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1. i
Podeieym T fully accept that action to promote the CORIETEENTE—

economic performancef’ls in the first place the respon51b111ty

of the Member States. I have no illusions about the magnitude of
the task I face as Chancellor of the Exchequer. in the UK we will

S LS,
make the efforts re uired. This will at times be O ri twn,
b Ror wiwv  Wamme pon Jonw

2. There is however an important role for the Community/.
was recognised py;}hé European Council when they invited this
Council to consider how the Community, through all its policies
taken as a whole, can make a greater contribution to _a_ greater

convergence of economic performance amongst the Member States
and to reducing the disparitigs between them. These objectives

were amongst those laid down by the founders of the Community

in the preamble toLthe Ireaty of Rome. They are as valid today as

they ever were. They are objectives that are crucial to the successful
Lf““‘ development of our Community, because they embody the principles of mutwd
dem“‘ concern and of justice. The question today is whether present

@ A Community policies are contributing to these objectives.

——
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3. It is the contention of the UK that they are not; but that,
. e Casbone
. on the contrary, community policies, taken as a whole, are-ac%iﬂ@&y
A AL e e —
-—-—*ﬁm ‘ggﬁazgiﬁézé convergence of economic performance within the
3f:3f Community. This state of affairs creates in our view a Communi ty

problem of major dimensions, =
G ——

4. The report submitted to us by the Coordinating Group is quite

inadequate.and unsatisfactory. )é:srne ﬁo RovtS) — Anbd 1,,,4,;(
e (a)ﬁ it dges not constitute the in-depth study
ommIssioned by the European Council. In partlcular

h({ AN IR , it contains no analysis of the non-b etary effects
of the CAP, of whose existence and considerable

significance there can surely be no doubt;

— — — e TES P Sy

’o"c"'M The flgures in the repat
r‘avﬁﬁcclc“ for 1978 highlight a wholly unsatisfactory situation.
Pth”“” Brellmlnary calculations based on these same figures
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show that the position in 1980 will be still worse, Aboct ;

with the UK and Italy, which are apart from Ireland the ALaye.
uru,,um-mud two_leagf prasperous.members of the Community, being ::1
far and away the largest net contributors to the Budget. Dy wé
(c) I note from the report that no-one seems to have ,ppn}m
Do 2 disputed that this is an unhealthy situation 1fo_r__ the (x::::
--"R.gﬂ Community, Yet the report contains no agreed assessment JoA
(4 o am«“c should be done, despite the precise sugges?ions ,poh-ﬁ,\"
b\wﬁ mward by the representatives of Italy and the -1}
United Kingdom. Indeed, the views attributed to several dwrearny
1 !‘”4 Member States seem to be based on the assumption that Cor0tary;
a0 (o existing policies will in due course provide a cure. Lo%s
M et I recall that this is what we were told in 1973. What o) PUR

has happened since then has surely shown this assumption

- COMmamw MiS1AKE &l W
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T (a) 'Lt‘he present pattern:of net budgetary transfersLis hindering
Wi :‘ a convergence of economic performance, not assisting it.
Hﬂ*‘; " It is vital for the future development of the Community
?l"""s REGE that this sﬂ.:cuation be remedied, and remedied soon.,//”;— '
\ S.;PG e e o) e Ve htgrtarto

jﬁ
Mf'm‘ seen to be bearfmml\ efore the P“"I_f"‘a’
0° end of this year ,the Community will find itself in serious 3

i J
crisis. 6 T dllw 8 hpuf;# V. 1M1 7hpn
135

o8 Sm e Cowsd
5, In its present form the Coordinating Group's report is quite

unsuited for consideration E& the European Council.f(I sugges
therefore that the COﬁ%PER draw up a concise summary of the
Coordinating Group's report, including statements_Bf the conflicting
viewpoints. The paper should then go on to set out those issues on
which the European Council at Strasbourg should focus attention
and take decisions, so that solutions can be applied without
delay. COQE?ER'S draft report should be available for us t
‘consider at our next meeting in June. =
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United Kingdom Permanent Representation
13 May 1979
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ANNEX A

*
The agreed entry in the minutes might be on the following lines:-

ALY @ N@

"The European Council agreed that all less prosperous member
states should have access to the interest rate subsidies,
provided they were fully and effectively participating in the

Exchange Rate and Intervention Mechanism. In the event of the

kj\ UK /as a less prosperous member state/ joining the Exchange
Rate and Intervention Mechanisms, the Council agrees to take

new decisions /To ensure full and equitable access for the UK/

/To fulfil this agreement of the European Council/." <:j)

2. The Chancel%gﬁbg%ll wish to decide whether to include "as a

less prosperous/state" in the formula that he offers. There may be
some opposition to this phrase, particularly from the French who do
not accept that the UK is a less prosperous member state. On the
other hand, there hase never been formal Council endorsement of this
status which is helpful, although certainly not central, to our
argument over the effects of the community's budgetary arrangements
on convergence. From this point of view, it would be helpful for

the Council to agree to the formula with these words in it. There is
a risk that if the Chancellor advances the formula including these
words, and then withdraws the words other member states may feel that
they have secured Council rejection of the UK as a less prosperous
member state, so that our position would be worse than if the words
had not been included in the first place. We therefore suggest that
the Chancellor should Jjudge on the day whether his colleagues are
likely to be sufficiently cooperative to allow this phraseology, and
only advance the words in square brackets if he is reasonably con-
fident that they will be accepted. If they are not accepted, or

he does not advance them, this will mean that he has not achieved the
first of the three objectives of the agreed entry in the minutes
referred to in the brief, but as the brief argues this is not the

vital objective.

ER Of the remaining two square brackets, the first represents a
greater commitment by the Council than the second, and is therefore
to be preferred. The second would be acceptable, and if necessary both






could be dispensed with. The minimum formula the Chancellor is

recommended to accept is one with all the words outside the square

brackets.

4. Others may try to make additions to the formula. In particular,
it is likely that the Germans will argue that there should be inserted
after "access to the interest rate subsidies" the words "within the
financial limits mentioned", which also appear in the EMS Resolution.
The Chancellor should resist the inclusion of these words, which would
imply that the financial limits were absolute, and therefore that
access by the UK to the facility could only be achieved at the expense
of the Italians and the Irish. This would vitiate some of the benefit
of the Council's commitment to take new decisions if the UK Jjoined

the Exchange Rate Mechanism. In rebutting any suggestions on these

lines the Chancellor could argue:-

i) That there is no point in referring to the financial limits
as these are already enshrined in the regulation.

ii) That he is not trying to dictate now what would happen if
and when the UK joined the Intervention Mechanism, and neither
should others; on the contrary, the whole Council should be
doing its best to facilitate the participation of all nine
member states in the EMS Exchange Rate Mechanism.

Blc At the end of the day, k6wever, if others insist on an insertion
on these lines, it shou;gf e accepted, given that the wording appears
in the European Councid Resolution. /fc et  PAEHE
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CHIEF SECRETARY @ W) v
FINANCIAL SECRETARY Tt ({noed(.
MINISTER OF STATE (COMMONS) =S
MINISTER OF STATE (LORDS) { ,Lg 5y
BUDGET: OVER TO THE OFFENSIVE V‘/\/ M. A4S

The Treasury have provided extremely thorough defensive briefing

on all aspects of the Budget. But we feel that it is of paramount
importance that we should go over to the offensive, and repeat four
simple points ad nausean.

A This is the biggest ever income tax give-away.

2. The pension increase is larger than Labour's and the
biggest ever (in cash terms; in November the pension
will be worth more than ever before in real terms).

On The vast majority of taxpayers will be better off.

iutomk
4, Cﬁgg cuts create jobs.

We are of course both available for help with briefing for the
debate.
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GEORGE CARDONA
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DEFENCE EDUIPMENT FROCURCHMERT

One of the root problems facing defence is ihe persistent
real growth in the cost of equipment frem one generaticn to the
next. For example: the Harrier aircrafi coste in real terms
four times more than the Hunter it repleced; and a new ertiliery
shell is double the real cost of ite predecéssor. These real
cost increases zre nothing to do with the tendency of defence
equipment to rise faster in price than average prices (RPE), they

&re aGditicnal to the burden of higher defence [ RS,

2. The problem ic not nzw. But in the past wec have been zblie
tc mesk it by reducing cverseas commitments and foreign baszes;

by abzndoning roles in +the Middle and Far East; by rurning down
our sparez and comtat stocks, and by generally Jlowering Service

activity levels. This process if now evhzusted. Ve carnot carry

~

on as we are without now accepting a severe decline in our ability
to meet the Soviet challenge or perhaps abandoning one of our four
traditional RATO commitments (and we know the problems which this

would create for an increasingly beleag:ered Elliance).

3. Between 1975 and 1980 the percentage of the defence budget
taken up with procurement (of equipment) rose from 33% to LL%.
This year more than £5B will be spent with British industry.
Defence procurement now accounts for about half of the output
of our aerospace industry; some of our biggest firms (BAe

and Rolls Royce to take but two) would be crippled or become
terminal patients of the Exchequer if we were to change
direction sharply; and there are ‘thousands of small firms up
and down the country which are vulnerable to a Turther

moratorium or similar programme slow-dovm. MOD expenditure also

-
t
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represenis Two thircds of UK expendiiture on electronics RLD

4

- including ei=Cr0 optics, and other critical ercas at th

(4%}

foreiront of i=chnology. They are the industiries of tomorraw
and IN0D is &Zmost the only source of public money for their
development.

4, The procurement of defence eqguipment is a unique pr

(ﬂ

=

occo
it cannot be comoared with the Simpie purchase of goods elszwt
P

. |
it
-
(D

in the eccnozy. Given the comparatively modest size of

British defence purchases, our defence equipment market in the

UK is mainly one of monopoly/monopsony. For the most part,

therefore, free 'market prices'! do not exist for the domestic
defence secto In order to ensure we are getting fair prices
from industr3 - and giving fair returns to industry - the IOD

has a contracts process whose essential aim is to reflect cur
monopsonist position to counter the monopolist weight of incusiry
Our contracts negotistors - there are 1250 of them - have
periormed reasonably well in the past, but I aim to press zhezd

further with increasing the number of incentive and fixed rrice

contracts let with industry - zbout 75% by value (But it shoulid
be understooa that a period of cost/plus development, for =z
unique product, can have a part to play in establishing costs

for a fixed price contract. We cannot get into fixed price contr
too early without being taken for a ride by our sole suppliers).
But I want to tighten up the managing of the contracts themselv
to ensure, for example, that in cost/plus development contraczts
excessive wage settlements by our contractors are not passed on
to the MOD (as in some cases they have been); and I also want to
ensure that goods are delivered by industry only when we have
planned, and can afford, to receive them. This will greatly help
to control industry's cash demands on the Defence Budget - which
has been one of the main difficulties I have faced over the last
year. Part of our problems in facing rapid delivery in the reces:
with the consequent burden on our cash limits, is that the
incentive contracts have deliberately encouraged higher productiv:
and early delivery. The success of these contracts has come

2
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back to hzunt us in the recession.

5. e are worring generally <owards eclieving still better
value for money for our expenditure with Eritish incdusiry.

This will of course help us, but ithe <trend of cumulative grewth
in our expenditure with industry rust be reversed. We cennot,
from a finite budget, continue to increase spending with British
industry at the rate at which we have been deing without totszlly
unacceptable degradetion of our front line. Industry's
expectations will need to be trimmed and this will have severe
political, industrial and employment conseqguences in the next

few years.

6. One of the ways we can help brezk this spiral, both of

.
escalating costs and reducing numbers of eguipment, is to
sell more equipment overseas; but this is easier said than done.
The Dafence Sales Organisation has made excellent progress in
boesting our defence exports since we came to power (our szles
should be at least £1.5 billion this year against £1.2 billion
last). The new Head of Defence Sales is considering how he
can Tazke this process further: but it is very clear to me that
there are no guick answers. We could for example teke a wholly
irresponsible attitude and sell arms to allcomers without any
concern for the wider political factors. Or we could deliberatel
cut our stendards over a period of time and go 'down market' to
sell. But in doing so we could find ourselves giving our Forces
equpment quite unsuitable to meet the Soviet threat which grows

ever more sophisticated - and could even exclude us from some mark

i, The problems, therefore, of the MOD's procurement from
~industry, our financial position, and our defence sales prospects
7are closely intertwined: and there are no easy answers. 1
recommend to my cdlleagues the enclosed paper written by my
Permanent Secretary which mzkes interesting reading. It is a
very thorough study of the fundamental dilemma facing defence

3
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precuremenit and the consequences

Hy
O

r BEritish industry over the

W

c
next two decades. It poses qu

o

sticms to which an answer hzs to
be Tcund: the only option that is nrot open to us is to aveid

the Zssue by refusing'as we nave ca® in the past, to face the
political consequences of moving irn this direction. The
Finisiry of Defence either needs more money, or we must Tace

up to the irazumas of deliberately reating a narrower indusirial
and R8D base. '

8. I am copying this minute to the Prime Minister, to other
Cabinet colleagues, and to Sir Robsart Armstrong.

TgN)

Ministry of Defence

30th December 1981
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TSRO, rene el Co
I'z=snorandum by the Fesmunent Under-Secrenary of State |
L
1. Tre Tini~ter of Stete(DF) has vichily called attoention to
this rhenomeron which larcely uncerizsy The revier of the defence
Drosrarine. @ n=ed to Ymow more abous it, “hnet ceguses it, and
now we czn tzaclile it
Terience o7 Cast Fscelation

2. e stezdy growth in the resxl cogt cf equipment is notl a
new fzctor, nor is it confined to the militery field. It has
becone ﬁore marited since Vorld Var 1T, =ith bhoth the Verssw Psen
and FWATO strivine to exnloit and evienad ihe coatdhurst of advanced
technolosy in posing threzt and reenoncs. t hes thres main
componecnts:

a. the introduction of encirely riew t~C11olory 1nTO war-

fare - for example, ruided weapons, coeoduters, thermal

1mzging, satellites, nuclear pronulsion, aet eﬁF“hP%;

b. najor mew twists in technol CZY5 1or eXample, switchins
to STOVL flight carpability U“P‘“g torrtedces into true
guided wearnons, towed array sonan
c. styaichtforvard cost growth as each mark or zeneration
of equirment becoiies more comnlex eni is improved, in the
licht of experience or xmow 1?]20: to achieve Freque“
effectiveness soainst the thres
Ze Wine years aro we tried to identify an overall cost escala-
tion factor. Exasination of procurement records and predictions
sugpegested an averace annual figure of &-8% on cavital pioduchicon
costs of major eguinments. This Voar we Te-worked a very small
qmp]o to pforrﬂe FJPHTP 14 in SDE For obvious reasons, the
examples quoted were the more Cﬂﬂ““qcul ar ones; there are ouhb*s

notably successive classes of nuclear subma“in:q - vherc rezald
cost growth has heen nil or negcative. ‘York in 1979 QU“LP&
that about 6272 of the equipnent budget was liable to sioni
cost growth.

1
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chan~od Pnliebi?itb"nw‘tm. J1=IH<UL:515 ontothoe meangiceenh of
ireruaned offecti vencas - whether the fionee s £, 87 o AN
most 21X recosnise that jt 18 & rajior rrobtanm,

e It is a2 problem which facee 211 countases widlh Lorniaiiicmt i
forces. %We cannot hali cither the rarer of technolosy or the
Soviet bid for arms superiocrity.

Pesearch. Develovment and Productior

6. A further manifestation of *he rroblems we face shows vp in
our invesziment ratios. In each of *he five years to “C72/20, we
spent about w-.2 on production for every £1 spent on RS%D. LM
preparint ovr forward nirosramme there is a tendency to assume ithat
the ratio will Ve more favourzbdle particularly in the later years =
for exaznle, in LTC 74 the ratio in the Tivst Year was 2.72:1, zna
in the Zast year 2.9:1. L5 rezal tire FTPIOPCE\Q,FO too does the
ratio 211 - in LTC 1974 the Tatio accumed for 1030/81 was 3.2:1 -
by ILTC ~230 it had fallen to 2.2:1. Tris CIEST]J reflects creater
realism both as to actusl cost and czeh restrzints.

2 ¥Yhile it ﬁust be broadly true tha:t a higher production to
aevelop=ent ratio Tepresencs 2 bBatter return on invessmens 2nd is
anPJG“m a result devoutly to be wished for, it needs to be
treeted with some caution. The ratio telis vs nothinc zbouvt toial
proc vrerent costs of particular equipzents or the aveilability of
off-the-shelf alternatives. Hich development costs aimed ot
rpducinf svbsequent nroduction costs could he adventa-eous;
Jikewiss a high production ratio can in some cases reflect unsatis-
faciory Increazses in production costs. Given these avtions,
however, the rz<io remzins one which, if sustained, will 1lcad us
to bankruntey. :
Mitimetine the EfTects

E. Ve have survived with real cost escalation over the last 30

-

years mainly throuzh a cowbination of-

a. reducing commitments overseas;

b. reducing numbers of equipnent deployed (4nnex A, but note
that the Army pattern is distorted + T 2 nuaber of Jeasonq
including the mechanisation of infantry battalions);

c. abandoning (or not Proceeding with) some cguipaents which

vere beyond our means, eg Blue obzeuk, or had ceased to be
cost- effectlve'

d. squeezing the so-called "tail" to release noney for the
so-called "teeth'".

2 :
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comayfrmedn st e e naving fo bttt siaut cTieieeer T

comnmy hmont e (:-_r: ‘(‘..’ Lhero corgoe normna i e iy e o v .
Jonzer m=%c cperritional sense.  On ¢., Thne yoor for ronoorene .,
while not exrsusted, crowe cqcadil= ~rmoil ey, nothe chhier 3de
concentration  en TATE Tor evanplie hnr, if anyiluins, it dnc=es:
crphasis on contifsticastbed esuirient,

0. ™2 nes? fo~ ared thoushd and zchion ic connzilins,
Tnitiatiwvas

1. There ax 6] Femiwaren: wasse

ce a nuber of relativelyr ceonventional ini:
smmich could Te rarsved more vicorously:

~

- - .
2w aveldance of over-esladbovation in regui—ermonts, counles
with m2viman use of cozmercial wo-F z2nd a willinmnens to
forero The last Tew per cent of rerformance;
ies and/o> U indusi-g
\'-
C. feater avtention to cales potentizl, n coilsboraticon
with industyy; tozether with Joint venturass and encours-irc
privete sneculation;
da. reducing through-life costs, throuch reliabilit;r snd
© maintzingbility;

e. sp2ndins more on nroject definition 1o ensure (CRSRPRR) Phis
cest seiutions;

T. tzutening ovr relations wibh indnstry with tourh
nerotiatinz stances, tal¥ins bad COHtTQCbO“Q to taslr and offl
the 1ie®t, encouvacine fizxed nrice snd incentive cons: Aact g
when —ealistic;

c. exrnloifins stretch pDotentiasl o oajntlrh couirvmonts -
PIobabiy one of the most profitablic 2nd nractical Jline s e
DuaTrsun,

12. Views on whether our reouirements are over-elaboraho ave
strongiy held either way., The evidence is not concliusive. In the
Jzsv analyaoi it iz the potential enemy's ecuiprrent wvhich determiine
: -

. 1

;
cs and basic minimun ievel of saphistication of
onr weanons. I have not vet seen convincing avidence that our
equipment is more sophisticated than Hhe thweat reguires. Contra—y
to what misht be evﬁncted the main contribution of the nicro chuip
has been to enable deQ1Wn°r9 to désisn cleverer weapons and so
push up the cost of countprlng them.

A =t o T T e
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make kis decicr a0 norfect oo 3
will cee™s do0 rain sipgnifieant A
potentiezl cenony. Ve must rvedoubi
and marizum cost =ffectivenerec.

' a. tr=re could be ;oTe se
implications of foresoins p

. b. we shiould bLeware of seeliingc to nlo 11 e Lenefiis
’ of new tecimolory rerardless of whether they are necesssiy
or not; !
Ce ouvr procedures should be ceared Lo loo¥ing at "areas of
caranility"” rather +than Jookxing at new equivpnents essentially
on a "regplacement" basis;
. we shovld consider very cereinlly the wider use of a
"dzeipn to cost" Jnllooop;y, wiasrever this seeus srnronriste;
e. a greaver readiness to buy egvipnment already aveilshle
and to foreco if necessary the fuil military specification.
1. Do e actuzlly need - let alone czn we afford — s11 tne thinrs
we set out to acguire? There s = Epzevrum of options - frox
nalntaining balanced Torces z13 cazpebilities at onc =ni o CutTing
our coav o suit our c¢loth and buring essentially what is availshie
ff-the-chelf,

15. Buropean collaborstion has had ils successes, its disarvoint-
nents and ite Tailnzes over tha past 20 years. It hazs not Proved
2 panacca for keeping dovm costs. The Turo—Us packese concent is
a Trazila nlant still in its infancr. %We have 1o recornise as a
hard Tact the veTpowering effect of the US - bhoth the sheer Size
and invexntivenass of U3 infust~y and the elfecisofl th2 visrorous
US defence iobby. Givinz our eguirment wider sales arpeal involves
aiffiecult Jiiznents, both as to the lcével of sepnisticstion which
.we have to hzve ourselves znd on the lirelx custonmers. T is by
no means The case thet 21) Third Vorld count-ios require less
sorhisticated er*'uﬁent - conszider Saudi Arabia, India, Pakistan,
Tran under the Shah, Iraq, the Gulf States. Tven S0, continued
pressure in all these Tields of activity T

h]

to secure reductions in rroduction costs (OT simply to kee
factories partially xllled), and obtain savin~s in our ovm
dovnlonﬁent coshs.

i
¥ is essential if we wan+t
n

Thronrh-_TAife Conrts

.

16. Ve st Study throush-life costs more deeply at the stace of
Project definition and rea 211y looi hard at th~ trade—off betveen
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17. Ve =20t d not Le aTreid

a. devote subsiantial recources zrd fiva o Frelech
Dzfinition (FD); T

b. car:y FD to the point whers “nduririal underaizngine
ol, and ceci,fidence in, & develorent nro~ianie ¢an bo
expreszod in a {ixed price or incentive . 250 §

: nro
not to ne cost-effec Lternative 7“, in <uch
circuntiances, proceed to further PD of a diffle ent soluticn
(crf B2 82 and the VJ 291 anti-zrmour WeADON ) |
a. 2810 whne verdtation to o anead, for sc-called ur’zank
reasons, w.uen nrosrTannesS nzve not been vvell defined.

Reletions i+h Trndsatev

18. Ve are mzkins some rrocress with a rance of initiatives zired
at reducinz ou» preccurement costs. The field includesn encourAoins
competition voth in project definition and Tor production ccniracts
(zlthouch, 211 +oo oficn we now Liave only one PaﬁO“ UKl contractor
in a parTticular area); en Aancing industry's unders of
requiresents; nronmbting » *“1"stc specnlation =nd ur

ané pressin~ hard for incentive and Tixed price contrac ) &
of cost-plves. Ve nmust rursve all this vigorousiy

19. Ione of this is Particulariy new or revolud ionary;. Talen
singly or wozether, it must be doubtful vwhetlier they can do wore
than siow doom {he =»ate of cost escalation. Are there tore
radical solutions, =and, if so, wnat?

20. The first thing ve could do. is delibers ately to red uce the
range of eguipments, and thus of our capzbilities. We have done
h”‘ in a number of araas over the years - bubt ceneraliliry on an

ad hoec bhasis as the result of a battle over resources Tor a
particular new e sten. Acceptance of the nead to mo furtihsr
down this ro=zd as an aCL of deliberate policy would be a 1wajor
step. Can it be avoided? Are the—e Areas where we could do more -
for examnle, by reducing the ranse of weapons in the anti-armour
or anti-surface vessel spectrun and tnnlv-moge of delivery?

2o
»
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21. Beyond that, there are fhe nore radical solutions of
specialisation, eltnpv industrial or military, or both.

5
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Tndunti=ind roecinodirntion crndd 4o o den Shaee

. a e
industrisa
technolonsi

and concontirate eonr
ted rence of wenmon
WAGS Jo are

already eo! ished raeh 235 eleoisvy ies, CG¥ ani nuclicar,
althovzh even this =isht be arenshie-
b. agreerma2nt within IIATO trat individunl count-iea or
grours of cowunvrics should conceritiate on icvelonine and
prooucing particular tynes of veapon, thus eliminasting wasic-
vl dvrlicetion.
Ein extrene variation of both a. and b. would Te total,or near-
total devendence upon The USA as the primary e:ms supplier to

2Z. A1l of these solutions have basically the same objective —
lonmer nroduction runs +1ih lover develorment and nroduction cocta
rer unit and rors equinzente. Other advaniaces such as comon
support arrancements and common trainine conld follow. But thew
zlso have disadventarzs. To 2 lecser o= greceter derree they mate
us dependont unen otaer neonle's dudgzent ez to what thz rearire—
nent is and the threat Trom the Sories inicn cannotv he igﬁO“QF

2. Hilitary spocialisation could involve individual countries
concentrating on cernain Ziiita~y roles onlr, vith the corollary
that they would rely uroz othar countries to provide their defence
in other arezz. Tor €xemrie, in Yheory, the Datch NISNT concentral
exclusively on DTOViding maval forces, ie2ving their zir and iznd
defence to obh°“°; convexcelm the Bzligians michs nrovide land
Torces and Tichter» aircreit hut no naval forces. i jore exwtirenme
exanple micht be the UX eZreeins to conitribute only tank forces
(21t hourhh larmer onez) — Gr no tan- forces - to thz Central Fp-nt.
£11 $his would mean taking a lot of things on trust andg extrémely
long and comnle™ negotiziions. Ts it a pracvical prcooosition?

25, hether induntrial coecialisation neceasaTily needs to vait
vnon m11 tary Q“*Cl?lisaflon, o vhnethor the nature ol 2 courngri's
industrial specialisation rust be Tinized to the nature of its
military vo’p, Are open questions. VYhat is clear is that the
1nnuvTrlaW, military and holitical nroblems are rrofound, not l=azst
‘in the transitional Phase. They zre likely to be insoluble =c naETE
of a grand desicn; what we may see inctead is crepnjrﬁ speciarlissti

as economic ana 1ncust“1al constirainte hite. Ln ieed it could be
said To be havpenine now with the snaller countries in ITATO.

26. BSpecialisation Darticulia
1nt101uce a new rationale for 1A
new cenent. EBEut it would take a
1 e to be thinkins harder ahout 3

the most logical °o1uf&on if AT
by the “P1ent1 ess tide of the co

rly azmong the larger couniries could
DATO in its sacond 230 ¥ears and a
long time to brln" qhout Oug

7 Tt can be a“rvad that 3t 1q

O menbers 2re not to be overwneimed

ste of advancing technolory.
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ANNTX A

CONTTNENTIAL

— ' <
1950-1 1955-6 ' 1960-1 1965-6 1970-1 1975-6 19480-1
|
.} Defence Expenditure &M . |
(1960 Survey Prices) 7,316 11,320 10,304 10,667 9,5l2 o.Loy a,=qn
1) Fleet Carriers/ASW Carriers 3 6 2 7 T 3 3 3 2 2 1 1 1 2
A ; : I
:) Lipht Fleet Carriers/ -
Commando Ships 5 6 6 8 3 5 3 b 2 3 2 2 11
|
Cruisers 16 26 10 24 5 10 ? 6 1 L 2 ) - = E
-]
~) Destroyers/County Class/GMDs | 52 111 32 90 (23 52 |17 26 7 15 { 10 10 10 47 g
°) Frigates L2 165 |52 167 |51 100 |56 63 |57 67 | 51 & 383 5.
) Submarines 320 62 W3 57 |34 53 |3, L3 | o 27 | 16 20 | 11 de i
| |
, Nuclear (Fleet) Submarines - = - - - - 2 2 3 4 5 8 10 42 {
. i
, Minesweepers/ilCl Vessecls 12 147 55 216 37 189 60 118 Ll 54 LO U3 30 i3 i
|
) Bomb d Strike Attacl ) i
: Agicigitan S ack 18l 336 260 176 118 102 100 i
L) Fiphter, Ground Attack. 0S & ‘ - 5 . as |
Ground Support Aircraflt 960 1,236 39N 212 210 168 1A :
/(i)







ANREX A (CCuTD)

- -—2-

‘—1
1950--1 1955-6 1960-1 1965-6 1970-1 1975-6 12980-1 |
.m) Reconnaissance Aircraft E
(including photo and 213 290 169 151 87 82 82 :
maritime) ' i
l

{n) Transport Aircraft (including )

~ helicopters) and Tankers 120 150 200 291 2h2 168 122

fo) Tanks 1,148 772 758 791 '
{p) Armoured Cars, APCs and Scout 2,0U1 1,791 2,22 3600 ]
Cars !
|
{q) Light Artillery 150 357 225 265 |
: i
{r) Hedium and Heavy Artilléry 6l 161 156 157 :
|
lg) Army llelicopters - L2 311 eity ;
J

Notes

1. From 1965-6 onwards figures arc for actual expenditure:
not available atf constant prices and so the Estimates have been used:

of changes in the definition of the Defence Budget,

2. In each ship category (cclumns (b) - (3j)) the
vessels engaged on trials and training:
stand-by or vnderpgoing long refit,

5. N

craft figures (columns (&) - (n)) are for Aircral
acgusted where it is known that insufficicnt aircraft were available

CONPTNENTTAT,

4+ e

- —~tr

tablishments

AE) of Front Line &
o meev the An,

actual figures for the earlier vears oro
The figures take no aceo-*

first figure is the strength of the Fleet includin-~
the second is this total plus vessels in rescrve, on
:modernisation or conversion,
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2. CnnanCrELIOR Or T8 =ZXCFZ . Uik Mr Zarratt

FMr Quinlan

Copies attached for: Chief Secretsry Mr Femp
r'inzncial Secretary Mr Mountfiglad
Zconomic Secretary Miss Peirspn N
Minister of State (C) Mr A Perry
Minister of State (L) Mr Wilson
Sir Douslas Vass Mr Norgrove
Mr Ridley

Mr Harris
DEF=CE ECUIFMENT rRCCU==I-4LT

lir Nott wrote on 3C December describing sore of the problems fscing
defence procurement and enclosing a Defence Council paper on cost escalati
in defence equipment. This approach from Mr Nott is relevant to the
Chevening discussion on defence, which is one of the four protected
programmes. This note offers some comments for the purpose of that
discussion &nd suggests a tossible response to the Defence Secretary, whic
might be sent after Chevening.
2e There is nothing new about the problems touched on by Mr Nott; they
and many others not highlighted - will be familiar to anybody concerned
with the defence equipment trogramme. Those he focuses on are only broadl
interrelated:

(a) real cost growth (ie Tornado costs more than the Spitfire but of

course has greatly enhanced capebility)

(b) defence contracts in a monopoly/monopsony rarket (incentive versu

cost plus)

(¢c) importance of defence sales (eg in reducing unit production costs

(d) the link between defence spending and UK industry and employment.
Mr Nott's letter purports only to be a thought-provoking tour d'horizon;
it makes no recommendations (although the Defence Council paper suggests a
number of sensible actions which MOD ought to have put into effect long
ago). But he concludes on the basis of a rather superficial appraisal tha
MOD must either be given more. money or "face up to the traumas of
deliberately creating a narrower industrial and R & D base”.

3. The letter can only be the opening shot in Mr Nott's next bid for

/more
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increases In the Defence 3udget. It will te followed by &n
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end of Jenusry emphasising the pain and grief which will te czus re

o

w5
neasures to be taken to live within the 1282/83% cash limit. This will

in turn be follcwed@ by other papers czllirns for bigger defence budgets in

Y
O
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nd 1G84/85 in the context of FZS &2. If Mr Nott succeeds in

n

getting even rore zoney IMCD will duck ~et zzalin the changes which zare
necessary in the defence programrme but which have been avoided in the

past because successive Governments nave provided extra money to protect
the prograzze and its industrial base. The problems he describes are
there but tThey cannot be solved by continuing to sustain parts of the
defence industrial base at the cost of even bigger subventicns via the
Defence Budget. If the nettle is rnct srasted the vicious circle will
never be broken.

4, In his minute, Mr Nott makes a lot of the problems for defence
contractors but he gives little acknowledgement to the fact that on
existing plans the defence procurement prograrme will continue to grow in
real terms. This growth will, of necessity, have to be at a lower rate
than has been experienced in the past, and probably substantially lower
than the contracters' expectations, but the defence industries have been
doing very well and have been shielded fromr the effects of the recession.
Like others they will have, at some time, to adjust to economic realities.
5. In the autumn the Defence Secretary based his case for more money

on the importance of meeting the NATO target of 2% annual growth. Having
achieved a large measure of success, his tactics have apparently now
changed to emphasising the industrial tail that is to wag the defence dog.
This may be because he believes the NATO pledge will carry less weight
with his colleagues this year - in the light for example of other allies'
failure to meet it - than last. But more rrobably, the change could be
due to an MOD desire for volume growth in excess of 3% per annum: more

than the NATO target will be necessary to fulfil all the aspirations of

the
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imreicitly futs Icwn for an incressed tudget. The extent of <he yrodblern,
nd Thne sizz of The iUD bids, will Yaccme explicit in due ccourze. lor

would 1t be <esirzble to take issue with the Defence Secretary on the

varicus lcrnc-stzziing rroblems surrcunding ecuipment procuremsnt. It has

N
@]
Q)
D
8]
b

D
O

"

3

4.

n

D
0,
t
5
)
ct

werrs rnise the mansserent of a high technology vreorrsrce
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of cver #Con is = corplex and difficult business (this is tartly why
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ocurszent zxecutive and exploys such large nuzters of

civilians). There nzver have been, &and never will be, a set cf easy
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answers to trocursmant lssues. 3But the more money MOD is given, the
incentive there will be to solve them.
7. Tou wiil wish To consider, in the light of your Chevenirnz discussions

what resnpczse Tc —sxZe tTo th
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to give no reply, or merely an ackncwledgerent. After all, the tap

]

T's wer
ostensibly intended only as background reading. The soluticn of the
problems of how to improve the procurement process and make it more

cost effective is very much in the MOD court; yet we understand that the
Defence Council paper, which makes some very sensible points, has not ever
been discussed (z2lthough its number suggests it is several months old).
Moreover, a low-key response to Mr Nott might avoid undue importance -

eg in the DOI - being attached to his tactic.

8. My own preference, however, would be for a more positive reply
recognising the troblems of defence procurement emphasising ‘the reed for
solutions which do not simply rely on greater expenditure and reminding

Mr Nott - znd Cabinet colleagues - of the even more difficult

problems the Government faces on the public expenditure and taxation point
It is vital that defence expenditure should be considered not in isolation
but in the context both of public expenditure overall and of the economy i
general. This is the background against which Treasury Ministers will wis’

to set subsequent MOD bids for more cash. I attach a draft of the sort of
letter on these lines that might be sent. It can of course be modified in

the light of the Chevening discussion. . -
CONFIDENTIAL , L ¥( J E HANSFORD )







ire lMinister

Fuy
Cabinet
Sir Rovert Armstrong

D=r.C2 Z.Ulzr-2T FRCCUREMENT

Trzri you for your minute of 20 December. As you say, thne
various troolexs fzcing defence trocurement that you mention zre -

-

no ceans new; &and not surorisingly - as you recognise - thers sre

more mon2y but I am sure we both recognise that cost grewth is fa-
too long-tsrr and deep-rooted a problem to be solved in this way.
It is reessuring to learn that fundamental and radical approzaches
are beirng ccrsidered instead; 1t will be interesting to see whss
conclusions the Defence Council rezches on the best way forward.
It is a little surprising that some of the measures discussed i
for exacple varagraphs 11 and 13 of DCP(81)5 have not already
been implemented.

e The rrogressive real increases in the defence budget of the
sort of order that paper implies are out of the question.

Although I do not underestimate the problems that continue to
confront defence procurement, I hope these will also be considerec
in the wider context.

4, Recent work which I have had done here on longer term
projecticns for public expenditure suggest that maintenance of the
NATO 3% target throughout this decade could increase the defence
share of GDP by nearly 2% to almost 7%, its highest level since
the very early SQ§L§%§§;. Our economic strategy continues to
require a reduction in the proportion of GDP consunmed by public
expenditure so that resources can be released for the priwvate
sector, and so that the consequent benefits can be passed on in tt

form of lower taxes and interest rates. At present, largely

/because
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ur secz2 fir adfusting ihe econozy is linmited. I Lincw that Tou
accept thst deferce srould tlay ifts full part in contributing to
the Goverrwent's economic objiectives. It is vital that the c—esseag

about thrhe wider problems which we all face should continue %to te
brought toze to all those involved cn both sides of the defence

procurezent field.

I &= copying this letter to the Frire Minister, to other

4.
Cabinet colleagues, and to Sir Robert Armstronge.
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These tapers mzy be relevant to vart of

Chevering

2. I sgree with Mr Hansford's conmrents in his minute of

& January on Mr Nott's minute of 30 December. I also agree
with his suggestion that next week you mignt send a reply on
the lines of the revised draft (marked A) attached.

A K RAWLINSON

7.l
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/ﬁﬁ‘ FROM: E P KEMP A4

DATE: 12 JANUARY 1982

/ﬂ
‘/’/C}V(J (7)(\’ MISS P:f:r)m

\4‘
MR BATTISHILL cc Mr Barratt
Copy to each Mr Middleton \/
MR MONCER Miss Kelley ﬂﬂ
Mr Kitcatt 4

D Butler

Griffiths

Mr Goldman

Mr Robson

Mr Norgrove

Mr Kerr (for information)

CHEVENING - APPROACH TO THE BUDGET

Amongst other things, during last week end's discussions at Chevening the
Chancellor asked that work should be put in hand to consider, against announce-
ment of the Budget, the possibilities of an inexpensive package which might help
the disabled and similar (the actual expression the Chancellor used was "the hal
the lame and the blind").

2. It would be helpful, I think, if FP and SS could put some thinking in hand.
If I may go back to this time last year, we did engage in something of the same
exercise, of course, against (at that time) the International Year of the Dis-
abled. No doubt all the most "doable" things were done then. But the Chancello:
clearly wants some further ideas, or elements of some kind of package that he
might put together, and there are obviously things that could be put forward.
One particular point which came up, though not specifically in this context,
was our old friend VAT on charities; I recollect we did find some very small
relaxation last year, and there may be more this year. (But you will be glad
to note that at Chevening Ministers were perfectly clear that the sort of major
VAT relaxation for charities which some of the Charity Lobby are looking for

was not on.)

3. The elements in the package could, I think, be either tax concessions, or
public expenditure, or a mixture of the two. But again, I think the flavour of
Chevening was that no more than minimal additions to public expenditure could
be adopted at this stage.

1.
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L. I am sure it would be wrong for DHSS or eg the Home Office to be consulted
at this stage. But I see no reason why FP should not consult Inland Revenue

and Customs so far as may be necessary, on a confidential basis.

5. I would think the Chancellor would look for a report, albeit of a preliminary

nature, not much later than the end of this month.

St

E P KeMP
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The Rt Hon John Xott AP ‘,{ng£ :
Secretary of State_for Defende ———

Ministry of Defence zV 'ﬁ

Main Building ) .

Whitehall Ao f Rewidlonsom

LONDON _

SW1 2HB M. &'uaﬁ‘ 22 January 1982
W), AA/’&;,&'

Mo Moirngtclsl 3

I bave read with interest your minute of 30 December to Geoffrey Howe
about Defence Equipment Procurement and his reply of 11 January.

There are clearly issues of great national importance here. On.a purely
Departmental question, however, I simply want to underline the fact that
defence work continues to be a very important element in the business o
Short Brothers, a firm of particular importance to the Northern Ireland
economy in a number of significant respects. Northern Ireland has been
hit badly by defence economies over the years, through the progressive
closure of various defence establishments here and the loss of the
civil employment they provided. I would therefore very much like to be
kept in touch with the further development-of ideas on this front which
could have an impact upon manufacturing. industry generally and Short
Brothers in particular.

I am sending copies of this to the Prime Minister, othef Cabinet
colleagues and to Sir Robert Armstrong.
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FROM: MISS J M =wWiiT

j £ .2 25 January 1982
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S i ol
MR HANSFORD ' cc Chancellor

Financial Secretary
Economic Secretary
Minister of State (C)
Minister of State (L)
Sir D Wass

Mr Barratt

Mr Wilding

Sir A Rawlj

Mr Harris

Mr Kelly
Miss Peirson
Mr Allwood
Mr Wilson
Mr O'Donnell

DEFENCE PROGRAMME 1982-83

The Chief Secretary has seen your minute of 22 January and the

draft paper for OD.

2. The Chief Secretary is not at all happy with the ..pproach

in the draft paper. He does not think we should refer to the
Contingency Reserve or Cabinet - that is far too defensive and
weak. The Chief Secretary notes that Mr Nott's paper makes a
large number of factual statements which we do not agree with.

If we put in a paper, the Chief Secretary does not see how we
can fail to refute them. He does not think it is very telling

to ask colleagues to note that there is a problem which will not
go away. It must be resolved by taking the necessary a;tion.

The paper does not make it clear that we looked long and hard

to see if there was any reason why the programme agreed last
summer could not be financed as then anticipated; we found no
justification for extra cash; but because it was clear that there
were difficulties (because the programme was ill thought out -
though we need not say so ) we agreed to provide extra cash. That

is the truth. MOD must now live within their agreed cash envelope.

1.
CONFIDENTIAL







CONFIDENTIAL

3. The Chief Secretary thinks that it is only by stating all this
and refuting the red herrings that we have any chance of getting
our case across and avoiding spending still more. The reference
to NATO targets must be dealt with - are they, for example, 'real'
in the sense of general inflation being taken into account, or
'volume'? Figures should be given for comparison with our allies
and for spending on defence industries compared with others,

showing the growth, past and anticipated, even on Treasury plans.

4. The Chief Secretary feels that the polihc¢g of this are such
that it is only by arguing a firm, fully documented case, that
we shall win the dav. The Chief Secretary adds that he does not
object to looking again at end-year flexibility - but s .urely we
should point out that this is not just a defence matter and has

to be looked at in a broader context.

5. Mr Mountfield has also pointed out that the reference to a

£21 billion contingency reserve will have to be redrafted.

o

I

VO~

MISS J M SWIFT
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