in the agreement, by formally giving
six months' notice before 30 September, which will bring
the agpency to an end on 31 March 1987; or

by reparding the refusal of the Council to comply with
my -requirements as such a fundamental breach of the
agreement that it may be regarded as having been brought
to an end by their deliberate actlon.

CONFIDENTIAL & COMMERCIAL IN CONFIDENCE
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My own preference iz to follow the former course, because
of the Cime needed to make alternative arrangements.

Termination of tha agency would be followed by appointment
of consultants Co manage and organise Che maintenance worlk,
as has already been done following the abolition of the South
Yorkshire and Greater Manchester Metropelitan County Councils.

Termination of the agency could also have Iimplications for
City Council staffing. Thig+ might be a factor which would
sway the Council in favour of complying with my requirements.
Mevertheless, the Council may well perversely allege Cthat
my motives are political rather than contractual.

But, as I ¢trust wvou and colleagues will fFFEEJ my action
would have nothing to do with qﬁqhh Afric and everything
to do with dealing with an abuse of authority.

I should be glad to learn that you are content for me to
proceed In this case on the lines fndicated above. IT 1 do
not act firmly, 1 am swure Cthat octher local authorities will
follow Birmingham's example, We shall be seen to have run
away from a problem on which our present policy is to encaurage
contractors to take lepal action. lf cChey are to tCake legal
action in chis sort of case, it would invalve me as Cthe principal
ag well as the authority as my agent.

The 1immediacre effeet -ia rchat rhis oontract will not be let
this year. I shall need to tell tenderers that it cannot
proceed on the basis on which Birmingham invited the tenders.
[t will not mow be possible to invite fresh tenders and get
the work done before the opening of the Motor Show, when
there definitely should be no work in process on moforwavs
in its wicinity, It should clearly b2 seen as Birmingham's
responsibility that this £1m or so of work has to be postponed,

I am sending coples of this letter to the Prime Minister,
all other Cabinet colleagues, and to Sir Robert Armstrong.
I should be very glad to recelwe your agreement to my proposed
action by 18 July.

V)

JOHN MOORE

LONFIDENTIAL & COMME hCIﬂL N CONFIDENCE
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Rt Hon Jolm Kottt MP

Sseretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 15 December 1981

NON=COMPETITIVE GOVERNMENT CONTRACTS

Following correspondence between Geoffrey Fattie and myself in
October a group of officials under Treasury chairmanship has
been considering the scope of a review of the arrangements for
non=competitive Government contracts. I attach a copy of their
retporta

As wvou know, pressure for a review has come from S5ir Robert
Telford in the NDIC forum. In addition, the JRBAC were dissatis-
fied with the target rate of profit recommended in the last
Review Board's report, and have proposed a reference to the
Board to secek an "objectivel target rate. Also, the Defence
Committee and the PAC will be reporting on these arrangements
this Session, from rather differcnt points of view. Finally we
ourselves need to be sure that the 1968 arrangements are still
appropriate to present and future circumstances. In particular
we want arrangements which provide a strong incentive for the
contractors to become more efficient.

Vhile accepting the need for a review; I felt that we should
consider carefully to what extent it should cover thuse aspects

of the 1968 arrangements which have formed an important safeguard
for the taxpaver. The 1968 Agreement has, after all, served us well
in that we have not been faced with cases in which contractors

have made exorbitant profits.

Officials recommend that the twe major features of the 1968
Agreement, the cnmpurahilityJE:EEE-*EF-EEEEFmininE the target
profit rate, and post testing, should be covered by the review.

I agree with their contlusion. There are now a number of aspects
of comparability that need to be looked at, and as Geoffrey Pattie
said in his letier of 11 November, the Telford criticisms of post
costing have to be dealt with, even if we see very little in them.




The terms of reference in Annex B of the repert are itherefore

wide, but they rightly stress twoe important points = the neecd

for fairness as between taxpayer and contractor, and the pressurc
for greater efficiency in the performance of Government contracts.

Our officials consider that the Review Board is by far the best
gualified to carry out this review. Although there is a certain
awkwardness because the Board wonuld to some extent he reviewing
its own raison d'etre, I argree that it should be given 1Tirs?
réTOEE L., There are informal indications that Mr Davison, the
Chairman, would be willing to take on the task. If idm the ewvent
the Board does mot do the job, the only alternative would seem to
be a suitably gualified individual, heavily supperted by conguli=
ants. It would not be sensible to create a mew body, which would
inevitably be wery like the Review Board, while the Board itself
remaing in existence. PBut if we have to rely upen an individual,
who is not familiar with the subject, the review is bound to take
longer; and in the circumztances 1 am gure you agree that the
review should start as soon as possible, and be completed within
the 6=9 months proposed by our officials.

IT vou and Patrick Jenkin are content, I will now write to the
President of the CBI seeking his agreement to a Tormal approach
to the Board. Meanwhile our officials can have informal discuss=
ions with the various parties concerned, so that the review can
etart as guickly and smoothly as possible.

I am copying this letter to the Prime Minister, Patrick Jenkin and
Geoffrey Pattie, and to Sir Robert Armatrong.

LEON BRITTAN




NON-COMPETITIVE CONTRACTS

Report of a group of officiales representing Treasury, Ministry of

Tefence and Department ol .ndustry, under the Chairmanship of
Mr Jd ¢ Littler, TIEHEHEE

In his letter of 22 October to the Parliamentary Under Secretary of
State for Defence Procurement the Chief Becretary proposed that an
inter-departmental group of officials under the Chairmanship of

Mr Littler should consider the scope of a review of the arrangements

for pricing non-competitive contracts. The group took as their terms
— -

of reference:-

To coneider the arrangements for non-competitive Goveromment
contracts, having regard to their objectives, including their
effect on present and future industrial effieciency, in order
to report to Treasury, Ministry of Defence, and Department of
Industry Ministers by 14 December on:

(i) which features of the present arrangements would
now be suitable for review by an outside body;

(ii) the appropriate body to carry out such a review,
and the terms of reference which it should be given;

(iii) the means by which issues excluded from the outside
review should be carried forward.

1968 Apreement

2. The present arrangements for pricing non-competitive Government
contracts® were established in 1968 as a direct consequence of the

*Almost all of these are MOD contracts currently involving payments
of £2.%bn a year. The rest of the contracts are placed by DHSG.




.ﬂr'bitant profite made on certain defence contracts. The 1968

Agreement between the Government and the CBI had three main elements:

(1) a target rate of profit for non-competitive contracts
based on comparability with the return on capital employed

in UK manufacturing industry

the right of the department to eguality of information at
the time prices are negotiated, with the right toc agcertain
the outturn on individual contracts (post-costing)

an independent review board would carry out a comparability
exercise about every three yeare, and recommend & Target
profit rate for the next perioed; it would also determine

any adjustment to the profit on individual contracts
referred to it where exceptionally high or low profit levels

had been revealed by post-costing.

Thege arrangements were justified at the time as & means of achieving
fairness as between taxpayer and coofractor, and of avoiding a
repetition of the cages of excesgive profits. The comparability
principle could also be juatified as & means of achieving an economic
allocation of resources between Government business and other demands
on manufacturers.

Criticisms of the present arrangements

T In theory these arguments are no less valid today; and as
recognised in recent Ministerial correspondence they have served us
reasonably well. There has been no repetition of the embarrassing
problemg that gave rise to the 1968 arrangements. But they have

attracted growing criticism because:

(1) the general level of profitability in manufacturing industry
has fallen to &8 very low level, and has stayed there for &
substantial period. Buch a situation was not foreseen in
1958, In both 1977 and 1980 the Heview Board recommended
profit rates above those being achieved in manufacturing
industry and the Government accepted those recommendatiocns.




' {2) with the rapid growth in the cost of military eguipment,
at a time of severa constraint on public expenditure, the
level of efficiency among defence contractors has become
incressingly an issue. This leads naturally to questioning
the extent to which the profit formula Arrangements as a

whole encourage efficiency.

the introduction of CCA accounting has raised questions about
the appropriateness of making compariscne with industry on
the existing basis of & return on capital measured in historic

cost terms; and of pricing on a similar basis.

it has been alleged by industry that post costing of
individual contracts leads to late pricing of contracts

{(negotiators not wishing to be shown by post-costing
to have done & bad deal), and thereby iohibits efficiency.

The defence industries have made two proposals:

(i) that the Beview Board should be asked to make an "objective"
azsessment of the target profit rete necessary to maintain
the long term viability of the defence industries {proposed
by the JRBAC, the CBI body which represents contractors)

present methods of post-costing should be scrapped in favour
of a check on the overall level of a company's profitability
on defence contracts (Sir Robert Telford of GEC/Marconi).

The foregoing needs to be seen however against the background that

a., there is no reluctance on the part of firms to take on
defence contracte priced at the current terms,

b. there is no shortage of firms seeking defence business.
The MOD is not therefore in a situation in which it thinks concessions

to be called for. ©Omn the contrary, it would wish at this stage to use

its muscle to secure even better value for money.
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4. The Government have acknowledged that industrial profits are
at present st too low a level. It is difficult therefore to claim
that comparability should be rigidly enforced - indeed they walved
that claim in 1977 and 1980. On the other hand, it is difficult to
conceive of any basis for determining the profit formula target rate
which does not have gome regard to comparability. The CBI would
probably agree with that. The issue ig the degree of flexibility

in interpreting comparability.

5 There are various ways in which greater flexibility might be
expressed. Contractors might be given s higher rate of profit than
the rest of industry at a time when profits generally were cyclically
low, and vice versa. There may be a case for seeking a closer
analogue than "UE manufacturing industry" in order to reflect

eg the importance in the defence sector of high technology firms.

The profit formula might be adapted to give grealer incentive to
improve efficiency and technical competence, and to reflect the
different needs of high and low technology industries since, it might
be argzued, the averaging process in the relatively simple structure of
the present formula protects the inefficient. !

6. The measurement of capital in historiec cost terms is unsatisfactory.
While it is not possible to adopt a full CCA basis for pricing,

because contractors do mot intend to convert their management accounts,
there may be scope for study to see whether there are simpler but
effective steps that could be taken towards &n inflatiom adjusted

basgis. Btudy also needs to be given to the method of defining the

rate of profit, in relation to capital and to costs, and the timing

of companies' expenditure and receipts.

7 It is clear that within the principles of comparability there are
a number of aspects that now need to be considered. The Government
cannot at present meet the criticisms of the present system, or dispel
the dissatisfaction that has been expressed. There is likely to be
further adverse (aml diverse) comment from the Defence Committee and
the PAC, which in the present Session are looking at the
adminigtration of these contracts. Faced with continuing low levels




profit in industry, the Review Board would have an extremely
difficult task in its next review in 1983, in recommending & profit
rate within the 1968 Agreement. The defence coulractors express
deep dissatisfaction with the present target profit rate although
it is undeniable that the profitability of defence firms 1is
currently rather better om the whole than non-defence businesses
so that, viewed in the short term at least, comparability has not

done defence contractors a disservice.

8. In allowing these issues to be reviewed the Government would

not necessarily be rejecting comparability as an important element

in the solution. It would be essentiml to ensure that the terms of
reference of any outside review stressed the need to maintsin fairness
as between the taxpayer and the contractor. They should also lock
towards the system which provides incentives to efficiency and
technical competence in carrying out contracts, and is reasonably
cheap and simple to administer.

Post-Costing

9. MOD undertakes post-costing

L

to agsist with the pricing of subsequent purchases of the
same or similar items;

+o check on the accuracy of the estimating techniques used

in pricing the contract;

to provide for a selective scrutiny of the outcome of

particular contracts.

10. The sample of contracts post-costed includes those in excess

of £2.5m except where it is clear that post-costing would serve
1little useful purpose (ie im the pricing in individual cases of
follow-on orders or as & check on estimsting technigues). A limited
number of contracts and sub-contracts of less than &£2.5m are slso

selected having regard to:

a. the objectives referred to at paragraph 9 a and b above;




the "track records" of individual contractors which may
indicate & need to post-cost more extemsively than would

otherwise be the case,.

About BO contracts a year are post-costed representing 4-%% by oumber
but sbout one-third by value of eligible contracts; and involving
about 15 man years of work in MOD.

11. Peed-back from the selective post-costing of, and scrutiny of

the cutcome of, individual contracts is extrenely iwmportant. It helps
in the pricing of follow-on orders, and more significantly it enables
the MOD staff to improve their technigues and to form & judgment omn
the performance of particular contractors in the priciog process.

Tt encourages & responsible attitude on the part of contractors in
preparing their guotations. Any adjustment of prices is seen by the
Ministry as a less important objective than securing the visibility

on individual cases central to "equality of information™ when
negotiating the price of contracts. In fact to date out of 360 post-
costing cases im which profits exceeded the target rate there have
been only &4 cases in which the circumstances in which the outturn
profit arose have necessitated refunds to MOD. In all but five
snstances (which were referred to the Board) the cases have been dealt
with by direct negotiation. Hefunds totalling some £2m have been
secured.

12. Bir Robert Telford has argued that the right to post-cost
jndividual contracts is the root cause of late pricing, which in turn
blunts the incentive to increased efficiency. He argues thst pricing
ig delayed because the negotlators are unwilling to be found by post-
costing to have done & bad deal. He greatly oversimplifies. Early

pricing will not guarantee improved efficiency; if it means slack

pricing it would simply lead to enhanced profits. Late pricing aleo
troubles the MOD and the Review Board. Only on one=third of coontracts
on which a risk rate of profit is paid has the price been agreed

when one-quarter of the work has been completed, and half of contracts
are unpriced when half the work is done. As & result the risk to the
contractor is reduced, as is the scope and incentive to achieve greater
efficiency, and thereby additional profit. But it is highly
questionable (see Annex A) whether post-costing presents an obstacle




. esrly pricing. Sir Robert Telford also criticises the
bureancratic cost of post-costing. He would substitute a check by
MOD on the overall level of profit achieved by defence contractors
on their MOD business revealed by their auditors in the financial
sccounte of the companies. This would tend to mask the Teasons for
(high or low) profit outturn, but we doubt whether it would do much
to encourage efficiency.

13. Equality of information at the stage of negotiating the price of
contracts would seem to be an essentisl safeguard for the Taxpayer.
The questions raised by Sir R Telford do not directly address this
point, but are directed at how post-costing is dealt with. His
proposal for a more general scrutiny of the profit achieved by each
company or manufacturing unit would sacrifice transparency in the
outturn of individual contracts and would therefore fail either to
provide the essential input for eguality of information, or to make
for incressed efficiency on the part of contractors. We would expect
any review which had due regard to the interest of the taxpayer to

confirm the essentials of the present system.

The scope of the review

14. We conclude that the present basis of comparability should be
reviewed, for the reasons set out in paras 4-8 above. We would expect
Government evidence to support the principle of comparability. It
would also of fer suggestions and perhaps proposals about how the rate
of profit should be defined and calculated, having regard to the
promotion of industrial efficiency and technical competence as well as
administrative cost. We are not convinced that on merits post-costing
needs to be reviewed now, but it iz clear that Bir R Telford and those
contractors who support him believe strongly that the present post-
costing system should be changed. We conclude (as did Mr Pattie in
his letter of 11 NHovember to the Chief Secretary) that

Sir Robert Telford's criticisms must be addressed, although we would
expect the Government's evidence to emphasise that post-costing on
broadly the present lines remains an essential safeguard for the
taxpayer.




... Although this report has discussed the profit rate and post-
costing separately there are many strands which comnect them, and the
1968 Agreement represented an integrated solution. The fact that
industry has put forward two separate proposals (para ® above) reflects
the fragmented representation of industry, mot a logical separation of
ideas. We coneclude that a1l the relevant issueg should be consldered
within one review.

16. We congider that the review should be based on the
terms of reference in Annex E.

Who should carry out the review

17. Ags the CBI are parties to the 1968 Agreement, they should be
consnlted on the terms of reference of any review, and il possible
the terms of reference and the review body should be sgreed with them.

18. We consider that the Review Board is the most appropriate body
to carry out the review and should be approached first of &ll. The
Board® comprises an independent chairman end two nominees representing
the Government (8ir K Berrill and Mr Cass) and two representing the
CBI. In other respects, toc, it is well balanced; for example 2
defence contractors might object to a body dominated by accountants,
but there is only one on the Review Board. While the Board, and its
secrebariat e considerable experience of the subject, the Chairman
{and one other member) has only Jjust been appointed and comes to the
subject uncommitted by previous recommendations of the Board. The
review would require substantial resources and organisation, and the
fact that Binder-Hamlyn are well establiched in support of the Board
would be of considerable help.

*Mr I H Davison, FCA, Managing Partner, Arthur Andersen & Co (Chairman)
8ir Eenneth Berrill, KCB, Chairman, Vickers da Costa

Mr E G Cass, CB, COBE, previously Deputy Secretary, MOD

Mr E Bwainson, Managing Director, IMI Ltd

Mr J Dent, CBE, Director of Dunlop Holdings




.. Ve have considered mlternatives to the Board, both om merits and
in cese the Board refused the task. No other suitsble committes or
board exists, and we do mot consider that it would be sensible or
desirable to create a second Review Board. We have therefore
congidered the names of individusls who might lead the review. Suech
an individual would have to be prepared to devote a substantial amount
of time to the task, and be ascceptable to the Government and the defence
industries. He would have to be supported by consultants, preferably
Binder-Hemlyn. Even so it would be bound to take such an individual
subgtantially longer than the Review Board to complete the review,
because of the time regquired to become familiar with a complex subject.
There ig also the question of the Review Board's next normal triennial
review, on which it would, according to its normal timetable report

in 1983, and collect evidence during 198=2. The Board will not be &ble
to start work seriously until the outcome of the review is known.

If the Board carries out the review that triennial review will on

many aspects emerge from it. If the major review was not carried out
by the Board there could be difficulties and discontinuities in
moving to the next triennial review.

Timing of the RBeview

r

o). The terms of reference are wide and a considerable amount of work
will be iovelved, but it is important that the issues are resclved
quickly. We recommend that the review should start as guickly as

the arrangements can be made, and it should be the aim for the review
to be completed withinm 69 months. The reviewing body should be asked
to congider whether it would be appropriate to produce an interim report

on certain aspects of the terms of reference.

Becommendation

24, We recommend:
(1) The review should be based om the terms of reference in Anmex B.
(2) The Review Board should be asked to carry out the review.

If for any reascn it is not able to do so0, a suitably
qualified individual should be agskked to head the review.




. {3} The review should start as guickly as possible with the aim

of achieving completion within




HOR-COMPETITIVE CORTRACTG — THE ORSTACLES PFRTCING

If the full advantapes of risk prices are to be achieved
the priees need to be settled as early as possible in the
course of the contract, sinece delay inevitably reduces the
extent of, and the incentive to, effective control over cosis.
In recent yearse, however, the general pattiern has been that,
by value, only &bout half of the Minietry's non-competitive
rigk contracts are priced by the time that half of the work
has been dona. Even those figures represent 8 marked
improvement on the position in the early 1970s. t+ it would
bte & misleading over-simplification to assume that the appli-
cetion of either greater effort or resplution could lead
readily to the Tilk of the Ministry's conirscts being priced -
on any responsible basis - significantly earlier than at
present, or indeed that prices could be agreed &t the ocutset
of the werk in any wvery much greater proportion of the

contracts than is alreedy the case.

2. No recent independent study has been underiaken of the
reasons for delays in price lixing or of the gbstacles to
earlier priecing. Nor has any situdy yet atiempted to define
the atage in the progress of the contract by whieh it would

be reasonable to expect that pricing enabasis of responsible
risk téking should be achieved for the various categories of
work (and degrees of complexity) that are covered within the
ambit of the Ministry'e non-competitive fixed price contracts.
In the course of periodie examinations of the Ninistry's
pricing statistics, the Heview Hoard for Goverrment Contracts
hes made 8 general observation to the effect that it is hoped
that the stage could be reached overall where the volume of
contracis remaining unpriced by the time that helf of the work
hag been completed could be reduced eventually to no more than
one third of the total. That may well be & realistic poal to
seek to attain on a consistent basis, taking one yesr with
another. It iz certainly a fairly amhitious objective given
thet mich of the work undertiaken by the Ministry is such that
if pricing is to be underteken on & risk basis at mll, it

neads to be acecepied that in meny cases the prices cannot

reasonadbly be fixed at &ny very early stage in the work,

Ve B




X Tn the absence of elear siztements on whet would be
the appropriate siage at which to seelk To Iix prices ifor ithe
various kinds of rick work, there tends to b2 no real focus
to discussions about deleys in price fixing and of reasons

Tfor lete pricing. '

APPROACH TO RTISE PRICING

i . Bath the Winistry and Industry apgree that in general
they should seek not only to increase the proportion of
contracte priced on & risk basis but also to settle the
prices as spon Bs can sensibly be achieved. However, aa
infdicated sbove the fact thet prices often carnmot reasonably
be settled Bt an early stage is not so much & reflection on
the methods adopted for price fixing as of the type And
complexity of the work. For example, only rerely are

new development tasks defined well enough for fixed price
treatment, at ledst in the eerly stages, although after
project definition has been completed it may be possible %o
introduce some form of incentive in suitable cases. Initisl
production nontracts are often placed long before development
end trisls programmes have been completed — and therefore
before the production standsrd has been stabilised - and in
those cases, too, the risk invelved in premature price fixing
could be excemsive to both sides.

B In short there are eagentinl eriterie to be met before

prices negotiation cen take place, These includes

(a) A clear specification which defines the Ministry's
requirements and which states - in ierms acceptable
to both sides = precisely how achievement will be

determined.

A reslistiec estimate of coste - Apreed between the

twa sides, An estimate studded with unsubstentisted

contingencies is of little use for priecing purposes.

Stability in the programme (i.e. sssurance that
there will be no radical changes to the specification

Iff':iflill




reruirement or to the direetion of the work

. aring the couree of the contract),

. The date 8+ (&) end (b) sbove and the sssurance at (¢) will

often not be svailable in ecceptebly complete Torm uniil the
contract i well under way. Pailure or further delay in ite
provision means thet the pricing becomes very lmete. In
addition, there needs to be an assurance of the operation by
the contractor of reliablié -cost estimating and accounting
systems which give assurance that costs intended to be

covered by an agreed price camnot Tlow into geparate cost plus
packets of the same or similar projects, thus involving double

charges.

E . Tn the context of reelistic cost estimaies and rice
P

-

quotations (paragraph 5(b) sbove) the Ministry seeks to
achieve an estimating sccuracy for fixed price pirposes of

x 105k or betier (i.e. with the risk of possible over-run or
under=ran evenly balarced). A tolersnce of . 10% is about
as Bccurete an fetimating average &3 either the Minisiry or
the industry*'s negotiators and cost enginsers ci&n ressonably
expect to attain for many of the types of complex eguipment
purchased., Fven on that basis, howsver, &n under-run of 6%
on estirmated costs ie enough to result in a profit rate higher
than the Review Board "excess" profit reference point. One 2
result of that is that in about 30% of those post costing
cases which have shown profits in excess of the reference
point, the accuracy of the estimate om which the price was
based has been within theiilﬂﬁ-rangﬂ. Perhaps thias suggests
that the margin between the target nrofit rate for rigk
contracts (23% on capital) &nd the "axopsa® profit referencs
level [(378% on eapital) needs to pe widened if the, existing
margin - which st least in coat terms is rAther narrow {63t .
(er less) for firmas with Average (or higher than rverage) cost
of profuction/cepital employed ratios) — 48 not to act a3 an
irhibitor to early price fixing.

T Industry has suggested that because of the possibility
that 8 contract might be selected for post costing Minisiry
officials tend to play safe (but not the contractors?) and

Jto be...




0o be unwilling to agree prices until in possessien of
factual evidence of the Accuracy of the estimatesn. Howaver
the industry side has offered no evidence to support thia
sweeping assertion, which seekg of course to place most of
the blame for the failure to achieve earlier prieing on the
NOD and the Yaystem'. Jteatlisticse published by the Raview
Boerd in sucecessive triennial reporte elaarly show, however,
thet prieing hes tended to be earlier in recent yeara than
was the case in the early 1970s befere any experience of
post costing hecame available, It could well be therefore
thet, to the extent - if any - 1o which post costing
arguably might Bct 28 an inhibitor te earlier pricing, it
i8 the nArrowness of the margin between the target rate of
return end the “trigeger Iiture", rather than the proceas
of post costing itself, which is an ohstrele.

/B. By way of a footnote to the comment abeut estimating
accuracy 1t needs te be borne in mind that in ceaes vhere
requirements and estimates ere adequately defined (paragraph

5 above), but where, hecause of technical uncertainties,

ete, the confidence in the estimate is necessarily less good
then ¥ 10% - say perhaps as wide as & 15%, or even £ 20% -

it may nevertheless be possible to negotiate incentive termes
evernn though the conlract is unsuiteble for fixed price
treatment. The elessic eourae in sich chses would he a
target cost arrangement (perhaps within B8 maxirmm priee},
where cost over-runs or under-runs would be shared by the
two sides in rgreed proportions and where therefore there
would remain powerful incentives to efficiency but with leas

exposure Lo excessive or reckiess risk for either side,/

9. The present brosd brush spproach of the profit formule
vhich distinpuishes only between a risk and &2 non-risk rate
of profit, with no regard either for the camplexity of

the work or for the stage at which priecing takes place,
ragquires, with one miner exception, that B decision be taken
by the time that the contraect is sipred whether or not it

is to be regirded as 8 risk contract. Strictly speaking,
therefore, & contract categorised at the outset as a

Jriek. ..




rislk contraet £till Attracis the 1l rate of proflt cven

if the eontracter holds back Irom nroviding his guoOTATION
until all the work has EBeen completsd and the aetual cosis
are knovn. This situetion arpguably could @crve To
encourase the mere csutious contractors to delay negotisations
in sitietions where unceriainties during the early stages

of the work are judged to be such as 1o entail & risk of
qustaining & loss, kny review of the obstacles to earlier
pricine should conmider this aspect. In 1977 the Review
Baard endorsed Aan Arrangement wherehi in cases of germiine
doubt 8t the outset &bout the suitability of the work for
risk pricine the contract would initislly be placed on &
nor=risk basis with a specific stetement of intention 1o
introduce incentive pricing at an agrecd stage of the
contract for the vhole of the work, but with expreass
proviaion for the coniract to run out &t cost (with non—
risk profit) should an incentive price not be egreed while

a pignificant degree of risk remained. Put in endorsing
such ("hybrid") arrangements the Board cantioned egainst
possible abuses and seid that it wonld be wrong o ARpply the
arrangements to "eontracts in which the Aifficulty of
clasaification wes not truly excepiional and which would
otherwine have been placed on a risk bAasis." 1% needs to

be considered whether a more general EpnlicAation of ihe
"hybrid® sort of apnroach within lesa ripgid but nevertheless
51111l ecarefully defined puidelines might help to remove such

= ' ' Hr- I
obatacles 4o earlier pricing as derive from the present

requiremant that contracts must be determined as risk or non-

»igk &t the outset.

10, It nesds to be borme in mind that in the context of
Covernment non-competitive risk prines the abilitiea of

the two parties to liwve with the consequences of an untoward
outcom= are assymetrieal, Too great an incidence of
unconscionably exesasive profits, if it arome in eircumstances
which could not demomstrably be attributed to greatly improved
efficiency, would invelve serious embtarrassment for the
Govermment, regardless of the existence of edjustment
machaniams., Contractors, on the other hand, would be

unabla to sustain too great an incidence of losses, and 1f




these werc to occuy firmo would soon be in narioun
difficulties and some would geo banlount. Yot it would nnt
be appropriate to contemplete &=z a matter of piliay that
prices should be fixed deliberately on eny basis which
incurred a greater vrobability of cost under-run (and hence
of erhanced profit) than of over-run (and hence of reduced
profit or even & loas). In that general context the PAC
commented in paragraph 531 of its Third Heport of Session

1980/81 that:

Yto attempt to settle & fixed price at an

early atage of development of & comnlex

defence project would be wildly expensive,

as the contractor would be bound to insure
Bgainst wery high potential cest increases;

and that even so it might well be impracticable
to hold a eontractor to the fixed price if
encste nevertheless escalated even higher,
possibly threatening eetual bankruptey*.

11. PFinelly, in addition to the uncertainties inherent in
cost estimating for complex-items of defenece esgquipment, other
uncertainties in the industrial scene or doubts ahout general
trends in the sconomy &t large sometimes cause ones side or
the other to seek to delay the aettlement of prices Tor
rartioular contracts until it can be seen which way the
various cats will jump. And, too, there Bre edministrative
delays on both sides (which can interact on one anqthefl
Delaye by contractors in the submission of claims for
gettlement of overhead rates end OP/CE ratios amd the Tailure
to supply forward projections (or forward estimates of rates
and ratios ) are also frequently eited as helding fectors in
pricing sctivities, Apreements with individual contractors,
as foreshadowed in the Working Guidelines for the Pricing of
Non-Competitive Risk Contracts sgreed between the Goverrmeni
and the JRBAC, and which provide for & more systematic
approach to the prieing task {ineludingm in particular
provision for regular pricing programming meetings} should
help in time to reduce delays in the submission of overhead

elaima.

JCONCLUSIONS .« o
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17. Any objeefive investigetion of the obstacles 1o
earlier price fixing of non-competltlive risk contrecta
would need to teke into consideration the following

factors amongst others:-

{a) the need to define for vaErious tTypes and
categories of contract what would be & "due"
atage or date for prieing. Only cases whare
prices are fixed later then the "due" atage
ceEn reasonably be regerded as csses of
deleyed or lete pricing. {(The ettempt to
define for various categories of contract or
work what would be the appropriate "due"
atage for pricing might well le=d in acme
cases to recommendations that certain trpes of
work presently dealt with on & risk basis,
but where in practice early pricing cannot
be machieved, should be dealt with in future on

B non-risk basis. )

the essential prerequisites to the agreement
of fixed prices on a remrsoned and reasponsible
basis {&and their bearing on the findings or any

recommendations in response to (a) abovea ).

the accuracy folerance factors within which

the Minisiry seeks tc work in the negotiation
(iYof fixed prices on & risk basis and {ii)

of other types of incentiwve arrangement (Bels
tarmot cogt incentive schenezj; and ita rcquirn1
ment that the pricing arrangements should be
pitched &t the lewvel where the risks of
under-run or over—run of the copt estimate

on which the price is based are judged to be

evenly balanced.

whether in the context of the limitetions

on estimating accuracy ((e¢) shove) the margin

St wWeene .,




between the target rate of return on risk
e

contrects end the excess profit trigger

point has become Too NETTOW.

whether the reguirement to categorise R

contrect g &8 riak contract at the outscet
(thereby meking it eligible for the riak
rate of profit regardless of the stage at

which & price is mctuslly agreed) encourages

delayed priecing in certain circumstances,

whether any limitations in the manpower
resources (either of rumbers or experience
levels ) available to either side act as

pbatacles to early pricing.

the extent %o which chanpges in general
circumstances in the cconomy or in the
industrial outlook can act to encourage or

discourage promopt pricing.

13, Because of the intricecies of the subject, a thorough

review is likely to prove more constructive than one that
ie rushed.
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.m:a OF REFERENCE
Having regard to the need to:

remunerate non-competitive Govermment contracts on a basis
which overall ie fair to both taxpayer and contractor

maximise the incentive to efficiency and encourage technical
competence in the performance of Govermment non-competitive

contracts
minimise consistent with propriety the administrative cost
of the arrangements for remunerating non-competitive
Government contracts
ensure appropriate loong term security of supply of defence
equipment, taking account of changing reguirements and economic

conditionss

to review the present application of the arrangemente established
under the 1968 Agreement, considering in particular

the principle and practical application of comparability,
including the extent to which the target rate of returnm of

these contracts should reflect changes in economic factors

and the rate of profitability of other sectors of Eritish industry

the appropriate definition of the raete of profit, including

the balance between remunerating capital and cost

the extent to which risk contracts should not only attract a
higher rate of profit than non-risk contracts, but should
differentiate if at all for varying degrees of risk

the obstacles to earlier pricing of various kinds of contracts

whether having regard to the purposes for which they were
intended the post-costing arrangements should be modified;

to make recommendations.
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Ref. AD2267

PRIME MINISTER

Open-anded Contracts

(E{80) 45)

BACKGROUND

The background to this paper is set out in E(80) 45, which covers the more
detailed paper prepared by the Cabinet Office in consultation with the
Departments mainly concerned.

HANDLING

2, Jou might begin by inviting colleagues to focus on the four questions listed
in paragraph 5 of my covering note - the first of which seeks specific endorsement

of the conclusions in paragraph 12 of the note by officials. As the Treasury is in
— S

the lead on procurement policy you might invite the Chancellor of the Exchequer to
e A, 2

open the discussion, and then work through the conclusions of the note by officials
(paragraphs 122, -d. ) followed by the outetanding conclusions of the covering note
(paragraphs 5, 2-4),

3. The following main questions arisa:=-

() Should the present flexible arrangements continue 7

Paragraphs 12a. and b, of the detailed paper conclude that, given the great
variety of circumstances in Government contracts, Departments should

t'!El_ﬂHqu to have discretion over the inclusion of break clauses in their

contracts. This is likely to be endorsed. The main question then is the

TR
S

extent to which Ministers should dcingaLe. both in their own Departments

and in the nalionalised industries for which they 2re responsible, discretion

[

to approve any open-snded contracts.

What should be the Departmental arrangemert s ?

Paragraph 5.2 of my cover note raiges the question of whether the pPresent
arrangements should be reinforced by a general instruction applying to all

Departments that no open-ended contracts should be concluded without the
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express agreement of the Minister. The alternative - suggested in
paragraph 12c. of the more detailed paper - is for each Departmental
Minister to decide whether he needs to be consulted on any specific
categories of contract and to approve the general arrangements applying
to his own Department. In view of the very different kinds of Govern-
ment contract Minigters may prefer to endorse the latter proposal. As
it is, the keen interest traditionally shown by the ;F"ubii_c.'. Accounts

Comrnittes in Government contracts gives Departments a sharp Incentive

—— — — — —

to exercise great care in this area.

{c] What should be the arrangements for the nationalised industries?

If it were decided that Ministers should personally approve all open-ended
contracts in their own Department it is for consideration whether a
direction or instruction to similar effect should be given to nationalised

industries. Departments doubt whether 4 formal direclion could be

given under existing statutory powers. Ministers may, in any event,

prefer to leave such decisions to the commercial judgment of the
management. I go, an alternative = 12d. of the more detailed paper =
would be for each Minister Lo write to his Chairmen to give guidance and
to follow this up with discussion. Either of these approagches could be

reinforced by reminding the industries that their External Financing

Limitas would not be amended to take account of losses arising {rom opan=-
ended contracts, If Ministers do decide to make an approach to the
industries it would be better if the guidance took & common form and
applied to all the industries, rather than leaving it to the discretion of
individual sponsor Ministers. The Chancellor of the Exchequer might be
invited to arrange for the Treasury to co-ordinate the preparation of a
draft letter of guidance, or of formal instructions if that were the
preferred course.

CONCLITSIONS

4, You will wish to record the conclusions on the following:-
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Whether the Cormmittee endorses the present degree of flexibility and
discretion - paragraph 12a. and b.

Whether sach Departmental Minister should determine the contractual
arrangements, and degree of delegation, for his own Department or
whether it should be the general rule that no open-ended contracts should
be concluded without the eXpress agreement of a Minister.

Whethery for the nationaliged industries:

[a}l the arrangements should be left to the comymercial judgment of the
mandgement, as now, with perhaps some iniormal advice irom
Ministers on the importance of this issue; or

(b) thigz approach should be reinforced by a letter of guidance to each
Chairman; or

(<) whether there should be instructions to each industry that no open-
ended contracts should be concluded without the express agreement
of the sponsoring Minister; and

{d) whether (b) or (c) should be reinforced by advising the industries that
logses arising from open-ended contracts concluded without
Minislerial agreement would not be taken into account in deter-
mining their External Financing Limita,

5. [{f guidance or instructions are to be given to the nationalised industries you
might invite the Chancellor of the Exchequer to 2rrange for the Treasury to

co=ordindte the preparition of a letter, or instructions,

ROBERT ARMSTRONG
3rd June, 1980
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S1R RUBEART ARMSTRONG

wtlonalisad ind:

iQuld De warned that any losses arisi
m-ended contracts will not be taken
count in flxing

14 May 1980
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PRIME MINISTER

Your guery on Open=-Ended Contracts.

I have asked the Treasury whether they can warn nationalised
industries that any losses arising from vpen-ended contracts will
not be taken into account ﬁ;Fllxiug EFl.'s. They say - "ves ino
principle”. But they are not sure how this would be implemented
in practice. Presumably, nationalised industrie= would have 1o
notify their sponsoring departments of every open-ended contracl
they enter inte, and these would then be individually monitored.
Some Ministers may argue that this would involve too much detailed
intervention, and that subject to meeting their rate of return targeis,
it is better left to individual industries to decide on the costs/

benefites of such contracis,

I suggest this particular point should be discussed in L
there is no immediate urgency since we are several months off

deciding on the EFL's for next year.

If you amgree, I will ensure that the point is covered in the
paper to E.

m.w’{ ,M.A’

12 May 1080
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Open-Ended Contracts .

- a5 poprd b pa i
Thank you for your minute of 6th May. helews | H-ﬂmr..- L L

2., I note that the Prime Minister does not agree with the conclusion that
we should not try to lay down additional detailed guidance from the centre, and
would like to see Departments and nationalised industries instructed not to sign
any open-ended contracts with no provision for termination, save with
Miniaterial agreement.

3, In the case of nationalised Industries such an instruction would constitute
an unprecedented degree of Government intervention in the commurcial
respongibilities of the industries, and I think that we should have to consider
whether strengthened guidance should take some rather different form. [ do not
think that we can really take this matter further without collective Ministerial
digeuspion, at which Ministers in charge of large contracting Departments and
Departments responsible for nationalised industries are present. This was
originally raised in OD, butI think that, on the point of principle now in question,
E would be a more appropriate Commi tiee,

4. 1 propose therefore to make the note attached to my minute of ind May
a note by officials, and circulate it to E under cover of a note by the Secretary
of the Cahinet, indicating that the Prime Minister considers that the matter

should be discussed by Ministers, with a view to deciding whether more positive

guidance or instruction is required.

(Robert Armstrong)

PIPIRRET 3, e
7th May, 1980 o~ i = . l_‘_-”__,_,_Nr_{
s U“:‘:

—

U
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Ref, AD2054

FEIME MINISTER

I
it Open=-Ended Contracts
¥ M Y . ad

On 2lst February, following the invasion of Afghanistan, OD accepted a

recommendation by the Secretary of State for Energy that a contract by the
CEGB for the supply of enriched uranium from the Scviet Union should be
allowed to continue. They agreed that o do otherwise would have invelved
subatantial extra costs in obtaining the supplies from elsewhere{(OD(B0) 5th Meeting,
Minute 3, conclusion Z).

e The Committee instructed me, however, to consider how guidance should
be given to Government Departments and nationalised industries about the

undesirability of entering into open- ended contracts with no provision for

termination, I attach a fuller note which has been prepared in consultation with

__.."ﬁ
the Departments mainly concerned. As far as Government Departments are

concerned, it appears that standard break clauses are commonly used, though

practice varies to some extent, depending on the circumstances of the contract
in question, In the case of nationalised industries, it seams that the practice

varies, but that the use of break or termination clauses is less common. This

is the sort of issue which Governments have usually left to the commercial
judgment of each industry. One very relevant point is that to impose a break
clanse in cases where this does not exist at present could often involve additional
costs to the public authority concerned, to pay for the benefits it would get. It
follows that a decd gion whether to introduce such a8 clause is not alwavys clear caty
and has to be considered case by case.

< In the light of this, I advise against any general decision to lay down
additional detailed guidance from the centre. [ recommend, however, that
individual Ministers should consider whether they wish to review further the
practice in their own Departments, and whether to offer any informal guidance
to thelr nationalised industries, and whether to bring up the special problem of
international contracts at the next convenienl meeting with the chairmen of the

nationalised industries they sponsor,

=l ==
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BRESTEICTETD

4, If you are content with this, I will send coples of my note 1o all members

of the Cabinet and the Minister of Transport, with an indication that you have
goen it and are content with its recommendations, subject o 8Ny COmMIMEnRLs OT

suggestions they may have.

(Robert Armstrong)

Znd May, L9880

A
[
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Cpen-Ended Contracts

MNote by the Secretary of the Cabinet

1. Om 21 February, when Ministers discussed possible sanctions against the

Soviet Union following the invasion of Afghanistan (OD(80) 5th Meeting, Minute 3,

conclusion 2) they considered a contract placed by the Central Electricity
Generating Board (CEGB) for the provision of enricheéd uranium for British
nuclear power stations. Although Ministers agreed that the contract should
be allowed to continue, they were unhappy about the opén-ended nature of this
contract, which made it difficull to discontinue it, even in the circumstances
of the Afghanigtan invaeion. I was instructed "to consider how guidance should
be given to Departments and nationalised industries about the undesirability of
entering into open-ended contracts with no provision for termination’.
-1 All the main purchasing and sponsor Departments and the Treasury
have been consulted, The Treasury is in the lead on procurement policy.
1 The CEGB contract was described in OD(BU) 12, which waz before
Minigteara in February. The main reason for entering into the contract, apart
from diversifying the sources of enriched nraninm, was that the Soviet Union
offered the cheapest supply. Other couniries, including West Germany, have
similar contracts which are being continued. The CEGB's contract is not
totally open-ended: itis for a period of ten years. It did notinclude a break
clause, because in their view their interests were adequately protected by the
contract’'s force majeure clause, Moreover the inclusion of such a clause
could have increased the risk to the security of their uranium supplies from
the Soviet Union, since the latter might then have ingisted that the break clause
should be reciprocal. Itis perhaps fair to say that this was a parficular and
rather special kind of international contract which gave rise to particular
problems; but there are of course other such contracts which could in certiin
circumetances give rise to similar problems,

4. What seems to be at issue in this instance ig a contract with no provision
for unilateral termination by the United Kingdom public authority concerned.

The Ministerial instruction has been interpreted as relating to contracts of this

kind.

1
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GOVERNMENT DEPARTMENTS

D The Standard Conditions of Government Contracts for Stores Purchases
(GG /Stwres/L) contain a break clause (§ C 5&) for uae in supplies contracts other
than those of minor value or relativety brief duration where its inclusion is
unnecessary. Similar powers of termination are incloded in works contracts,
iz Condition 44 of the General Conditions of Government Contracts for Duilding
and Civil Engineering Works (CG/Works/l). The use of these standard
conditiona is not mandatory., Each contracting Department must decide, and be
prepared to defend, the precise terms which it incorporates in any contract.
Departmental Accounting Officers are open to examinalion by the Public Accounts
Committee in the event of something going wrong.

[ A copy of 5C 56 is annexed. It will be seen that termination is at some
cost to the Government as it necessarily provides for at least some compensation
to be payable to the contractor. Each case must be considered on its merits;
there are situations in which it would be inappropriate to include break clauses.
The most obvious arises from the fact that it takes two to make a contract: if
the other party will not accept such a provision, and there is no alternative
source of supply, the Government has no option. Should the Government ingist
on a break clause in contracts where such a clause is not normally used, the
contractor may seek to insure himsell against premature termination by
increasing his price.

Ta Departmental practice varies, as does the nature of contracts placed.
Moet contain the relevant standard condition. Civil engineering and related
contracts, for example roads, usually follow the standard commercial forms,
which do not have break clauses beécause the contract is for specified work,

Some other Departments, suchas HMSO, have special arrangements appropriate

to the type of contract placed by them, The Central Computer and

Talecommunications Agency makes little use of a break clause because the
nature of the usiness, often the acquisition of standard proprictary equipment,
malkes it unnecessary, Northern Ireland Departments in general do not use

break clauses hecaunse their contracts are for specified periods or quantifies.

&
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Scottish Departments use a simplified version in many cases. All Departments
are fully aware of the need to avold any risk to public money through inadeguate
contracting provisions, There is a long history of scrutiny and comment by the
Public Accounts Committee on Government contract procedures and condifhons,
B. International collaborative procurement is a special case, and invariably
calls for Ministerial congideration. When making such arrangements MOD
customarily makes provigion to enable withdrawal for reasons of national
convenience (as do the other parties).

NATIONALISED INDUSTRIES

9. We do not have full information about the practice of nationalised
industries, but it is clear that practice varies. For example, the Departments

of Trade and Industry have reported that break clauses are unlikely to be

included as a general rule by the nationalised industries they sponsor. The

British Steel Corporation does not have a brezk clause in its conditions of sale,
although there is provision for termination on the buyer's default or insolvency;
nor {normally) do British Adrways in their aircraft orders, the Civil Aviation
Authority or the British Airports Authority. The nationalised transport indusiries
normally require break clauses for longer contracts or have special arrangements
for exarnining those with unusual features, The nationalised energy industries

do not generally include break clauses, though the National Ceal Board includes

a break clause in its standard conditions for mining works and the CEGE has,
rarely, included break clauses in contracts under pressure from contractors

for a review mechaniam covering circumstances of severe hardship., The
British Gas Corporation can be expected to include a break clause in any future
contract for imported liquefied natural gas, if the seller reserves the right to
periodic price review. A standard condition in the British National Oil
Corporation's sale contracts is that they are interruptible at the Secretary of
State's direction,

10, Departments do not think that it would be right to issue a general

direction (which has legal force) to a nationalised industry, and doubt indeed
whether their existing statutory powers would permit this. There would be

less difficulty about giving informal guidance to the industries, whether through

3
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a Minigterial letter or in some less formal manner at a meeting with the
Chairman. In giving such guidance, the Government will have to be careful
not to contradict its own policy of non-interference in management decisions.
The use of unilateral rights to terminate a contract, other than for reasons ol
the other party's default or insolvency, is rare in commercial practice. In
many cases the break clause would have to be reciprocal, which might well

be disadvantageous. There are of course special considerations applying to
some Government contracts, particularly in the defence field, which justify
the special powers bul it is questionable whether such considerations
necessarily apply to public sector contracts generally. Indeed, to include
such powers in every public sector contract could, as mentioned above, lead
to contractors including additional provision in their prices against what would,
in a very large part of public contracting, be regarded as a new and
unguantified risk., If Ministors still feel, having congidered this report, that
somé guidance should be piven, that guidance could take the form of a letter
from the appropriate Minister to cach of the Chairmen seaking an assurance
that hig contractual procedures contain adequate safepuards, including
arrangements to ensure that congideration is given to incorporating on contracts,
where appropriate, provigion for break or termination by the nationalised
industry concerned.

LOCAL AUTHORITIES AND THE NATIONAL HEALTH SERVICE AUTHORITIES
11, We have not inguired closely into the contracting practices of local
authorities. In general, it appears that local authorities do not include break
clauses, except on contractor's default. Most of the National Health Service

Authorities' purchases of poods are made under so-called running contracts

which effectively provide an opporctunity for discontinuance with the completion

of each order placed, The Authorities are thought likely to include provisions

for mutual termination by notice in their contracts for services,

4
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RECOMMENDATIONS

12, As a resull of the enquiries that have been made, I make the following

recommendation gy

(a}) It will not always be appropriate to include break clauses in
Government contracts, and there should not be an invariable rule
requiring their use in all contracta,

(b) Existing practice, which allows for the inclusion of break clauses
at the digcretion of Departments, should continue,

(c] Ttis for each departmental Minister: to consider whether there are
specific categories of contracts entered into by his Department on
which he needs to be consulted, and to approve whatever contractual
arrangements best suit his own departmental actvities.

(d) Mo statutory 'general direction' should be given to the nationalised
industries, but each Minister responsible for a nationalised industry
should consider whether to give guidance to the Chairman by letter in
the form suppested al the end of paragraph L0 above, and should take
the opportunity to mention the problem, and explain the special
circumsatances of international contracts, at his next convenient

meefing with the Chairman.
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iy ihall i addition 1o his power wnder any

have power o determine the Contract at amy

aClar widlen nolice; to expire ai the end of such

Feriod as may be specified m the Contract as the appropriate perind lor a

nedice o delermine the Contract under 1his Condition or, if no peniod be

specified, at the end of two weeks. and upon the expiration of the notice the

Contraci shall be determined without prejudice to the rights of the pariied

gccrued to the date of determination hut subject 10 the operation af the
lellowing provisions of this Condition.

_(2) In the event of such notice being given the Authority shall at any
time before the expiration of the aolice be entitled to exercise and shall as
s00m as may be reasonably practicable within that peried exercise such of
the following powers as he considers expedient;—
{a) to direct the Contractar, where production has not been commenced,
to refrain from eommencing preduction:
(&) to direct the Contractor to complete in accordance with the
Contract all or any of the Articlss, or any part of component thereal in
course of manufacture at the expiration of the notice and 1o defiver the

same-at such ime or times ac may be mutvally agreed on, or, in default
of agreement, at the time or times provided by the Contract. All Articles
delivered by the Contracior in accordance with such directions and
accepied shall be paid for at a fair and reasonahble price;

(£) te direct that the Contractor shall as soon as may be reasonably
practicable afier the receipt of such notice:—

{i) take such steps as will ensure that the prodoction rate of the
Artickes and parts and components thereof is reduced as rapidly as
possible; !

(i) as far as possible consistent with :ul:i?:uarﬂgmph (i} af this
paragiaph concentrate work on the completion of parts and components
already in a partly manufactured state:

{11i) determine on the best possible terms such sub-contracts and
orders for materials and parts and components bought out in a partly
manufactured or whally manufzctured state as have not been completed,
observing in this connection any direction gven under paragraph (b)and
sub-paragraphs (i) and (ii) of this paragraph as far as may be possible.

(3) In the event of such notice being Biven:—

(@) the Authority shall take aver from the Contractor at a fair and
reasonable price all unused and undamaged materials, bought-out parts
and tomponents and articles in course of manufacture in the pozsestion
of the Contractor at the expiration of the notice and properly provided
by or supplied to the Contractor for the pecformance of the Contract
except such materials, bought-out parts and components and articles in
course of manufacture as the Contractor ghall, wath the concurrence of
the Authority, elect o retain;

{#) the Contractor shall prepare and deliver 1o the Authonty within
an agreed period, or in defaull of agreement within such period as the
Authority may specily, a list of all such unused and undama cd materials,
bought-out paris and components and articles in course of manufactore
liable 1o be taken over by or previously belonging to the Authority and
shall deliver such materials and things in accordance with the directions
af the Authority who shall pay to the Contractor fair and reasonable
handling and delivery charges incurred in complying with such directions:

(c) the Authority shall indemnify the Contractor against any
commitmenis, habilities or expenditure which are reasonably and properly
chargeable by the Contractor in connection with the Cantract to the
exlent to which the said commitments, liabilities or expenditure would
otherwise represent an unavoidable loss by the Contractor by reason of
the determination of the Contract:

Frovided that in the event of the Contractor net having observed
any direction given to him under Clause (2} of this Condition the
Authority shall not under this Clagse pay any sums in excess of those
which the Authority would have paid had the Coniraciar observed that
direction.

(4) Ifin any particular case hardship to the Contractor should arise from
the operation of this Condition il shall be open bo the Contractor to refer
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the circumstances ko ihe Authority who, onbeing sa:ig:']g.j'[h;n._u:rh hardship
exists shall make such allowance, if any, as in his epinion 1 reasonable
and the decision of the Authormy on any maiter or thing arising out of this
Clauss shall be [ina) and conclusive .

(3) The Authority shall notin any cast be liable to pay under the provisions
of the Condition any sum which, when 1aken together with any sums paid
or due or becoming duc to the Contractor under the Contract, shall exceed ihe
tolal price of the Articles payable under the Coantract

(6) The Contracior shall in any sub-contract or order the value of which
is £10,000 or over made or placed by him with any ane sub-contracior or
supplier in connection with or for the purpose of the Contract take power
lo determine such sub-contraet or ofder in the event of the determination
of the Contract by the Authority under this Condition upen the terms of

. Clauses (1) to (5) of this Condition save only that:—

(=) the name of the Contractor shall he substituted for the Authority
throughout except in Clause (3) paragraph (g) where it last eceurs and
in Clause (4): and

(E) the period of the notiee of determination shall be such period as
may be specified in the Contract as the Appropriate period for a notice 10
determine a sub-contract or arder under this Condition, or, if no period
be specified, two weeks,







