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10 DOWNING STREET

From the Private. Secretary ‘ : : : 17 January, 1980.

~

As you know, the Chancellor called on the Prime Minister this
morning. He first reported on the public expenditure bilaterals.
He was still a long way short of reaching agreement on savings
which would total £1,000 million in 1980/81.
to obtain additional savings on the housing programme over and abov
what the Sescretary of State for the Environment seemed willing to
offer; he would probably have to press for the limitation of child
benefit uprating to 50p - even though this would be difficult
because of the associated need to limit the uprating of the child
supplement on supplementary benefit; it would probably be necessar
to look for further savings:!from the education programme; the aid
programme, and also from defence. In the latter connection, the
Secretary of State for Defence had written to the Chief Secretary
saying that further saviings were impossible, znd he (the Chancellor
was intending to reply to the effect that defence could not be ~
immune from the latest public expenditure exercise. iowever, he
wanted to have the Prime Minister's view on whether he should
proceed in this way.

The Prime Minister said that it would be right to look for
savings on the defence prograsme, but procedvrally it would be
better if the Chancellor were to see Mr. Pym ~ rather than write
to him. She also suggested that the Home Secretary might be
invited to the meeting. As regards the possible scope for
savings, the Prime Minister drew the Chancellor's attention +to a.
letter from the editor of Jane's Fighting Ships (copy enclosed).
She also referred the Chancellor to briefing which Sir Derek Rayner
had provided her with before her recent visit to the Ministyy of
Defence. (I enclose 2 copy of the brief; but I should el phasise
that this was prepared for the personal vse of the Prime Minister,
and the fact that you have a copy should not be revealed to: Lhe
Ministry of Defence.) -Je¢ PUYiur b ﬂlan'W\M'x P2 —Z-/'/Z-'i'?

The Chancellor also reported briefly on the monetary

situation. He was proposing to authorise the issue of a new
tap stock the following day, in order to provide further funding

/ in




in February - which would be the last banking month before the
Budget. He was also considering with the Governor the
possibility of issuing some kind of indexed stock: there was
a case for considering this because of the heavy burden

which the current high cost of borrowing would impose on
future generations. The Prime Minister took note.

A.J. Wiggins, Esq.,
HM Treasury.
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Since we last spoke ebout defence matters I hzve done a lot of listening to
2 lot of peo ple ~ in 17470 and outside; professionals, politicians,
imluaurlc.l 8ts and the ordinary people who ars those whose rrotection I
believe to be the prime duty of any government in any country. I haven't
worried you before becamse I felt that in the first six months of government
you would 211 be looking daswra ely for what could bes salved from the wreck
you inherited.. Mow that it's ; hat the state of the British hull: is
‘far worse thazn ve had feaved 1 T 1o g &% £ nber of areass in
wadch I believe boih savings e +3 could end should be nade in ngr
oy parccnial zrea of
if you have the tinm ST mat tM
could provide you i o detailed pape
Some of these :ould be ny owa ideas, others W« fro:x others - e
not only wiser end more technically mowule f‘*ea“ 1 I an but a2lso equaliy
concerned.

2) The or»=nisation

hen the Ministry of Defence was created in its prescnt form in 1953 the
'H

Admiralty was pretty heavyw elo"u so far as its bureauc ra"y was concerned.
“For instance, the five cnmal:'_ and seven comnanders of ang Division wers
.served by t Iree reﬁisurles. Zut the overall comaand ne outfit was V€ tad.
4n 2 Board of Admiraliy which, with hangers-on, was r than the Admiralty
Board today. 'je have, admittedly, got rid of the Deputy Chief of lTaval Staffl,
who was prizarily concerned with Air Affairs, because we have got rid of most
of the Ploet Air .irm. But we now nave three Assistant Chiefs of llaval Staff
instead of one in 1962. -

P

In 4862 we still orgenised the "Tuture Size and She he "*Jent" by naval
gtaff discuscions which vroduced paners stating si > s for the ¥.3.
and 5. of the ¥, This '.'as then considsred hig V '. cnagirman of the
Fleet Requirencnts Coxaitice (of which the Cont ~ was a member) and, if
agreed, the paper vas passed on for tnc:.ncu c'_m ion by the Controller
as chairman of the Ships' Charecteristics Comaitte .nlch the VCIS was &
peaber). After a certain amount of Civil Serwvics 5 inz the plan was
then put to the Chiefs of Staff by the Fir ca Lors the inter-service




angling then got under way. Todsy what had besn described to me as "a far

re civilised approach'" has been adopted and a series of committees, sonme
inter-service, and nunbering up to a doz sen or more for a major project,
ensure that mazisum delays are built-in | before the matter receives any form
of approval. At a tine when technolozical improvenents are advoncing at an
accelerating rate this frequently means that a proposed ship or its equipment
may well be obsolescent before it has been approved. C o N

Three other stoppers are then avnllcd. The machinery of the material
divisions of 10D (Navy) at Bath gpend a not inconsiderable time discussing
all aspects of the ship, (Is it immoral for two Chief Petty Cfficers to shere
a cabin? Shouldn't a third be there to-ensure a nl ‘' moral uone¢), the Pro-
curemnnt and Contracts people have their say and, finally, if the shioyard
workers don' t subscribe to Zrnie Bevin's ery - "UWe'll be all right if the.
buggers work" - then even longer delays result. The final outcome of the
wnole palaver is that our shins are alvays late. The average building time
for a British frigate is 4 b, vears (i.e. completion of the first of a ney
class can be anything froa 1O to 15 years after the first idea was-mooted,
allowing for a not unusual 5 — 10 years for the Organisation to turn the idea
into drawings, an order and conqtrUCulon) while the fest Germans produce a
~similar, if not better, product in 32 months, The first artist's impression
of something very like EiS Invincible was produced in 196 —. she will
commission in 1930.  The Soviet's plans for the 38,000 ton "{iev" class
carriers could not have bccq tentatively proposed much before 1965 -~ eleven
years later Kiev passed through the Bosphorus. OX, thisis a "ioore estimate"
but I don't think it's far wrong, and this was ‘the first carrier designed in
Russia. : : : 5 Ry

Al this comes at a time +hen the major warships of the Royal XNavy have been

s-cut from 172 to 107 with even heavier cuts in minor war vessels and reductions
in suppoxrt ships. : & :

b) Research ggg.

For this truncated fleet we -appejar to have fifteen rese: .rch est«b‘lgnments
for naval purposes, vith atlachment to about a do*en_pt or inter-service concerns.
In some cases industry makes use of gervice facilities but the prevailing trend
is towards the navy acquiring its cquipment froa such firms as Graseby, Plessey,
Harconi, Ferranti, Decca et al. The recent "Stingray" torpzdo contract wita
Harconi is, I believe, unigue in its sharing azresaents and comes at a time
when the Undervater “eapons Dstablishment at Portland has failed to produce a
single operatlongl torpedo design in the lagt thirty- three years. Our nuclear
-submarlnes are armed with a mixturc of pre-waxr ilaric VIIL toroedoW and "Tigsrfish",
a weapon which industry produced when Portlend had failed again. I 'cannot
compute the hundreds of wested man-hours in my owm squadron which were needed
“to make the "Poriland Abortlon" (the Mark XXIII) run for selected target trials.

-Occasionally it Burst into fleaes.

Ve

. ~~Once upon.a time I.visiied a number of research establishaents seeking a
particular device - four of them were ﬂrn;l, on _similar linss with no idea
of what the others were doinz. would it be too much to exoect a central co-
ordination dth industry?
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’) Degim ; Sy 2

Degizgm depends on role. For many years the Royal I'avy had the bigzest,
bestest ships in the vorld. Today we can't afford them. Ye are currently
Planning a fleet centred on 4ne "Invincible" class small aircraft-carriers
which cost about £200 million Or more each to carry 13 aircrats. Certainly
they have command facilitics but, equally, they revresent a plum target
fgr'any wel% brought—gp sg?:;rine CO. To'defend then ve have the so-called
estroyers" of the "Sheffield" class - cost £30-40 million - and the
even larger so-called "frizates" of the "Broadsword" class - cost (at
present) £95 million each. A task force of one "Invincible", two "Sheffields"
and two "Broadswords" would mean a capital cost of over £450 million. To get
2 totel of 24 aircraft of one kind and enother to. sea? But that isn't the
‘end. They need an Undervay Ieslenishnent Group of tankers and Stores Ships
- with their owm escorts, 84y another £150 million. I know "things" are cxpensive
these days, but does this mave sense? e must pay through the nose for the
aircraft but I suggest a study of mercantile designs would produce something
efficient and far cheaper in the way of shipns. I lmow that "we must.insist on
shock-proofing etc" -~ do we need it if ‘'we look realistically at "the way the
Soviets will fight the var, rather than the way we would fight the war if we
were Soviets? e must climb out of "Looking Glass Land" and read what. the
Soviet instructions say. - Rt '
And who will design the ships? During the war I used an Adniralty version
of the lewfoundland dory for beach surveying. I used it only once becauss,
vhile the Jewfoundlanders vroduced a craft that two men could run through the
surf, the Admiralty effort reouired s}}?ﬁ The curreat Royal Naval "Amazon"
class frigates and the Srazilian "Jiteroi" class are highly spoltea of in nany
professional messes - the conmparison with the 10D (Eavy) desizned "Sh
. Class is unfortunate for "Anazoa" and “iiteroi! were t
" by eivilian congtructors. ' i

Ky suggestion is that we are over-siaffed in the desizn establishments. at
Bath (Foxhill and Zmsleigh) and that the 4--5,000 drawing office staff now
under the wing of British Shipbuilders could produce desigas and building
drawvings with greater speed and equal efficiency to those nrevailing under the

| present syster. -

d) Yeavons Svstems :

[

‘For a nunber of vears we were tied to weapons-systens designed by Admiralty/
Finistry establishments. Some relics of these are still at sea. Our sSensors
vere the products of the Ldmiralty Surface Wearons Istablishment at Portsdowm
and the Admiralty Underwater Weanpons Zstablishment at Por:iland. SimzElzrly
sized staffs now appear to.be needed to uonitor the products of our own
defque industry. 3ut how good are these products? Is our own defence Dro-
‘curensnt orgonisation adequate to monitor modern developments? Why are our
new subzarines to enter the 21st century with conputers that were obsolescent
ten years ago? Is this alsy to be true of our surface ships? Is the water-
~—= ~ooled compiter which can be brousht to a standstill in o few minutes if its
chilled water pipes are cut by shraonel to Hg‘greferred to a fan-cooled conanuter

of a fifth its size? I thmnk it is. R




e) lieapons

The British Sea Wolf is prchably the best short-range missile system in

the world. Good for us. Ve have a number of other roazonably efficient
weapons sysheas in the anti-aircreft, enti-missile fields. e have adovted
French surface-to-suriace nissiles (Exocet) but wny, wnhen coaverted for :
Tzocet, do our ", eander" .5 have to lose their main armanent guns when the
Chilean conversions have kept both guns and migsiles and the Zutch have
doubled the missile armament and retained a gun armament as well? . We have
the fustralian Ikera anti-submarine weapon but, while they keep their. gun-
armament when they fit the mounting why do ve remove ours?

The "Broadsword" class, larger than earlier light-cruisers, is called a frigate
because "it is designed for A/S ogerations" I was told. It.has no close-rangs
anti—sub:arinc/torpedo eanons oecause they are considered out-of-date. G

has sonar, waich is being improved, enti—-subnarine (A/S) torpedoes end two Lynx
A/S helicopters (if they really do fit into the hangar). But what torpedoes

will they use? Elderly US versions? Orthe new British "Stingray" whose
batteries and propulsion equipnent are possibly suspect? . Perhaps the "deavy-
weight" torpedo is to be their main A/S armament but wnen is this due in service?
H¥ill it really opcrate at naximun speed against the bgck—pressdre at the 3,000
_feet of which the soviet "Alfa" class submarine is capeble. -ind, for that matter,
Yoir will it match the perfornance of the Ancrican lark 48 in its improved
version? MAre we being a 1ittle chauvinistic sbout this - or is it good for
jobs and votes? : : o

£) Propulsion - : 3N :

Are we to live on in the hove that a i3 cawber—ish turn of fate will—provide
end

- e

 ihe energy needed in the 21st century? Haybe the power nezded on lend will
come from nucl ear reaciors, solar and wind sources, tidal movements and all

the rest of the bright ideas which 80 confused Benn. Al sea the only possible
power source amonzst these is muclear pOXST with a poasible recourse to coal

u

in various forms, if we put enough 2 _znd D _effort into it, end, as a last
.resort, wind propulsion. ! : 3

But over 130 years ago anotnher source of power, the direct conversion of
chemical elements to electrical ensrzy was devised by an Englichmen. This was

the fggl—cgl} which, perfected by anotner Englishnan, Trancis T Bacon, 1s now

used oy the USA in its space vehicles and in an underwater craft. Germany,
apan,

—

S-reden and France aré‘difféently pursulng'?ﬁfé line and, if the mongsy
holds out, West Germany hopes to have ean operational fuel-cell subzarine at sea
in the 1990s. ileanwhile United Technologies in the USA are building a 5
megavatt unit for }ggﬁ use and are considering its application as thHet@oiEr=
source,for an airsiip. Ly most recent discussion on this subject in the 0D
finished with the remark, "We can't afford it - 3 et the U3 do the ground-
work end we'll see if it's suitable." e did the groundwori and fifteen years

sitall one, gnd Francis
~Bacon'is gtill ver Twon eiive. <he winistry of Inmergy, nudged by reTi L ennox-

as given o “stancard vareaucratic evasions. For a conparatively amall

azo Britain had on operational fucl-cell, albeit only &

outlay, in comjerison A th our 40 Tundings, s could move into a new dimension
in co-operation vith the USA. But by 1935 we shall lose the rights which are
=

curreatly shared vith that countrye ;
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/g) Subuarines

In 1962 the other Chiefs of Staff put the bite on the 1st Sea Lord and insisted
tnat nz ajrea2d to dron future non—ruclear subnarine coastruction if they
aporoved the nuclear subnarine nrogreame he was propocing. - This was an ignorant
and short-sighted proviso but onc to which 1 SL was forced to give his agree-
ment. It was ignorant bescause it failed to appreciate that 'the U is surrounded
by shallow water (100 fathoms or less) end in such depths a nuclear boat cannov
use its full potential, i.e. is not cost-effective. It was short-sighted
because it did not taxe account of the current Soviet order—-of-battle, the
possibility of escalating costs of nuclear subaarines waich, even then, were
-expected to increas=s drametically, end tied us to a single method ofppropulsion.

As a result of this decision the 1ast UK non-nuclear subzarine design was nade
in Bath in the early 19%0s, the "Oheron" class. ‘This was an Mzlicised version
of the imerican "Tang" class and, despite the then current experience of Bath's
submarine desizners, had certain inherent. foults and dangers. The. expert '
handlinz and seazrzeaship of those put in charge of these boats has easured that
.they have been operated with some success. In the ensuinz %twenty-five years,
while Bath has had no exgerience 0° non-nuclear subzdrine designs, great advances
have been made ebroad, paxticularly by the iest Germans; these include inprove-
pments in tattery design, ministarication, centralised control and meny othsr
~aspects. Very sinsly the Gernans have kent abreast of the non-nuclear subzarine
problen vhile we have besn concerned only with nuclear desizns end 'very little"

of the latter is ralevans +o the formers

Yow thet we have apdreciated, far too late, that a nexw non-nmcl ear class is

necessary we have producza 2 design, the Zyze 2400, This is not eoll said with

hind-sizht - I was preseat when the {st Sea Lord was rail-roaded in 1962 and
kI was nearly slung out of submarines.in 1966 when I pleaded with Flag Officer
'1(Subaarines) to consider a new desigu of non-nuclear boat. But in twenty-five

pes

.
[

A

Q

“- ! years we have fallen behind in the: appreciation of non-nuclear design. The
Tyoe 2400 is advertised as an "export model" but there are precious few markets
available. “hat appears to hava been done is that the hull of the nuclear
w5iftsure" class has been scaled down. A hull which is suitable for the great
_thrust of nuclear vropulsion could be dovmrizht dangerous when associated with
the reduced power of electiric notors. It's ship's company of 46 is considered
a revolution - the Germens recuire about 30 for a similer boat. Its per—
formance on batteries is about half that of a similar German design and it kas
two less torpedo—tubes. I wvon't go into further tochnicalities - 1rom a
_subaariner's point-of-view this Type 2400 is not what the fleet neceds, being
en out-dated and out-moded desiza with virtuelly no export potential. TN deubs

_if -even Australia and Canada would be enthusiastic - apart from the design
problen they would want some guarantee of the delivery date and I doubt if
this would be fortacozing in our present industrial situation.

““TAlternatives? = the German -designs desexrve 2 thorouszn ezamination rather
La 4.
v

"
2

than the chsuvinistic "not invented here +itude which is so typicel of the -
Bath aporoach. Do you renesber what Barnes Wellils gaid? - "I find that
there is a natural opposition anong all men to anything that they haven't

=




thouzht of for themszelves.!" He wag speakinz of the British aircraft industry
~ ny experience is that this is more than true of the hardware barons of
Path. One day I'll tell you the sad tale of how we feiled to have a naval
ice-breater beczuse I was idiot enouzh to °u3,3Jt that the ¥inns designed

the best icebreakers in the world.

h) Hine counter-measures

In the early 1960s tiwo natters of 1mportancp vere ev1uent. Firstly we had
successfully produced a mine-hunting sonar set. Secondly the Fleet Require-
nents Comaittee agresd that a dezign should. be put in hand for a renlacement
for the "Ton" class minesweeders which were, even then, still completing.
The design of the "Tons" was an early-1950s production and the conversion of
each of this class for mine-~hunting could cost up to £1% nillion at 1952
prices. In 1962 a far-sizhted Bath designer recommaended a glass—-reinforced-
<“p1asticv(GmP) hull. In 1974 Wilton was coupleted for test and evaluation -
a refurbished "Ton" clasgss design in a GRP hull. In 1979 2recon was completed,.
a new desizn in GRP at a cost of about 220 million. Her later sisters may
cost no more than £15 million. At the same time we ‘are planning a class of
deev-water minesweevers, a conversion of a stern-trawler design, but taese
would not bte available for operations in harbour approaches. There seems no
logical reason why terrorists such as the IRA should not be provided with
“Sea-nmines by Libya or other payamasters and, vhen all the "Ton" class have gone
in the near future, we may have enough of the costly "Brecons" to keep one
port clear”at any one time. This would be in so celled peace-time - in the
event of 211 out hOatllltLes the situation would be disastrous.

Across the Cheﬁﬁel the Fre nch Ditch and Belgians have co-onerated in the
design of a "Tripartite" ninehunter and, between thea, are building 40,

There is no published price for this class but, as Belgiun has ordered ften,

I can't believe they are enything like &£15 million each. I know we're broxe
but even a bankrup:t must leep his path clear for the groceries. Hig solution
must be ours - the cheapest broom that will do the job. 3 :

i) Hovercraft

One way of saving money is to reduce the number of units to do the job and
one vay of achieving this is to reduce passage time. Brecon can make a transit
at 17 knots under resasonable conditions whiles a hovercraft could probably
average 45 knots except in high sea states. The first hovercraft operated in
1959; in 1960-61 certain elements of the liaval Staff pres sed for the examination
of this machine's CadQDllluleS in several roles, particularly minecounter-
. measures and amphibious varfare. By the mid 19603 the Inter-Service Hovercraflt
Unit was set up and in 197Q_a similar naval unit was commissioned. In 1957-3

& .small hovercraft unit of the Royal hLarines was operating from Singanore and
demonstrated their wares to the Americans in Viet-Ilam.

Today the Soviet navy has a rapidly expanding force of hovercraft while we ere
- —=g441]1 evaluaiing the craft - twenty years after -the £1izat of the 11rot nodel
of a Britich invention.
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J) Anvnhibiouns Torces
nm e 2 PR .
There i% no finer amphibiouns warfare merchants than the Royal [Tzrines" -

this was the opinion expressed to me by a US Marine Corps general. "3ut", he
continued, "4hat is only of value if you can get them to the right place at
the right time." . 7 ; :

Thet great exvert on amphibious operations, Adniral Gorshrzov of the US3Z,
provided his Zaval Infantry with the 4,000 ton "3 1isator" class LCGT and the
smaller "Polnochniy" class. The foraer has operated worldwide for 15 years.
The Royal arines once had two Comnando carriers (Bulvark and Albion) and

two Landing Ships (Dock) (LSD) (Fearless and Intrepid). Today they have none
of these ships - Albion has gone, Bulwark is a nekeshift carrier for another
two or three yvears, one of the LSDs is in reserve and one used for training.

Gorshkov can also call on at least fifteen Roll-on-20ll-off (Ro—Ro) nerckhant
shivs with certain naval standards built in and the new 13,000 ton "Ivan
Rogov'" class LSDa. 3 . - s

The adventage of mercantile design is its cheapness and comparative sinplicity
to build,as well as reduced compleazent reguireaents. The Rl has used civilian
design in its survey-ships and in Ingadine. The latter is menned by a Royal
Fleet Auziliary crew with an R helicopter detachment on board, her main duty
being to provide a deep water helicoptsr base for ships working up. Appli-
cation of similar principles of mercantile design and RU4F manning with R or
Ri detachments on board o provide tne fighting capability appears to be a
costi-effective means of providing the Ro-Ro and helicopter capebilities the

:

."Royal ilarines need so desperately. : : . 3

k) -She Off Shore Problen

The acceptance of the 200 mile Exclusive Economic Zone (232Z) by many countries
“js causing a notsble chenze in both naval and coastzuard forces. It would be
boring to go deeply into what the Britisa pompously
‘ Tapestry" - I hope that this title has now died. =2ut certain facts stick

out like a series of sore thuabs:

- i

snoke of as "The Off Shore

s Ty

fi) The sea-arca which nov cOncerns many island and small states is very

considerable.
4111 “hitehell's

9i) A number of these islands are relics of the Zupire and s
responsibility.- ; .

o Scc It ¢

~iii) lany of the areas concerned arc the resjonsibility and possibl%{livelihood;
of small and indigent countries. :

iv) The clinatic conditions in which ships and aircraft would operate to

carry out surveillance of ai D3Z vary enormously - Rany are in the band of
o

.—.congaratively resasonable weather 2,000 miles either s
This neens a totally different design of chio for thes

ide of the Iguator.
areas comzared with
Tiorthern Zuropean countries. :

v) In meny of our independent Coumoniiealth countriez, e.g. the Cariddean,
one of the main probleils is control of subversive intruders, sun and
drug saugzlers.




vi) Hew idcas ere needrd to provide cheap but c.dﬁouate craft, both
sea and air, as well as coxzand and control organisations.

V11) The growinz nuaber of “mall countries, 5any of which are of vital
jmportance to us in nany ways, nesd advice and. helb, both practical
and Tinancizl. If we feil in this we are leaving them open to leverase
-~ from "the other side" and are nissing out on a red-hot market in which
~~the French, Germans, Italians, Spaniards aad Soviets are‘alreauj naking
inroads. : )

“The basic word is "indizent" - poor countries cannot afford expensive
vesgels and aircraft, cannot afford the training : ecegsary to look afuer such
nachines and cannot afford the manpower needed to run them. o e

1) Exports

The present organisation for marzet research in the O'LlClal naval field

is totally 1nadequhue and I have yet to find a2 British ship-builder with a
marceting organisation rather than a sales orgenis ation. A measure of this
inadequacy is that I have been asked Dy thres major British companies to
advise them on possible future mariets - and +that is ridiculous. British
‘ship-builders are offerins three maaor designs -~ the Tyse 24 frigate, the
Type 2400 subaerine and the Off Shore Patrol Vessel iari 2 (OFV 2).  The
Frigate has possibdilities, though it may have been pre-enpted by French,
German znd Italian designs. I see no export potentiel for the sutuarine and
the OPY 2, which will prodably cost £3-10 million, is too large, too
..-=sophisticated end far tod costly for the majority of the likely pu*c1ase-g.

I'n sorry if this has becone a saell book - I hadn't intended that waen I
started. But I fesl so very strongly that we have in this country a great
potential which is being inhibited by bureaucratic delays, ignorance
incompetence and dowm-riszht out-of—date thinkinz. Our navy could be a far
more effective weapon if the ez ccellent psoole wno man it were given ships
~designed within our budzet by an organisation pruned to the needs of that
tudget and planned to provide the daxinum efficiency for statsd roles within
a clear political directive. It could be done but not by today's methods.
Finally, plesse remeaber Fink's law - "The problens are increased as the
square of those involved."
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Sokject

PRIME MINISTER

MBETING WITH THE CHANCELLOR

I am told that the Chancellor will wish to discu

s the
following: - ] Whe tapondibwe.

(i) The monetary situation

Money supply figures for December are to be published
tomorrow. We were told last week that sterling M3 grew
by 0.4 per cent largely because of a big reduction in
lending to the private sector. The CGBR remained high.
After the heavy gilt sales last week, the Bank are in
something of a dilemma. They want to continue the
funding programme in order to get M3 firmly within

the target range; but the recent heavy sales have put
severe pressure on the reserve asset position of the
banks - and this is tending to push short-term interest
rates up. The Chancellor will, I believe, want to
discuss his plans for funding. You might like to ask
him about the prospébts for getting interest rates
down, The latest building society figures suggest
that, if interest rates do not fall soon, the rate of

mortgage lending will have to fall significantly.

(idi) Public expenditure

The Chancellor will want to report on his bilaterals -
in particular, his meeting with Mr. Heseltine today;
he may also be able to say how close he is to reaching
the £1,000 million target. There is, in addition, the
problem of defence expenditure. Mr. Pym's letter
in this folder indicates that he is not willing to provide
any further savings. Our view is that it would be
pointless for Mr. Biffen or the Chancellor to reply to
this letter in writing; if the Chancellor is to get
anything - he should not give up trying - he should
have a meeting with Mr. Pym. (One argument for
seeking at least some savings from defence is that we
have let defence off lightly on cash limits: we agreed
that they should be negotiated with the Treasury in the
/light of




light of further indications of the likely level
of defence pay. On the other hand, as I need hardly
remind you, Mr. Pym was most reluctant to agree
even the compromise formula which was arrived at
in November: this was that defence expenditure

over the coming years should grow at 3 per cent

per annum in cost terms subject to further provision

from the contingency reserve for Polaris replacement).

16 January 1980
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. In the light of the Prime Minister's minute of 9“”'
14th Pécember I have considered very carefully whether J
I €an offer any further reductions in the defence budget. TN
I have to tell you that I cannot. The economic
objectives towards which the Govermment is working have
always had my complete support, and I fully accept that
Ao programme can claim privileged exemption from the
present search for further savings. But the figures to
which I am now working are, as you know, very substantially
below the bids I considered necessary. The cash limit is
really hurting this year - despite the help I was given
arlier. For next year I am faced with one which will
be very tight and which seems only too likely to exert
her squeeze even on the reduced volume figure
i auturm. You are already aware of L‘c
defcnc* programme in the followi
But all the sa

‘il
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Indeed, I have had to.consider, given particulacly
the recent changes in the world scene, whether to ask for
an increase in my planned budget. I have concluded that
in the light of the current economic situation it would
be wrong for me to do that. But I believe that what
we should be considering is whether the Government is doing
enough for defence rather than whetner we should spend less.
T believe that to renege on the 3% increase for 1980/81
or to show a lower rate of increase than we have already
agreed upon for the later years would perplex our Allies
and supporters, as well as affect the morale of the
Armed Forces, in a way which could be seriously damaging
to the Government's standing both at home and internationally.
The credibility of our commitment to defence is something
which we must not put at risk.

I am sending copies of this letter to the Prime Minister,
the Chancellor, and Sir Robert Armstrong.

ik -
)c”/ci/x.,% Dl
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Francis Pym
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Treasury Chambers, Parliament Street, SWIP 3AG

Rt Hon Francis Pym MC MP $\”
Secretary of State ’ l¥1\¥/
Ministry of Defence

Main Building

Whitehall

LONDON SW1A 2HB . 19 December 1979
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DEFENCE CASH LIMITS 1979/80

I was grateful for your letter of 13 December about your cash limits
for the current year.

You told me in September that you agreed that the integrity of the
limits must be preserved. I am glad now to have your further
assurance that you are personally seeing that everything possible
is done to ensure that the outturn will be contained within the
total of your cash limits. I welcome the action you have taken.

As I am sure you are aware, my officials have warned yours about
the extent to which your expenditure has been running ahead of the
planned profile, and consequent danger that the cash limits will
come under pressure. Their estimate of the potential overspending
is still significantly higher than that of the MOD.

You and I are I think agreed that there must not be a repetition

in the first year of our Administration of the defence overspending
which occurred last year. I am relying on you to take whatever
additional measures may be necessary and to bring home to all
concerned that the cash limits are an overriding constraint which
must be strictly observed, even at the cost of some disruption to
programmes.

I am sending a copy of this letter to the Prime Minister.

JOHN BIFFEN

CONFIDENTIAL







PRIME MINISTER

MEETING WITH THE CHANCELLOR: THURSDAY 13 DECEMBER

The following issues are likely to be raised by the Chancellor:

(i) Public Expenditure

There is the note he sent you about defence
expenditure (Flag A) on which Robert Armstrong commented at
length. You will presumably want to persuade the Chancellor
not to make a pitch in Cabinet against the defence spending
volume figures. We are likely to have enough trouble get%ing

Mr. Pym to agree the cash limits. There is also a note which

came today (Flag B) on the other main options for spending cuts.

() ﬂman\'J % 2 . VRS k~~M-:5 o bidehady
(ii) Capital Taxation o~ the (hambe W\ & F"‘? ").

There is a minute at Flag C_in which the Chancellor
sets out his provisional proposals - these involve abolishing
the investment income surcharge altogether, and siéHT?TZZE§3y
reducing tne purden of capital gains tax and capital transfer

Lax, You won't nave time to discuss this in detail tomorrow.

You might prefer to set up a meeting with one or two other
Ministers - for example Mr. Nott and Sir Keith Joseph because

of their interest in the industrial implications, and perhaps

the Home Secretary to provide a political steer. The main
issue will be whether the Chancellor can afford the whole
package which will cost about £600 million. In the light of
— N T 1

this afternoon's discussion on small firms, it might for example

be better to spend rather less on CfT and spend £50 million

on the small firms "start up'" scheme.

(iii) Treasury Appointments

A meeting has been arranged for Friday morning with
Ian Bancroft and others to discuss this, but the Chancellor

wants a preliminary word. ( {a thwg L la Y e F(u‘ E)

/Following your




SECRET

Following your meetings today about the Local Government 111
you may want to mention to the Chancellor the capital controls
issue. Mr. Heseltine told you that his full package would be
saleable, but that the aspects which the local authorities most
wanted could not be announced until he and the Treasury (Mr. Lawson)
had come to terms over the new arrangements to replace project
controls. You told Mr. Heseltine that you would send a message
to Mr. Lawson urging the fastest possible progress on this.

In practice it might be best to do this by asking the Chancellor

to see that work is expedited.

At E this afternoon, it was decided that the Chancellor
should look again at the small firms 'start up" scheme. But
I think there was no suggestion that there should be any announcement
before the Budget. I wonder whether the Chancellor should not be
pressed to have something ready for an announcement earlier than
the Budget. Although implementation would have to await the

Finance Bill, this might bring forward decisions by potential

investors. And it would be politically helpful. (We did write

to the Treasury last month suggesting that an announcement before
the Budget would be helpful - see Flag D.)

2k

LA
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DEFENCE CASH LIMITS 1979/80

When you wrote to me on 19th October about the overspending
on the MOD cash limit for 1978/79, which it is agreed arose for
technical reasons, you referred to the signs that expenditure in
the current year appeared to be running higher than planned levels
and the importance which we both attach to restraining expenditure
within the cash limit. '

We have been monitoring the position closely and I am being
kept closely in touch with what is happening. As forecasts still
indicate the possibility of an overspend of about £80M a number
of steps to restrict expenditure are being put into effect. First,
a number of specific economy measures amounting to £25M will be
taken and an examination has been put in hand to identify further
measures which might be taken early in January, should the forecasts
then show this to be necessary. Second, general instructions are
being issued by the Accounting Officer and the Chiefs of Staff that
expenditure on activities such as travel, training and overtime must
be cut back as far as is possible without interfering with
operational capability. Third, no new commitment involving
expenditure this year will go ahead except for operational reasons.
I understand that my officials have explained the position to yours.

I can therefore assure you that I am personally seeing that
everything possible is done to ensure that outturn will be contained
within the cash limit.

I am sending a copy of this to the Prime Minister.

"bK“&QA Trancis Pym

The Rt Hon John Biffen ME /B gf;nu.“ﬂ
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You asked for advice for the Prime Minister on the Chancellor of the n

Ref: A0924

Exchequer's Secret and Personal minute of 11th December about defence .,/“-

expenditure.

2. The first thing to be said is that the problem is even more difficult than
the Chancellor has indicated. His proposals on cash limits for 1980-81 are
based on a pay and price increase of 14 per cent. On present prospects the
eventual increase in pay and prices seem likely to be higher than that. The
defence budget is peculiarly vulnerable on this account. Armed Forces pay is
determined by the recommendations of a Review Body; the recommendations of
that Body, due to come into effect on lst April 1980, are unlikely to be below
the '"going rate', which might well be 175 per cent or more, and it will be very
difficult for the Government, in view of its previous commitments not to accept
whatever is recommended., On the equipment side, defence expenditure is

vulnerable to a ""sophistication factor' which generally has the effect that price

increases are larger than average in that sector. On the basis of reasonably
realistic assumptions about these two factors, the Chancellor's proposals on
cash limits imply a volume squeeze on defence expenditure in 1980-81 of the
order of £150 million.

51 If this is allowed for, the reductions proposed in paragraph 3(a) of the
Chancellor's minute - the ones he himself prefers - imply a spend of about

£7, 675 million in 1980-81, and correspondingly reduced figures for later years;

this figure compares with the figure of £8, 062 million published in October's
White Paper - a reduction of about £400 million or 5 per cent.

4, Even the less drastic reductions in paragramehancellor's
paper would be increased, for 1980-81, from about £100 million to about
£250 million.

&) There is also the problem of Polaris replacement. This was more or
less allowed for in the understanding arrived at earlier - though even then you
did not preclude the possibility that some of the cost of the Polaris replacement

programme might be found from within the existing levels of the defence budget.
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The run of figures resulting from the understanding is that at the bottom of the
first page of the Chancellor's minute. These are the figures for which the

Secretary of State for Defence believes he has agreement; and the Chancellor

is, in practice, talking about reductions of somewhere between £250 million

and £400 million on these figures, when one takes account of the volume squeeze

resulting from his proposals on cash limits.

6. Past experience suggests that the Secretary of State for Defence will not
readily accept reductions on this scale. On the other hand the Chancellor is
pushing his luck in canvassing the possibility of reductions in the defence budget
as part of the new review: the figures which he circulated for the Prime

Minister's meeting on 7th December suggested ways in which £1 billion could be

saved in 1980-81 without any reduction in the defence budget. He would be

m—
asking a lot if he went for reductions in the defence budget on top of the volume
_—“m

squeeze implied by his proposals on cash limits.

ey

i The immediate question is how to handle this problem ahead of Cabinet
on Thursday. There does not seem to be any possibility of the Prime Minister
holding a meeting with the Chancellor and the Secretary of State for Defence
before then, because the Secretary of State for Defence will be in Brussels until
late tomorrow evening, dnd the Prime Minister has to go and wave goodbye to
President Tolbert before Cabinet on Thursday morning. In any case, I do not
think the Prime Minister ought to involve herself in this with the two Ministers
together at this stage. If thatis right, we have to find some way of getting
through Cabinet on Thursday so that the two Ministers can discuss the problem
thereafter, as part of the public expenditure bilaterals which should follow the
Cabinet meeting.

8. It may be that the Prime Minister will think that, as the Chancellor was

able to produce a package of £1 billion in 1980-81 without including reductions

in the defence budget, the right course would be for her to tell him to stick to

that, and not to risk a major confrontation with the Secretary of State for

Defence by trying to get even more out of the defence budget than is implied by

his proposals on cash limits.

—
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9 If, on the other hand, the Prime Minister agrees with the Chancellor
that the defence budget will have to contribute to the £1 ’t&lli\on: I think that she

ought herself to have a word with the Secretary of State for Defence, without
the Chancellor of the Exchequer, to try and soften him up and, at the very least,
of making some judgment of what his reaction is likely to be.

10. However thatis to be handled, there remains the problem of getting

through Cabinet on Thursday. On present plans, the Chancellor is expected to
——/—_'

talk about the total reduction to be sought, but not to give any indication of the

way in which he thinks that that total should be made up. In discussion, however
it is almost bound to emerge that he is looking primarily at the social security
programme and at housing. There is obviously a considerable likelihood that
some Minister or other will suggest that the defence budget should not be
excluded from scrutiny. If that happens, the Prime Minister will have, I think,
to say that these are all matters to be pursued by the Chancellor of the
Exchequer and the Chief Secretary in their bilaterals, and the Cabinet is not
asked to and should not take any decision or express any views at this stage.

11. If the Prime Minister is minded to deal with it in this sort of way, she
ought, I think, to send the Chancellor of the Exchequer a personal note, or have
a word with him, to make sure that he plays it that way and does not rock the

—y

boat at the meeting of the Cabinet, I understand that she will have an opportunit

——

to do that early on Thursday morning, when she is due to meet the Chancellor.

If, when she has considered the Chancellor's minute and decided what line to
take, she would like to have a draft minute or Speaking Note for her meeting
with the Chancellor, no doubt you will let me know.

12. We are still left with the problem of the volume squeeze on the defence
programme implied by the Chancellor's “cash limit proposals. The Secretary
of State for Defence can, on past form, be expected to react very strongly
against these and their effects on his budget. He will say that the Chancellor
is trying to get by the back door reductions in the defence programme which he
failed to get at the earlier stage, and he may say that what the Chancellor

proposes is not possible for him to tolerate. There are various possibilities of
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mitigating the Chancellor's proposals on the defence budget. One could take
the pay of the Armed Forces out into a separate block for cash limit purposes,
and deal with that as it is proposed to deal with Civil Service pay, by fixing the
cash limit at a later date when the probable outcome of the Review Body's
latest inquiry is clearer and it is possible to arrive at a realistic cash limit
for Armed Forces pay. But the Prime Minister should be advised, and I
should be happy to discuss with her, what steps if any we should take before
Cabinet on Thursday, to try to defuse the Secretary of State for Defence's
adverse reaction, which could otherwise become the spark which led the

Cabinet to reject the Chancellor's proposals as a whole.

(NSAY
pe

(Robert Armstrong)

11th December 1979
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Treasury Chambers, Parliament Street, SWIP 3/
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PRIME MINISTER

DEFENCE EXPENDITURE

Arithmetically and politically, it will be hard to achieve
the required level of public expenditure cuts if the Defence
Programme - one sixth of total central government expenditure -
remains exempt. The CPRS are right to suggest that Cabinet
will wish to review the exemption, but they are, of course,
unaware of the delicacy of any review given the position which
Francis Pym adopted in the aftermath of the October discussions.
We cannot duck the issue, but in view of its sensitivity, I think

it right to consult you before tabling any proposals.

2. The figures which I proposed, and Cabinet accepted, in

October: -

1980-81 1981-82 1982-83 1983-84

8062 8250 8450 8650
were framed to meet the NATO target in cost terms in each year,
and to provide for an average 3 per cent increase in volume terms

over the five years from 1978/79. The subsequent private

understanding with Francis Pym could raise these figures to:-

1980-81 1981-82 1982-83 1983-84

8062 8304 8553 8810

i.e. the straight 3 per cent volume progression to which he

attached so much importance.

/3. In considering

SECRET AND PERSONAL
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Bl In considering what reduction in these figures we could

sensibly make, I have identified two courses:-

(a) We could make use of the provision for derogations
in the case of economic difficulties which is written into the
NATO target. The deteriorating economic forecasts, and the
problem of our Community contributions - which is exacerbated by
the rising cost of BAOR - would be sufficient reason for

imposing a moratorium on increases in Defence spending in

1980/81: for that year we should keep for voluqi planning
TN

purposes the same figure as in the October Waea-b-red] paper
(Cmnd 7746) for 1979-80. I believe that our position would be
understood, especially if we reverted to the % per cent volume

progression after 1980-81. The figures would then be:-

1980-81 1981-82 1982-83 1983-84

7824 8062 8304 8553

(b) Alternatively, we could maintain a 3 per cent volume
progression, but build it on the lower base-line provided by

the Ministry of Defence's latest forecast of their expenditure

this year in volume terms, which is some £100 million less than

the figure tabled in the October discussions, and published in

Cmnd 7746. The progression would then be:-

1980-81 1981-82 1982-83 1983-84
7966 8205 8451 8705

b, Obviously, I prefer course (a). Compared to the figures which
Cabinet agreed in October, as modified by the subsequent
understanding with Francis Pym (the second line of figures in

paragraph 2 above), it would yield savings of:-

238 242 249 25T
whereas course (b) would produce only:-

96 99 102 105

SECRET AND PERSONAL /5
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5. OD recognised on 3rd December that we must cut our defence
coat according to the cloth we can afford. With Defence's
share of GNP growing rapidly, we shall have to fall below the
NATO target at some stage. There is much to be said for doing
the job quickly and cleanly, and confining it to one year.

We would not be alone: the Germans, for example, have failed

to provide for a 3 per cent increase in 1980.

6. But course (a) would be much more difficult for Francis Pym,

I would not press for it if you thought that the savings under

(b) would constitute a sufficient contribution from defence to

the present cuts exercise, and that Cabinet would agree. Not
knowing of the subsequent understanding with Francis Pym, most of
our colleagues would recognise only the much smaller savings
against the October figures (£96m in 1980-81, and §£45m in 1981-82,
offset by a £55m increase in 1983-84).

T. Any cuts in defence involve re-opening the private
understanding. Either of the courses proposed would eliminate
the need for separate provision from 1981-82 for Polaris
replacement costs to maintain 3 per cent annual volume growth

in those years.

8. I think we have to grasp this nettle. I understand that
Francis Pym is to attend the NATO meetings in Brussels in the
early part of the week, which may make it difficult to arrange
before Cabinet on 13th December, but I suggest that the best

way to take things forward would be for you to take a meeting

of Francis Pym, John Biffen and me. In preparation I could

send him a note on the lines of this minute setting out the
alternatives as I see them, but I should first like to know your

views, both as to substance and as to procedure.

4

(G.H.)
nrDecember 1979
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10 DOWNING STREET

From the Principal Private Secreiary 6 November 1979
)

Bens Towy

DEFENCE EXPENDITURE 1981-82 to 1983-84

When the Prime Minister met the Chancellor of the Exchequer,
the Secretary of State for Defence and the Chief Secretary at
2215 yesterday evening in her room at the House to discuss the
Chancellor of the Exchequer's minute of 30 October about defence
expenditure, the Chancellor of the Exchequer said that it had
been only with the utmost reluctance that he had accepted the
position set out in the note attached to his minute and he remained
anxious abouvt its implications. If the sentence in paragraph 5 i
of his note was incorporated in the Public IExpenditure White Paper,
it was bound to provoke comment in Cabinet when they considered
the draft White Paper just before Christmas. By that time decisions
on the replacement of Polaris might or might not have been taken
but whether they had or not, he thought that the reply to any
questions by Cabinet colleagues might follow the lines set out ip
paragraph 4(c) of his note. e thought it not unlikely that some
members of the Cabinet would want to nrobe what was said in the
White Paper. There was also bound to be comment on the sentence
when the White Paper was eventually published. Looking further
ahead, he hoped that the Defence Secretary understood that the
economic battle over the forthcoming year was going to be extraordinarily
difficult, and that, as vart of the battle,it would continue to
be essential to reduce public expenditure. It had to be understood
that the formula which he proposed in paragraph 5 did not mean
that the whole cost of the Polaris replacement programme would
necessarily be found outside whatever levels Ministers otherwise
approved for the defence- budget.

The Chief Secretary said that the sentence in the White Paper
was almost certain to cause other Cabinet Ministers to ask whethew
their programmes would be affected by the need to finance the
Polaris replacement programme. He thought that some Ministers
would want to take a hard look at the proposal to replace Polaris
before the Government entered into any commitment. He believed
himself that if developments in the economy necessitated further
domestic retrenchment, the Polaris replacement programme
would not be above re-examination.

/The Secretary of

SECRET AND PERSONAL
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The Secretary of State for Defence said that he was ready
to go along with the proposal in the Chancellor of the Exchequer's
note. He accepted that what should be done about the cost of the
successor to Polaris after the present PESC period was for
subsequent consideration. How the programme should be financed
was a question of the nation's priorities.

The Prime Minister said that she thought they could rest on
the sentence in paragraph 5 of the Chancellor's note. This did
not preclude the possibility that some of the cost of the Polaris
replacement programme might be found from within existing levels
of the defence budget. It safeguarded the positions of both the
Chancellor of the Exchequer and the Secretary of State for Defence.
The Defence Secretary had accepted that provision for the defence
programme would in any case have to be reconsidered, like that
for all other programmes, in a year's time in PESC 80. What levels
of defence expenditure the Cabinet would agree upon would depend
on the circumstances at the time. By then the decision on the
replacement of Polaris would have been taken and to that extent
the demands on the defence budget would be clearer than they were
now. 1 For present purposes the figures for the defence budget
should remain as in the Chief Secretary's paper C(79)35 and the
Public Expenditure White Paper should contain the sentence in
paragraph 5 of the note by the Chancellor of the Exchequer. There
was no need to raise the matter again in Cabinet before they
considered the draft White Paper shortly before Christmas.

I am sending covpies of this letter to Brian Norbury (Ministry
of Defence) and Alistair Pirie (H.M. Treasury).

e g

)

J‘M MJ}uw .

A.M.W. Battishill, Esq.,
H.M. Treasury.
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PRIME MINISTER " .c. Mr. Wolfson
Mr. Whitmore

Meeting with the Chancellor at 0930 on Thursday, 1 November

§ich the Chancellor
wishes to raise with you tomorrow morning. He was to have discussed

I don't know of anything in particular w

the Bray forecast (i.e., the forecast of the balance of payments,
RPI, etc., which has to be published before the end of November),

but the Chancellor is not yet ready with firm broposals - he will
be minuting you over the weekend.

The Chancellor may want to have your reaction to his minute on

3o"ojaefence expenditure, which Clive took to Bonn. I think the only

issue now is how and when to reveal the deal which has been agreed
between Treasury Ministers and Mr. Pym to Cabinet colleagues. But
you don't need to decide this immediately.

You might just take the opportunity of discussing the papers
for Cabinet. On vehicle excise duty, you might query the
Chancellor's reasons for wanting VED to continue: my own feeling is
that he exaggerates the advantages of so-called "fiscal silllEpratoat sty -
Of course, we need the money; but the unpopularity of raising
petrol duty would be matched - in my view - by the popularity of
abolishing VED. And of course, abolition would give us substantial

staff savings, as well as being good for energy conservation.

Lord Soames' paper on "Further Action to Reduce the Size of the
Civil Service'" is difficult. I have provisionally asked Lord Soames

to join you and the Chancellor at 0945 to discuss it.

Lord Soames' paper offers three choices for decision. Cabinet
are likely to go for either.

(1) Announce savings of 6% plus vague promises of more to come.

Or

Announce savings of 6% as an interim measure with firm

promises of more to come next Spring.

/ Option (i)




Option (i) is the more likely outcome I think, since (iii)
presupposes the outcome of the MOD manpower studies and certain

policy decisions (listed in Annex 4). If (1), there is the
question of whether the present exercise which has been carried out
separately from the public expenditure exercise should be carried

forward as part and parcel of next year's public expenditure exercise.

There may have been advantage in looking at Civil Service

staff as a separate exercise this year when the Government knew

there was staff "fat' in programmes, and when a reduction in

Civil Service staff was being sought - to some extent - for its own
sake. But as soon as functions and policies have been looked at
as a way of finding savings, there has been an untidy overlap with
the public expenditure review. Taking into account the fact that
CSD have not carried out the present exercise very well, there may
well be a case for making the search for further staff savings

under the umbrella of next year's expenditure review - with the
Treasury taking overall responsibility. Under this formula, the
CSD would assist the Treasury in identifying public expenditure
savings (including staff cuts), rather than offer their own options.
This is the way PESC should have been conducted in the past.

In practice, CSD have contributed very little to previous PESCs

- which is one reason why we set up this year's quite separate
exercise. What I am suggesting is an improved PESC next year

with staff options being given greater attention than they have
been in the past.

You don't need to reach a firm view on this question now,
but you might like to mention it to the Chancellor and the Lord
President as something which needs to be considered. We could
ask that this question be covered in the review of PESC methods
which Sir Robert Armstrong and the Treasury have set in hand.
(There is of course also the wider question of the future
of the Treasury and the CSD. There are some - including John Hunt -
who think the public expenditure control function of the Treasury
should be taken out of the Treasury and integrated with the staff

/ control




control function of the CSD to form a new '"Department of Public
Expenditure'. Others think that the CSD should go back to the
Treasury. In both cases, the present illogical division

of control over expenditure programmes from control over staff -

which are the main cost element in many prograﬁmes - would be

ended. )

I

31 October, 1979.
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PRIME MINISTER VL«A WF

DEFENCE EXPENDITURE 1981-82 to 1983-84

As you know the Chief Secretary and I have been

considering what can be done, without re-opening now the

Cabinet's conclusion of 18th October, to meet the Defence

Secretary's difficulties on the figures which Cabinet then
endorsed for defence expenditure in the years 1981-82 to
1983-84.

2 The attached note sets out a proposal which the

Defence Secretary has indicated he would accept with

reluctance. The Chief Secretary and I would also be prepared
S————

to go along with it in substance, but before we reach a

conclusion in this sense, I must emphasise to you my anxieties
about it, not only as to the position of Treasury Ministers
in regard to expenditure control but as to the reactions of

the Cabinet generally.

5 This arrangement is designed to avoid having to re-open

o

the Cabinet decision now. But i1t will have to become known

S—

to Cabinet at some point. It will then be evident that the
Prime Minister, Treasury Ministers and the Defence Secretary
have arranged, behind the back of Cabinet as a whole, some sort
of deal which goes against the majority opinion in Cabinet

as expressed on 18th October and which gives preferential
treatment to the Defence Secretary compared with that of other
Spending Ministers whose plans were determined multilaterally,

in some cases contrary to the preferences of the Minister concerned.

/4. The problem

PERSONAL AND SECRET
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4. The problem is highlighted by paragraph 5 of the note
and the suggested sentence for the White Paper. This sentence

is true, and the Defence Secretary feels that he must have it
in The White Paper in order to avoid the presentational problems
which throughout have exercised him if the White Paper comes out
with the figures as they now stand. But the inclusion of the

sentence will bring the matter out at Cabinet when they are

asked to clear the text of the White Paper, which on present
~-— S

plans would be on 20th December. It will invite attention

——

then to the whole question of the deterrent, which you may not

then be ready to discuss in full Cabinet. The reference will

also excite public interest in the point when the White Paper

: - and . ;
1s publlshed,/gOSSlbly provoke criticism of the defence figures

on the ground that they omit the most important element.

5 Even if this sentence were not in the White Paper,

and the Defence Secretary insists it should be, the problem
would remain when the figures were published, since the Defence
Secretary would want himself to say what the sentence says,

if only to justify the programme to his NATO colleagues and

to the defence interests in the Party. And the arrangement

will need to become known within the Ministry of Defence.

6. I urge that you hold a meeting with the Defence
Secretary and John Biffen and myself to go over this ground.
If we are to go down this road, we must do so in full

understanding of all the implications which affect us all.

T I am sending a copy of this minute to the Defence

Secretary and to John Biffen.

. ~

CEHRS)
30th October, 1979
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DEFENCE EXPENDITURE 1981-82, 1982-83, 1983-84

The Proposed Solution

- - It is agreed that :

a) The defence figures remain as in the Chief Secretary's paper
which Cabinet endorsed) C(79)35 for this year's public expenditure
White Paper to be published in January. ‘

b) If the Government decides to replace the strategic nuclear
deterrent - no firm or formal decision has yet been taken - the
extra costs arising in the three years 1981-82 to 1983-84 will
be met from the Contingency Reserve, increasing the C(79)35
figures for the defence programme, up to amounts not exceeding
what will bring the annual increases of defence expenditure in
those years up to 3% each year in volume terms.

c) These additionsare conditional on the absorption, within
the revised defence figures, of

i) the running costs of an expanded Hydrographic Fleet

(whether arising from chartering or building ships)
to meet urgent civil hydrographic survey requirements
_ (estimated at £5m p.a.);
ii) an agreed share of the capital costs of 4 new inshore
fishery protection vessels (some £17m over 5 years);

and on the MOD continuing actively to pursue measures to ensure .
maximum cost effectiveness and efficiency in the defence programme
and the elimination of waste.

208 In the next year's Public Expenditure Survey, or if plans for
replacing the nuclear deterrent are still uncertain then, in some
future year, the required provision (within the 3% annual volume growth
-1imit) will be added to the defence programme figures which, other
things being equal, would thus be increased. (Formally, the
Contingency Reserve would be written down by equivalent reductions;

but the amount of the Reserve is liable to adjustuwent anyway each year,
whereas the defence programme normally is not).

SECRET
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. Conscquential announcements

S The public expenditure White Paper will probably be published in
"mid—January. A formal decision concerning the replacement of the
nuclear deterrent may be taken shortly before that. It may or may not
-be announced immediately.

4, In Cabinet

a) .As no formal decision has yet been taken on whether, when
and in what form to replace the nuclear deterrent, the defence

- figures will not be changed until that decision is taken; so
Cabinet need not and would not be informed about the proposal now.

b) When the decision to replace the deterrent is taken, the
Prime Minister will need to consult or inform Cabinet about that
decision and its public expenditure implications, saying in
substance: "The bulk of the expenditure will fall after the
present Survey period. But some will fall within it. It was
not practicable to take this into account during the recent
Survey and no specific provision was made in the agreed programme.
So far as is practicable it ought to be absorbed within the
defence provision already agreed, but, in view of the overriding
national importance of the work, the Chancellor and the Chief
Secretary have agreed that additional expenditure (at 1979 Survey
prices) of up to £50m in 1981-82, £100m in 1982-8% and £160m in
1983%-84 should constitute a call on the Contingency Reserve for
".the years in question". .

¢) VWhether or not the replacement decision has been brought

to Cabinet by then, if the words suggested in para 5 below are
included in the White Paper, they would be seen by Cabinet when
the draft White Paper is taken, probably on 20 December.

If this prompts questioning, the reply would be : "No formal
decision has yet been made, so no specific provision has in fact
been made in the figures. If replacement is decided upon, there
will need to be a claim on the Contingency Reserve, which the
Chancellor and the Chief Secretary accept".




SECRET

.‘Zlfn e White Paper

55 It is unlikely that the replacement decision will be taken and

" announced in time for reference to it in the White Paper. The followii
sentence would be included in the White Paper: "These figures do not
include specific provision within this Survey period for the replace-
ment of Polaris, on which no decision has yet been taken".

In Parliament

6. A reference to the use of the Contingency Reserve would be
included in a Parliamentary announcement of the replacement decision,

if and when that announcement is made.
In NATO

o At the NATO meeting in December, the Defence Secretary would say
"We have met the NATO target for an increase in defence expenditure
of 3% in real terms in 1980-81. I can reaffirm our firm intention to
meet the target in later years'. '

8. If the replacement decision has not been announced by the time
that the White Paper is published the Defence Secretary would make usec
of the sentence in paragraph 5 in dealing with any NATO questions.

30 OCTOBER 1979
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. PRIME MINISTER

MEETING WITH THE CHANCELLOR - THURSDAY 25 OCTOBER

The Chancellor wants to discuss four points with you

tomorrow:

The defence expenditure problem. His minute
attached proposes a way through - not likely,

in Clive's and my view, to satisfy Mr. Pym.

An appointment to the court of the Bank of England

%—-——-
(I don't know the name he has in mind).

Rhodesia - the implications for the Treasury of
certain outcomes (possible threats to investments
in the rest of Africa, possible expenditure for

compensation of white Rhodesians, etc).

EEC Budget. I understand the Chancellor wants
to re-open this morning's discussion on the

e —
possibility of unilaterally putting a ceiling on

our contribution.

If there is time, you may want to discuss the handling of
public expenditure papers in Cabinet. The RSG paper is
most difficult. It seems to me that you should go for a
percentage RSG (anything lower will swing the RSG away from
shires and will in any case be hard to get through Cabinet),

the lowest inflation assumption - i.e. 13 per cent.

24 October 1979
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Treasury Chambers, Parliament Street, thH’.%A(,

01-233 3000 lrtad We  prnint

PRIME MINISTER

In an effort to resolve the dispute with the Defence
Secretary over defence figures for the later years,
John Biffen and I have been considering possible modification

to the proposals in C(79)35.

2 We should much prefer to stick to the figures which the
majority of our Cabinet colleagues approved. They show a

3 per cent a year increase in cost terms over the last three
years, add £700 million to the previous Government's plans,
raise the Defence share of GDP from 4.9 per cent to over

5.5 per cent, and of total public expenditure from 11 per cent
CoN IS e cent Furthermore, they also show an average
increase of 3 per cent a year in volume terms over the whole
of the 5 year period to 1983/84. If it would help, we should
be ready to forego public presentation of these figures in
cost terms, and to rely on the average annual 3 per cent
volume increase. This would effectively accept the Defence
Secretary's main premise that we should plan to meet the NATO

target in volume not cost terms. It would also be consistent

with your own support for the NATO target in your Luxembourg

speech last week.

5 If nevertheless you felt that this would be insufficient

to meet the Defence Secretary's demands, and would wish to

SECRET AND PERSONAL
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make a new financial concession to him if Cabinet colleagues
agreed, then we have found a new formula for calculating his
"entitlement" which would make it possible to make the
proposition more attractive by offering some more money.

Our original figures were based on an earlier forecast of the
expected outturn for 1978/79. The latest provisional outturn
is a little higher. We ought in logic to reduce that figure
by the amount of the overspend which occurred. But by working
from the adjusted figure to be published next week, and adding
increases of 3 per cent a year compound over the five year
period, it would be possible to raise the figure for 1983/8l
from our proposal of £8,650 million by £55 million to £8,705
million. The figures for the previous two years could also

be slightly raised. For convenience, I attach a table showing
the various runs of figures and the percentage increases they
would allow.

b, This option has the disadvantage (inescapable, if we are

to go down this road at all) that it would increase the public
expenditure totals. Nevertheless, it has certain real
advantages. It would provide a firm run of figures. Lt
would also mean that our acceptance of the NATO target in
volume terms was on the basis of an annual average of 3 per
cent rather than a year on year increase of 3 per cent, which
could prove to be a costly commitment if projected into the

RAGURER

B The third option, to which we see very serious objections,
would be to publish the figures we proposed in C(79)35, but to
allow limited increases in these figures at the expense of the
contingency reserve, to provide for the cost of Polaris
replacement. It would be essential to avoid an open ended
commitment, and these increases should therefore not exceed
the sums necessary to bring the growth rate for the years
1981/82 to 198%/84 up to 3 per cent a year in volume terms.
This is not however a course which we could recommend. il
_2...
SECRET AND PERSONAL
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prejudices the normal principle that weapon system replacements
are met within defence budget ceilings by dropping items of
lesser priority - a discipline essential to the achievement of
cost effectiveness. It would reduce the contingency reserve,
and thus pre-empt for defence a growing share of resources
which would otherwise be available to other programmes for
their unforeseen and priority needs. But perhaps the main
problem is that of presentation - how to explain to our Cabinet
colleagues the reasons why we were giving defence more,
effectively at their expense, and how to present the position
publicly when the White Paper is published next January. i
practice, the proposition (if it is not to be entirely open-
ended - which is surely unacceptable) amounts to much the same
thing in money terms as agreeing to the Defence Secretary's

bid for 3 per cent volume increases in the last three years.

It might be less damaging - though still difficult to explain

to our colleagues - simply to agree to the latter.

6 None of these options is palatable. The third is not

one which either of us feels disposed to accept. But if

the first is regarded as un-negotiable, we should be prepared
to live with the second. If you agree, you may wish to try
it on the Defence Secretary yourself. As you will realise,
any concession to him represents a serious erosion of our
position. It is obviously all the more important that we
should have the wholehearted support of all our colleagues on

the public expenditure issues still outstanding.

A

((CE)
QLr October 1979

SECRET AND PERSONAL




(3WNTOA) S3SBOIDUT 9

”°
(mfg *Ix o2
UOTSS20U0d TBI3IEd)

uotqado puodag

(dwWnTOA) S9SBaIOUT ¢

Tesodoad
s, fxevq9103g 2duags( g

(swa23 2S02) 3SBAIDUT ¢
(swWnToA) SsBLI2UT ¢
S

2ansty SE(6L)0

sasek ¢ I2A0  HQ/EQ6T £8/286T 28/ TQ6T T9/096T 087/HLET 6L/8L6T
-9E8aJIDUT ¢
28-IoAY

S80Taxg KLoAing 6L6T 3B wy




SECRET
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Defence Budget

Sir John Hunt has reported that Mr. Pym has now gone along

with Option 5 on the Defence Budget, ie we publish the Biffen'

figures; explain that they are less than 3% by volume but make
clear that they contain no provision for the replacement of the
deterrent which will be financed by additional provision from
the contingency reserve. He has also accepted that the question
of manpower cuts in the MOD should be separated from the problem
of the Defence Budget and should be dealt with later. I
understand that getting Mr. Pym's agreement to go along with

this package was more difficult than had been expected.

Sir John Hunt has also told me that Sir Douglas Wass has
briefed the Chancellor of the Exchequer against Option 5. He is
still of the view that the cost of the replacement of Polaris
should be contained within the "Biffen'" figures at the expense

of provision for conventional forces.

Now that Mr. Pym is on board, however reluctantly, the way

S ———————

is clear for you to see the Chancellor to get him to go along with

Option 5. There would be advantage in getting this sewn up
e )

quickly (though not reporting the outcome to Cabinet until its
s s A0 A
meeting on 1 November). May I now arrange a meeting with the

D e i
Chancellor as soon as possible? |t*4
/

G~

22 October 1979




Ref: A0464

SECRET

PRIME MINISTER

Defence Budget

Following my conversation with you on the telephone at Northolt
yesterday, I can now report that the position has been held at least for the

next few days and that I can see the possibility of a solution.

———

)

2l Before coming to that I would like to deal with the question of the
Cabinet minutes. I have withheld the minutes on this item today (this is
msince it will go as a 'Limited Circulation Annex') and I attach
the draft which I have in mind to circulate, As you will see the

section on defence neither records a final decision nor specifically leaves the

matter open, It talks ahout a majority view. This may be helpful in
considering the tactics which I outline below and avoids pushing Mr. Pym
into a corner at this stage. Are you content that the minute should go
round in this form?

o Next I think I should spell out what I understand to be Mr. Pym's
attitude. This is based both on a conversation I have had with him myself
and on three talks with his Permanent Secretary (Sir Frank Cooper) with

whom he has been in close¢enclave.

4 Mr. Pym has three main objections to the Treasury line as it was put

at Cabinet. First, hle believes he is already publicly committed, with your
3

support (Mr. Lankester's letter of 14th May) to the 3 per cent target in the
sense in which he interprets it. Second, he objects strongly to what he

describes as the 'jiggery pokery' involved in the kind of presentation

suggested by the Chief Secretary. Third, he refuses to mislead either the
Alliance or the Party (in this connection it is relevant that Dr. Aaron brought
a message this week on the crucial importance which the Americans attach to

our achieving the 3 per cent if the other allies are to be kept up to the mark).

I suspect that underlying his objections of principle there may be another
concern: it has always been clear in MISC 7 that there is no replacement for

the deterrent in the Defence Budget at present, and the figures suggested by
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the Chief Secretary will leave no room for this. By pure coincidence it so

\ happens that the cost, towards the end of the period, of the replacement

deterrent would be roughly the same as the difference between the Chief

&cretary's and the Secretary of State for Defence's figures!

——,

———

b% Mr. Pym is also very concerned about the question of staff cuts,
e,

which Cabinet is due to consider on lst November., The Chiefs of Staff
are almost more worried about Lord Soames' likely proposals than they
are about the disagreement with the Treasury over the 3 per cent arithmetic.
They were on the point of exercising their right to ask to see you last week,
but he has successfully held them off for the time being. If Cabinet insisted
both on the expenditure cuts and on the staff cuts i.e. a double blow, you
might well be faced with a threat of resignation by the Chiefs and the
Secretary of State for Defence's position would be even more difficult. Any
solution will have to take account of this point. I return to this below.

6. Whatever the main reason underlying Mr. Pym's attitude I am clear
that, while he will do nothing in a hurry, he will not in his present frame of
mind accept yesterday's Cabinet decision. Following a private talk with the
Permanent Secretaries concerned, I have prepared a list of the Bossible

options. We all think that the options at the extremes of this list will be
EE————

unacceptable either to Mr. Pym or to the Treasury. I think Option 5 has

some chance of being accepted by Mr. Pym: and Sir Frank Cooper agrees.

Whether the Chancellor would accept it is another matter: Treasury officials
would like to squeeze our conventional forces to make room for the deterrent
but this seems to me quite unrealistic. The essence of this option would be
that the White Paper would contain the Chief Secretary's figures but not his
rationalisation of them. It would go on to say that while the figures provided
for a volume increase in defence spending over the period a little below the
NATO target, they contained no provision for replacing the deterrent which
would fall to be decided in the period - and provision for which would be

made from the contingency reserve /_—It might also be possible to use the
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occasion to pave the way for a change in the presentation of our figures on to
the cost basis favoured by the Chief Secretary,_—_/- All of this would require
careful, but not impossible, drafting.

i If a solution on these lines is not possible the only course I can see
which will avert the situation we feared is some way of "fuzzing'' the later
years: but this would be much less satisfactory.

8. This arrangement would not however resolve the manpower issue,

which it would be prudent to settle at the same time. Defence might be able

to offer a saving of another 15,000 staff, including the 3 per cent cuts they

m———

have already imposed. You have however had a minute from Lord Soames
today making it clear that he wants to go for a full 10 per cent cut on the
Ministry of Defence. Unless both Mr. Pym and the Chiefs of Staff can be
overruled on this, Lord Soames will have to be persuaded to drop his bid,
perhaps on the argument that the separate in-house studies being undertaken
by the Ministry of Defence would produce further savings in due course.

But this would leave the Cabinet very well short of the 10 per cent overall
target which was tentatively agreed in September, and there may well be
problems in other areas (the Revenue Departments and DHSS) as well. I
understand that the CSD view is that we shall be lucky to get cuts of 5 - 6 per
cent overall.

9% If you think a solution on these lines is appropriate, I believe you

should avoid an early meeting with the Secretary of State for Defences (and I

understand that he is not seeking an early one with you). You should first
see whether Option 5, or something like it, would be acceptable to the

Secretary of State for Defence and to the Chancellor. The Home Secretary

Tight be a suitable intermediary for this purpose. Ifit can, then Lord Soames
will also have to be brought to agree. There is then a separate problem of
presenting the agreement to the rest of the Cabinet (on 1st November, I
suggest rather than 25th October). Option 5 has the advantage of leaving the
present Cabinet decision standing (and can thus be brought within the terms of

the draft minutes attached). It will be entirely consistent with the Cabinet
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decision on 13th September, that, in the second Public Expenditure White
Paper on later years, 'the tentative nature of the figures for later years

should be emphasised'. (CC(79) 15th Conclusions, Minute 5). But I think
you would want to explain to the Cabinet why the prevailing view this week has
not been accepted. The attitude of the Chiefs of Staff provides one reason.
Another might be the hint that Lord Carrington dropped in Cabinet about the
attitude of the Party rank and file and backbenchers. You might even
consider asking the Chief Whip to take a few soundings which would indicate
that Party feeling would be an important factor. If the principal actors had
been approached in advance, and the Cabinet were tackled in the way I suggest,
you might then be able to reach a fairly quick agreement on the Defence Budget.
You would need to consider whether to make it clear to Cabinet, and get it
recorded, that this was an exceptional case, justified by the unique

importance of the deterrent; it would not be a precedent for any other
Minister to demand a pre-emptive claim on the contingency reserve.

10. As you know, I shall be at Chequers on Sunday and you may wish to
have a further word then., Meanwhile, I suggest that you should resist any
attempt by the Secretary of State for Defence or the Chancellor of the
Exchequer to speak to you privately about this over the weekend. Your own
position in this is too important to be compromised at the start, and I am sure
it is best to operate at one remove, coming in yourself only when there is

some prospect of an agreement.

e

(John Hunt)

19th October 1979




OPTION 1:
OPTION 2:

OPTION 3:

OPTION 4:

OPTION 5:

OPTION 6:
OPTION 7:
OPTION 8:
OPTION 9:

ANNEX - OPTIONS

Publish "Biffen'' figures: defend on Treasury lines.

Publish "Biffen' figures: admit fall short - though not much short -
of our own past hopes but we are all we can afford in the light of our
economic prospects/inheritance. Still our fastest growing
programme.

Publish "Biffen' figures: explain as in Option 2 but add "hope to do
better if our economic circumstances permit''.

Publish "Biffen'' figures: say all figures after 1980-81 provisional but
we intend to adjust them to achieve 3 per cent volume target as
period unfolds (we could pray in aid uncertainty about relative price
effect in new economic circumstances - though same argument

might apply to other programmes).

Publish "Biffen' figures; explain that they are less than 37 per cent

by volume but make clear that they make no provision for
replacement of deterrent, which would be:n extra financed from
the Contingency Reserve.

Publish "Pym'' figures: allow public expenditure to rise accordingly.

Publish "Pym'' figures: find offsetting savings elsewhere.

Publish "Pym'' figures: adjust contingency reserve.

Publish "Pym' figures: adjust contingency reserve; have clear
Cabinet understanding that figures for defence for year after 1980-81
will have to be decided in future PES reviews in light of
circumstances - adjustment can be either way (de facto position but

a Cabinet minute would ensure no later cries of ''foul').




DEFENCE EXPENDITURE

1L, The Defence figures in C(79)35:-
(a) rise by 3 per cent a year in cost terms from
1981/82 to 1983/84;

rise by an average of 3 per cent a year in volume

terms over the five years ending 1983/84;

add £700m to the previous Government's planned

figures for the last three years of the PESC period;

raise the defence share of GDP from 4.9 per cent
in 197 to over 5.5 per cent in 198 , and of
total public expenditure from 11 per cent to 13

jofENE (@i

2. By presenting our defence figures in cost terms, we

bring our practice into line with most of our Allies. Our

proposals can thus be fairly represented as consistent both
with our Manifesto commitment and our undertaking to NATO.

To make any change from the position now reached would cast
grave doubt on our strategy for public expenditure - and on

the firmness of our commitment to that strategy.
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Meeting with the Chancellor - Thursday 18 October, 0845

PRIME MINISTER

I understand the Chancellor may want to discuss the following
issues with you tomorrow morning:

i) RSG Cash Limit for 1980/81

There is a minute on this at Flag A. This proposes
S—

certain assumptions on pay and prices for working out the

cash limit. The pay assumptions (in paragraph 7) consist
M b A

of estimates of what will be the effect of the outstanding

Clegg awards, an assumption of 14% in other settlements

[ SOSEERS

up to end July 1980, and 123%% for settlements for the
following year. On prices, the Chancellor proposes 13% -

el o
rather less than the Treasury's forecast/assumption for
price increases generally. The purpose of this is c¢o put

some additional squeeze on the local authorities. MISC 21

have decided (see minutes at Flag B) that the RSG percentage
should be 61%, as against 58% proposed by the Treasury.
Thii s fi eﬂﬁg}sed by Cabinet, will reduce pressure for

rate increases; on the other hand, it will mean more
public’'expenditure than the Treasury were counting on.

In order to soften the public expenditure effect of a 61%

S————
grant, it would be wise to have a tight cash limit, and

therefore the Chancellor's proposals on pay/price assumptions
seem right. (If they are too tight, the local authorities
will.?zﬁrbelieve the pay/price assumptions on which they

are based; and will again put up the rates by an excessive
amount. )

ii) TV Licences

The Chancellor has agreed the Home Secretary's proposals
for TV licence increases, which the Home Secretary discussed
with you. These call for a £9 increase for colour sets

. \—_——‘_—-
from November and a £2 increase for monochrome sets; and
A_‘ e .

they are to last for 2 years. You made various suggestions

e

/ to the Home Secretary




to the Home Secretary (record at Flag C) - such as that

there should be no increase for monochrome sets if the

monochrome licence falls largely on pensioners. I think
it would be best to wait for a minute from the Home
Secretary, in which he will no doubt cover your points,

before taking any final decision.

(iii) NEDC Membership
You discussed this last time, and suggested that Sir Leslie

Murphy should not be re-appointed and should be replaced
by somebody frzarzzall businesses and that Mr. Shanks
should be replaced by Daisy Hyams.

(iv) Gas Prices

The Chancellor will show you figures on the PSBR effect
of delaying the gas and electricity price increases hy

one year - as suggested in E this afternoon.
w—

(v) Defence Expenditure

There is a dispute between the Treasury and MOD about the
interpretation of the 3% NATO commitment. The argument

is continuing to ramge (as reflected in three minutes which
are in the Cabinet folder). You told the Chancellor

earlier that you would support him against Mr. Pym.

At last week's meeting with the Chancellor you asked for a

note on additional demands for finance coming forward from the

nationalised industries, Rolls Royce, British Leyland, etc. This is
at Flag D. It shows that there are some subshntial potential demands -

in 1981/82 as much as £850 million - and this is on the assumption

—— [ A ——
that the Chief Secretary's proposals to Cabinet for "cutting"

expenditure are agreed, including the energy price increases.

The note simply reinforces fﬁg'importance of getting as much of the
Chief Secretary's proposals on public expenditure through Cabinet

as possible.

17 October 1979
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MINISTRY OF DEFENCE WHITEHALL LONDON SW1A 2HB
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DIRECT DIALLING Ol-218 2

CONFIDENTIAL

MO 8/2/12

PRIME MINISTER

DEFENCE EXPENDITURE

L have Seen the Chancellor of the Exchequer's minute to
you of 16th October. Let me say three things.

% First I accept the basic necessity to constrain public
expenditure as a central pillar of our policy, just as we all
equally accepted the need to give priority to defence and law
and order.

3 Second, the issue on which the Chancellor comments is a
technical matter of presentation. We could go on debating it;
but we must recognise it for what it is, mnamely a technical
device which would be unique to defence.

4 Third, if we seek to use this device to justify increases
lower than 37 in defence expenditure we are bound to be seen
to be changing the rules in the middle of the game, and to be
criticised accordingly. If the device were to be used for all
our programmes and to become the basis of presentation in the
Public Expenditure White Paper as a whole, then our hand would
be stronger. But this is not the case.

Sic Whatever increases we agree upon at Cabinet - and I shall
argue in support of the bids I have made - we must be ready to
explain them in the same terms as have been used in the past and
which will be understood both in the Alliance and by our
supporters, Parliament and the country at large.

(5. I am sending copies of this minute to the Chancellor of the
Exchequer, our other Cabinet colleagues and to Sir John Hunt.

7

17th October 1979 TN Y b
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

PRIME MINISTER

DEFENCE EXPENDITURE

I have two comments on the Defence Secretary's minute
of 12th October, which deals with points which are largely
covered in Annex E to John Biffen's paper C(79)42 which

we shall be discussing in Cabinet on Thursday.

20 First, I cannot accept that John Biffen's proposals
are ' a technical device for cutting back planned defence
expenditure'. Lest there be any misunderstanding, I confirm

that the Chief Secretary's proposals:-

(a) add §£700m to the previous government's

published figures for the last three years of
the PESC period: the point at issue is the
Defence Secretary's wish to raise the addition

to over &£lbn;

mean that in the five years to 1983/84 defence
spending, measured (as traditionally )in volume

terms, will rise by 3 per cent a year on average.

Bl Secondly, I cannot accept that John Biffen's proposals
will be widely seen as ' a piece of sharp practice and as
changing the rules while the game is in progress'. The facts

are that:-

/(a) NATO has not

CONFIDENTIAL
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(a) NATO has not decreed that the target of
annual increases in defence spending 'in the
region of 3 per cent' should be met in
volume rather than cost terms: indeed few
Allies publish, and NATO therefore does not

collect, figures in volume terms;

by moving to cost terms we shall be coming into

line with what the majority of our NATO Allies
in practice do. I am not questioning the rules
of the game, merely our previous idiosyncratic

interpretation of them.

b, It will be for Cabinet to decide whether to accept the
Treasury proposals, which involve Defence's share of GDP

and total public expenditure rising from 4.9 per cent to
over 5.5 per cent, and from 11 per cent to 13 per cent
respectively. But it would be wrong for our decision to

be affected by misunderstanding about their nature.

5 I am sending copies of this minute to the Defence

Secretary, and other Cabinet colleagues, and Sir John Hunt.

(G.H.)

16th October 1979
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DEFENCE EXPENDITURE IN THE PESC PERIOD

We are due to resume our discussions of public
expenditure on 18th October. You are due to see
Chancellor Schmidt on 31st October - the very day when
the first Public Expenditure White Paper is planned for
publication - and I am meeting Dr Brown on 13th November.
Our decisions on defence expenditure will have important
implications for our relations with our Allies, and I
thought that I should explain the international and
domestic political, considerations which lead me to
continue to differ from the Chief Secretary's proposals
in C(79)35.

2 The Chief Secretary is proposing volume increases

in defence expenditure of 2.3%, 2.4% and 2.4% in the years
from 1981-82 to 1983-84. He maintains that these
increases can be presented publicly as meeting NATO's

aim for real increases in defence expenditure of 3% per
annum. His argument is that we can claim that the gap
between his figures and the NATO 3% target will be filled
by the extent to which defence prices are forecast to rise
more quickly than the average price of GDP. In other
words we will have to admit to NATO that we are failing

to increase our volume of defence expenditure by the full
NATO target of 3%.

3. I have discussed all this at length with the Chief
Secretary. I have told him that I find his proposed

/ technical ...
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technical device for cutting back planned defence
expenditure utterly unconvincing. I believe that his
proposal to tell NATO that henceforth we measure our
commitment in cost rather than volume terms will not
deceive our Allies, who are inevitably looking very
closely at what we are doing and proposing to do on the
3%; and it will not appear in any way satisfactory to
informed observers of the scene. Nor will it be
received well by our supporters in Parliament and in the
country, to whom we have now made very clear our
commitment on this issue. All will regard the device as
a piece of sharp practice and as changing the rules while
the game is in progress.

4, Their reactions will be the sharper because it

will become evident from the first Public Expenditure
White Paper that the agreed figure of £8,062m for the
defence programme in 1980/81 constitutes a reduction of
over £100m compared with Labour's planned figure for that
year of £7,394m, which on a comparable price basis would
be £8,177m. There is no doubt that we could mitigate

the effect of the reduction in 1980-81 if we could resume
the 3% volume growth path in the subsequent PESC years.
To do so would establish a position of strength in our
discussions with the Germans and Americans. A clear
commitment to the NATO 3% guideline is the one measure
that would count to our advantage in our talks both now
and in the future with both countries.

Die The Americans have already been in touch with us,
seeking our good offices in putting pressure on the

Germans to improve their performance. It would be difficult
to do this directly. But we could certainly do so by
example; and this would be seen by the Americans as an
important act of friendship and co-operation in the
achievement of the needs of Western security. This could

be very important in any future discussions we might have
with them on defence matters.

/abt Bt .
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6. In our discussions about public expenditure in

the years ahead we must take account of these wider
considerations of our standing with our important Allies.
But 3% a year real growth is, of course, needed not

only for the presentational reasons explained above.

We are as a Government agreed that a real and sustained
increase in defence expenditure is needed if we are to
play our proper part in combatting the Soviet threat,

and to enable us to make the necessary improvements to
the programme to this end. By safeguarding our own
defences we shall also make a contribution to our standing
in the eyes of our Allies and thus contribute to the
achievement of our further objectives.

s I am sending copies of this minute to the Chief
Secretary, our other Cabinet colleagues, and Sir John Hunt.

12th October 1979
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10 DOWNING STREET

From the Private Secretary September 1979

My separate letter of today's date records the
conversation which the Prime Minister had with Treasury
Ministers and the Governor concerning the domestic
monetary situation and exchange controls when they had
lunch together yesterday.

There was also a short discussion about public
expenditure. The Chief Secretary reported on his
bilaterals with the Secretary of State for Defence and
the Secretary of State for the Environment. I ng
connection with the former, he said that there was an
unresolved dispute over the definition of our commitments
to NATO. The MOD argued that we had to show that we were
planning a 3 per cent annual increase in spending in
volume terms, whereas the Treasury argued that the
3 per cent should be defined in cost terms (allowing for
the redative price effect). The cost approach was the
one used by our allies, and there seemed no reason why
we should not do the same ourselves - even though, as MOD
argued, we had hitherto expressed our defence spending
for NATO purposes in volume terms. This issue would
probably have to come back to Cabinet.

The Prime Minister said that, as far as she was
concerned, the Treasury line was right.

M.A. Hall, Esq.,
HM Treasury.
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DEFENCE CASH LIMITS 1979-80

e
714

Thank you for your letter of 11th September. I agree
to the calculated addition of £140m to the Defence cash
limit which you suggest. Supplementary Estimates and the
necessary explanations can now be prepared and agreed between
our officials.

The final paragraph of your letter implies that the
overspend against the Defence cash limit in 1978/79 may be
the result of defects in financial control procedures,
though I take it from your second paragraph that you were aware
(though our OD colleagues may not be) that the year ended in
the middle of a strike of computer operators which lasted for
almost three months, depriving us of our normal sources of
information. Even so, our emergency arrangements, which my
officials discussed in advance both with your officials and
with the Exchequer and Audit Department, would not have
resulted in an overspend had it not been for two unforeseen
factors:-

a. Picketing, some of it secondary picketing, cut

off postal deliveries, with the result that about
£10m was not brought to account in 1978/79.

7ot
The Rt Hon John Biffen MP

CONFIDENTIAL
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loye Some contractors, as we had foreseen, sought
advances uncovered by timely bills. We had assumed
that in conformity with the way in which similar cases
had been treated in the past such advances would mot
be chargeable to 1978/79 but to 1979/80. 1In July
however the Exchequer and Audit Department concluded
that these payments, totalling £64m, should be

charged to 1978/79. My officials, after informing

the Treasury, decided to comply with this ruling.

These facts provide a valid reason for adjusting our
1979/80 cash limit in the way suggested in your letter.
They do not give grounds for suggesting that our management
procedures are defective. On the contrary they emphasise
the need, which my officials have been stressing for some
years past, for introducing some controlled measure of
flexibility into the cash limits system. It is very much
to be hoped that the studies which Sir Derek Rayner is
conducting (mentioned in your letter to the Prime Minister
of 11th September) will enable a cash limits doctrine
to be evolved which is more closely related to the management
realities of &« department such as mine.

I am copying this letter to the other recipients of yours.

o

Francis Pym
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DEFENCE EXPENDITURE 1981-82 TO 1983-84

You explained in your letter of 11lth September why you
thought that it would be right to place a new interpretation on
the undertaking we have given to NATO that defence expenditure
should grow at a rate of 3% per annum.

I am afraid that the formula you propose, ingenious though
it is, cannot in my view be reconciled with the undertakings we
have given. The simple fact remains that the figures in the
White Paper will show, as you point out, increases of 2.3%, 2.4%
and 2.4%. Is it seriously expected that our supporters, our
political opponents, and our allies alike will accept that these
figures "really" represent an increase of 3%?

I accept, as you suggest, that our method of presenting

public expenditure plans exposes the truth about our intentions

in a way which our allies' practices fail to do. The fact remains,
however, that in the past both our own party and the Labour party
have presented expenditure plans in constant price terms, and for
us to cast doubts upon the practice now in the way you suggest,
would be seen as a cut in defence and reneging on the undertaking
which T was authorised by my colleagues to give in NATO in May.

/ Even ...

The Rt Hon W J Biffen MP
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Even our Labour predecessors accepted that meeting the NATO 37%
target was a commitment in volume rather than cost terms, and

published their plans accordingly. I am afraid therefore that
I find the proposal in the Cabinet paper unacceptable.

I am sending copies of this letter to our Cabinet colleagues
and to Sir John Hunt.

?01/\. v JV L.
b S

Francis Pym

SECRET







SECRET

Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon Francis Pym MC MP

Secretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 11 September 1979

Do Prancer,

Defence Expenditure 1981-82 to 1983-84

The paper which the Chancellor and I have circulated for
Cabinet on Thursday about the later years of the Public
Expenditure Survey include figures for Defence which provide
for a 3% rate of growth "in cost terms'". This letter is to
amplify this and explain why we believe - and hope that you
will accept - that it is a legitimate interpretation of our
NATO commitment.

What we propose is that we should take credit, towards the

3% target, for the positive relative price effect which occurs
‘on the Defence Programme. In this field the UK penalises itself
by publishing plans and outturns in strict volume terms and so
interpreting the NATO commitment. Most countries publish only
cash figures which can be deflated only by a general price index,"
producing what we would call '"cost terms'" figures.

We ought to come into line. It is absurd that we should not take
credit in NATO for the major increase in Forces' pay which we
agreed in May. If we were to do so Defence spending in 1980-81
could have been several hundred million pounds lower than the
figure we agreed in July, while remaining fully consistent with
the NATO target. i

Officials currently estimate that the relative price effect on
the Defence Programme in 1981-82 to 1983-84 is likely to be B
around %rd per cent per annum on average. The figures we are
proposing would accordingly reduce the volume increases in the
Defence Programme in those years to 2.3%, 2.4% and 2..4%
respectively. Even if the figures which we have for the perform-
ance of other NATO countries in relation to the target were in
volume terms, these increases would not compare badly with them.

i T S

T SRR




The NATO target speaks of '"increases in the region of 3%" and
recognises that '"for some individual countries, economic
circumstances would affect what could be achieved'". Since next
year we shall overtake the United States at the top of the

NATO league in terms of proportion of national income devoted to
Defence, and since the difficulties of the economic situation
we inherited are well understood, a UK derogation could easily
be defended. But this is not what is now envisaged. We merely
propose that the NATO target should be interpreted in a way which
is reasonable in itself and defensible in terms of what other
countries do. :

I am sending copies of this letter to our Cabinet colleagues and
to Sir John Hunt.

AT

JOHN BIFFEN
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CONFIDENTIAL

Treasury Chambers, Parliament Street, SW1P 3AG

Rt Hon Francis Pym MC MP

Secretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 11 September 1979

Diar oo

DEFENCE CASH LIMITS 1979-80

As proposed in your minute of 13 J 1y to Geoffrey Howe, our
officials have been discussing wh increase in your cash

limits for the current year would be appropriate, given the

Prime Minister's decision that compensation should be allowed

for the indirect tax increases announced in the Budget. They

have also taken into account the estimated cost of the industrials'
pay award as well as certain other minor eligible items. The
total in question was assessed as £212 million.

Against this it appears that, largely as a result of the

unusual circumstances prevailing at the turn of the financial
year because of industrial action affecting the payment of

bills and the booking of receipts, your Ministry overspent their
cash 1limit in 1978-79 by about £74.5 million. Given the import-
ance we as a Government attach to the cash limit system, I
consider that we must now make at least a roughly equivalent
reduction in your cash limit for 1979-80.

I am therefore now prepared to approve a net addition of

£140 million. If you agree, the new total of your cash limits
will become £8553.6 million. I must ask you to ensure that your
expenditure does not exceed this figure.

This addition can be announced together with other adjustments

to cash limits when Parliament reassembles. It will be necessary
to ask Parliament to approve a supplementary estimate. There
should be no difficulty in explaining the addition: the increase
on account of VAT was foreshadowed in your reply to Winston
Churchill's PQ on 10 July, and the adjustment on account of the
overspend will be readily understood. Our officials c-n be asked
to agree the text of the announcement.

1.
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Our officials are in correspondence about the precise explanation
for the overspend last year. We shall need to consider, in the
light of their findings, whether any further action is indicated,
for example in regard to your financial control systems.

I am sending copies of this letter to members of OD Committee and
to Sir John Hunt.

M. Kl

JOHN BIFFEN
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CHANCELLOR OF THE EXCHEQUER \ \l)

At the conclusion of MISC 11 this morning T undertook
to think further about the points brought out. We discussed
these subsequently on the telephone.

25 For 1979-80, the problem is to determine what should be

added to our cash limit to take account of the Prime Minister's
decision, recorded in her Private Secretary's letter of qt, uly,
that an exception must be made for defence in respect of the
additiopal burden which the VAT and petroleum duty increase has
imposed. There will also be an addition for the outstanding

civil pay increases. I regard these as matters of straightforward
calculation, and I suggest that officials should settle them.

3% For 1980-81, as I explained, NATO will be expecting to see

in the next Public Expenditure White Paper a figure corresponding
to my claim of £8,265M. (This is calculated by taking the Survey
baseline (ie Labour Government) figure for 1979-80 of £7927M,
adding the £100M announced at the time of the Budget to produce
£8027M, and then adding 3% to bring the bid to £8265M). Anything
less than £8265M will result in accusations of bad faith, and
could be seized upon by our critics as evidence that our Manifesto
undertaking is not being honoured.

(115 However, I recognise the difficulties that face us all in

the economic sphere, and you and the Chief Secretary in particular,
I am prepared to play my part in explaining the limitations

they place upon the policies of the Government as a whole evem
though this would entail conceding that despite all our
protestations we are not able to make real improvements on the
programme that we criticised so heavily when in Opposition.

7 v5 il
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S For this reason I would be prepaced to accept a volume
plan figure for 1980-81 of £8190M ie & cut of £75M on what
I need; and a figure which is only £13M above the Labour
Government's baseline figure for 1980-81. I must however set one
condition; when it comes to turning this volume Ffigure into cash
limits I must have a full and fair addition, without any additiomnal
volume squeeze and taking full account of our past experience -

the cash limit has significantly under-provided volume needs in
every year of the system's operation. I must ask for this

to be avoided in 1980-81, and for the reservation in paragraph 6

of the Chief Secretary's paper C(79)26 not to apply to defence,

6. My proposal involves putting off the start of the improvements
in our defences which we had intended; I make it as my
contribution to our common difficulties. I hope that you will
agree that it is as far as we can safely go in the context of

the country's security.

Ve I am copying this minute to my OD colleagues, to the

Secretary of State for Trade, the Chief Secretary and to
Sir John Hunt.

13th July 1979
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10 DOWNING STREET

From the Private Secretary 12 July 1979

Defence Cash Limit

The Prime Minister has read the Chief
Secretary's minute of 11 July on the above
subject. The Prime Minister has asked me to
say that, although she had indeed agreed that
there should be no easement of the cash limits
policy on account of the higher prices in the
post-Budget forecast, on reflection she felt
that an exemption for defence was necessary.
However, she will certainly support the Chief
Secretary in resisting proposals from other
Ministers to increase their cash limits on
account of the tax increases in the Budget.

The Prime Minister has also asked me to
point out that the decision that there should
be no easement of cash limits was not taken
in Cabinet, and therefore the question of
re-opening Cabinet decisions does not arise in

this case.

T. P. LANKESTER

A.C., Pirie,




PRIME MINISTER

Defence Cash Limit

This minute from the Chief Secretary, which has not been
copied to other Ministers, is in response to your decision that
the defence cash limit should, if necessary, be increased to
compensate for the VAT and petroleum duty increases in the Budget.
Mr. Biffen does not challenge your decision. However, he asks
if he can count on your support if necessary in resisting proposals
from other Ministers to break the discipline of cash limits, or

to re-open decisions taken in Cabinet.

In fact, as I explain in my manuscript note at the end of
Mr. Biffen's minute, no decision was taken in Cabinet against
compensating departments for the tax increases in the Budget.
You did endorse the Chief Secretary's line earlier, but there
was no reason why Mr. Pym should not object to it - although
he could have done so sooner. So there is no question of decisions

taken in Cabinet being re-opened.
Shall I say that -

(i) On reflection, you felt an exemption for defence
was necessary; VLA
You will support the Chief Secretary in resisting
proposals from other Ministers to increase their cash
limits; ‘Lv\
The decision was not taken in Cabinet, and therefore

the question of re-opening Cabinet decisions does not

%o

arise?

11 July 1979
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PRIME MINISTER

DEFENCE CASH LIMIT
\ |
As you will have seen from my letter of 1Q,Ju1y to the Defence
iy -
Secretary, I have taken action in accordance with your view
that, in the case of defence, we should go back on the previous
Cabinet decision to hold cash limits for this year against

price increases, including VAT.

5. But I must tell you of my regret and concern that we should

be doing this.

o Ok (EEunREE I recognise and accept our policy to help defence,
and to maintain our international obligations in this field.

But we have already done a lot for defence. As pointed out in
my minute of/j’July, our decision on the pay award and the
allocation of an additional £100 million to procurement have
already increased the defence cash limits for the current year
by £409 million. Now, although I intend to explore further with
the Defence Secretary whether he could not manage with somewhat
less, we look like announcing the addition of a further

£180 million.

i, This is a significant amount by which to increase the PSBR
this year. And it has a knock—on effect by raising the base from
which the 3 per cent NATO commitment is calculated. Thus it
removes at once about £200 million of the savings which I had in
mind to make up the target of £6% billion proposed in my paper

for Cabinet this week.

5. We must also be careful about repercussions on the credibility

of the cash limits system and the discipline which we intend the

1.
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system to impose. This applies both in the field of defence and
generally. Cash limits depend on the understanding that once

fixed, they will not be readily reopened.

6. I hope I can count on your support if necessary in resisting
proposals from other Ministers to break the discipline of cash

limits, or to reopen decisions taken in Cabinet.

7. The Chancellor of the Exchequer is aware of and agrees with

this minute, but I am not copying it more widely.

W.

JOHN BIFFEN
11 July 1979
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Secretary of State
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DEFENCE CASH LIMITS 1979-80

In the-light of the Prime Minister's view (No 10 letter of

9 July) that the Govermnment's agreed and announced policy

concerning VAT etc and cash limits should now be changed to
O

e

provide for a special exception for I have considered

how best to do thise.

The idea of introducing a clause into the F: 53 ilt to provid
for exemption from or a special refund of taxes does not look
appropriate or feasible. I think we have to 1 yvour cash
limits.

-

[

We shall no doubt need a -talk anyway aft

about the defence programme. Let us hav

cgely when and in what texrms the furt 1 rea your
i should be announced. Meanwhile T B objection
sed reply to Mr Churchi s PAy t : please i
following for the t two nTenc draf;

deleted "nevertheless" in

"The cash limits will however be adjusted to the extent
necessary to ensure that the essential needs of the
defence programme are not prejudiced by these tax
increases, subject to Parliamentary approval for any
necessary additional funds'.

As a consequence of this decision, for purposes of our discussion

in Cabinet on Thursday I am reducing my proposed cut in the plans

for the defence programme in 1980-81 from £300 million to £L15 million,
so that you can maintain a figure for 1980-81 consistent with the

NATO 3 per cent targets

am sending copies of this letter to the Prime Minister, to other
members of the OD Committee, to the Lord President and Sir John Hunt.

~

> = \1>Tx_,7 gapuﬂﬂtf)
frodic

7§ JOHN BIFFEN
[Approved by the Chief Secretary
and signed in his absence

-
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PRTME MINISTER

DEFENCE CASH LIMITS 1979/80

In his minute of 5 July the Defence Secretary suggests that if the
Defence Budget were mot compensated for VAT we could be accused of

making a 3% cut in defence spending, instead of a 3% increase.

R Not so. It is true that the volume outturn in 1979/80 might show
a shortfall against plan of around 3%. But some degree of shortfall
is quite normal. In 1978/79, for example, the shortfall was 2.6%.

The relevant comparison is between the expected outturm in 1979/80
and the outturn in 1978/79, and this looks likely to show an increase
still of 2.2%.

e There is a further pointe.

L. The paper on public expenditure which I am circulating to Cabinet

today includes a proposal for a £300m,reduction in the planned
Defence Budget figure for 1980/81. This reduction, unpalatable as it

would be, will still maintain a 3% increase on what we now expect to
be the outturn in volume terms in the current year. If the Defence
cash limits were now increased, this expected volume shortfall
would not be achieved. We should lose the option of presenting the
proposed reduction in 1980/81, which we certainly need to sustain

the desired total of cuts, as consistent with the NATO target.

Se I am sending copies of this minute to the Defence Secretary, to

other members of OD Committee, the Lord President and Sir John Hunt.
- \.w. -~
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Do Rope,

Defence Cash Limit 1979/80

The Prime Minister has considered your Secretary of State's
minute of 2 gpi§\on the above subject, and also his further note
of 5 July. She also considere&l the Chief Secretary's minute
of 4 Juky. The Prime Minister has asked me to say that an
exception must be made for defence in respect of the’additional:
burden which the VAT and petroleum duty increase has imposed.
She believes that it would be wrong to be seen to be taking
out more in VAT and petroleum duty than had been added to

" the defence cash limit by way of additional provision when the
Government took office. The Prime Minister has directed
that if possible the defence programme should be exempted from
the VAT and petroleum duty increase; or alternatively, the
VAT and petroleum duty increase should be balanced by an
increase in the cash limit later in the year.

,‘Ngﬁml,w$wwﬁ Your Secretary of State should'thegsgpre be in a

£ position to state publicly, as and when Fetidn requires,

b of <" A that the tax increases in the budget will not lead to cuts
“? in the defence programme. -

"I am sending copies of this letter to Alistair Pirie
(Chief Secretary's Office, HM Treasury), the Private
Secretaries to OD Ministers, Jim Buckley (Lord President's
Office), and Martin Vile (Cabinet Office). ’ .

R.L.L. Facer, Esaq.,
« Ministry of Defence.
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PRIME MINISTER cc: Mr. Cartledge

DEFENCE CASH LIMIT 1979-80

These papers involve a dispute between the Treasury and the

Ministry of Defence about the application of this year's defence

cash limit. They are asking you to adjudicate.

R

Mr. Pym (Flag A) is complaining that the VAT and petrol duty

increase will add £180 m. to defence costs in the curreﬁ% year.

He would like, if pressed, to be able to say that - if necessary
in order to maintain the level of defence spending in real terms
additional funds will be provided during the course of the year.

His argument is that the £180 m. additional cost more than out-

weighs the £100 m. extra provision which was given when the
Government took office. The effect of this is further spelt out

in his subsequent minute (Flag B).

The Chief Secretary (Flag C) argues that this would be
directly against our cash limits policy; and more specifically,
it would conflict with the policy that '"there should be no ease-
ment of the cash limits policy as already decided and announced
on account of the higher prices in the post-Budget forecast'. The
Chief Secretary, with your agreement, minuted colleagues to this
effect before the Budget (Flag D), and Mr. Pym did not dissent
at the time.

This is difficult. If the manifesto commitment to improve
our defence effort is to be implemented this year, MOD will almost
certainly need some additional funds later in the year; and

Mr. Pym does indeed appear to be under some pressure to make his

position clear. On the other hand, any such indication at this

stage would undermine the Chancellor's posture on cash limits, and
would suggest to some that the Government was going to relax on
other cash limits when the going gets tough. One way out would

be for the Chancellor to relax the defence cash limit so as to
compensate for the indirect tax increases; but to find some
offsetting savings elsewhere. However, I cannot believe this is
feasible.




Do you wish to stand by your earlier decision that there

should be no easement of cash limits, including MOD's; or

will you agree that Mr. Pym should say, if necessary, that the

tax increases will not lead to cuts in the defence programme

(and by implication the cash limit will be adjusted upwards)?

6 July 1979




Ref: A09912

/ CONFIDENTIAL
MR, LANK‘E)éTER

L

Defence Cash Limit 1979-80

The Chief Secretary, Treasury has now commented on the minute of

2nd M from the Secretary of State for Defence. There are two pc;ints you

might like to make in putting these papers to the Prime Minister: -

(a) On the immediate question of the Budget changes, the Chief Secretary

took the Prime Minister's views on this in his minute of 4th June,
and you said (your letter of 5th June to Alister Pirie) that she

agreed 'that there should be no easement of the cash limit policy

as already decided and announced on account of the higher RPI in

the post-Budget forecast. She also agrees that Ministerial
colleagues should be warned of the extra volume squeeze which

this will imply ...'. Unless the Prime Minister is persuaded by
Mr. Pym's latest minute that she should change her view on this,

we assume that decision still stands. As the Chief Secretary will

no doubt say, any special exemption from the existing cash limits

for the Ministry of Defence would open up a whole series of similar
claims. Equally, the Secretary of State for Defence has a strong
case for special treatment, given that the Budget cuts wipe out

much of the extra benefit he was given immediately after the Election,
and the level of the Defence Budget has been frequently changed in the
past, usually downwards, by the applications of considerations to
which other spending programmes have not been subjected.

(b) But this case does not stand in isolation. The Secretary of State for
Defence has also pleaded for special treatment for his Votes to take
account of the cost of the impending pay increase for the industrial
Civil Service (and 70 per cent of that falls on his Votes directly).

No decision is needed on that point yet. For the moment, Treasury

and CSD Ministers are assuming that the Cabinet's earlier decision,
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to increase the cash limits would accommodate the settlement, but

then to abate them by 3 per cent to take account of the extra cost of

pay will stick. But it is relevant to the position of the Defence

Budget that a number of our NATO allies e. g. West Germany may not
regard the special treatment accorded to the Armed Services pay
award as a true addition to the level of United Kingdom defence
expenditure.

This is another illustration of the conflict of priorities between the Defence

programme and the cash limit policy. And if it is not resolved in the way

the Secretary of State for Defence wants, this issue might come to the Prime

Minister's notice.

6th July, 1979
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PRIME MINISTER

DEFENCE CASH LIMITS 1979-80

I must make a short comment on the Chief Secretary's
mi e on Defence Cash Limits 1979-80.
47
Zis It is quite wrong to suppose that our Allies will
think of the tax increases as a small debit factor off-
set by the credits of the Forces' pay increases and the
£100m.

s The Germans and Americans can do the calculations
as well as we can. They will know that, if VAT has to
be absorbed (as well as 3% of the civilian pay bill,
which I have accepted) there is no way in which the 3%
NATO target could be met. In fact, on the figures and
prices to date, we shall be making a 3% cut. We cannot
ensure our political standing by dishonouring an
undertaking given little over a month ago. To fail to
stand by the commitments we have so recently made would
dismay our friends and give comfort to our opponents
both domestically and internationally.

4, I am sending copies of this minute to the Chief
Secretary, to other members of the OD Committee, the
Lord President and Sir John Hunt.

5th July 1979
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PRIME MINISTER .~

DEFENCE CASH LIMITS 1979/80

The Defence Secretary wrote to you on 2 qyiy seeking an

assurance that the defence cash limits would be further
supplemented if in the event it proved impossible to absorb
the additional costs imposed by the indirect tax increases

without reining back the defence programmee.

2o T am sure we should not make a public statement now
which could be taken to indicate that the Defence Budget

will be given special relief from the discipline of cash limitse

3 You will recall our exchanges before the Budget. Your

se@ :ECUH-PCLIPt'L, rl.»‘r.e!f-
Private Secretary wrote to mine on 5 Juyife recording your view
that there should be no easement of the cash limits policy as
already decided and announced on account of the higher prices
in the post-=Budget forecast, but asking me to inform colleagues
of the extra volume squeeze which this would imply. This T did

u‘,!mm;foﬁ-,Ptl‘Pukr Cxp.

in a minute of 8 gyné: No objections were raised at the Cabinet

meeting which endorsed the Budget proposals.

L, To re-~open the matter mnow would cast doubt on our Budget
strategy and on our ability, and will, to maintain the control

of public expenditure through the cash limits which is an essential
part of our strategy. We cannot relieve a major programme, however
important in its own right, from the congtraints of cash limits
without prejudicing the system. And we very much want to avoid

adding to the borrowing requirement in the present year.

Con'teeceose
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L, It is mot my field but I question the degree of criticism

to be expected from our Allies. Of course they will ask questions,
but at the political level our standing will surely remain high
following our endorsement of the 3% target. There are some good

points we can makes:

() we have just increased the defence cash limits for
the current year by £409m —~ substantially more than
the cost of the tax increases; this included
financing in full the generous pay award to the
Armed Forces and protecting essential elements
of the Defence Budget by allocating an additional

£100m to equipment procurement

the extent of the volume squeeze resulting from

the cash limits will depend on the rate of inflationg
it is not something peculiar to the United Kingdom,
but common to all countries which set their budgets

in cash temmse.

S5e I must therefore recommend that the Defence Secretary should
give no assurance that the Defence Budget will be compengated in

the way he suggestse

(&)~ I am sending copies of this minute to the Defence Secretary,
to other members of OD Committee, the Lord President and Sir
John Hunte.

JOHN BIFFEN C5.7 79)
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PRIME MINISTER

DEFENCE CASH LIMIT 1979-80

You will have seen my minute of 20th Jume and
John Biffen's reply of 26th Jurie about the effect of the
Budget increases in VAT and petroleum duty on the current
year's defence programme. I am afraid this presents us
with a serious problem.

P These increases will cost the defence budget an
additional £180m or so in the current year, including the
defence works programme for which the Property Services
Agency is responsible. No other Department faces a
comparable cost; I understand that the Department of Health
and Social Security come closest, with some £50m.

B The cash limit fixed by our predecessors was inadequate
to finance the programme; when we took office we found that
because of rising inflation we were heading for a squeeze of
over £200m on defence equipment, stores and supplies. The
Cabinet accordingly agreed to an increase of £100m in the
defence budget. The rest of the squeeze - over £100m - I
have to absorb through administrative savings. I also have
to cope with the 3% cut in manpower costs which applies to
all Government Departments.

4, These challenges I have willingly accepted. But the
new increases are in a different category. John Biffen is
in effect saying that I must bite the bullet and live within
the cash limit agreed before the Budget. If this line is
maintained the result would be a real reduction in purchases

VS ol S
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of goods and services and would amount to a deliberate
decision to dishonour our undertaking to our NATO Allies.
Since defence is the programme most affected such a
decision would discriminate against defence and would be
seen to do so, contrary to our policy and pledges.

5, This would put the Government in a thoroughly
invidious position. Our supporters would not understand
why, after all we have said about strengthening defence,

the defence programme for the current year should be cut to a
level well below that publicly announced by our predecessors.
I had to give a stalling answer to Winston Churchill's
Written Question last Thursday. Our opponents also stand
ready to exploit the situation. John Gilbert, the Minister
of State here in the last Administration who took a personal
interest in VAT, has a Question down for today. NATO too
would realise what is going on - they monitor the
performance of all Alliance members against the 3%
undertaking.

G The United States' Embassy were also on to the point
a few days after the Budget.

7. To sum up: the Treasury line, if maintained, will
effectively cut this year's defence budget by some £180m,
contrary to our pledges. It will far more than counter
the £100m increase for which we have taken credit, which
would in reality be no more than a partial offset for
inflation, and would in no way have enhanced the programme.
The position will be plain to our supporters and critics
alike.

8. I recognise the Treasury's difficulties and do not
seek an increase in the cash limit now. I do however ask
that, if it becomes clear later in the year that further
funds are necessary to prevent further cuts in the defence
programme which would otherwise have resulted from the tax
increases, additional funds will be provided; and that
meanwhile we should state publicly, as and when occasion

/ requires ...
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requires, that the tax increases will not lead to cuts in
the defence programme.

91 I am copying this minute to the Chief Secretary,
OD colleagues, the Lord President and Sir John Hunt.

2nd July 1979
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Treasury Chambers, Parliament Street. SWIP S3AG

The Rt Hon Francis Pym MC MP

Secretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 29 June 1979

THE EFFECT OF BUDGET MEASURES ON CASH LIMITS

Thank you for your letter of 28 June

./ '
I cannot agree with the answer you wish to give to
Winston Churchill's question. The facts are that:-

a. The decision to increase the Defence Budget by
£100 million meanS that the volume squeeze imposed
by the indirect tax changes will be mitigated to that
extent; the Defence Budget is in practice bigger by
£100 million than would otherwise have been the case,
and this is precisely what the Government intended.

The Government has taken no decision to relax the
defence cash limit if it proves inadequate to maintain
the essential defence programme, and it would be
misleading Parliament to imply otherwise.

We should not imply that such further changes in the
cash limits as may be agreed are intended to cover
anything other than subsequent pay settlements not
yet concluded.

As I said in my letter of 26 June, any relaxation of
particular cash limits now would seriously damage the
effective control of public expenditure which is
essential to our budgetary and tax strategy.

I shall of course be glad to discuss these points further with

you on Monday if you wish. In the meantime however I think
5]

~

Ik
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that the reply to Winston Churchill should be along the
following lines:-

"The cost to the Defence Budget of the increase in VAT

is estimated at £180 million in 1979/80. Earlier this
week My Rt Hon Friend the Chief Secretary to the Treasury
announced increases in the defence cash limit for 1979/80
totalling £409 million (Cmnd 7604). 1In view of the
importance of greater efficiency and economy throughout
Government, I intend to contain expenditure within the
revised limits, and to ensure that the essential needs of
the defence programme, to which the Government attach
particular priority, are met.'

I am copying this letter to the recipients of yours.

JOHN BIFFEN

CONFIDENTIAL
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THE EFFECT OF BUDGET MEASURES ON
CASH LIMITS

Thank you for your letter of 26th-June about the effect
on the defence budget of increases in VAT and petroleum duty.

You refer to the Government's decision to maintain and
enforce the cash limits but make no mention of the equally fir
Government decision to increase our defence effort. I do mnot
see how we, as a Government, can defend a position in which we
have made much play in public of our decision to increase the
defence budget by £100M and at the same time take an action
which effectively cuts the defence programme by nearly £200M,
still more as the £100M does not enable us to add to the
defence programme but merely to keep it going without cuts,
thanks to the failure of our predecessors to provide enough
funds for the programme in their cash limit. Since my
Department is the largest Government purchaser of goods
and services, affected much more than others by the increases
in VAT and petroleum duty, I shall have to reveal, in answer
to a question from Winston Churchill today, by how much,
and the formula you propose will in no way deal with the other
part of Churchill's question, which is to ask what is the net
increase in defence expenditure proposed for the current year.
There will be no way of concealing that we are in fact
proposing a net reduction of nearly £100M.

I believe, therefore, that to take any other course
in public than that proposed in paragraph 3 of my minute of
20th June to the Chancellor of the Exchequer is to invite
immediate criticism among Government supporters and from
our Allies.

I must therefore urge you most strongly to consider
the matter again, in the light of the wider issues and the
credibility of Government policies generally. I am not

/asking ...

The Rt Hon John Biffen MP
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asking that the defence cash limit should be increased now,
only that we should be prepared to say now that if it
becomes clear during the course of the year that further
funds are needed to maintain the essential defence programme
on the basis which has already been agreed by Cabinet,

the Government would seek the necessary Parliamentary
approval. I attach the answer I should like to give to
Chtrehiiaeg

I am copying this letter to the Prime Minister and
other members of OD, the Lord President and Sir John Hunt.

Francis Pym

'CONFIDFNTIAL
2




Mr Churchill To ask the Secretary of State for Defence
what is the estimated effect on the defence
budget of the increase in Value Added Tax
announced in the budget; and what is the
net increase in defence expenditure proposed
for the current year?

Proposed Answer (Mr Pym)

The cost to the defence budget of the increase in VAT
is estimated at £180M in 1979-80, including £3M for petrolcum.
Earlier this week my Rt Hon Friend the Chief Secretary to the
Treasury announced increases in the defence cash limit for
1979-80 totalling £409M (Comnd .7604). These increases were
not specifically related to VAT or oil duties. My Department
will nevertheless endeavour to contain expenditure within the
revised cash limits, subject to such further changes as
may be agreed, and will thereby contribute to the search for
greater efficiency and economy throughout Government. TE
later in the year it should become clear that further funds
are required to meet the essential needs of the defence
programme, the Government will seek Parliamentary approval
accordingly.
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Treasury Chambers, Parliament Street, SW1P 3AG

Rt Hon Francis Pym MC MP

Secretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 26th June 1979

THE EFFECT OF BUDGET MEASURES ON CASH LIMITS

Your minute of 20 June to the Chancellor of the Exchequer
referred to the additional volume squeeze on public expenditure
which arises from the increases in VAT and petroleum duty which
were announced in the Budget.

It was with this point in mind that I circulated my minute of

7 June to the Prime Minister and Cabinet colleagues. I was
concerned that colleagues should be aware, before our discussion
of the proposed Budget measures on 11 June, that they would
intensify the squeeze resulting from our earlier decisions on
cash limits.

The problem is common to all departments where a significant
proportion of expenditure attracts VAT or petroluem duty. There
is no way round it within the policies which we have collectively
adopted and announced. So, while I should welcome the first part
of the reply to critics which you propose and the economy efforts
to which you helpfully refer, I see considerable difficulties in
the last sentence of your paragraph 3, which would suggest that
if during the year it becomes clear that further funds are
needed, then the Government would seek Parliamentary approval
accordingly.

The Government have announced the collective decision to maintain
and enforce the cash limits: and for the effective control of
public expenditure, and the budgetary and tax strategy which
depend on it, it is essential that we do in fact enforce them.

I would see no difficulty in your taking the public line that the
£100 million, and our decision to increase defence cash limits
by the full cost (269 million) of the forces pay award, demonstrate

~
-
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the high priority we attach to defence. But that I think is

as far as one can go. Now to imply that we have also taken a
decision in principle to relax some of the major cash limits

if in the event they prove uncomfortably constricting would
overturn our earlier announcements both in presentational
credibility and in substance. I must ask you to stick to the
understandings in your minute of 30 May to the Prime Minister and
my letter of 5 June.

I am sending a copy of this letter to the Prime Minister and
other members of OD, the Lord President, and Sir John Hunt.

[~
[

JOHN BIFFEN

CONFIDENTIAL







MINISTRY OF DEFENCE WHITEHALL LONDON SWi1A 2HB

TELEPHONE 0O1-218 9000

DIRECT DIALLING Ol1-218 2111/3

CONFIDENTIAL AA‘LJJ .

MO 8/2/12

TR,

CHANCELLOR OF THE EXCHEQUER ‘X\‘

' o
THE FINANCIAL PROSPECT 1979-80 ’VJW

The increases in Value Added Tax and petroleum duty
in the Budget will cost the Ministry of Defence about
£200m in the current financial year. 1 am anxious that
the Ministry of Defence should work within the same cash
limits discipline as all other Departments. As you will
have seen from my minute of 4th Jure to the Prime Minister,
I have in hand a number of studies designed to produce
savings and streamlined administration, as well as
absorbing the 3% cut on civilian staff expenditure.

e I shall therefore do my best to absorb as much of
this extra £200m as I can. But I am conscious that I may
be vulnerable in Parliament and in NATO to the critics who
will argue that our extra £100m to maintain the equipment
programme has been more than offset by the tax increases,
with the result that in real terms our plamned level of
expenditure is even lower than that of our predecessors.

Sl We should clearly need to scotch any suggestion of
this kind. I would propose to deal with any such criticism
by saying that the Ministry of Defence was playing its full
part in the containment of public expenditure and the
maintenance of the cash limits discipline, but that as we
have already emphasised we are determined to maintain the
provision of essential defence resources; and that if it -
becomes clear during the course of the financial year that
further funds are needed then the Government would seek
Parliamentary approval accordingly.

/ b ...
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4. Such a reply would underline our commitment to
discipline and economy. At the same time it would make
clear that we intended to maintain the decision we have
taken to remedy the underfunding of the programme that
we inherited from our predecessors.

S I hope that you will agree to this course of action
and that you will be content for me to speak in this way
if T am pressed on this point.

G I am sending a copy of this minute to the

Prime Minister, our OD colleagues, the Lord President
and Sir John Hunt.

20th June 1979

CONFIDENTTIAL







10 DOWNING STREET

THE PRIME MINISTER : S5 June ,19%9

Dear Mr. Wellbeloved

Thank you for your letter of 25 May about air defence

fighter aircraft.

I am surprised by your suggestion that I had "cast doubt
on the prospect of carrying through the proposal to substantially
increase the number" of such fighters. As I said in the House,
this "proposal" was not a substantive decision taken by the
Gﬁvernment; it was no more than a decision in principle taken
by the Air Force Board, without any allocation of money for the

Additional aircraft.

The conclusion which the Air Force Board reached was only

- the first step in a very long process which all major defence
Projects must go through. As you well know, the Air Staff then

have to carry out detailed studies of available options, and this
they are now doing. Even when the Air Force Department have
cousidered the results of such studies, further consultations

both with others concerned within the Ministry of Defence and with
Other Government Departments are needed before the views of Ministers
¢Q0llectively are sought. For you to give the impression that a

firm decision had been reached by the previous Government is to say

the least disingenuous.

I am also surprised by your suggestion that we should publish
"theo basis upon which the meeting at the Ministry of Defence
*ached the conclusion that UK air defence was a matter of high
PTIOTity". I understand that the paper which was discussed by the
Force Board, and the minutes of the Board meeting, were
ified as SECRET, so that there can be no question of

/publishing




publishing them. Moreover, you will be aware of the convention
whereby Ministers of an incoming Administration do not have access
to papers of the previous Government, SO that it would not be
appropriate for us to see those documents. However, we have,

of course, been very fully briefed on the defence programme.

The failure to provide proper home-based air defence is
only one of the weak points we have inherited, and we have already

given practical proof that we intend to improve our national security.

Yours sincerely

MT

James Wellbeloved, Esq., M.P.
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PRIME MINISTER

THE SEARCH FOR ECONOMY

Present Background

- The Ministry of Defence is concerned to ensure that resources
allocated to defenceare concentrated on essential defence meeds and
not dissipated in excessive administration or unnecessary frills.
The decisions of our predecessors compelled this approach and I am
re-emphasising it mnow.

A Even before the unified Ministry of Defence was set up in 1964,
certain functions of the Service Ministries had been rationalised,
eg much of their purchasing under the Ministry of Supply, and their
works departments into the Ministry of Public Building and Works
(now the Property Services Agency). Since unification the search
for economy has continued. Rationalisation both within and between
the single Services, so far as it is compatible with essential
operational control, has been pursued as a matter of deliberate
policy in the supply and logistics area; for example the supply

of nearly 25% of the three million items in MOD stocks is managed
by a single Service on behalf of all three (many of the remaining
items being unique to single Services). Examples include motor
vehicles and spares, food, accommodation stores, aviation fuel,
medical spares, and clothing.

3. I believe you will wish to know the scale of recent cut-backs.
Eighty Army establishments have been closed, and the number of
active RAF stations in the United Kingdom reduced by over 407%

from 166 to 97. 82,000 acres of land have been disposed of. By the
end of this year eight Fleet Support Establishments will have been
closed since 1974. The Command structures of all three Services
have been streamlined with large reductions in their staffs.

/ Our ...

MANAGEMENT IN CONFIDENCE

MANAGEMENT IN CONFIDENCE




MANAGEMENT IN CONFIDENCE

Our R&D establishments have been reduced from 25 to 12.

Accounting systems and internal audit arrangements have been
centralised. In a number of areas, such as statistics, contracts,
management services, and Defence Police, separate staffs have
been brought together into a single organisational unit. Military
and civilian staff in MOD headquarters have been cut by 13%

and 14% respectively since 1973/74. Senior staffs (Under-
Secretary and the Service equivalent and above) have not been
neglected - they are down by 9%. Considerable savings have also
been made in general administrative expenditure in areas such

as travel, communications, printing and stationery (a real
reduction of well over one-third).

External Constraints

G There are a number of external factors and pressures, some
of them inescapable, which militate against the search for
economy. There are increasing demands to provide financial
information to the Treasury and to Parliament, and the staff effort
involved is compounded by the compressed time-scale within which .
the figures often have to be produced. Other demands on staff
have arisen or are likely to arise from the requirements of the
Health and Safety legislation and from any public right of access
to official information. Thirdly, since money unspent at the end
of the year has to be surrendered and cannot be recovered, there
is a matural tendency to bring expenditure forward when potential
underspending - frequently caused by unexpected manufacturing
delays-is identified. A financial system which recognised that
management is a continuous process would avoid the kind of
pressure that leads to the inclusion of second priority items to
mop up underspending. Some ideas in this area have already been
given to Sir Derek Rayner. Fourthly, the dispersal programme
would add a significant extra manpower bill in both the short and
longer term, as well as extra support costs. I have already set
in hand a new assessment of this.

Further Measures

S) Notwithstanding all this I have begun already to intensify
efforts in the search for economy in these areas, but in addition
I propose to arrange for:

foa. oo
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a. The Minister of State to lead an initial
investigation into our procurement processes (from
the stating of the requirement to delivery) - this

is a major task and one where we must always be
concerned to secure value for money and continued cost
consciousness;

b. The three Parliamentary Secretaries each to lead
studies of activities within the three Services and
in three particular areas - the use of energy in all
its forms; movements (where we spend about £180M a
year); and the defence estate;

e A review of all committees;

d. The collection of suggestions from the staff -
military and civil - for cutting waste. I should
want to offer a limited number of financial prizes
to give some extra incentive.

I should be glad for Sir Derek Rayner, who has already had a
talk with my Permanent Secretary, to be associated with these
activities if he wishes.

6. We agreed in Cabinet to have a special look at QUANGOs; but
the involvement of the Ministry of Defence with bodies of this
kind is so small (£16,000 a year in total cost) that I do not
think that a detailed examination would produce any worthwhile
results.

7 o I make these suggestions quite separately from my consideration
of the Lord President's proposals for savings in Civil Service
numbers, on which I have written to you already to the effect that

I shall be looking positively at the scope for further savings.

8% I am copying this minute to the Chancellor of the Exchequer,
the Lord President, and Si ohn Hunt.

4th June 1979
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10 DOWNING STREET

From the Private Secretary 14 May 1979

The Defence Budget and Cash Limit

The Prime Minister has seen the Defence Secretary's minute
(MO 25/2/88/1) of 10 May about the re-affirmation, in the
draft NATO Ministerial Guidance, of the aim for a 3% a year
real growth in defence spending.

The Prime Minister agrees with Mr. Pym's recommendation
that he should give strong support to the proposed renewal of
the call for a 3% a year real increase in defence spending-
for the years up to 1986. The Prime Minister has seen and
taken note of the Chief Secretary's comments in his minute
of 11 May: she would not, however, wish Mr. Pym to qualify
his support for the 3% increase in terms such as those set out
in paragraph 4 of Mr. Biffen's minute. The Prime Minister
takes the view that to make this kind of qualification would be
tantamount to giving no undertaking at all. The Prime Minister
recalls that the terms of the Ministerial Guidance already make
some reference to the economic circumstances of member governments
which should adequately meet the Chief Secretary's point.

I am sending copies of this letter to Paul Lever (Foreign
and Commonwealth Office), Alistair Pirie (Chief Secretary's
Office) and Martin Vile (Cabinet Office).

J.D. Gutteridge, Esq.,
Ministry of Defence.
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s The Secretary of State for Defence has to attend the NATO Council 73/‘1’

meeting in Brussels next week, at which he wants to reaffirm the

United Kingdom commitment to the 3 per cent growth target in national

defence budgets. The timing of this Council is unfortunate. It
means that he has to enter into this commitment before Ministers have

had a chance to look at the forthcoming public expenditure survey. It

would of course have been possible for him to plead that the new
Government had not yet had time to comsider its policy on this. But

understandably he wants to be as forthcoming as possible.

205 However, there is a serious risk that in so doing, he will
unilaterally pre—empt the claims of a number of other spending Ministers
for exemption from the forthcoming public expenditure cuts. The
Manifesto is quite clear that the Defence budget must be given priority,

but the extent of that priority is still to be considered.

Ble The Treasury is understandably worried about this. I believe the
Chief Secretary is on the point of writing, to say that he is content
with the line proposed, "provided it is understood that our room for
manoeuvre in the public expenditure survey must not be prejudiced,

and that the wording is not binding and allows for such exceptions as

/‘

national economic circumstances may require."  The text of the draft ", ]

guidance is in fact in terms which allow this proviso to be met. 'JJ
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kL, I think you may wish to lend support to the Chief Secretary's
reservation, saying that while of course defence must have top priority,
we must not enter into any precise or irreversible commitment at this
stage, until the Public Expenditure Survey as a whole has been studied
by Ministers. Since the Secretary of State leaves for Brussels on
Monday, it would be desirable that this message should, if you agree

with it, go out as early as possible.

/

lﬁ%hr//
/

JOHN HUNT

11 May 1979
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PRIME MINISTER

THE DEFENCE BUDGET AND CASH LIMIT: NATO MEETING

I have seen the Defence Secretary's minute of 10 May about

the NATO 3% target and the forthcoming meeting of NATO Defence

Ministerse

2. We can only address the question of the appropriate level

of UK Defence Expenditure in the years after 1980-81 in the
context of our forthcoming consideration of future public
expenditure as a whole. We shall no doubt wish then to explore
the implications which steady 3% annual increases in real terms
would have for the share of national income allocated to defence,

and our plans to reduce public expenditure.

3. If he felt that next week's discussion in NATO might in
any way pre-—empt our consideration of these questions I would
wish the Defence Secretary to strike a note of caution. I am
sure that his NATO colleagues would understand that, one week
after taking office, we are not in a position to enter into
commitments about the precise levels of particular programmes

some years aheade.

L4, Provided that it is understood that our room for manoeuvre in
the public expenditure survey must not be prejudiced, and that the
wording is not binding and allows for such exceptions as national
economic circumstances may require, I am content that he should
subscribe to the 'Ministerial Guidance' document, thereby

reaffirming our support for 3% increases as a desirable aim.

5. I am sending copies of this minute to the Foreign and

Commonwealth Secretary, the Defence Secretary, and Sir John Hunt.

\ J N\
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JOHN BIFFEN
11th May 1979
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THE DEFENCE BUDGET AND CASH LIMIT

The draft Queen's Speech which we are now considering
reaffirms our commitment to improve the security of the nation
and strengthen our contribution to NATO. We have always
recognised that this will cost money.

2 I shall be in Brussels next week for a meeting of NATO
Defence Ministers to discuss among other things the draft
Ministerial Guidance for 1979. This is a document which provides
broad strategic and political guidance for the Alliance as a whole,
including the question of resources for defence. The latest
version will cover the period up to 1986. Decisions on it canmnot
be deferred, since it is a key part of the two-year planning

cycle.

2 On resources, the 1977 Guidance called on member countries

to aim at an annual increase of 3% in real terms up to 1984.

Our predecessors subscribed to this (as did other members of the
Alliance), and their last White Paper on public expenditure

showed 3% year-on-year real increases in the defence budget in
1979-80 and 1980-81, but not beyond. The White Paper stated that
no decision had been taken about the defence budget for subsequent
years.

4. The draft of the new Ministerial Guidance from NATO proposes
reaffirming the aim of 3% a year real growth, rolled forward to

/1986
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1986. In my view we must support this. Believing as we do
that this country, and the West as a whole, need to increase
their defence effort, we should play our part in setting the
Alliance a challenging target from which back-sliding is
difficult. I regard it as unthinkable that we should open
our account in NATO by stepping back from something which our
predecessors signed on for last time round.

D'a Subject to your agreement, therefore, I propose to give
strong support to the proposed renewal of the call for 3% a

year real increases in defence spending by NATO members, for

the years to 1986. This will not constitute a formal commitment,
by us or any other Alliance member. But we must recognise that
it will intensify expectations that the United Kingdom will come
through with 3% for the years after 1980/81. There is a
compelling case for this in the interest of our security, and I
shall be proposing in our forthcoming PESC discussions that we
should decide accordingly.

51 I am sending copies of this note to the Foreign and
Commonwealth Secretary and the Chancellor of the Exchequer, and
to Sir John Hunt.

10th May 1979
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