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PRIME MINISTER }{:‘ /)W A
SO /g

STATEMENT ON THE DEFENCE ESTIMATES

It was resolved at 0D yesterday that the Defence White Paper should
include a reference to the problems of reconciling commitments and
resources.

I feel there is more danger in not rehearsing the arguments than
in overplaying this problem. The Secretary of State for Defence
has underlined that current economies are undermining the operating
efficiency of the armed forces. This will sustain the growing
feeling that we are overstretched in our defence capability, and
the Trident nuclear option will be seen as a further weakening

of the resources that might be available for conventional defence.
In such circumstances anti-nuclear sentiment will go much wider
than in the 1950s, and in circumstances that could be electorally
harmful.

The best way to prevent or limit this danger would be to have a
clear undertaking to order and balance our commitments within the
resources we choose to make available for defence, and to be seen
to be doing Jjust that.

I am copying this minute to other members of OD and to

Sir Robert Armstrong.
W.T8

Department of Trade JB
1 Victoria Street
Iondon, SW1H OET

é. March 1981
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Cabinet / Cabinet Committee Document

The following document, which was enclosed on this file, has been
removed and destroyed. Such documents are the responsibility of the
Cabinet Office. When released they are available in the appropriate
CAB (CABINET OFFICE) CLASSES.

Reference: 0 0 (? '). [L’Zt Me éhly ; M('A-u fes

Date: 5’ Mﬂrd\ /QF’

Signed WW Date ) Jl-(fijq 2o

PREM Records Team
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MINISTRY OF DEFENCE :
MAIN BUILDING WHITEHALL LONDON SW1

Telephoie 01-230x7R22 218 2111/3 p

MO 21/2/26 5th March 1981

s .

STATEMENT ON DEFENCE ESTIMATES 1981

I understand that it was agreed at OD this morniag,
when the Committee discussed my Secretary of State's Note
O0D({81)13, that any detailed drafting points on the draft
Statement that Ministers wished to make should be put to
us not later than 12th March. :

I should be very grateful if these points could be
put to me by Xrivate Secretaries, or to Mr R T Jackling,
Head of Defence Secretariat 1i (telephone number 218 3287,
Room No 9328, Main Building) by officials by not later chan
noon on that day. After that time we will assume that no
points remain to be made. If ccmments can come earlier than
i2th March that would be very welcome.

I am sending copies of this letter to the Private Secretaries

to the other wmembers of OD; Ian Ellison in the Department of
Industry; and Michael Alexinder (No 10} and David erght (Cabinet

Office).
T

by

* (R M NORBURY)

. LT g s
‘.' 5 a H A \'."'-'- & BRI A 0
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Ref, A04369

PRIME MINISTER

Statement on the Defence Estimates 1981
(OD(81) 13)

BACKGROUND
L

OD discussed the 1980 Defence White Paper on 22 January last year,
and subsequently had two major discussions on defence policy on %?./March and
on 8 July, On 20 March the Committee were left with the impression that
the;e was a need to reshape the defence programme in fundamental terms to

fit the resources available; but when the then Secretary of State for Defence

put forward his proposals for discussion in July they were less radical than
expected earlier. In OD(8k) 13 the Secretary of State for Defence now warns
his colleagues that the need for a fundamental review to match defence commit-
ments with the available resources still exists, and that he expects to reach
conclusions in the summer. Thus the present situation is similar to that which
prevailed foumscussion last March.

2. The Secretary of State for Defence proposes with the agreement of OD
and Cabinet to publish the 1981 Statement on the Defence Estimates (SDE) about

13-15 April. This proposal should not give rise to any difficulties in relation
t:: the Public Expenditure timetable.

85 On the form and substance of the SDE there is one important innovation
this year. It follows the ;:usual form of a statement of policy in Chapter 1,
followed by an account of current activity in various defence fields in the sub~
sequent chapters. But between the various chapters are a number of free-
standing essays on the underlying considerations which have to be continuously
taken into account in making and implementing policy in the defence field (the
pages concerned have, in the present typescript, a 'frame' round them). The
Secretary of State for Defence inherited this format from his predecessor. He

is likely to seek the views of the Committee on whether it commands genetal

approval,

1
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4, The special emphasis given during your Washington visit to the enhance~
ment of our military capability in the Gulf region will need to be echoed in the
final version of the SDE,

5. On apoint of detail last year's SDE cost £4.50 for Vol 1 and £4. 00 for
Vol 2 from Her Majesty's Stationery Office. 'I'Ei s_y;é._r the two volumes are
likely to cost over £10.00 even though it costs less than £1,00 to produce Vol 2,
| The SDE is one of HMSO's best sellers each year and most copies gom_&al
| purchasers,

6. The Secretary of State for Industry has been invited for this discussion
because of the industrial implications of the defence programme. The Chief
Secretary has also been invited because of the Public Expenditure implications.
The Secretary of State for Defence hasmrjgj: asked if he might bring the Chief of

the Defence Staff or other Chiefs of Staff; they did not attend with Mr Pym this

time last year.
HANDLING

T The Secretary of State for Defence should introduce his covering papers

and the draft SDE. Quite a number of points arise on it., Some of them could

sui‘m with in correspondence. Those in the Annex to this brief
could, if you agree, form the basis of a letter which Mr Alexander could send
to the Private Secretaries concerned after OD has met, That would leave you
free to concentrate OD's discussion on the following major issues (or on a
selection of them, leaving the others to be included in Mr Alexander's letter):~

(a) What do the Foreign and Commonwealth Secretary and Chancellor

of the Exchequer think of the idea in the last sentence of para-

graph 3 of Mr Nott's covering paper that the SDE should include

a very short introduction referring in guarded terms to the need

6" for a further review of defence commitments over the next few

months? The Chancellor of the Exchequer is likely to be in
favour of such a statement. How does the Foreign and
Commonwealth Secretary feel that it might affect our allies,
particularly the United States? What are the risks of appearing

disingenuous later if we were to say nothing now?
2
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(b)

(c)

(d)

CONFIDENTIAL

Defence Policy in a Changing World (Chapter 1 of the draft SDE),

——
Is anything in Chapter 1 affected by the outcome of your dis=-
cussions in Washington? Is it sensible in line 2 of paragraph
111 to refer to the vast resources of the United Sfates in com-

parison with its individual allies? The United States tend to

make the comparison with their European allies collectively,
and on that basis the disparity is far less marked.

"Britain within NATO" (free standing essay following para 126).

Do the Secretary of State for Defence and Foreign and

Commonwealth Secretary feel it is right for paragraph 7 of this

essay to continue to refer to the desirability of a new review
e e e

effort by the Alliance in the light of the cool American reaction

R
to this idea? Does this essay as a whole make a useful

contribution to the value of the SDE?

Theatre Nuclear Force Modernisation (paragraphs 215-223),

(1) Ought consideration to be given to providing the Tornado
with in-flight refuelling facilities and tanker aircraft to
give it a range equivalent to the Vulcans? Otherwise
it will scarcely be able to reach the Soviet Union from
United Kingdom bases.

(2) Paragraph 218 states that the long-standing arrangements
for consultation about the use of United States nuclear
weapons from United Kingdom bases would apply to
United States-armed GLCMs based in the United
Kingdom. There is no policy problem about this: it
was spedﬁcawmﬂﬁtﬁl—_&&ﬁmﬂ But
we must consult the United States Administration in
advance if this statement is to be made public in the SDE.
I have this in hand through the channels established in
Washington last week. If we consult the United States
Administration (as we must) about this, should they see
in advance the whole of the section on nuclear weapons?

The Foreign and Commonwealth Secretary may have

views,
3
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(3) The beginning of paragraph 219 says that there have been

s —————
test firings of Tomahawk from a variety of launch plat-

forms. Can the Secretary of State for Defence say

whether these include submerged ones? If the answer
is No the point should be made clear; and if the answer
is Yes the whole sentence might be better omitted. We
do not want to give unnecessary ammunition to those who
argue that sea-launched Cruise Missiles would have been
a better Strategic Deterrent choice for Britain than
Trident. Our answer has always been that they would
in fact be '""United Kingdom unique'' and therefore more
expensive, since the Americans were not developing

the weapon for use from submarines.

(e) BAOR's Reinforcement Plan (paragraphs 322-323).

Although the reinforcement plan has been worked out in great
detail and practised to some extent in peacetime, does the

Home Secretary believe that itis likely to work in a real
emergency in the absence of parallel civil home defence planning
and preparation? Would it really be possible to call up and
despatch the reservists and TA units to Germany in those
circumstances?

(£) Royal Naval Deployments (paragraphs 412-414),

Are the Foreign and Commonwealth Secretary and Secretary of

State for Defence satisfied with the arrangements that have been

made for a British Naval presence in the Arabian Sea? The
initial discussions with the United States Navy and the French
did not seem to run very smoothly and the United Kingdom does
not appear to have extracted the full credit deserved from the
arrangemants.
(g) Enhancement of United Kingdom Military Capability Outside the
NATO Area (paragraph 416).

OD took note of the measures proposed for such enhancement at

at their meeting on 8§ July. The reason why some of the
e

4
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proposals are now contained in a square bracket in paragraph

416 is apparglitly that the Chiefs of Staff still have doubts about

the priority to be accorded to them. If you yourself and the

Foreign and Commonwealth Secretary feel that a high priority

should be given to such measures, because of the political
et L e TV Al e ke el
importance attached to them particularly in regard to the

Americans, you may wish to invite the Secretary of State for

Defence not merely to remove the square brackets but to add
emphasis to this particular section of the SDE.
(h) Defence Procurement Strategy (free standing essay following

paragraph 526),

Does the Secretary of State for Industry have any general views

on this essay and on the particular point in paragraph 5 about
the size of the premium which ought to be paid for a '""made in

Britain label"? Do the Secretary of State for Defence and

Foreign and Commonwealth Secretary have any different views

on the desirability of new collaborative projects (paragraph 6)

in the light of the overseas sales difficulties which have now

been encountered with the West Germans over Tornado?

(i) Harrier and Jaguar Replacements (paragraphs 617b and c).

These are likely to be among the biggest defence equipment

decisions which the Government will soon have to take. The

previous Secretary of State for Defence told OD, in his paper

on the defence programme of 3 July last year, that recommenda~
tions would be coming forward shortly, When will the Secretary
of State for Defence be making proposals? Whatis the financial

scale of the problem? Has the Secretary of State for Industry

any comments on its importance for British industry,
particularly British Aerospace?

(i) Civilian Numbers (paragraphs 732-742).
Is the Lord President satisfied that a reduction of civilian

numbers in the Ministry of Defence is consistent with the

Government's policy to increase its defence efforts, in view of

5
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the fact that many Ministry of Defence civilians are doing the
same job as servicemen? You may like to note with approval
the point in paragraph 742 that the Ministry of Defence has more
apprentices under training than any other single employer in
Britain,

(k) The Defence Budget (Chapter 8).

Is the Chancellor of the Exchequer satisfied with these para-

graphs on the financial aspects of defence? (The Treasury

has been fully consulted in their preparation). Is it right to
gloss over the probable difficulties which are likely to arise

from a cash limits overspend in the current financial year?
CONCLUSION

8. The Committee might be guided to the conclusion that the Secretary of

State for Defence should be invited:

(i) to circulate the draft Statement on the Defence Estimates 1981,

amended as necessary in the light of discussion, for

consideration by Cabinet on 19 March;

(ii) to include a very short introduction referring to the need to
study alternative deployments and operational concepts to
match the available resources;

(iii)  to report back to the Committee when the studies give rise

to new proposals,

"-—-_—-—'_-_.___—___-""'\\

ROBERT ARMSTRONG

4 March 1981

6
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Supplementary Points

The following points could be raised in correspondence, after OD has
met, between the Private Secretary at No 10 and the Private Secretaries of
Ministers directly concerned, viz the Secretary of State for Defence, Foreign
and Commonwealth Secretary, Secretary of State for Northern Ireland (who
will not have been at OD) and Home Secretary:

(i) Arms Control (paragraphs 119-126 of SDE). Is the Foreign and

Commonwealth Secretary content with these paragraphs. Or
does their reference to the active participation of the United

Kingdom in the negotiations on Mutual and Balanced Force

Reductions and on a Comprehensive Nuclear Test Ba;Ei-eaty
—_—

sound rather exaggerated given that on both subjects very little
progress has actually been made.

(ii) "Nuclear Weapons" (free standing essay before paragraph 201).

This usefully provides an authoritative source of material for
countering CND propaganda.

(iii)  Trident (paragraphs 206-213). When will a decision have to be
taken on‘the option of building a fifth boat? Does the

Government also need to keep open the?l;ﬁon of buying D5

instead of C4 missiles, in case the United States Government
introduce the D5 missile to their own service earlier than
anticipated, Is it proposed to build Polaris replacement boats
with Ohio (ie fatter) mid-sections in order to keep open the D5
option? How would this affect the total costing of the
programme?

(iv) Chevaline (paragraph 214). In the light of the most recent flight

trials, is there any certainty about the date when Chevaline

will enter service?
(v) NATO Strategy (paragraph 307). When OD discussed the SDE

1980 in January last year attention was drawn to the imprecision

CONFIDENTIAL
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of the phrases 'flexible response' and "forward defence!, Do
the conventional forces now available to SACEUR give a reality
to the phrase "flexible response', or do they merely represent
a slightly delayed tripwire?

(vi) Warsaw Pact Forces in the Central Region (paragraph 316).

What new assessment of the Warsaw Pact forces in the central
region has NATO made in the light of the current situation in
Poland? It seems possible that the Polish divisions may now be
a liability rather than an asset to the Warsaw Pact, requiring
shadowing by Soviet divisions.

Air Defence of the United Kingdom (paragraphs 335-337). Is an

adequate number of aircraft available in the first line of air
defence described in paragraph 336? If not, what priority is
being given to increase their number?

Merger of 41 Commando Royal Marines (paragraph 347). Has

the merger of this Royal Marine Commando, which was
announced on 20 January, caused any particular stir either in
this country or with our NATO allies?

"Low Flying" (free standing essay before paragraph 401)., Is
this in the right place in the SDE? And should it be included

atall? Low flying is anirritant, eg to farmers. Will this
essay do anything to improve the situation?

Northern Ireland (paragraphs 503-506). Is it expected that there

will be further withdrawals of units on emergency tours in the
Province? Is there real military justification for isolated
units which have to be supplied by helicopter and may be
resented by the local population, eg in places like Crossmaglen?
Should OD give further thought later in the year to the prospects
for getting all troops off the streets in Northern Ireland?

(i) Princes: Gate Siege (paragraph 508). Is the Home Secretary

satisfied with this account of the Princes: Gate siege? Is it
accurate? Ought not "shortly afterwards' in line 12 to be

"subsequently''? The interval between shots being heard and
2
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the dead hostage being dumped on the doorstep was surely
about 5 hours (1 pm to 6 pm).

(xii)  Main Battle Tank (paragraph 6l6a). Will the half-fleet of
Chieftain tanks which will remain in BAOR have the guns and

armour to match the Soviet threat? If so, why is the other
half-fleet going to be replaced with Challenger? If not, why
is the whole fleet not being replaced?

(xiii) Chemical Warfare (paragraph 616h). Is there any real protection

against chemical warfare except the possession of an offensive
capability? Is there any suggestion that the United Kingdom
should acquire such a capability?

(xiv) Naval Programme (paragraph 619). To what extent is the nuclear

powered fleet submarine programme likely to be affected by the
Polaris replacement programme? Is Vickers going to remain
the only nuclear yard? Are Invincible and her two sister ships

going to be purely anti-submarine carriers? Will they not also

have a useful intervention capability outside the NATO area
which might be advertised? In the light of our experience with
Sting Ray, will it really be sensible to seek to develop a new
British heavyweight torpedo rather than buy from the Americans
something which they are going to develop anyhow?

(xv) Defence Sales, Operational Analysis, Royal Ordnance Factories

Royal Dockyards, Electronic Warfare and Research (series of

free standing essays following paragraph 627). Is the format

right? Whereas most of the essays in the SDE are designed
statements of general policy, some of these seem more in the
nature of reports on work in progress. Some of these subjects
appear to lend themselves to the latter treatment., On points
of detail, is there anything to report on the future of the Royal
Ordnance Factories? In regard to the Royal Dockyard, the
situation set out in the table 3.7 shows a halving in the number

of major refits and normal refits completed in the period

3
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1975=76 up to 1979-80 with a labour force in the dockyard
which is only slightly reduced, Is thatacceptable ?

Servicemen and Women (paragraphs 701-711), Are there

any plans for cutting the numerical requirement for service-

men in view of the fact that demographic trends are likely to

make recruiting more difficult in the future? (Paragraph 708)
The Womens' Services (paragraphs 722-724), In view of the

emphasis placed on the increased use of women in the

armed forces (paragraph 722), why does the table at 4.2,
which gives s trengths of trained United Kingdom Service
personnel in the regular forces, show an anticipated reduction
in numbers of Service women in 1982? Has the proposal to
arm women now gained general acceptance?

(xviii) Defence Statistical Services (paragraph 820e), This

paragraph recommends a 15 per cent reduction in the amount

of data currently collected, as an administrative economy, —

If economy is an aim in this field, is the size of volume 2 of
the SDE really justified? Are all these various statistics
genuinely required for management purposes or are some of
them being produced from force of habit?

The Defence Estate (paragraph 821). It is an important

element in the Government's policy that surplus and under

- - . __—-‘__q
utilised public sector property should be disposed of wherever

fT)os sible. What progress has been made as regards the Deferce

Estate ?
Last year's SDE cost £8.50, This year's will no doubt be
e ——
more than that, Is it wise to insist on a price which virtually

places it beyond the reach of the private purchaser?

4th March B8l
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Department of Industry
Ashdown House

123 Victoria Street
London SW1E 6RB

Telephone: Direct Line 071-212 0440

i 01-212
David Young Switchboard 01 7676

Special Adviser

3rd March, 1981

T. P. Lankester, Esqg.,
Private Secretary,

10 Downing Street,
London, S.W.1l.

Do e Romtcen Lo

DISPOSAL OF SURPLUS DEFENCE LANDS

Further to Mr. Young's letter 3§/Zf%h February,
he thought you might be interested to see tHe attached

copy of a letter from MoD (replying to my enquiry) confirming
slow, but hopefully sure, progress.

foure hicandty
WW

Miss G. M. A. Lambert




DU%%{-"}EE%B" MINISTRY OF DEFENCE

Main Building, Whitehall, London swiA 2HB
Telephone (Direct Dialling) o1-218 7152 WJ
(Switchboard) 01-218 9000 '
From: A R M Jaffray, CB, Deputy Under Secretary of State (Personnel and Logistics) ‘& Il{ ,S

Miss G.M.A. Lambert,

Department of Industry, 27 February 1981
Ashdown House.

Year M Lgnntev, gl )
DISPOSAL OF SURPLUS DEFENCE LRNDS

Thank you for your note of 25 February.

2. The position is that we have provisionally identified for the
PSA sixteen p0551b1e sales with a combined sale value of about £15m.
The next steps are for:-

a. the MOD to confirm finally that there are no polidy
or planning considerations that might stand in the way
of any of these sales;

b. the PSA to consider whichof them are suitable for
offering under arrangements of the kind we envisage,
and what sort of conditions of sale would be appropriate;

¢c. the Treasury to consider whether there are any
general financial or accounting principles which need
to be taken into account by Ministers before we finally
commit ourselves to these arrangements.

3. I hope that we will be able to bring these three strands together
in the latter part of next month; and L think the next meeting with
Mr. Young could most usefully take place then. For the present, we
are on course and I doubt if there is muchthat we could usefully
discuss with him before this further work has been done.

4, As regards Little Rissington airfield, I can confirm that we
have offered it to the Americans and they wish to taks our offer up.

5, I am copying this to John Delafons in the PSA.

ll/a’]‘\;w'.! S Ciy z/{\_-Y

Ao Jtires




2 MARSHAM STRELT
LONDON SWI1P 3ED

COMMERCIAL IN CONFIDENCE

My ref:  H/PS0/11005/81

Your ref:

b February 1981

L B

DEFENCE PROPERTY DISPOSALS

Thank you for your letter of 2 FgE;uﬁg; about testing the idea that
PSA should act for you in sellin and leasing back Defence property
which you think is likely to become surplus in a few years' time.

We will gladly undertake this work for you but it is likely to
involve us, and the Treasury Solicitor, in a substantial amount of
work. We will have to ensure that it does not divert resources

from the normal disposals work which PSA handle and which is running
at a high rate. We shall have to rely heavily on your co-operation
in the early identification of suitable properties if we are to
stand any chance of getting the money in by the end of the second
quarter of 1981/82. This will be a novel venture not only for us
but also for potential purchasers., We must recognise that the first
few schemes are likely to throw up difficulties and problems which
may delay them for longer than those which follow on later.

My officials have had discussions with the Treasury Solicitor who
will handle the pre-sale legal documentation and the post-sale
conveyancing. Together, they consider it will take not less than °

6 months from the time you notify us of suitable properties until .
we actually get money in., This will be taken up in pre-sale ;
- documentation (about 8 weeks), offer and acceptance (about 10 weeks),
and conveyancing (about 8 weeks), To give us time to prepare the
tender documents and invite bids by not later than 1 May, we should
need to have suitable schemes identified by the end of this month.
You will need to let us know definitely by the end of March at the
latest if you are to stand any chance of taking advantage of the
proceeds in 1981/82. But any delay in receipts will accrue to the
benefit of later years.

It will be important that we try and market the most saleable
pPropositions first. Whilst I recognise that it will be for my
officials, with David Young's help, to recommend the sort of terms
on which the properties might best be offered to the institutions,
they will look to your people for precise instructions about what
can and cannot be sold,

I agree that our officials should report to us jointly on the
results of the work they now have in hand, The end of April will,
however, be too late if you are to reap the benefit from sales in
1981/82, I leave it to you to decide whether you can bring that
date forward. :




I am also copying this letter to the Prime Minister in view of
earlier interest and to Geoffrey Howe, Sir Robert Armstrong ana
David Young.

L’I IV i

Lﬁ

MICHAEL HESELTINE

John Nott Esq MP
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10 DOWNING STREET (o

From the Private Secretary 24 February 1981

Defence Representation Overseas: Economies

The Prime Minister has seen the Defence
Secretary's minute to her of 20 February about
reductions in defence representation overseas.
She has commented: '"excellent'.

I am sending copies of this letter to the . :*"
Private Secretaries to the members of OD and to
David Wright (Cabinet Office).

M, O'D. B. ALEXANDER

B.M. Norbury, Esq.,
Ministry of Defence.
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DEFENCE REPRESENTATION OVERSEAS:
ECONOMIES

PRIME MINISTER

T would like to report the outcome of the plan,
consistent with the 10% reduction in overseas representation

generally, to reduce defence representation in Washington

and in the nine next largest of our overseas Missions,

2, In Washington I shall be making a reduction of 25%,
cm—

including the abolition of the "3-star" (Deputy Secretary
——

equivalent) post of Head of British Defence Staff. 1In

future instead of 4 top military posts, one of them "3-star"

there will be three posts, two "2-star" and ome "1-star".

Another Assistant Secretary level post will also be cut.

3 In the other nine Missions I will be making a reduction
of 10% - cutting 10 posts, two of which are Full Service

R
Attaches., -

4, Reductions will have been completed by 1st April next year.
h
5., I am sending copies of this minute to the Foreign and

Commonwealth Secretary and our other colleagues on OD; and

to Sir Robert Armstrong.

Ministry of Defence

20th February 1981
CONFIDENTTIAL




Department of Industry
Ashdown House

123 Victoria Street
London SW1E 6RB

Telephone: Direct Line 01-212 0440
Switchboard 01-212 7676
David Young

Special Adviser

l6th February, 1981

T. P. Lankester, Esq.,
Private Secretary,
10 Downing Street,

London; S.W.l. L\{J W
4 e

~

DISPOSAL OF SURPLUS DEFENCE LANDS

I wrote to you on 12th ruary about
discussions I have been having with D and PSA officials
on this subject. One matter that I omitted to deal with

was the disused airfield at Little Rissington, near
Burford, Oxfordshire.

MOD have confirmed that this is in fact
disused but is being made available to the United States
forces. I have asked for further details and will come
back to you in due course.

aar

O~
—
/
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Department of Industry
Ashdown House

123 Victoria Street
London SW1E 6RB

Telephone: Direct Line 071-212 0440

David Young Switchboard 01-212 7676

Special Adviser
12th February, 1981

T. P. Lankester, Esq.,
Private Secretary,

10 Downing Street,
London, S.W.l.

NS
Dee. W L&A:fﬁdﬁiﬂ “fykvf

DEFENCE PROPERTY SALES

I have seen a copy of John Nott's letter
of ZnE/Pébruary to Michael Heseltine on this subject.

As menti d in this letter, since I last
wrote to you on 16th Jan y, I have had further discussions
with MOD and PSA officials to pursue the possibility of
accelerating sales. MOD have now undertaken to provide a
list of possible candidates for sale and I am maintaining

.pressure on them to produce a worthwhile number. However,
until I have seen the extent of such a list and also the
type of properties it contains it is very difficult to make
any assessment of the sums that might be realised.

I will keep in touch with any further
developments.

%Ubuc AL

MM

p‘) David Young




CABINET OFFICE

With the compliments of
The Private Secretary to the

Secretary of the Cabinet

70 Whitehall, London SW1A 2AS
Telephone 01-233 8319
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CABINET OFFICE
70 Whitehall, London swia 2as  Telephone o1-233 831g

From the Secretary of the Cabinet: Sir Robert Armstrong Kcs cvo

Ref, A04232 10 February 1981

Statement on Defence Estimates 1981

Thank you for your letter (MO 21/2/26) oxgébruary about the timing
of the publication of this year's Statement on the Defence Estimates. The
Prime Minister's absence in Washington in the week of Monday 23 February
means that we are not planning any meetings of OD that week., We will,
however, suggest to the Prime Minister in our forthcoming proposals on
business that there should be a meeting of OD in the week of 2 March when the
Statement might be discussed. This should, as you suggest, permit the
Statement to be considered in Cabinet on either 12 or 19 March; clearly since
your Secretary of State should be present when the Cabinet takes the paper,
this seems to point to 19 March.

In order to give Ministers plenty of time to consider the Statement, it
would be welcome if the Memorandum could be circulated on or before
20 February.

Copies of this letter go to Clive Whitmore (No 10), the Private
Secretaries to the Leader of the House and the Chief Whip, Robert Wade-Gery
and Richard Hastie-Smith,

D. J. WRIGHTE

(D J Wright)
Private Secretary

B M Norbury Esq
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The Secretary of State for Defence called on the Prime Minister
on 10 February for a preliminary discussion of his ideas on future
defence policy. The Foreign and Commonwealth Secretary was also
present.

Mr. Nott said that he would not be annéﬁnbing any new decisions
before May or June. However, he wished to be certain that the ideas
which he would be developing in the intervening weeks were not
totally unacceptable to the Prime Minister and Lord Carrington.

He also hoped tc ensure that the line the Prime Minister took in

Washington would be compatible with the emerging policy. ”ﬁJde al~

ﬂbigkgam;-&mmqu frrmal 5b‘*“nh»ﬂmﬁ&ﬁ$hmbﬁhﬂdA tene thiuting o Stuidan,

(VIR -
4 The Defence Budget was hopelessly over-extended both in the

short and in the long term. As regards the short term, there
would be no way of squaring the circle if the Treasury were to
insist on a £300 m claw-back. At least no way short of closing
down the shipbuilding industry and reneging on a number of

NATO commitments. Even leaving aside the £300 m, it was not at
all clear wherethe other £150 m which would have to be found in
1981/82 would come from. The Prime Minister commented that she

was appalled by the degree of over-commitment which had been
allowed to arise. She was not impressed by Mr. Nott's argument
that the Ministry of Defence had become used to under-spending,
and had been caught out by the recession.

As regards the longer term, the long term costings, which would
be coming to hand within a month or so, seemed likely to suggest
that the Defence Budget was over-committed to the tune of between
£2 and 3 b. Out-turn figures were always much lower than long term
costings, but nonetheless the degree of the excess at present in
prospect was worrying. The difficulty lay in the increasing real
cost of sophisticated weapon systems, Even if we adhered to the
NATO target of a 3% growth year on year, we would not come close
to standing still in volume terms. The scope of procureinent
would have to be narrowed, and the quantities would have to be
smaller.

/ This
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This would no doubt give rise to industrial problems which
would require careful handling. Up-coming problems in this
area. included the Jaguar replacement, the Sea King replacement,
and frackéﬁapier. We would have to buy more from the United States
- though only on the basis that they bought more from us.

We would have to givé more emphasis fo the overseas sales
requirement generally while recognising that decisions taken now
SR e o e mové towards the procurement of simpler weapons systems,
would show results only after several years.

Procurement cut-backs would not suffice to resolve the
budgetary problems. "Something would have to give." The
sensible thing to do would no doubt be to withdraw a division Irom
BOAR. However, this was politically impossible. Forward
defence was central to the Government's European policies.

Nor could savings be found in the home base. Indeed, our effort
here was totally inadequate, and would have to be increased.
Greater emphasis would have, for instance, to be given to the
territorial army. A start would be made with the recruitment of
a thousand young men through the Youth Opportunities Programme.
General Richards, who had been about to be appointed Defence
Attache in Washington,would instead be appointed as an

adviser on the mobilisation of reserves. There would be a

great deal of emphasis on the PR aspects of the appointment.

As regards the RAF, there was no scope for savings.
Indeed additional expenditure would probably be required.

The main area for savings would therefore have to be the
Royal Navy. The Navy needed more submarines and more mine-
sweepers but its present surface capability was excessive.
and extremely expensive. The procurement of through-deck
cruisers - .- had, to take one example, been grossly
extravagant. (Mr Healey, who had been responsible, now
admitted as much.) The Navy's programme of refits was similarly

/extravagant




extravagant. It should be slowed down. The numbers of
destroyers and frigates should be steadily cutback.

It would serve to make a decision to reduce our naval
effort in the long run more palatable to the Americans ' if
in the short run, we were to offer to help the Americans
with the rapid deployment force. The through-deck cruisers
would be ideal in e.g. the Gulf. The offer to the Americans
would have to be on the basis that another NATO ally,
presumably the Germans, would fill the resulting gap in
the North Atlantic. The Foreign Secretary welcomed the idea

of supporting the rapid deployment force. The Americans had
already made it clear that they were pleased by the French
presence in the Gulf. President Giscard would no doubt try
to get on close terms with President Reagan., We could not
afford to be left in the cold.

Lord Carrington said that he agreed with Mr. Nott's general
analysis. He thought that in the end we would have little
choice but to cut the Navy although he thought that on objective
grounds this was the wrong decision, However, it would be
essential to carry NATO with us in any decisions that we made.
The Defence Secretary asked whether this was an argument for

reviving the idea of a review of the "Health of the Alliance".
He himself doubted whether this was the best way to secure
agreement to changes in our deployments. The Foreign Secretary
and the Prime Minister agreed that a NATO review would never

get off the ground. We should start instead by discussing

the paper we had prepared last autumn with the Americans.

The Foreign Secretary said that NATO defence planning

as a whole made little sense. On the one hand, they were
preparing for a 4-day war. On the other hand, they were
relying on reinforcements which would take a month to arrive.
The Prime Minister and the Defence Secretary said that it was

safe to assume that whatever onz planned for, the reality would
turn out differently. The Defence Secretary's own view was that

. i/ any
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any war would be a relatively long drawn out affair, and that
reserves would be necessary.

In a brief discussion on the nuclear deterrent, the
Foreign Secretary expressed the hope that the forthcoming debate
in-the House would not be confined to Trident, but would deal with
our nuclear defence policy as a whole, including questions of
arms control. The Defence Secretary confirmed that it was his
intention to-deal with all the issues. It was essential to do so

since two-thirds of the Party and two-thirds of the Cabinet were

opposed to the procurement of Trident. Even the ClHiefs of Staff
were not unanimous. He himself believed that the decision was
right, but also believed that in the end we would have to

acquire 5 submarines and spend £10 b rather than £5 b.

The Foreign Secretary said that he also was in no doubt about the

decision. Failure to acquire Trident would have left the French
as the only nuclear power in Europe. This would be intolerable.
The Prime Minister, the Foreign Secretary and the Defence Secretary

all agreed on the need to couple arms control with deterrence.
The Defence Secretary added that he hoped nothing would be said

in Washington or elsewhere in the next few months to suggest

that HMG was committed to the acquisition of ERW and/or chemical
weapons. To do so would add greatly to the problems of justifying
our nuclear defence policy. He was confident he could win the
argument by the autumn. Thereafter the acquisition of ERW,

which was almost certainly desirable on military grounds, could be
reconsidered.

It was agreed that the Lord Privy Seal should wind up the
debate in the House of Commons when it took place,

Ministerial Organisation in the Ministry of Defence

The Defence Secretary said that he would be approaching the
Prime Minister in the summer to ask her to abolish single Service
Ministers. He wished to move to a Ministerial organisation
based on a Minister of State for Procurement, a Minister of State

/ for
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for the Armed Services, and two Parliamentary Under-Secretaries.
ou also seeking changes in personalities:at present he

He would ézﬁéﬁi) : g' g p d p

had the worstéfeam in Whitehall,

The Defence Secretary said that he was resisting pressure
from CDS to confirm his successor now, and to decide at the same
time on the next generation of single Service Chiefs, He had
not yet decided whether to build up the role of the CDS or to
abolish the‘post. One or other course was necessary. The
Prime Minister counselled the Defence Secretary against building up
a rival to himself. The Defence Secretary commented that the
abolition of the post of CDS would enable him to get rid of a
lot of bureaucrats. The Prime Minister enquired about the attitud
of The Queen. The Defence Secretary said that he was given to
understand the the Palace would not create difficulties.

10 February, 1981.
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01-93Ks2 1.8 2111/3

MO 21/2/26 9th February 1981
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STATEMENT ON DEFENCE ESTIMATES 1981 .

We have been giving some consideration to the timing
of the publication of this year's Statement on the Defence
Estimates; and my Secretary of State has concluded that he
should aim for publication round about the middle of April,
probably in the week immediately before the East:: Recess,

Given the lead time for printing, this timing suggests
to us that we should ask for OD consideration of a draft
late in the week beginning 23rd February or esrly in the
week beginning 2nd March (my Secretary of State having
circulated a memorandum on, or just before, 20th February).
Such timing should fit in with the Prime Minister's

- impending visit to Washington and should allow subsequent
consideration by the Cabin:t either in the week beginning
9th March (when my Secretary of State presently plans
to be abroad) or, more conveniently from his point of view,
in the weel beginning 16th March., I thought that I should
‘write to say that I hope we can work to this general time-
table.

I am sending crpies of this letter to Clive Whitmore
at No 10; the Private Secretaries to the Leader of the House
and Chief Whip; and to Richard Hastie~Smith in the Cabinet

Office.
= 5
bt e

(B M NORBURY)

D J Wright Esq
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SECRET

10 DOWNING STREET

From the Principal Private Secretary 9 February 1981

|
Prime Minister's Visit to 22 SAS:

Training Facilities

Thank you for your letter of 6 February
1981 which I have shown to the Prime Minister.

She was very glad to learn that the
discussions with British Airways about
training facilities for the SAS ©On. wide-
bodied aircraft have gone so well and that
arrangements have been made to the satisfaction

of the SAS.

I am sending copies of this letter to
George Walden (Foreign and Commonwealth Office),
John Wiggins (HM Treasury) Stuart Hampson
(Department of Trade) and David Wright (Cabinet
Office).

% e

l

_Mhﬂl"'. lSLF.H-tﬂi
D.B. Omand, Esq.,

Ministry of Defence
SECRET
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MINISTRY OF DEFENCE
o ; MAIN BUILDING WHITEHALL LONDON SW1

UloA 7 Telephone O13xmax 218 2111/3

6th February 1981

PRIME MINISTER'S VISIT TO 22 SAS:

In your letter of 7th uary you asked to know when the
SAS had settled satisfact arrangements with British Airways
for training facilities on wide-bodied aircraft, Discussions
with British Airways have gone well and I can report that they
will be making aircraft available to the counter-terrorist team
at Heathrow so that they can get to know the aircraft layout
and can devise suitable means of entry. They have also offered

to help to familiarise team members with arrival ramp procedures
so that in the event of an incident they could look over the
hijacked aircraft without drawing attention to themselyes, and
they have given us access to technical information about the

aircraft themselves.

In addition British Airways are making available their
staff training mock-ups of aircraft cabins and flight decks for
training the SAS in passenger evacuation techniques, needed after
an assault. This is all most satisfactory to the SAS and, I
should mention that British Airways have agreed to provide this
assistance without any charge.

Once the SAS have built up their skills and experience on
these types of aircraft they will be giving thought to whether
they could use a British Airways wide-bodied aircraft in a more
extensive anti-hijacking exercise, at a secure military airfield.
British Airways would like to help us in this way when we are
ready, subject to the availability of an aircraft without undue
penalty to the airline, and to satisfactory arrangements being
worked out on costs.

I should add that my Secretary of State entirely accepts
the force of the Prime Minister's observations, recorded in your

C A Whitmore Esq

SECRET
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letter, about sales related training charges. This is one
aspect which the Minister of State, Lord Trenchard, is
looking at urgently. Mr Nott will be minuting the Prime
Minister shortly to report on the action in hand,

I am copying this letter to the recipients of yours.

el gl

hoasbd
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MINISTRY OF DEFENCE WHITEHALL LONDON SW1A Z2HS

TELEPHONE ©I-218 8000

5911/3

DIRECT DIALLING ©l1-218 °

2nd February 1981

DEFENCE PROPERTY DISPOSALS

At the suggestion of the Prime Minister, our officials have been

talking to David Young about ways of accelerating estzte disposals

in order to benefit the defence budget. TFollowing his meeting last

"Week wilh MOD and POA officlals I Chink we are in a positica to
move forward. I wish us to test the idea that we can arrange deals
with institutions to buy from us married quarters and other
buildings which would tave been likely to become surplus in a few
years time and to lease them zack’ to us for the remaining period
they are required. These deals would be especially advantageous

if they could bé made to include the financing of works services

on which ultimate disposal depends.

We are now identifying exomples fizom the defence estate

totalling in value £10-£15 million where the disposal of property

can be definitely foreseen within a specified period, both with
and without preparatury capital expenditure. Such a sample wili
be made large enough both to be worthwhile in itself and also to

interest the institudons. The sample can be made to consist mostly

The Rt Hon Michael Hesal'iug ME

i
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of relatively straight forward cases, excluding any with poséible
crickel Down type complications or where there is some doubt

about our longer term requirement for the property. The aim will

be to put the Property Services Agency in a position, subject to our
agreement, to invite bids =~ in whatever way seems most likely to
produce results = not later than 1st May. We would need to
'Ireceive the proceeds by about the second quarter of the year if

the defence programme is to benefit in 1981/82; though, as I have
said, receipts in later years which would not otherwise accrue

would be equally welcome.

Whilst it is for my Department to identify suitable examples,
we will rely on the PSA to consider, with David Young's help, the
sort of terms on which the properties might be offered to the
institutions., We will rely vefy much on the professional advice
of your Department in order to ensure that deals are favourable to
the defence budget, looked at both in the short and long term, and
which will ensure that developers are not enabled to make a killing

at the Government's expense. At the same time I am anxious that

this exercise should not distract too much of the PSA's effort from

the normal process of disposing in the course of 1981/82 of the
considerable amount of surplus defence property already in their
hands or which we expect to make available for disposal in the

ordinary way.

While proposals are being drawn up for the first sample of
properties to be offered to the institutions, we will be looking for

a possible second tranche of projects. We will also be looking at

2
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another type of disposal suggested by David Young, selling defence

land at present let off for agricultural purposes provided

suitable licenses can be developed to allow defence activities to

continue. This is likely to raise rather greater difficulties
pu— N
in devising ways of safeguarding the Services' future training

needs., But it is worth looking at,

I suggest that officials report to us jointly the results
of the work they now have in hand, by the end of April., I am
copying this letter to the Prime Minister in view of her earliex

interest, and to Geoffrey Howe and Sir Robert Armstrong.

b LaSe.

Sds

John Hott

3
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MINISTRY OF DEFENCE T

MAIN BUILDING WHITEHALL LONDON SW1
Telephone 01-MMXXEXX 218 2111/3

28th January 1981
phéfﬂluréh:—
e r/“

(SN G [V ; n.
DEFENCE PROPERTY DISPOSALS }41‘

At her meeting on 30th December about next year's Defence
Estimates, the Prime Minister suggested that the MOD disposal
programme for surplus defence lands and property should be
looked at again with the assistance of Mr David Young. This
was discussed last week following Mr Young's return from an
overseas trip: the PSA were also brought in because they are
responsible for these disposals. You may wish to know the
outcome.

. A note is attached summarising the current facts. It was
generally accepted at the meeting that on the present basis the
volume of sales was unlikely to increase. It was agreed, however,
that the possibility should be looked at of a change of approach
in two areas, including identifying and examining a number of
specific cases where early disposal might be feasible. We shall
be looking at:

a. Married quarters and other buildings which are likely
to become surplus in a few years time and which might be
sold and leased back for the remaining period they are
required; and - as a variant of this - selling land or
buildings in such a way as to raise capital for works
services which need to be completed before disposal can
take place; :

b. foenci land which és athpqgﬁgn; éet off for
agricultural purposes and might be so subject to a

licence allowing the defence activities to continue.

You may also be interested to know that officials here have
been separately in touch with the Plessey Company about the way
they handle property services and the lessons we might learn from
this, on which we have had a useful exchange of views.

—

Our next meeting with Mr Young is on Friday and we will report
again on the work in hand as soon as possible.

T P Lankester Esq

CONFIDENTIAL
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I am sending copies of this letter to David Young, and to
John Wiggins (HM Treasury), David Edmonds (Department of the
Environment), and David Wright (Cabinet Office).

2
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.g; —~ DISPOSAL OF SURPLUS MOD LAND ETC °

It : : £ million
1977/73 °1978/79 - :1975/80 1980/81 1981/82
o i (forucast) (Estimates)
Receipts 25 30 50 60 66
Terns agreed 18 31 75 ' - -

£60m worth of property put to PSA by MOD in each of last 2 years
£32m on hand at 30.11.80 (about the same as 12 months ago).

House$
on hand at 30.11.80 %
Occupied 976 31
Va&dnt ~ with Agents 1,311 : 41 JH
~ negotiations :
on ‘transfer 169 S
- yet to go to !
Agents . T48 23
3,204 100

Sold 1980/61
First half year 1,004
~ Full year (forecast) 2,000-2,500

Land and other property (including housing estates)

On _hand at 30.11.80 11,000 acres
- comprising: :
Agricultural 6,100
Heousing 900
Industrial 1,000

Other (abandoned 3,000
installations etec)

it

Sold 1980-81

First half year 2,155 acres
Full year (forecast) 3,500
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THE DEFENGE CASH LIMIT 1980/€1:
SPRING SUPPLEMENTARY ESTIMATES

As you are aware considerable effort has been made to
contain defence spending “n 1980/81 within the revised
cash limit of £10,4%92m. This is sticceeding in respect of

three of thes four cash limited Defence Votes. But the large

defence equipment Vote (Vote 2) continues to present great

difficulty and, despitz the stringent and wide ranging
measures taken by my predecessor - three rounds of programme
cut~, the three month moratorium oﬁ new commitmznts, and the
current period of severe restraint - work on the equipment
programme has continued to go ahead much faster than the
Department had originally forecast and provided for,

Expenditure has not been reined back to a point «lere I could

confidently predict its being contained within the cash limit,

The present best judgement is that the equipment Votes'
cash limit of £4778m is likely to be exceeded by

. £376m, aftér
full account is taken of the likely effect this year of the

various measures that have been taken to cut the programme,

The Rt Hon Leon Brittan MP
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Introducing the scheme for monthly billing next month should
reduce cash flow by a considerable amount this year and we

are seeking to prevent any 'surge' in the presentation of

bills at the end of March when many of our suppliers close

their accounts. Though its success will depend in part on

voluntary cooperation by contractors I hope that this action will
help to put a firm upper limit on the size of the overspend,

and we shall do whatever is possible to bring the cost outturn
below the £376m. I am corfident also that there will be
offsetting savings on Votes other ﬁhan the -equipment Vote which

will reduce the size of the total overspend. The present

forecast is of savings of £114m which will bring the total
e

overspending against the defence cash limit (£10,492m) down
to £262m.

My officials will shortly be passing to the Treasury the
additional documents necessary to support the case for seeking

this additional provision.
P

I am sending copies of this minute to the Prime Minister,

the Chancellor of the Exchequer and to Sir Robert Armstrong.

) RSl

..

John Nott
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John Nott MP
1istry of Defence
Whitehall
LONDON SW1 2l January 19831
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Thank ygu for sending me a copy of your nirmte to the Prime Minister

of 19 Janunary about Philip Goodhart's id-a for &an experimental limited

schemg of =ntrance to the Services linked with the Youth Opportunities
LA MmMme ,

I am sure there are ways in which the Ministry of Defence and the
Services could offer substantial and welcome help to the Youth
Opportunities Programme. They have training capazity and experienc
which could Le most valuable. I am glad that your officials and m:
are already discussing how best to take this matter furtaner. I

helpful, but meanwhile I should like %0 make & number of preliminary poin-s:

Since YOP is administered by the Manpower Services Commission, respon-
sibility for accepting YOP schemes sponsored by the Services and for
supervising the guality of the work experierce given will rest with
the MSC who should therefore be closely involved in further considara-
tion of the matter.

There are various ways in which the Services could help with YOP. To
have YOP trainees in the uninformed forces would however be a major
innovation which - in view of the overtones of enlistment with all its
consecuences - will need carsful handling. There are also many detailed
questions to be considered; for example it is nofclear what training

in life and social skills wiil be given to the young people concerned.

I would not want to rule out the possibility of a scheme where the
trainees were much more clearly separate in status and activity from
those recruited to the normal uniformed services.

I am copying this letter to the Prime Minister.

Y T & Y YT R | Sy 7y
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DEPARTMENT OF INDUSTRY -tZ4
ASHDOWN HOUSE
123 VICTORIA STREET (UJ-

LONDON SWIE 6RB
TELEPHONE DIRECT LINE 01-212 2307

SWITCHBOARD 01-212 7676
Secretary of State for Industry

iK?-January 1981

Brian Norbury Esq

Private Secretary to the
Secretary of State for Defence

Ministry of Defence

Main Building

Whitehall SW1

Dw ﬁr.;p,.,

DEFENCE EXPENDITURE STATEMENT

Thank you for circulating a copy of the draft statement
Mr Nott intends to make this afternoon.

2 I am writing to confirm the points that I made to

you on the telephone this morning, namely that, although
we consider it would be preferable to have spelt out the
implications for later years rather more fully than is
done in paragraph 8 of the draft statement (and believe
that it may be necessary so to do in the prospectus), we
consider the present draft compatible with our disclosure
requirements, provided that it is made clear that the
growth "in the region of %" referred to in paragraph 8
is in real terms.

5 1 am copying this to the private secretaries of the
Chancellor, the Foreign Secretary and the Attorney, and
to Tim Lankester at No 10.

fowss eves

Tdiard

RICHARD RILEY
Private Secretary
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..DRAFT . ; ANNEX T

il Mr Speaker, with your permission I would like to make a
statement about expenditure on defence.

2. In the financial year 1981/82 defence expenditure should
rise to £9753M at 1980 Survey prices. This figure is about
8% more in real terms than the defence out-turn in 1978/79,

" the last year of the previous Government. So far as this year
is concerned we may exceed the gzﬁercentage rise in 1980/81

but until the out-turn is clear we cannot assess the distribution’

of growth between this year and next. In cash terms, although

the cash limit has not yet been finalised, next year's defence

budget is expected to be of the.order of £12,3 billion, more
thar £1 billion higher than the budget this year,

3. The scale of the increase, in relation to the containment
of expenditure on other programmesijlly accords with the
Government's expressed determination which I re-affirm today,
of giving the highest priérity to our defence in the face of
the growing threat from the Warsaw Pact. It also represents
an increase in defepce expenditure per head and raises still
further the proportion of ou¥ GDP deﬁoted to defence, which is
élready much higher than that of our main European allies, and
close to that of the United States. Let me make it plain
beyond doubt that I share without qualification the objectives
stated by my predecessor in the House to sustain and improve
the front line quality of our forces and our contribution to
the Alliance, which remains the cornerstone of our security
and the ultimate safeguard of our freedom against any aggression.

CONFIDENTIAL
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4, In accordance with these objectives, 1 can confirm that
next year the major programme of improvements will continue.
Even after trimming recruitment, there will be over 5,000 more
regulars in our Services than in this financial year. A nuclear
powered fleet submarine; two new air-defence destroyers, an
ant.i-submarine frigate and sevéral other vessels will enter
service; other new warship orders, including anti-submarine
carriers, nuclear-powered submarines, destroyers and frigates,
together with major maritime weapon systems such as Stingray
and Sub-Harpoon, will be moving forward; substantial further

: :

orders for ships and other naval equipment will be placed; and

the Trident programme is under way. The Army's new Challenger

tank, the new armoured personnel éarrier, the Milan anti-tank
and Rapier and Blowpipe air defence systems and the Ptarmigan
and Clansman communicationé_systems.continue in procurement.
Deliveries under the very large Tornado programme, the core of
the RAF's future capability, will be accelerating. Contrary
to some reports, development work on the Sea Eagle anti- -ship
mevuwwnwwv-“w
missile will contlnu Large sums will be spent on the Nimrod
airborne early_warnlng aircraft, improvement of our Harrier

and Jaguar capability, and air-to-air defence missiles. We

spend a bigger proportion of our defence budget on major

equipment than any other NATO country - next year over £4000M,

which will sustain hundreds of thousands of jobs, many in the

highest fields of technology.

2
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5. Nevertheless, there remain hard choices, for next year

and further ahead., The problems are well known to the House,
but they are wurth recalling briefly. The real cost of defence
equipment, much of it ine;itably high1§ sophisticated to counter
the threat, continues to rise, The recession has led industry
to concentrate more heavily on defence work, with continuing
effects on our cash flow., With so much of the bprogramme already

committed, it is mnot easy to make adjustments quickly to respond

both to these factors. Defence, like other Departments, has to

make adjustments every year, in all sorts of ways, to fit its
programme to planned experiditure, but for the reasons I have
given the scale this year is more extensive than usual, In order
to avoid continuing spedulation and uncertainty.harmful-to the
Services and to industry, I think it right to give the House an
early indication of the character of the adjustments.and before
the Defence‘White Paper is published.

6. The main changes which I propose accelerate the phasing out

of some older equipment, the deferment of certain equipment

procurements, the trimming of our works and training programmes,

B

and further reduction of overheads; in essence, to concentrate

our resources where they are most valuable,

7. Some older ships of the Royal Navy will be sold or scrapped;
HMS Bulwark will be disposed of about six monthé earlie; than
planned; and planned reductions in the Vulcan fbrce and

Shackleton airborne early warning aircraft and the rundown of
_Canberra photographic reconnaissance squadrons will be accelerated.

; IThere will be some adjustment to the forward warshlp construction
MV“"’ e e
M&a—*--~i programme. Logistic support roadavehicles, Jetstream and Hawk
CONFIDENTIAL
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aircraft orders will be deferred. Thc~5kyflash Mk 1 missile
will continue, but instead of the Skyflash Mk 2 we will procéed
with a programme to demonstrate a new technology for short-range
air-to-air missiles. To save overheads, No 41 Commando will
merge with the other Commandos, without reduction in the present
overall strength of the Royal Marines and with a Royal Marine
presence remaining at Deal, The Naval Communications Squadron
at Lee-on-Solent will be disbanded., The extra Lightning
squadron will not be formed as planned but we shall provide for
a squadron to be found out of training units which could rapidly

be made operational in emergency.

8. I turn now, briefly, to the future beyond next year's

Fide A prdehpern
Estimates, The 3% annual growth in @esourceq)will continue from

 the revised 1981/82 baseline., Even with this increase in
expenditure however, we face, as do other countries a major
task in matching resources to our clear defence needs - a task
made more difficult for us than for other countries because of
our low growth, Talk of apocalyptic choices between key defence
tasks is wide of the mark; but we must, over the next year,es

lo vt W= 1o &L
-4®, look realistically at our programmes[po see what needs to
be doné) We shall do this in an Alliance context and, we hope,

in close concert with our Allies: But let it be clear that

whatever our economic problems, the maintenance of effective

security within and through the Alliance remains an overriding

commitment of this Government.

4
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DEFERCE CULS _1981/82 (ALREADY AGREED)

£

1. Tri-Service measures =
a., Recruiting : Prolongs undermaniiing.
: Structural disruption.
Loss of recruting in good
" years before dcmOFraphlc
trough.

Fuel stocks 50 (aﬁbrox) Affects war readiness and
' compliance with NATO
standards.

1
B vehicles (general Vehicle shortages.
~ purpose, load carriers Retention of over~age
etc) Bt ‘ vehicles, leading to
' uneconomic repair,
Industrial implications
still under examinationm,

Sell/scrap 1 cruiser and % Affects declarations to

2- frigates : - NATO

Sell 1 additional stores
ship (TARBATNESS)

Sell or scrép SuTribal ™ Affects declarations to
" class frigates B NATO

Dispose of HMS BULWARK Affects declarations to
6 months early : ; i NATO '

Disband 781 Sqn (Communi- Staff Side and Trade °
cations) and close fixed ‘ . Union interests, strong
wing function at lLee-on-~ local issue

Solent

Recast ship repair programme: Industrial implications
cancel convexrsion of NORFOLK g

and sell (82/83). Defer

ANTRIM 1 year, Delay

BACCHANTE's modcrnisation

Reduce Royal Marines winter . Affects specialist rein-
Lraln:ng : ’ forcement to vulnerable
arca of NATO

Territorial Army - training, ' Detracts from emphasis
works ctc ey placed on reszerve forces
' T in 1980 Statement on
Defence Estimates




Slow down computerised
artillery target engage-
ment system (BATES) by 1
" year

Slow down delivery of : 1.4

mines (BARMINE)

Blowpipe air defence missile -~ 4,0
cancel some improvements,

delay others and defer some
production

Reduction of strike Vulcans
by 1 squadron equivalent,

brought forward
1

]

Run down Canberra Photo-
graphic Recce squadrons
early

1.0

Hold Buccanecer establishment 0.4

to 24

Reduce loﬁg—range maritime 31.4
patrol, Vulcan, fast jet and

comnunications flying

Defer purchase of 14 Jetstveam 17,2
and further 18 Hawk

Defer electronic counter-
measures for Jaguar
Reduction in Shackleton 15(0)
Airborne Early Warning Force

Extensive further cuts in works 91,7

programme for all 3 Services
(other than TA)

Dleei e

" Service tasks,
must affect operational standards, {

4,1

Delays enbancement of artillery
effectiveness in BAOR

Affects war maintenance reserve

Will affect Army's air defence
capabilities, Industrial

~implications for Shorts still
. being examined :

Affects declarations to NATO in’
long range theatre nuclear .
capability. Also mnational strike
cover, ‘

Affects commitments to NATO

RAF maritime/strike attack J
capability to be reduced by one- °*
third

Reduced capability to mect
Fast jet measures

Industrial implications

Reduces plaaned future capability

of Jaguar

Affects declarations to NATO
(Nimrod AEW not due until 1984/85

Major industrial implications for
the construction industry, folt
in many parts of Britain, Very
few new contracts will be let,
and will take many years to
recover ground lost, Comes on
top of long series of works

- cut-backs, lecading already to
L}

a scriously run-down defence
estate,



DEFENCE CUTS 1981/82 - MEASURES 10 BE TAKEN

M

—_—

Merge 41 Commando Royal Marines with 3.4
other Commandos and contract facilities
at Deal

"Do not form 3rd Lightning squadron or
increase establishments of existing
squadrons %,

Cancel Sky Flash Mark II but continue
‘with technology demonstration
programme

Shipbuilding measures -

a. Drop planned order for 6 MCMVs
and advance for single role
mine hunter programme
(Vospers/Yarrows)

Order nuclear submarine SSN16 to
maintain build-up to Trident,
defer SSN 17-19, do not order
SSN 20 or proceed with second
SSN building stream (Vickers)

Defer SSN 0OZ by 4 years and
conventional submarine SSK 01
by 1 year (Vickers)

d. Defer Type 44 (Yarrows)

Disband Nimrod (R) force

ANNEX III




-‘. . Annex IV

FURTHER MEASURES FROM WHICH ITEMS TO CLOSE THE REMAINING GAP WOULD
NEED TO BE CHOSEN

£M at 1980 Survey Prices

Shipbuilding

a, Defer order for 2 mine counter- 252
measure vessels (Vospers or Yarrows)

Suspend Seabed Operations Vessel
(Scott and Lithgow)

Drop order for Type 22-07 (Yarrows)

Defer minesweeping trawlers

i

Force Reductions

Lay up 8 Destroyer/Frigates
1 Fleet Tanker and 1 Stores
Support Ship

‘Further reduction in Vulcan forces
(affects declarations to NATO)

Reduce V€10 force by 3 aircraft
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1. Mr Speaker, with your permission I would like to make a

siatement about expenditure on defence.

2 In the financial year 1981/82 defence expenditure should

rise to £9753M at 1980 Survey prices. This takes account of

ghe reduction of £200M in planned expenditure announced earlier
“by my Rt hon friend the Chancelior gf the Exchequer. This

figure is about 8% more in real terme than the defence out-turn
in 1978/79, the last year of the previous Goverﬁment. So far

as this year is concerned we are likely to exceed the 3% NATO

aim but until the out-turn is clear we cannot assess the
distributian of growth between this year and.nexg. In cash terms,
although the cash 1iﬁit has not 'yet been finalisei, next year's
defence budget is expected to be of the order of £12% billion,

L

more than £1 billion higher-thaﬁ the budget this year.

3 Ihe scale of the increase, in relation to the containment

of expendlture on other programmes, fully accords with the
"Government s expressed determlnatlon which I re- afflrm today, of
giving the highest priority to our defence in the face of the growing
threat from the Warsaw Pact. It also represents an increase in defence
expenditure per head at a time when the proportion of our GDP devoted
to defencg is already much higher than that of our main European

allies, and closé to that of the United States.




J.ot me make it plain beyond doubt that I share without
qualification the objectives stgted bf my predecessor in
the House to sustain and improve the front line quality of
our forces and of our contribution to the Alliance, which

remains the cornerstone of our security and the ultimate

“safeguard of our freedom against any aggression.

i Tn accordance with these objectives, I can.confirm that
Wk .
next year the major programme of improvements will continue.
Even after trimming recruitment, there will be over 5,000 more
regulars in our Services than in thlS financial year. A nuclear
powered fleet submarine, two new air-defence destroyers, an
anti-submarine frigate and several other vessels will enter
service; qthér new warship orders, including anti-submarine
carriers, nuclear-powered sﬁbmarines; destroyers and frigates,
together with major mari;ime weapon systems such as Stingray
anq Sub-larpoon, will be moving forward; substantial further
.orders for sﬁips and other naval equipment will be placed; and
the Trident programme is under way. The Army's new Challenger
tank, the new armoured personnel carrier, the Milan anti-tank
and Rapier and Blowpipe air defence systems aﬁd the Ptarmigan
and Clansman communications systems continue in procurement.

Deliveries under the very large Tornadc programme, the core of

the RAF's future capability, will be accelerating.




Contrary to some reports, development work on the Sea Eagle anti-
- ship missile will continue although fu?ther consideration will be
. mneeded before its place in the programme .can be confirmed. Large
sums will be spent on the Nimrod airborne early %arning aircraft,
improvement of our Harrier and Jaguar capability, and air-to-~air
ﬁaefence missiles. We spend a bigger proportion of our défenge
,budget on major equipment than any other NATO country. Next year
‘we shall spend over £5 billion on equipment, which will sustair
| hundreds of thousands of jobs, many in the highest field of

# - -
technology.

S Nevertheless, there remain.hard.choices, for next year and
further ahead. The problems are_well known to the House, but
they are worth recalling briefly. The real cost of defence
equipment, much 6f it inevitably highly sophisticated to counter
the threat, continues to rise. The recession has led industry

. to concentrate mbre;heaviiy on defence work, which means that
certain equipment has come forward faster than we expected.
Tﬁis_is to the benefit of our Service's but has continuing‘effects
on our cash flow. With so much of the programme already committed,

it is not easy to make adjustments quickly. Defence, like other

Departments, has to make adjustments every year, in all sorts of

ways, to fit its programme to planned expenditure, but for the

reasons I have given the scale this year is more extensive than usual

Fr




fn order to avoid continuing speculation and uncertainly
harmful to the Services and to industry, I think it right
to give the House before the Defence White Paper is published

an early indication of the character of the adjustments.

6. The main changes which I proposé accelerate the phasing
out of some older equipment, the deferment of certain equipment °
procurements, the trimming of our works and training programmes,

. and further reduction of overheads; in essence, to concentrate

7 our resources where they are most valuable.

7. Some older ships of the Royal Navy will be sold or scrapped;——
HMS BULWARK will be disposed of, about six months éarlier than

planned and the planned reductions in the Vulecan force and

Shackleton airborne early warning aircraft and the rundown of
.Caﬁberra photographic reconnaissance squadrons wiil be accelerated.

There will be some aajustment to the forward warship construction

. programme which will'invo;ve the slowing down of a number of

orders, Logistic support road vehicles, Jetstream and Hawk
aircraft orders will be deferred. The Skyflash Mk 1 missile
will continue, but instead -of the Skyflash Mk 2 we will proceed
with a programme to demonstrate a new technology for short-range
air-to~air missiles. To save'overheadé,.No 41 Commando will
merge'with the other Commandos, without reduction in the present

overall strength of the Royal Marines and with a continuing

Royal Marine. presence in Deal for the time being.




The Naval Communications Squadron at Lee—op-Solent will be
.disbanded. The extra Lightning.squadron will not be ‘formed

as planned but we shall provide for a squadron to be found out
of training units which could rapidly be made operational in

emergency.,

"

8. I turn now, briefly, to the future beyond mnext year's
Estimates. 1In accordance with the express;d objective of NATO,
;it iz our aim tﬁ continue from the revised 1981/82 base line

/ﬁ?an annual increaée in defence expenditure in real terms in the
region of 3%. Even with an increase in expendituie, however,
we face, as do other countries a majér task in matching resources
to our clear defence needs - a task made more difficult for us
than for other countries because of our low growth. Talk of
apo?alyptic choicés between key defence tasks is ﬁide of the mark;

but we must, over the next year or so, look realistically at our

Programmes in order to match them to the resources which 'may be

available. We shall do this in an Alliance context and, we hope,
in close concert with our Allies. But let it be clear that
whatever our economic problems, the maintenance of effective

security within and through the Alliance remains an overriding

commitment of this Government.
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PRIME MINISTER

Defence Estimates 1981-82
Flotation of British Aerospace

The Secretary of State for Defence sent you a minute and proposed
Parliamentary statement on this subject on 16th January, which you will be
considering at a meeting this afternoon, The Secretary of State for Industry has
sent you a minute today on the relevance of this statement to the flotation of
British Aerospace in February - see paragraphs 5«7 below.

2. The positive tone of the proposed statement is clearly the best way to
tackle a difficult task. The big question about this particular approach is how it
will affect our allies, particularly the United States. You will wish to take
careful account of the views of the Foreign and Commonwealth Secretary on this
crucial point. It is obviously to our advantage to get this statement out as long
as possible before your visit to Washington in February, I can see why Mr. Nott
wants to make the statement tomorrow. But you will want to consider with the
Foreign and Commonwealth Secretary and the Secretary of State for Defence
whether the timing is right vis-a-vis the Americans. Mr. Reagan will be
concentrating on his inauguration tomorrow, and is unlikely to think about the
statement at once, But its implications will undoubtedly be drawn to his
attention: is there a danger that he may think that we timed the statement for
Inauguration Day in the hope that he would be too busy to notice it?

3 On the substance of the statement itself, there are two general points of a
positive nature which you may like to suggest should receive greater emphasis:

(1) As one of the problems confronting the defence programme this year has
been the accelerated level of deliveries from industry, there is an
opportunity to deal with this phenomenon in more constructive terms
than those used in paragraph 5 of the draft. Could the Secretary of
State for Defence pay British industry the compliment of suggesting that
part of his immediate cash flow problem stems from the over-prompt
deliveries which he has been receiving from industry « whieh is a

leasant contrast to the accusations of late deliveries which are so often

levelled at British companies ?

(“-""\.'\ prer
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(2) The other positive point to which he might give greater emphasis is the
fact that the proposed reductions will have little impact on the manning
and equipment of the British Army of the Rhine, which is the British
contribution to NATO to which our allies including the United States
attach most importance. This point could be injected into paragraph 4
of the draft statement, which mentions a number of improvements which
have been made in the defence programme in more general terms,

4. There is also one point of detail which you may care to suggest, I under-
stand that No. 41 Commando is at present seriously undermanned. It might be
worth mentioning this fact, if the Secretary of State for Defence can confirm its
accuracy, to underline the statement that its merger with the other Commandos
will not reduce the effective overall strength of the Royal Marines.

British Aerospace

ba The problem of dealing in the sales prospectus with the implications of the
defence programme for British Aerospace is discussed in the minute of
7th January from the Minister of State, Department of Industry, to you and in the
Secretary of State for Defence's minute to you of 16th January. There are two
points in particular in the present draft statement which worry the Secretary of
State for Industry:-

(i) Paragraph 4 states that ""Contrary to some reports, development work on
the Sea-Eagle anti-ship missile will continue'' - misleading because the
possibility of cancellation is not ruled out (see paragraph 4 of the
Secretary of State for Defence's minute to you).

(ii) Paragraph 8 states ":We must, over the next year or so, look realistically
at our programmes to see what needs to be done'!' - satisfactory if it
refers to the normal, ongoing process of review but difficult if it implies
some more radical exercise.

The Secretary of State for Industry will, I understand, suggest drafting changes
which could meet these points. He will copy his minute to the Attorney General
and probably suggest that he should come to the meeting to advise on these

questions.
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6. If the Secretary of State for Industry's points cannot be readily met, that

adds to the case for deferring the statement until the issues can properly be

thrashed out.
e If, on the other hand, amendments can be made and it is accepted that

there are no further defence problems for the British Aerospace prospectus, the

way is clear for flotation subject to two points:=

(i) The Chancellor of the Exchequer accepting that February flotation should

not be held up to enable a review of the BAe 146 aircraft to go ahead =~
the Financial Secretary appears to have accepted this in his letter of
12th January to Mr, Tebbit,

(ii) Your being satisfied that the sale of half the shares should go ahead for a
net return to the Government estimated to be in the range of
£15- £30 million - this is discussed in more detail in paragraphs 3 and 4
of the minute of 12th December to you from the Secretary of State for
Industry in which he reported the recommendation of E(DL) that the

Governme nt should continue to aim for flotation as soon as possible in

/

ROBERT ARMSTRONG

spite of the relatively low return.

19th January, 1981
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10 DOWNING STREET

From the Principal Private Secretary 19 January 1981

Defence Expenditure and BAe Flotation

1

The Prime Minister held a meeting this afternoon with your
Secretary of State, the Foreign and Commonwealth Secretary, the
Chancellor of the Exchequer, the Secretary of State for Industry
and the Attorney General to consider both the proposal made by
Mr. Nott in his minute of 16 January 1981 that he should make a
statement tomorrow about cuts in defence expenditure in 1981/82
and the question of the flotation of British Aerospace on which
recent Ministerial correspondence rested with Sir Keith Joseph's
minute of 19 January. Sir Robert Armstrong was also present.

The Defence Secretary said that he was seeking cuts which
in all would total £850m. in 1981/82. Of this figure £200m. was
the saving agreed by Cabinet in November; the remaining £650m. ,
which would not be mentioned in any Parliamentary statement, was
the reduction necessary to bring the programme back into line
with the original PESC provision for next year. He had reviewed
the measures which his predecessor had been considering and as
he had explained in his minute, he had concluded that he could find
only £160m. of the £200m. cut agreed by Cabinet. The changes in
the programme which this reduction required reflected the Chiefs
of Staff priorities. He was not happy about the merger of No. 41
RM Commando with other  Commandos, but Mr. Peter Rees was ready to
go along with the amalgamation, provided the RM Music School remained
at Deal. He did not see how he could find the remaining saving of
£40m. without adopting measures which would have a very damaging
effect on the defence industries.

Mr. Nott continued that he would like to make his statement
the following day. He saw every reason politically for getting
the announcement about defence expenditure next year out of the
way as quickly as possible. It would be no easier to make it in
a month's time. Indeed if it were delayed until just before or just
after the Prime Minister's visit to Washington, this would be more
embarrassing than doing it now. Moreover, once decisions about
next year were announced he could get down to the much greater
problem of the defence programme in the medium term. He should
not conceal from his colleagues, however, the fact that he would

S § C T T‘:i* /have
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have to reveal in answer to supplementary questions that a
considerable number of jobs would be lost as a result of the present
cuts in the defence programme. Yarrows, Vosper Thorneycroft

and Scott Lithgow would survive, but he expected Cammell Laird

to close. About 6-7,000 job opportunities would be lost in the
shipbuilding industry.

The Foreign and Commonwealth Secretary said that he did not
believe that it would matter much if Mr. Nott made his statement
on the day President Reagan was inaugurated; and in further
discussion it was agreed that the Defence Secretary should go
ahead as he proposed tomorrow.

The meeting then considered the draft statement in the light
of the proposal to float British Aerospace in February. The
Attorney General said that it was essential that the Defence
Secretary's statement and the flotation prospectus should provide
a proper understanding of our intentions in the defence field as
they affected BAe. The Secretary of State for Industry said that
with this general requirement in mind, he would like to see the
draft statement amended in the way he had proposed in the minute
which he had circulated today. First, he thought that the
position on Sea Eagle should be explained more candidly than was
done in paragraph 4 of the draft statement. Second, he did not
think the second sentence of paragraph 8 explained explicitly
enough for flotation purposes the decisions taken by Cabinet
about defence expenditure in 1982/82 and 1983/84. Lastly, the
fourth sentence of paragraph 8 suggested a much less radical
review of the defence programme than the Defence Secretary's minute
implied. In discussion it was agreed that:-

(a) The sentence about Sea Eagle in paragraph 4 of the draft
statement should be amended to read:- '"The Sea Eagle anti-ship
missile will continue although further consideration will be needed
before its place in the programme can be confirmed'.

(b) The second sentence of paragraph 8 should be amended to

make it clear that the reduction of £200m. in 1981/82 was carried
through into the two following years, and in any case the words
""defence expenditure'" should be substituted for "resources'. It
was also desirable not to give unnecessary emphasis to the NATO
commitment of 3% annual growth in real terms, now that

General Haig and Mr. Weinberger were showing signs of playing

down the significance of the commitment. If the Defence Secretary
was asked in supplementaries whether the Government remained
committed to annual increases of 3%, he should reply on the lines
that the NATO commitment was clear and the Government had made plain
that it abided by it.

(c) The fourth sentence of paragraph 8 should read "...is wide of
the mark; but we must, over the next year, look realistically at
our programmes to match them to the resources likely to be
available".

/In sﬁbsequent




In subsequent consideration of the draft statement it
was agreed that the opening three or four sentences of
paragraph 5 should be re-ordered and redrafted to bring out
the fact that the quicker completion of defence orders had not
only led to higher defence expenditure than planned but had also
resulted in the Services getting new eguipment more rapidly than
expected. We should bring out the benefits as well as the dis-
advantages of the acceleration in the defence programme. On the
other hand, the second sentence of paragraph 7 seemed to under-
state the effect of the changes in the shipbuilding programme on
the warship construction programme, and the Defence Secretary
agreed that he would revise this sentence to make it clearer.

Mr. Nott said that paragraph 2(b) of the Chancellor of the
Exchequer's minute of 19 January about the BAe flotation assumed
that any overspend on the 1980/81 cash limit for the defence
budget would be offset by a compensating reduction in the 1981/82
cash limit. He did not challenge this as a reflection of
general cash limit doctrine, but in the case of the MOD Cabinet had
agreed in November that there should be a review of the cash limit
in the summer of 1981. The fact was that if the cash overspend in the |
present year was clawed back in full, the defence programme would
be brought to a halt. As he had explained in his minute of
16 January, to find a further .saving of £40m. next year would lead
to the closure of four shipyards. If he had to go substantially
further than this, as he would if he had to claw back the whole
of the overspend in 1980/81, the effects on defence industry
would be disastrous. None the less, he would do what he could
at the time of the cash limit review to offset the cash overspend
in the present year.

The Chancellor of the Exchequer said that he understood the
Defence Secretary's difficulties. He was ready in the mid-year
review of the cash limit to take account of any exceptional movement
in defence prices; the effect of Ministers' decisions on the
AFPRB's recommendations; and the need, in principle, to offset
in 1981/82 the overspend in 1980/81.

Mr. Nott then raised the suggestion set out in his minute
of 19 January that the Youth Opportunities Programme should be
expanded to allow young men and women to serve in the army. They
would receive £23.50 a week and would join the army for between
six and twelve months. The defence budget would meet the costs
of their food, clothing and equipment, and in order to absorb
then within the existing army organisation without creating new
facilities for them, their number would have to be limited to
something like 3,500. It was not, however, clear whether the Manpower
Services Commission would be prepared to find their pay and allowances.

/In discussion




In discussion there was general agreement on the political
attractions of the proposed scheme, but it was argued that it
would be unwise to take a decision on such a new departure in
a rush and it would therefore not be sensible for Mr. Nott to
mention the idea in his statement tomorrow.

The Prime Minister, summing up the discussion, said that the
meeting agreed that Mr. Nott should make his statement on defence
expenditure in 1981/82 tomorrow. He should amend the text attached
to his minute of 16 January on the lines agreed in discussion and
it should omit any reference to the proposal that young people
participating in the Youth Opportunities Programme might serve
in the army. The Defence Secretary should circulate a revised
draft to all members of OD and the Attorney General by close of
play today. The meeting also agreed that the Secretary of State
for Industry should go ahead with the flotation of British
Aerospace in February.

I am sending copies of this letter to George Walden (Foreign
and Commonwealth Office), John Wiggins (HM Treasury), Ian Ellison
(Department of Industry), Jim Nursaw (Law Officers' Department),
and David Wright (Cabinet Office).

T e,

B.M. Norbury, Esq.,
Ministry of Defence.




CONFIDENTIAL

MINISTRY OF DEFENCE
PE M, Faghan MAIN BUILDING WHITEHALL LONDON SW1

r\( A[ )0, Telephone 017830 218 2111/3

MO 8/2/12 Ne (ades e~ 19th January 1981
N Caden

A L A

Bl o BT
MR Yo & e s
Ay

DEFENCE ESTIMATES 1981/82 i
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My Secretary of State proposes to make a Statement in
the House of Commons tomorrow afternoon, Tuesday 20th January,
about next year's Defence Estimates, in particular to set in
the proper context the reduction of £200 million in planned
expenditure which was earlier announced by the Chancellor of the
Exchequer,

I attach an advance copy of the draft which my Secretary
of State has prepared in the light of consultation of those of
his colleagues most immediately concerned.

I am sending copies of this letter, with the draft, to the
Private Secretaries to the other members of OD, the Secretaries
of State for Industry and for Employment, the Chief Whip and the
Chief Whip, Lords; a copy also goes to David Wright (Cabinet Office).

and

(B M NORBURY)

C A Whitmore Esq
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DRAFT .

1. Mr Speaker, with your permission I would like to make a

statement about expenditure on defence,

2, In the financial year 1981/82 defence expenditure should
rise to £9753M at 1980 Survey prices, This takes account of
the reduction of £200M in planned expenditure announced earlier
by my Rt hon friend the Chancellor of the Exchequer. This
figure is about 8% more in real terms thén.thé defence out-turn
in 1978/79, the last year of the previous Government. So far
as this year is concerned we are likely to exceed the 3% NATO
aim but until the out~turn is clear we cannot assess the
distribution of growth between this year and nmext., In cash terms,
although the cash limit has not yet been finalised, next year's
defence budget is expected to be of the order of £12.3 billion,
more than £1 billion higher than the budget this year.

3. The scale of the increase, in relation to the containment
of expenditure on other programmes, fully accords with the
Government's expressed determination which I re-affirm today,
of giving the highest priority to our defence in the face of
the growing'threat from the Warsaw Pact. It also represents

an increase in defence expenditure per head at a time when

the proportion of our GDP devoted to defence is already much

- higher than that of our main European allies, and close to that
of the United States. Let me make it plain beyond doubt that

I share without qualification the objectives stated by my

predecessor in the House to sustain and improve the front

1
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line quality of our forces and our contribution to the Alliance,
which remains the cornerstone of our security and the ultimate
safeguard of our freedom against any aggression.
4, In accordance with these objectives, I can confirm that
next year the major programme of improvements will continue.
Even after trimming recruitment, there will be over 5,000 more
regulars in our Services than in this financial year. A nuclear
powered fleet submarine, two new airﬂdefénbe destroyers, an
anti-submarine frigate and several other vessels will enter
service; other new warship orders, including anti-submarine
carriers, nuclear-powered submarines, destroyers and frigates,
together with major maritime weapon systems such as Stingray
and Sub-Harpoon, will be moving forward; substantial further
orders for ships and other naval equipment will be placed; and
the Trident programme is under way. The Army's new Challenger
tank, the new armoured personnel cérrier, the Milan anti-tank
and Rapier and Blowpipe air defence systems and the Ptarmigan
and Clansman communications systems continue in procurement,
Deliveries under the very large Tornado programme, the core of
the RAF's future capability, will be accelerating. Contrary
to some reports, development work on the Sea Eagle anti-ship
missile will continue although further consideration will be
needed before its place in the programme can be confirmed.
Large sums will be spent on the Nimrod airborne early warning
aircraft, improvement of our Harrier and Jaguar capability,
and air-to-air defence missiles, We spend a bigger proportion

of our defence budget on major equipment than any other NATO

country. Next year we shall spend over £5 billion on equipment,
5] .
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which will sustain hundreds of thousands of jobs, many in the
highest fields of technology.
5. Nevertheless, there remain hard choices, for next year
and furgher ahead, The problems are well known to the House,

but they are worth recalling briefly. The real cost of defence

equipment, much of it inevitably highly sophisticated to counter

the threat, continues to rise. The recession has led industry
to concentrate more heavily on defence work, which means that

- certain equipment has come forward faster than we expected,

This is to the benefit of our Services but has continuing effects
on our cash flow, Withlso much of the programme already committed,
it is not easy to make adjustments quickly., Defence, like other
Departments, has to make adjustments every year, in all sorts

of ways, to fit its programme to planned expenditure, but for
the reasons I have given the scale this year is more extensive
than usual, In order to avoid continuing speculation and
uncertainty harmful to the Services and to industry, I think

it right to give the House before the Defence White Paper is
published an early indication of the character of the
adjustments, '

6. The main changes which I propose accelerate the phasing

out of some older equipment, the deferment of certain equipment
procurements, the trimming of our works and training programmmes,
and further reduction of overheads; in essence, to concentrate
our resources where they are most valuable,

7. Some older ships of the Royal Navy will be sold or

scrapped; HMS Bulwark will be disposed of about six months

earlier than planned; and planned reductions in the Vulcan
4
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force and Shackleton airborne early warning aircraft and the
rundown of Canberra photographic reconnaissance squadrons will
be accelerated. There will be some adjustment to the forward
warship-construction programme which will involve the slowing
down of a number of orders. Logistic support road vehicles,
Jetstream and Hawklaircraft orders will be deferred. The Skyflash
Mk 1 missile will continue, but instead of the Skyflash Mk 2 we
will proceed with a programme to demonstrate a new technology
for short-range air~to-air missiles., To save overheads, No 41
Commando will merge with the other Commandos, without reduction
in the present overall sﬁrength of the Royal Marines and with
a continuing Royal Marine presence in Deal for the time being.
The Naval Communications Squadron at Lee~on=Solent will be
disbanded. The extra Lightning squadron will not be formed as

planned but we shall provide for a squadron to be found out of

training units which could rapidly be made operational in -

emergency.

8. I turn now, briefly, to the future beyond next year's
Estimates., In accordance with the expressed objective of NATO,
it is our aim to continue from the revised 1981/82 base line

an annual increase in defence expenditure in the region of 3%,
Even with an increase in expenditure, however, we face, as do
other countries a major task in matching resouwces to our clear
defence needs - a task made more difficult for us than for other
countries because of our low growth, Talk of apocalyptic
choices between key defence tasks is wide of the mark; but

we must, over the mext year or so, look realistically at our

4
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programmes in order to match them to the resources which may
be available. We shall do this in an Alliance context and,
we hope, in close concert with our Allies, But let it be clear

that whatever our economic problems, the maintenance of

effective security within and through the Alliance remains

an overriding commitment of this Government,
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PRIME MINISTER

Before we meet this afternoon I would like you to be aware
of an idea put forward to me late last week by Philip Goodhart
for an experimental limited scheme of Service entrance. As you
may know there is an arrangement in being at the present time
for young men leaving school to take a short course at Sandhurst
and then join a regiment for a period of around a year as a
young officer prior to joining university.,

2, Philip suggested that we might extend this scheme to cover
young men and women who would serve in the ranks and that this
might be part of Jim Prior's youth opportunity programme. In
other words the young people would receive £23,50 a week and
would join the Army for a period of between six months and a
year under roughly the same arrangements as they might join ICI,
At the end of the period of 'youth opportunity' they would
either leave the Service or be eligible together with others

for full recruitment, It might be necessary in order to make

sense of the scheme to have a recruitment for some reserve

service in the TA at the end of the period.

3. Such an arrangement would cost the MOD budget a few million
pounds in clothing and equipment but if we kept the numbers down
to 5,000 and below on an experimental basis it would mainly be

a marginal cost and therefore could be quite cheap., The pay

and allowances being borne under the MSC budget.,

4, My initial reaction is that this idea (which would not be
opposed as I understand it by the General Staff) would have a

1
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major favourable impact on the country and if I could give an
idea that such a scheme was under consideration as part of the
youth opportunities programme when I make my statement tomorrow
I think it could be a considerable way, certainly so far as the
popular press are concerned, in taking the sting out of some of
our proposed measures which will of course have adverse employment
consequences.

5% Obviously it is too soon to say whether this proposition

is a starter - there are clear practical and other difficulties =
but I think we might be sufficiently well advanced by lunchtime
tomorrow whether it is safe to mention it or mot. I should be
glad to know whether you yourself consider it worth pursuing.

I talked about this to Jim Prior over the weekend and he thought

that it could have a substantial favourable impact on the country.

6. I am copying this minute only to Jim Prior at this stage.

Ministry of Defence

19th January 1981 2
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01-930x%32x 218 2111/3

19th January 1981

NG

J'ﬁ'n.

DEFENCE ESTIMATES 1981/82

This letter is to record that my Secretary of State
proposes to make an oral Statement in the House of Commons
tomorrow afternoon to set within context the Defence
Estimates for mext year and in particular to explain the
impact on the programme of the reduction on previously
planned expenditure of £200 million. He is at present
clearing the text with those of his colleagues immediately
concerned, and I will circulate the draft as soon as possible.

I am sending copies of this letter to the Private
Secretaries to the other members of OD and the Secretary of
State for Industry, the Chief Whip and the Chief Whip in
the Lords; a copy also goes to David Wright in the Cabinet

e

Office.

C A Whitmore Esq

CONFIDENTIAL
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PRIME MINISTER

BAe FLOTATION

1 I have seen Jonn Nott's minute fte you of 16 January on
the BAe flotation and on the aefence estimates. I think it
important, when we discusé this subject this afternoon,
that the interactions between the two are fully understood.
In essentials I believe that the draft statement which he
proposes to make would solve most of the probleﬁs which we

W—— ey
were concerned might frustrate a flotatlon. There are,

-

however, three points on which I think that the statement
would need to be more precise, so that a member of the public
considefing an investment in BAe shares would, by reading

the statement and the prospectus, have a proper understanding
of our intentions in the defence field as they ;;;I;q£b BAe?
2 The first is the question of disclosing the decision taken
by Cabinet to reduce the defence budget by £200 million in_

e i, ]
each of the two later survey years. John proposes to deal

with this by a statement that "The 3 per cent growth in resources
will continue from the revised 1981/82 baseline". I am afraid

that this is not quite explicit enough for flotation PUrpoOSES.

T eeme———

—— e ————

I think it would need to be expanded a little, so as to read

"The 3 percent growth in defence expenditure in real terus

will now be based on the reduced / or revised_/ 1981/&2

baseline".

/3 eee
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3 The second is his reference to Sez Esgle.

statement says simply that “bontréry to some reports,
development work on the Sea Eagle anti-ship missile will
continue". The fuller statement of the positibn in his
minute particularly addressed to the flotation makes clear
that he has not at present gone beyond a strictly temporary

reprieve. This question is so material to the flotation that

- -

]
it is necessary that our public statements should give a
complete understanding of the position. I refe:t to this

below. i

4 The third point is that the references in the statement

to the need to "look realistically at our prograumes over

the next year or"two" give me a less severe iﬁbression than
his minute which t;;Ea of a need for "a fundamental look at
defence commitments,roles and capabilities". As I.set out
in the first paragraph we must ensure that the potential
investor has a proper understanding of what we intend. This
statemént so soon before the flotation will be the basis on
which investors will be forming their views of the market
prospects for defence contractors in general and BAe in
particular. I would expect the prospectus to refer to it
specifically. In the light of the minute I confess to doubt
whether the present draft of the statement meets that test.
In the last resort it is qohn Nott who will have to satiafy

himself that his statement ddes meet this onerous criterion,

and can be regarded as definitive.. We also need to be

"

J/clear ...
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whether the statement supersedes any of the assurances
last week bj his Permanent Secretary; if it does we

satisfactory restatement of the position.

3=

5 I have referred above to the need for complete candour in -
the Sea Eagle position. Of the decisions whic John has

reached this is the only one whlch causes difficulty for
e

the flotation. Because of the 1mportance of this project

e o, R ey

as a means of developing BAe's air-launched missile technology

s0 as to keep it competitive for further major programmes,

our merchant bank advisers feel that a great degree of assurance

is'éssential. JIflit were at all possible much the bést"wv'
course,-botﬁ for thé flotation and for BAe, would be to reach
a firm declslon now that this project could be regarded as a
firm part of the programme on the basis of the proposals whlch
BAe have made to limit and defer the costs falling on the
defence budget. I do hope that John Nott could on reflection
®ach this view (in which éase the statement could be strengthened).
;f, howevé:, he cannot, aﬁd I do understand his wish to preserve
options, it would be a necessary condition for flotétion for the
ﬂinistry of Defence to be able to say that the present intertion
was that the programme should be maintained throughout 198;/2,
and that their expectation was that in the event of a decision

to cancel it they would take alternative steps to secure the
neéessary technological bapability in BAe. If that were the
underlying position the draft statement would need to be expanded
by including the phrase.“... although further decisions will be

needed to confirm its place in the programme ...".

: /6 -ew
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& I have =zet out in full detail. what is needed to enable

flotation to proceed. As Norman Tevbit indicated in his

minute of 7 January preparations are now far advanced for

ey

an offer on 4 February; : four underwriters and three brokers
are involved, and there iéﬂ;;g;spread knowledge and public
Eg;ﬁent‘on our plans. ZKleinworts have confirmed that the
defence decisions of which they were aware until Friday could
be accommodated subject to the point on Sea Eagle which I

have already explained, within the market caﬁitalisafion
eaflier forseen (£275-300 miilion), not necessarily at the
bottom end, and that no more than £100 million o§ new money
will need to, be raised.., Thus the net proceeds seem likely

To be above the bottom of the range we have contemplated. If
‘we do not go'through with it, it will be very widely known
that Qé have pulled back at the Qast moment. Much worse,
however, is that I must warn that in reality I see virtually
no chance of afurther opportunity to privatise 3Ae, inlthe
life of this Parliament. The next theoretical opportunity would
arise in EEZ;QQ_EEES}_ but Kleinworts and BAe have both made
clear that they do not consider the prospects nearly as good
as they are now - and, in any case, there is'every probability
that we should be in the.midst of the defence review of which
John Nott has told you. I want us all to be clear therefore
that to pass up our present opportunity is no mere temporary

hiﬁch, but may well be the end of a major plank of our progreamze,

and of a Manifesto commitment.

CONFIDENTTAT,
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7 There is a further aspect to comsider. If we do not go
ahead with the issue, it is inevitable that man& will surmise
that this is because of defence uncertainties. This will
enter the public doméin, and might well cast doubt upon the

credibility of any statement of the sort John Nott hsz in

mind. There are therefore defence purposes, as well as our
economic and political aims, to be served by proceeding with Lo
the flotation.

8 I am copying this to John Nott, the recipients of his

minute of 16 January, the Attorney General with the

previous papers (because of the legal responsibilities of
disclosure required of the promoter of an issue), and to

Sir Robert Armstrong.

Lot R 0

7, KEITH JOSEFPH
it

(approved by the Secretary
2 - of State and signed in his
: : absence) '

January 1981

Department of Industry
- Ashdown House

123 Victoria Street. - ;? a {\
!
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Pul:afx Seches A‘s‘se:fa_()m f_\r(':.-'g:___,.‘.

Treasury Limmbua, Parliament Sweet, SWIIP? 3AG
0O1-233 3000

PRIME MINISTER

BAE FLOTATION
I have seen Norman Tebbit's minute of Z,Jg:;ary to you,
2 On the three specific issues he raises:-

(a) Nigel Lawson has set out the Treasury view
on the 146 review (his letter of B8 January);
sy
(b) John Nott will wish to comment on the requirement
for ?EEEPer Defence Budget announcements, but I
should record that there is 66“?;agéury ObJECtIDﬂ
to his'pre-empting the Public Expendlture White
Paper to the extent of revealing the agreed %EEE
million reductions for 1982-83 and 1983-84: the
similar reduction for 1981-82 and the decision that
any overspend on the 1980-81 cash limit would
require a compensating deduction from the 1881-82

limit have of course already been announced;
— —— ——r e . —— T =

" (c) on the crﬁcial question of the advisability of
a sale in February given the level of expected

receipts, my views were set out in my Private Secretary's
letter of 15 December. There are financial (eg PSBR)
arguments for selling as soon as possible, though

I am still not satisfied that we would not do better
first to bring about the cancellation of the 146.

But the quesﬁion is primarily political.

CONFIDENTIAL
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i If of course there were no real prospect of our
agreeing on, and imposing, the cancellation of the 146,
I would be much less uneasy about Norman Tebbit's y
recommendation for a February sale. Since on that

. —t = - A 1k 2y
scenaric delay would only further reduce the likely

net proceeds, there would be much to be said for

coing Ffull ahead now despits the liksly caontrsy

4. Copies of this minute go to the other recipients

4.0,

(G.H.)

/¢ January 1981
/

of Norman Tebbit.
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Department of Industry
Ashdown House

123 Victoria Street
London SW1E GRB

Telephone: Direct Line 01-212 0440

David Young Switchboard 01-212 7676

Special Adviser

/‘\n ‘m/\fb-— 16th January, 1981

T. P. Lankester, Esq.,

Private Secretary, P <, =
10 Downing Street, £ AM:;:L

LL«. 4nhu¢/’/1%V“*‘
P

London, S.W.l.
"2 (f,—l\- )0' 57 L\"ﬂ-\.M’
deaieliel Mad gupmts @ e fiab

I only returned from Hong Kong on Tuesday so il .
it was only yesterday afternoon that I was able to
meet with Sir Frank Cooper and Sir Arthur Hockaday

at Defence.
I

The property disposal programme of Defence
is made up of a very large number of comparatively
small transactions and the key to acceleration lies U1

\

- "

not so much in the hands of the PSA (who act for
Defence on all property matters) but in persuading
the Forces that accommodation can be relinﬁuished in
the future. There has also been an extension of the
Crichel Down procedure which increases delay.

However, I have made two specific proposals:

1. that we dispose immediately of married quarters and
civilian housing on terms whereby Defence would
take a leaseback until such time as they can relinguish
possession, at which point the purchaser would dispose

of them on the open market. I might be able to put
together consortia of Institutions who would buy now in
anticipation of the eventual capital gain. In recent
years, I financed similar transactions for U.S. forces'
acggmmodation in this country. sy

2. that we dispose now of some of the agricultural land
which is let on below market terms because of the

proximity to Army installations. There is still a

considerable shortage of agricultural investment in

this country and again I believe that we might be able

to interest the Institutions.

...../Ccnt.




The adoption of either or both of these
courses would result in an acceleration of the
disposal programme but, of course, an increased annual
cost in respect of the leaseback accommodation.
However, this would concentrate Defence's mind on the
need to relinquish such accommodation.

Pilot projects are now being selected and I ]
will come back to you in due course. In the meantime,
I am not copying this letter.

)

[”{Qvu L
/] -
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PRIME MINISTER

EFENCE ES, TES 1981/32 o prxh\

Jy ’6‘“0
As you k&ké?:(; believe that it would be right for me to make

an early Statement of the further adjustments to the Defence
Programme necessitated by the agreed reduction in Defence Expenditure
for 1981/82. 1If we try to avoid giving such an indication until

the publication of this year's Statement on Defence Estimates (and
until your return from seeing President Reagan at the end of

February) we will be subject, I believe, to a steady stream of

publicity about cuts and speculation about our intentions which

would be far more damaging than any adverse impact of a statement

outlining the totality of the necessary measures. There is in

any case no way in which I can avoid being drawn into comment next

Tuesday, 20th January, when I am down for first order PQs.

2. Subject to your views, therefore, and to discussion at your
meeting on Monday, I would propose to make a Statement after

[ eS—— —
Questions next Tuesday onm the lines of the first draft at Annex 1

to this minute.

3. We have a good story to tell. And my aim is to change the mood

in which, because of the earlier leaks, this debate has been
conducted over the past three months. Instead of the gloom which
surrounds the "battle" between the Treasury and the Ministry of

Defence we must get everyone talking about the tremendous

e ——
contribution which this country is making to the Alliance =~ and

the vast programme of new procurement in the next financial year.

1
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We can present the story in a way which will encourage NATO

and President Reagan. My statement is drafted on that basis.

n.._

4. On the substance, we are all agreed on the measures in

Annex A to Francis Pym's minute of 23rd December which for

convenience I reproduce as Annex II to this. Annex B of his
— e

minute identified measures which he was considering in order

to close the gap which remained after the other savings (in

his Annex A) which he had taken. Of these I am prepared, although

with misgiving, to amalgamate 41 Commando Royal Marines with

other Commandos, (although we will keep the Royal Marine School

of Music at Deal for the time being); abandon plans to form an

extra peacetime Lightning Squadron although I am considering the

formation of a "shadow squadron" at negligible cost which could

be found out of training units in time of tension; and to cancel

the Skyflash Mk 2 missile although we will keep the technology

alive with a small programme. Subject to further study, which

is in progress, I also accept disbanding the special Nimrod

( Sﬂuadron. On the other hand I cannot accept that it is right to

decide now on the cancellation of Sea Eaﬁle - I believe that this
project must continue for the time being, though I do not exclude
the possibility that when I have reviewed the longer term programme
later in the year I may have to cancel it, despite its operational
and industrial importance. From the shipbuilding list I will

implement about half the savings in Annex B of Francis' minute,

including the Type 44 destroyer. These reductions will have

immediate industrial consequences, particularly for the viability
of Cammell Laird. I do not, however, think it right to take the

remaining shipbuilding measures which Francis identified since

they would have very damaging operational and industrial consequences,

&
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particularly for Vosper and Scotts. For convenience I summarise

at Annex IIIto this minute the savings which we must make.

5. The remaining gap is some £40M, and I have given much
thought to how it could be closed. It could be narrowed by
imposing yet greater cuts in 1981/82 on the activity of the
Services eg cancelling training, (including TA training), flying
and necessary stores, more than we plan already. But this

kind of measure is deeply damaging to the efficiency and morale
of the Services and I cannot recommend it. The alternative is
yet further cuts in planned orders for nmew equipment, eg the
shipbuilding measures which I have already referred to, or in
our present force levels. An illustrative list of the kind of

measures I would have to contemplate (but on which I have not

yet had the advice of the Chiefs of Staff) is at Annex IV.
e ]

6. But I do not think it right to embark on yet further cuts
of this kind which would have potentially the most serious
consequences, both short and long term, at a time when I have

still to appraise the long term defence programme. That decisions

on the allocation of our resources are needed I do not doubt, but

I am most concerned that these should be taken only after most
careful and realistic examination of what needs to be done (and

I have had today my first all day meeting with the Chiefs of Staff)
and not in the context of a hurried and short term adjustment of

expenditure figures.

e I invite agreement to making a Parliamentary Statement on
20th January in the terms of my draft at Annex I; as regards
Annex IV, closing the remaining gap presents me with very great

3
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difficulties. I shall need to reflect further on how they
may be resolved and, if necessary, consult my colleagues again.

But I should welcome any views you and they may wish to express.

8. I am sending copies of this minute to the Foreign and
Commonwealth Secretary, the Chancellor of the Exchequer and
the Secretary of State for Industry; and to the Secretary of
the Cabinet.

Ministry of Defence

16th January 1981

4
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. DRAFT : 4 ANNEX T
2% Mr Speaker, with your permission I would like to make a
statement about cxpenditure on defence.
Zis In the financial year 1981/82 defence expenditure should
rise to £9753M at 1980 Survey prices. This figure is about

—

8% more in real terms than the defence out-turn in 1912112,
' the last year of the previous Government., So far as this year
is concerned we may exceed the ggbercentage rise in 1980/81

but until the out=-turn is clear we cannot assess the distribution

of growth between this year and next, In cash terms, although

the cash lim:t has not yet been finalised, next year's defence

budget is expected to be of the.order of £12.3 billion, more
MAann A e
thor: £1 billion higher than the budget this year,
S The scale of the increase, in relation to the containment
of expenditure on other programmes fully accords with the
Government's expressed determination which I re-affirm today,
of giving the highest priérity to our defence in the face of
the growing threat from the Warsaw Pact, It also represents
an increase in defgnce expenditure per head and raises still
further the proportion of ouf GDP devoted to defence, which is
élready much higher than that of our main Euror2an allies, and
close to that of the United States, Let me make it plain
beyond doubt that I share without qualification the objectives
stated by my predecessor in the House to sustain and improve
the front lire quality of our forces and our contribution to
the Alliance, which remains the cornerstone of our security

and the ultimate safeguard of our freedom against any aggression.

CONFIDENTTIAL
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4, In accordance with these objectives, I can confirm that
next year the major programme of improvements will continue,

Even after trimming recruitment, there will bé over 5,000 more
[, | <y

regulars in our Services than in this financial year. A nuclear

powered fleet submarine, two new air-defence destroyers, an
ant.i-submarine frigate and several other vessels will enter
service; other new warship orders, including anti-submarine
carriers, nuclear-powered submarines, destroyers and frigates,
together with major maritime weapon systems such as Stingray

and Sub-Harpoon, will be mcving forward; substantial further

orders for ships and other naval equipment will be placed; and

the Trident programme is under way. The Army's new Challenger

tank, the new armoured personnel carrier, the Milan anti-tank

and Rapier and Blowpipe air defence systems and the Ptarmigan
and Clansman communicacions systems continue in procuremsnt,
Deliveries under the very large Tornado programne, the core of

the RAF's future capability, will be accelerating., Contrary

£ Car
to some reports, development work on the SearEﬁﬁi? anti-shi —
v B #

« racde A Glrrfror

missile will continue, La ge sums will be Epent on the Nimrod
N s

airborne early warning aircraft, improvement of our Harrier

and Jaguar capability, and air-to-air defence missiles. We
— e~
spend a bigger proportion of our defence budget on major oo

s a

equipment than any other NATO country - next year over £4000M,
which will sustain hundreds of thousands of jobs, many in the
highest fields of technology.

2
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Dl Nevertheless, there remain hard choices, for next year

and further ahead. The problems are well known to the House,
but they are wurth recalling briefly. The real cost of defence
equipment, much of it inevitably highly sophisticated to counter

the threat, continues to rise, The recession has led industry
Vhavh o t‘:k/

to concengrate more heavily on defence work, with continuing
P*F—‘d—'-"- P e

effects on our cash flow, With so much of the programme already

—p

. A
g,.‘? w'@ommitted, it is not easy to make adjustments quickly to wespond

both to these factors, Defence, like other Departments,'has'to
make adjustments every year, in all sorts of ways, to fit its
programme to planned expenditure, but for the reasons I hgve

given the scale this year is more extensive than usual., In order
to avoid continuing speculation and uncertainty harmful to the
Services and to industry, I think it right to give the House an
early indication of the character of the adjustments.and before

the Defence White Paper is published,

6, The main changes which I propdse accelerate the phasing out

of some older equipment, the deferment of certain equipment 't
procurements, the trimmizg of our works and training programmes,
and further reduction of.overheads; in essence, to concentrate
our resources where they are most valuable.

T Some older ships of the Royal Navy will be sold or scrapped;
HMS Bulwark will be disposed of about six monthé earlier than
planned; and planned reductions in the Vulcan force and

Shackleton airborne early warning aircraft and the rundown of

Canberra photographic recommaissance squadrors will be zccelerated,

There will be some adjustment to the forward warship construction

| programme., Logistic support road3vehicles, Jetstream aud Hawk
CONFIDENTIAL
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. aircraft orders will be deferred, Thc‘ Skyflash Mk 1 missile_

will continue, but instead of the Skyflash Mk 2 we will proceed

with a programme to demonstrate a mnew tochnology for short-range

air-to-air missiles. To save overheads, No 41 Commando will

merge with the other Commandos, without reduction in the present

overall strength of the Royal Marines and with a Royal Marine
W il a |
bt-’”hh,lﬂfbresence remaining at Deal, The Naval Communications Squadron

at Lee-on-Solent will be disbanded. The extra Lightning

squadron will not be formed as planned but we shall provide for

a squadron to be found oul of training units which could rapidly

be made operational in emerzency.

8, I turn now, briefly, to the future beyond next_yeax'

. (=]
L “
Estimates., The 3% annual zirowth in :jiources will continue from

i

the revised 1981/82 baseline. Even with this inqrease in

-_—

expenditure however, w: face, as do other countries a major

task in matching resources to our cliear defence needs - a task

made more difficult for us than for other countries because of
Trm—————— ——

our low growth, Talk of apocalyptic choices between key defence
N e e,

tasks is wide of the mark; but we must, over the next year o
el L -~ a2 =

sw, look realistically at our programmes to sgg whab-nmeeds to
MM"‘-‘“‘ M h k m% . _ 'hll——'
be done. We shall do this in an Alliance context and, we hope,
in close concert with our Allies: But let it be clear that
whatever our economic problems, the maintenance of effective

security within and through the Alliance remains an overriding

commitment of this Government,

4
CONE IDENTIAL
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DEFENCE CUTS 1981/82 (ALREADY AGREED)

Tri-Service measures =

a, Recruiting

‘b, TFuel stocks

1
c. B vehicles (general
purpose, load carriers
etc)

Sell/scrap 1 cruiser and
2 frigates

Sell 1 additional stores
ship (TARBATRNESS)

Sell or scrap 5 Tribal
class frigates

Dispose of HMS BULWARK
6 months early

Disband 781 Sqn (Communi-
cations) and close fixed
wing function at Lee-on~
Solent

Recast ship repair programme:
cancel conversion of NORFOLK
and sell (82/83)., Defer
ANTRIM 1 year. Delay
BACCHANTE's modernisation

Reduce Royal Marineswinter

training

Tervitorial Army - training,
works cte

£M

50 (apbrox)

3543

Frolongs undermanning.
Structural disruption,
Loss of recruting in good

‘ years before demographic

trough. :

Affects war readiness and
compliance with NATO
standardc,

Vehicle slhortages.
Retention of over~age
vehicles, leading to
uneconomic repair,
Industrizl implications
still under examination.

Affects declarations to
NATO

Affects declarations to
NATO

Affects declarations to
NATO

Staff Side and Trade *
Union interests, strong
local issue

Industrial implications

Affects specialist rein-

forcemeni: to vulnerable
area of NATO

Detracts from emphasis
placed on reserve forces
in 1980 Statzment on
Defence Bstimates
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10. Slow down computerised

artillery target engage-

ment system (BATES) by 1
| year
11. Slow down delivery of 1.4
mines (BARMINE)

12. Blowpipe air defence missile - 4.0

cancel some improvements,
delay others and defer some
production

13, Reduction of strike Vulcans 55

by 1 sqguadron equivalent,
brought forward
s

14, Run down Canberra Photo- 15,0

graphic Recce squadrons
early

15, Hold Buccancer establishment 0.4

to 24

.

16, Reduce loﬁg—range maritime 31.4

patrol, Vulcan, fast jet and
comnunications flying

17, Defer purchase of 14 Jetstream 17, 2

and further 18 Hawk

18, Defer electronic ~ounter- 4.1
measures for Jaguar 3

19, Reduction in Shackleton : 1;0

Alrbomme Early Warning Force

20, Extensive further cuts in works 01,7

programme for all 3 Services
(other than TA)

“implications for Shorts still

~ Service tasks,

- cut-backs, leading already to
L

TR AR RS R TS

Delays enhancement of artillery
effectiveness in BAOR

Affects war maintenance reserve

Will affect Army's air defence
capabilities, Industrial

being examined

Affects declarations to NATO in’
long range theatre nuclear :
capability, Also national strike

cover,

Affects commitments to NATO

RAF maritime/strike attack :
capability to be reduced by one-
third

Reduced capability tc meet
Fast jet measures
must affect operationmal standards, {

Industrial implications

Reduces plaamed future capability
of Jaguar

Affects declarations to NATO ;
(Nimrod AEW not due until 1684/85) |
Major ‘industrial implications for |
the construction industry, felt
in many parts of Britain, Very
few new contracts will be let,
and will take many years to
recover ground lost, Comes on
top of long series of works

£ Y g S rm——

a seriously run~down defence
estate,



DEFENCE CUTS 1981/82 - MEASURES iy BE TAKEN

&M

Merge 41 Commando Royal Marines with 3.4
other Commandos and contract facilities
at Deal

"Do not form 3rd Lightning squadron or
incresse establishments of existing
squadrons >

Cancel Sky Flash Mark IT but continue
‘with technology demonstration
programme

Shipbuilding measures =

a. Drop planned order for 6 MCMVs
and advance for single role
mine hunter programme
(Vospers/Yarrows)

Order nuclear submarine SSN16 to
maintain build-up to Trident,
defer SSN 17-19, do not order
SSN 20 or proceed with second
SSN building stream (Vickers)

Defer SSN 0Z by 4 years and
conventional submarine SSK 01
by 1 year (Vickers)

d. Defer Type 44 (Yarrows)

Disband Nimrod (R) force

SECRET

ANNEX III
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FURTHER MEASURES FROM WHICH ITEMS TO CLOSE THE REMAINING GAP WCULD
NEEP TO BE CHOSEN

£M at 1980 Survey Prices

Shipbuilding S0

Defer order for 2 mine counter=- 2

measure vessels (Vospers or Yarrows)

e

Suspend Seabed Operations Vessel
(Scott and Litﬁgowi

Drop order for Type 22-07 (Yarrows)

Defer minesweeping trawlers

Force Reductions

Lay up 8 Destroyer/Fricates
1 Fleet Tanker and 1 Stcres
Support Ship

‘Further reduction in Vulcan forces
(affects declarations to NATO)

Reduce VC10 force by 3 aircraft
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PRIME MINISTER

CUTS IN DEFENCE EXPENDITURE

In his minute to you of 23/December Francis Pym gave several examples
of the consequences for employment of the defence cuts he envisages -
notably up to 15,000 job losses in British Shipbuilders. (I see that
the Chairman of BS has told the Ministry of Defence that this will
have "a catastrophic effect on the industry"). But as far as we

can discover no comprehensive study has been made of the total

employment effects of the cuts.

I am not of course suggesting that defence cuts should be decided
according to their effects on employment. But I think that all

our colleagues concerned will agree that before any final decisions

are taken we should at least be aware of how extensive these effects
are likely to be and, equally important, where they will occur.

If you agree I hope that John Nott and Keith Joseph can let us have

a note on this.

I am copying this minute to the Secretaries of State for Defence,
Industry, Scotland and Wales.

J P
Ié: January 1981
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I have now had a chance to study the issues which arise == «*1

from Norman Tebbit's minute to you of \7¢h January. (2

e e ey

2. The first question is whether we can make public in time the

£200M reductions in previously planned defence expenditure for
L e ]

82/83 and 83/84 which are mot at present due to be disclosed until
pm——— gme——
the publication of the Public Expenditure White Paper in early

March. As you know I shall be discussing with you on Monday an

early general statement about next year s defence programme. This

might be drafted in terms which meet this point.

3, More difficult are the problems related to the defence work-
load for British Aerospace. We are able, of course, to point to

our clear indication to resume 3% real growth in defence spendin
g P g

after next year; and we can point to a clear and distinct share of
the defence budget which British Aerospace have secured in the past.

But I cannot be specific now about exactly how much money they will

N ]

e

'get from us over the next few years nor about which projects they

will have - nor, of course, could I for any other firm,

sy

4, I recognise the great political importance of flotation for

our objectives as a Government, and its importance for a thriving
aerospace sector., I am concerned, however, that the conditions for

a flotation now could create difficulties for me in conducting the

sort of fundamental look at.defence commitments, roles, and capabilities

which even a few days in office has convinced me is necessary.

q
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5. I have been able ‘to reprieve for the present the Sea Eagle
prn1ect - a key programme I am advised for proceeding with flotation

- and research and development on this will continue for the time beinz.

I am going to negotiate with British Aerospace on the basis of a plan

we have developed with them for containing future levels of expendi:

in any one year, and their initiating now a review of the structure
of the‘b§;éﬁlcs Group (1nvolv1ng the closure of a major site) to be
effected in about 5 years time. Even so, I cannot exclude the
possibility that, when I come to my review of the forward programme,
cancellations and adjustments affecting British Aerospace, not
excluding Sea Eagle, may be necessary. If flotation proceeds,
therefore, it must be on the understanding that my freedom to act

is not constrained. Whether flotation can legitimately proceed on

that understanding must be open to some doubt,

bt e s ————

6. I do not know whether flotation in May would be any easier

than flotation now. But given what I have said above, which must
be disclosed to Kleinworts and British Aerospace, the prospectus will
need to be drawn up in terms consistent with the wider objectives 1

have described.

7. I am copying this minute to the other members of E and to

Sir Robert Armstrong.

16th January 1981
Ministry of Defence

2
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10 DOWNING STREET

From the Private Secretary 13 January 1981

MISC 42: UKMTAS

The FPrime Minister has noted the
Chief Secretary's concurrence in the proposal
put forward in Sir Robert Armstrong's minute
of 4 December and the agreement of the Defence
Secretary and Lord Privy Seal to it. She
welcomes the satisfactory resolution of this
problem.

There will now be no need for the
meeting of Ministers envisaged in my minute
of 15 December to Sir Robert Armstrong.

I am copying this letter to
Stephen Gomersall (Lord Privy Seal's Office),
Brian Norbury (Ministry of Defence) and
David Wright (Cabinet Office).

T. F. Mathews, £sq.,
Chief Secretary's Office,
H.M. Treasury.
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Ref. A03977 Wm»ﬁi by vt
MR ALEW /Zm/\

Overseas and Defence Expenditure (Misc 42)

In my minute of{B December last I reported signs that both Treasury
and (in the end) Foreign and Commonwealth Office Ministers seemed likely to
agree to the compromise suggestions for resolving this problem contained in
my minute of ecember. The Prime Minister will now have seen the then

g}, 23 Dacswosr, bne bnen Onied SecreXomgs mutvuke
Defence Secretary's minuteLoi‘ early January and the Lord Privy Seal's minute
of 7 January confirming that the compromise is acceptable to them. If the
Prime Minister also agrees, there should be no need for the ad hoc meeting of
Ministers envisaged in your minute to me of lﬁ)ecember. But the fact that

the Prime Minister agrees (if she does) should be recorded. I attach a draft.

i

ROBERT ARMSTRONG

12 January 1981

CONFIDENTIAL
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DRAFT LETTER FROM MR ALEXANDER TO THE
PRIVATE SECRETARY TO THE CHIEF SECRETARY,
TREASURY

Misc 4o :gomﬂg ;

The Prime Minister has noted the Chief

Secretary's concurrence ih the proposal put forward
in Sir Robert Armstrong's minute of 4 December
and the agreement o e Defence Secretary and Lord

Privy Seal to it. e welcomes the satisfactory

resolution of trij/problem.
2. There/will now be no need for the meeting

of Ministers envisaged in my minute of 15 December

to Sir Robert Armstrong.

3. I’Jfa.m copying this letter to Stephen Gomersall
i

Lord /Pzrﬁvy Seal's Office, Brian Norbury, MOD, and
David /Wright, Cabinet Office.

CONFIDENTIAL
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Prime Minister a“/( aA | an URITTAS n Omlanes . (ch
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OVERSEAS AND DEFENCE EXPENDITURE (MISC 42) ?;

Since the Foreign and Commonwealth Secretary minuted to you
on this subject on,léfDecember 1980, I have seen the Defence
Secretary's minute offﬂﬁ'December 1980, and the Chief Secretary's
minute received yesterday.

2. I note that the Chief Secretary is prepared to make

available £2 million as an addition to the Foreign and Commonwealth
Office programme, provided that a further £2 million is found from
e;;;¥zzg programmes; and that the Defence Secretary for his part

can agree to provide £1 million from the MOD programme on the
——— e

understanding that a similar sum is provided from the Foreign and

Commonwealth Office for UKMTAS.

—————
S As the Foreign and Commonwealth Secretary said in paragraph 5

of his minute, he would have much preferred that the aid budget
should not be required to contribute £1 million for this purpose.

In the circumstances, however, I am now prepared to agree that

£1 million should be made available from this budget as proposed by
Sir Robert Armstrong. I hope this therefore enables us to go ahead
on the basis that the necessary £4 million will be found in the ways
now offered.

4, I am copying this minute to the Chancellor of the Exchequer,
the Defence Secretary, and to Sir Robert Armstrong.

[.I{*‘( .

7 January 1981
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BAe FLOTATION

I am concerned about the extremely tight time schedule that
must be met if we are not to lose the opportunity to float
British Aerospace in February, especially in view of
Kleinworts' advice that this would be the best and possibly
tiue only opportunity open to us.

In Keith Joseph's absence abroad I am therefore writing in
order to ensure that provided we can clear the difficulties
caused by the defence review (which I am hopeful can be
resolved in time) no other obstacles will remain in our way.

In Keith Joseph's minute to you of 12 December he reported the
decisions of E(DL) that uncertainties about future defence
programmes seemed likely to preclude flotation of British
Aerospace in February, but that we should continue nevertheless

to aim for flotation as soon as possible. With your agreement
vesting of the business in a company, British Aerospace PIC,

took place on 1 January. Simultaneously work has taken place

to try to resolve the defence problems. While a solution has not
yet been achieved encouraging progress has been made. There appears
to. be a fair prospect that such assurances as the Ministry of
Defence are able to contemplate giving about their future purchases
from BAe may be adequate to enable Kleinworts to proceed with a
prospectus. In order to keep the February date open we are
proceeding with preparations which will become increasingly public
day by day. While, therefore, nothing will be wholly irrevocable
until the first days of February the damage caused by a decision
not to float in February is also increasing day by day, and it
would be much better to call off now if we do not expect to achieve
the February date.

My own very strong advice is that we should take our chances while
they are available. That is in line with the conclusion of E(DL)
that flotation should proceed if at all possible. Thus I recommend
that we should confirm that we wish to go ahead in February, subject
only to:-

a resolution of the defence problems on a basis
satisfactory to the Secretary of State for Defence,
Kleinworts and our legal advisers;

b confirmation by Kleinworts that the proceeds will
‘not be less than those recorded in Keith Joseph's minute
of 12 December.




To reach that decision we would need to accept the points
set out in the following paragraphs.

BAe 146. The Chancellor of the Exchequer considered that

E Committee should review the possibility of cancellation
of this project now.Adam Butler's letter of 2 January 1981
explained that this would not be compatible with flotation
in February. If February in the end proves impossible we

may need to revert to this question, but I suggest that we
should not prejudice the February date on this account.

Announcement of Defence Budget Decisions

Although Cabinet has decided to reduce defence expenditure

in each of the three survey years, the only public announcement

of this has been in respect of 1981-82 and, in the normal course
of events, there would be no announcement in respect of

1982-83 and 1983%-84 until the Budget. I have firm legal

advice, in line with that confirmed by the Attorney on our
general duty as a promoter to disclose facts relevant to the
issue, that we should be failing to discharge our responsibilities
if we were not to disclose our overall defence decisions, since
these are a relevant consideration affecting prospective investors'
attitude towards a defence contractor. It is therefore necessary,
if we are to bring off the flotation in which we have invested so
much, for us to make an announcement, in the next fortnight, of
the overall position on defence expenditure by indicating that

the decision taken and announced for 1981-82 will be carried
through to 1982-8% and 1983-84.

Proceeds: The conclusion of E(DL) that flotation should proceed
if at all possible was reached after full consideration of the
likely proceeds and the likelihood of criticism on that count.

. The Chancellor of the Exchequer subsequently warned again that sharp
criticism was likely. There is, however, little prospect that
deferral of flotation to later in this Parliament would increase
the net proceeds. To be deterred by the prospective price,
-therefore, would be to abandon the objective of flotation in
this Parliament. I therefore consider that E(DL)'s conclusion
was correct.

I should be glad to know by the end of this week whether you
and other colleagues agree to our proceeding on the basis I
have described.

I am sending copies of this minute to the members of E and
E(DL), to the Secretary of State for Defence and the Attorney
General, and to Sir Robert Armstrong.

N

7 January 1980
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From the Principal Private Secretary 7 January 1981

Deo Dok

’
PRIME MINISTER'S VISIT TO THE SAS

Thank you for your letter of 22 December 1980 which I have shown
to the Prime Minister.

She has noted what you say about the existing policy on charging
both for training given to foreign students in this country and for
British Service personnel who are loaned to overseas governments.  She
agrees with your Department's view that we should be ready to modify
our policy on charges for training in the United Kingdom in particular
cases where we are trying to promote an important sale. Equally, she
sees no reason why we should not be prepared to be flexible over the
costs of loaned Service personnel. You say in your letter that you
raise full costs for loaned personnel since, unlike training of foreign
students in the United Kingdom, this training requires dedicated
resources and is not carried on in the margins of an activity which you
are undertaking for your own benefit. The Prime Minister sees the
force of this argument if the matter is looked at purely in terms of
the resources we allocate to the training of British forces: clearly
these resources are such that the amount of foreign training that can
be accommodated at their margin must be strictly limited. But another
activity we undertake for our own benefit is the sale of defence equip-
ment, and it can be argued that within the margin of our sales effort
we should be ready to modify our charges for Service personnel on loan
to countries where we believe there are particularly good prospects for
increasing defence sales. The Prime Minister has already asked Mr.Nott
to see what needs to be done to improve our sales of defence eqguipment
overseas and she will be grateful if in his study of the general
problem he could consider the desirability of making our policy on
charging for-loaned personnel more flexible. If we go ahead with the
meeting which has been provisionally arranged for 21 January to discuss
Sir Robert Armstrong's minute of 4 December 1980 on the MISC 42 report,
Mr. Nott may care to report on that occasion any preliminary conclusions
he has reached by then.

/The Prime Minister
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The Prime Minister was very glad to learn that British Airways
have now agreed to make wide-bodied aircraft available for the SAS
to practise "aircraft entry'". She would like to know when the SAS
have settled, to their satisfaction, the detailed arrangements with
British Airways.

The Prime Minister has also noted what is being done to provide
the SAS with helicopter pilots.

I am sending copies of this letter to George Walden (FCO),

John Wiggins (Treasury), Stuart Hampson (D/Trade) and David Wright
(Cabinet Office).

Iran a
Howe Jhtam .

D.B. Omand, Esq.,
Ministry of Defence.
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DEFENCE RESFARCH AND DEVELOPMENT EXPRTISMS '~ 4 o -

You asked for a note on the growth of defence R & D expenditure
over the past 10 years. Between 1970-71 and 1980-81 net
expzfditure on defence i & D has increased from £222 million
to £1479 million in cash terms. t late 1979 prices e
expenditure in 1970-71 1s equivalent to £945 million compared
with £13%29 million in 1980-81, an increaseé of 40%. R & D
accounted for 9.7% of the defence budget in 1980-81. It now
takes up 13.7% of the budget. A table setting out the run of
figures is attached.

You might also be interested in the breakdown between intra and
extramural expenditure. Since 1975-76, the earliest year for
which figures are immediately to harid, the extramural proportion
has increased a little, from 63.3% of the total to 70.6% in
1980-81, but some %0% is stilT Spent in house in the MOD research
establishments. —— ———.
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PRIME MINISTER

OVERSEAS AND DEFENCE EXPENDITURE (MISC 42)

In his minute to you of thecember, Sir Robert Armstrong set out

for decision certain recommendations on procedures for dealing
with issues relating to foreign policy and defence policy
objectives. I have now examined these proposals and I am broadly

content with them.

2. The most important recommendation concerns UKMTAS. It is
proposed that provision for this service, as from 1981-82, should
be increased from its presently projected level of £4m per annum
to one of £8m per annum. Sir Robert's minute concedes that it is
hard to gauge with any precision the amount which it would be
right to spend, since the demand for training, and our national
interest in meeting that demand, obviously vary from year to year,
with changing circumstanceé. Moreover, it is admittedly very
difficult to access the benefits - direct and indirect - to the
UK of providing such training; and the disadvantages of failing
to meet overseas demand for this assistance are inevitably a

matter for speculation.

3. Sir Robert Armstrong suggests that the necessary funds to
meet the extra £4m should be found by an arbitrary contribution
of £1lm each from the existing defence budget and the existing aid
budget, and that the residual £2m should be in the form of new
money, allocated to the Foreign and Commonwealth programme from
1981-82 onwards.

ll
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4. In his minute of 19 December, Peter Carrington states that
he is not happy that £1lm should be found from the aid budget,
and that he would prefer that an alternative source should be

found.

5. I understand the reasons why this proposal on UKMTAS should
come forward at a time when programmes have already been agreed,
though it is unfortunate that the issue could not have been
resolved earlier. However, provided it is firmly agreed by all
concerned that half of the proposed addition of £4m would be
found from within existing agreed programmes, I am prepared to
agree that the other half should be an addition to the Foreign
and Commonwealth Office programme. As to the future, it goes

without saying that the total provision of £8m for this service

would be subject to subsequent review in exactly the same way

as any other part of that expenditure programme.

6. I have copied this letter to Peter Carrington and Francis Pym.

—_—

WJ |

JOHN BIFFEN

2
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10 DOWNING STREET

From the Private Secretary 2 January 1981

A

Doareet |

Defence Estimates 1981/82

As you know, the Prime Minister held a meeting with
your Secretary of State, the Foreign and Commonwealth
Secretary and the Chancellor of the Exchequer on Wednesday
afternoon to discuss the defence estimates for 1981/82,
They had before them Mr. Pym's minute of 23 December and
your two letters of 30 December.

The Prime Minister said that she was concerned about
the unemployment consequences of some of the proposed
spending cuts set out in annex B of Mr. Pym's minute.

She was particularly concerned about the political
implications of closing Deal and cancelling the Sea Eagle
project both of which were in marginal constituencies. It
also did not seem sensible to cancel projects which were
nearing completion or on which a great deal of R and D work
had already been done. In addition, she wondered whether
the full budgetary consequences of particular spending
decisions had been worked out. It seemed to her that all
too often a reduction in the defence budget 1led to increased
spending on social security and on other spending such as
short time working compensation. In net terms, the effect
of spending cuts on defence was likely to be much less than
appeared at first sight. It would be far better if, before
Ministers reached decisions on spending programmes, the
Treasury could work out the full expenditure and PSBR
implications of different options.

The Prime Minister went on to say that there was surely
a case for allowing MOD to speed up their spending on
equipment if this was to be offset by lower spending in later
years; for by bringing spending forward this was likely to
save on costs. But if the Treasury insisted on MOD finding
further programme reductions in 1981/82 to offset the faster
spend on equipment than had earlier been anticipated, she
hoped that - as far as possible - projects could be deferred
rather than cancelled. 1In addition, she thought that more money

/could be

SECRET




could be raised for the defence programme from property
disposals. Your letter of 30 December on this subject had
indicated that about £66m. could be raised from the sale of
MOD land and buildings in 1981/82. But her impression was
that the institutions would like to buy considerably more
property than currently appeared available, and that the
figure of £66m. could be increased. She suggested that the
MOD disposal programme should be looked at again with the
assistance of Mr. David Young. Finally, to the extent that
programme reductions had to be met, she did not believe the
presentational problems were quite as great as Mr. Pym
suggested. She doubted whether it would be necessary to
declare all of the reductions in specific terms to our NATO
allies - other Governments, she felt sure, would not do so
in similar circumstances; and in any case, the Government
could take credit for the early completion of defence contracts.

Your Secretary of State said that the defence programme
was under very great pressure. He was having to make specific
programme reductions of £360m for 1981/82 because of faster
than anticipated spending on equipment contracts and £200m.
because of the Cabinet's November decisions on public
expenditure as a whole. Nine-tenths of the defence programme
was already firmly committed, so that his room for manoeuvre
was very limited. The problem was made worse by rising real
costs., It did not, in his view, make any sense for the
Treasury to insist upon the full £360m. claw-back - Since
this would mean scrapping projects for which, in later years,
sufficient money should be available; it would be much
more reasonable if the claw-back could be spread over a period
of years. If the Treasury were to insist upon additional
reductions in 1981/82 to compensate for any cash overspend
this year, then the whole position would become absolutely
intolerable. More generally it was extremely difficult to
plan on a sensible defence programme when it was subject to
continued cuts: since the Government came into office, the
programme had been cut five times. As regards the specific
options put forward in annex B of his minute,he agreed that
closing Deal and cancelling Sea Eagle would have serious
political repercussions. But in terms of defence policy;
item 2 of annex B - namely not forming the third Lightning.
Squadron or increasing establishments of existing squadrons -
was much more serious. When there was a clear need to improve
our air defences he was very loath to pursue this option;
on the other hand, there was little alternative if savings -
especially in the later years - of the magnitude required were
to be achieved. The shipbuilding measures under item 5 would
probably mean the closure of Cammell Laird, Scott Lithgow
and Vosper's with up to 15,000 redundancies.

/The Chancellor




The Chancellor of the Excheguer, responding to the
general point about spending decisionsput forward by the
Prime Minister, said that the net reduction® in total
Government spending would be less than the spending
reductions in the defence programme. But it was an illusion
to think that total spending would be lower if the defence
reductions were not made. Total expenditure and the PSBR
would certainly be higher in the absence of the MOD
reductions. If the Prime Minister's line of argument were
to be pursued, this would mean reopening the decisions on
defence spending reached in recent months; and it would
make it impossible to resist reopening decisions on other
spending programmes. As regards the £360m. claw-back, he
had to insist on this simply because - in its absence -
the defence budget would be overspent by that amount; if
this happened, it would add to the overall financing problem
and the Government would lose all credibility on public
expenditure. In his view, despite the further cuts in
specific defence programmes which would now be needed, the
defence programme as a whole would remain basically intact.
One indication of this was the formidable list of projects
contained in the last paragraph of your letter of 30 December
which would continue unaffected. On the other hand, the
difficulties which MOD seemed to have in fulfilling their
commitments within the overall programme figures suggested
to him that our defence strategy was not consistent with what
we could afford; and the problem was likely to become worse
as spending on Trident developed in the mid-1980s. In short,
we were over-committed on defence, notwithstanding the
increase in spending allowed for. But he also felt that MOD's
approach to spending could be improved. In contrast te other
Departments, there was a tendency to give priority to the
achievement of their volume programme even at the expense of
exceeding their cash limits. This, he understood, was because
the discussion of priorities within MOD between the three services
was conducted entirely in volume terms, and because the
cash 1limit had never been satisfactorily broken down between
individual programmes. There was also, in the Treasury's view,
not enough flexibility built into defence programming, and
staying within the spending ceilings would be easier if MOD's
long term costings were prepared on a more conservative basis.

/The Foreign and Commonwealth




The Foreign and Commonwealth Secretary said that, from a
foreign policy standpoint, he was more concerned about the
proposals in Annex A of Mr. Pym's minute, than those in Annex B.
Many of them would have to be declared to NATO, and the proposed
reduction in fuel stocks would reduce the Services' ability to
conduct training exercises, As regards the items in Annex B,
he did not think it would be politically possible to disband
41 Commando Royal Marines; if Deal had to be closed, the
possibility of moving them elsewhere should be considered. More
generally, he agreed with the Chancellor that the defence programme
was over-committed in relation to the budgetary constraints.

In fact, the UK and NATO as a whole were spending more on defence
than the Warsaw Pact countries; yet the overall effectiveness

of our defence effort was inferior because it was spread so
widely. It was necessary, in his view, for the Government to
reconsider the pattern of defence spending, and it would also

be highly desirable to persuade the new American Administration
of the need for a review of NATO spending. The Prime Minister
could put this to President Reagan when she visited the US in
February.

Summing up, the Prime Minister said that the defence
estimates for 1981/82 should be prepared - notwithstanding all
the difficulties - on the basis of the spending decisions
reached by Cabinet in November, and including whatever specific
reductions were needed for the faster spending on existing
contracts in 1981/82 than had earlier been anticipated. But
further consideration should be given to the question of
property disposals, and she would ask Mr, David Young to get
in touch with Sir Frank Cooper to give assistance in this matter.
On the items set out in Annex B of Mr. Pym's minute, she would
like to be consulted again before final decisions were taken;
and in putting forward his proposals, Mr. Pym should take into
account the points made in discussion. She would also like
to be consulted on the handling of all the cuts, including
those in Annex A, which were to be made. Whatever final
decisions were taken, they should not be made public - except
in so far as it was absolutely essential to inform contractors
until the publication of the estimates and the defence White
Paper in March, Finally, a re-assessment in conjunction with
our allies of the pattern of defence spending would be highly
desirable, and it would be for consideration over the next few
weeks whether and how she should take this up with President
Reagan when she visited Washington.

I am sending copies of this letter to George Walden
(Foreign and Commonwealth Office), John Wiggins (HM Treasury),
and David Wright (Cabinet Office).

David Omand, Esq.,
Ministry of Defence.
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10 DOWNING STREET

From the Private Secretary 5 January;. 1981
3 5

The Prime Minister had a brief discussion with the
Defence Secretary earlier this week about the possibility of
expanding the sale of MOD land and buildings in the coming year.
I enclose a letter dated 30 December from David Omand which
summarises the MOD's current plans in this area.

In the course of the discussion, the Prime Minister
expressed the view that more money, in addition to the £66 m
already planned, might possibly be raised from this source -
particularly in view of the fact that the institutions
apparently would like to buy considerably more property than
is currently available ; and she suggested that the MOD, with
your assistance, should conduct an urgent re-appraisal of the
disposal options. The Prime Minister said that she would ask
you to get in touch with Sir Frank Cooper to provide whatever
assistance you could.

The Prime Minister would be grateful if you could make
contact with Sir Frank Cooper as soon as possible. There is
considerable urgency about this because the defence estimates
for 1981/82 have to be finalised in the next week or two, and
the actual amounts in the estimates will need to take into
account the receipts available from property disposals.

I am copying this letter to John Wiggins (HM Treasury),
and also to David Edmonds (Department of the Environment),
since the PSA will need to be involved in the further work
which the Prime Minister has asked for, to Sir Frank Cooper,
and to David Wright (Cabinet Office).

David Young, Esq.,
Department of Industry.
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PRIME MINISTER

W
Defence Estimates 1981/82
Mee'bing on Wed.neaﬂ 31 December at 3 _pm

You are due to have a meeting on Wednesday 31 December to discuss the Defence
Secretary's minute to you on this subject of 23 December. In addition to the
Defence Secretary, the Foreign and Commonwealth Secretary,—a TreasuryMinister and

MMH&MMMHML@-} will be present.

BACKGROUND

2. In his minute the Defence Secretary reports that the Defence Programme planned
for 1981/82 is being seriously affected by two factors. These are:=—

a. Industrial production of defence equipment has improved to such an extent
that an additional £360 million has got to be found to pay for equipment in
that year which is being delivered earlier than anticipated in previous plans.

b. The decision by the Cabinet in November which required a cut of £200 million
to be made in the planned 1981/82 programme.

3. In addition to these two factors, the problem is likely to be aggravated if
an overspend of the cash limit in the current year has to be recovered in 1981/82.
This might amount to a further several hundred million pounds, but a precise figure
will not be available until the end of the current financial year.

4 Lastly past experience suggests that the defence cash limit for 1981 /82 may
prove to be less than adequate, involving a hidden squeeze on the total size of
the programme. But at present the Treasury believe that the proposed Defence
cash limit for 1981/82 should be sufficient.

5« The Defence Secretary's minute is only concerned at this stage with the
difficulties at a. and b. The sums involved are approximately 5 per cent of the
planned 1981/82 defence budget for which the 1981 Survey baseline was £9947 million
at 1980 Survey prices.




6. Apart from making you aware of the Defence Budget problem in 1981/82 it seems
likely that one of the main aims of the Defence Secretary's minute is to seek
views on the best way of making public to NATO and to Parliament the nature of
the difficult decisions which have got to be taken, particularly those set out in
Amnex B to his minute. But you may feel that these difficulties are exaggerated

—
and that there is insufficient recognition of the fact that the Services are being

steadily bet i d better manned, even during a period of economic

depression.

HANDLING
T. You will wish to ask the Secretary of State for Defence to introduce his

minute. The subsequent discussion might cover the following points:—

a. Why does the Ministry of Defence find it so difficult to identify programme
reductions of £360 million because of improvements in industrial production?
Reductions of this amount have only become necessary because at an earlier
stage it was assumed that there was going to be a shortfall of this amount on
the programme anyhow. Surely it is better to identify those elements in the
programme which the Ministry of Defence wish %o defer than simply allow the

process of deferment to happen by chance? The problem the Defence Programme
faces here is one of management rather than of financial pressure. If it is
handled properly’ it must represent an improvement over the situation which

always arose in the past when some deliveries were simply not made on time.

b. From a presentational point of view, cannot the Defence Secretary get much

credit from the early deliveries which are giving rise to the need to find the
additional £360 m:l.-'l'i.ion? This is both a success story for British industry
and good news for the Defence Programme if it means that newer equipment is
coming into service more quickly than has been the case in the past. It must
be better for example to sell or scrap five Tribal class frigates which are

nearly 20 years old to make room for new warships and aircraft which are

com’-ﬁg_ into service earlier than had been anticipated? These old ships must
have been due to be scrapped shortly anyhow,

cs« Does the Foreig and Commonwealth Secretary believe that the situation ean

be presented in these positive terms to our NATO allies? Is it necessary in
any case to make any formal ammouncement of a number of the programme
adjustments which are identified in Annex A? Many of these items are the
kind of adjustments which are taking place all the time for a variety of

2
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technical and administrative reasons.

de Does the Defence Secretary feel that the emergence of the need to find

£360 million because of the improvement in industrial production suggest that
the Ministry of Defence's control of its cash flow ought to be improved?
The present situation seems to suggest that there is insufficient control

built into present procurement procedures.

e. How does the Department of Industry regard the proposed reduction
identified in Ammex A and B? To the extent that the £360 million was not
due to go to British industry in this period anyhow, does it really matter if

it is taken from them in the form of the measures that are identified at
Ammex A and B rather than in the form of the traditional shortfalls which
could not be identified in advance?

f. Recognising that the apparent need to find specific programme reduction
of £360 million in the 1981/82 Defence Programme does not really represent a
reduction in the amount of money available for defence equipment, is it agreed
that there is no reason for reconsidering the Cabinet's decision to cut that

programme by £200 million as agreed last November.

g+« Turning to the likely overspend in 1980/81 and the need to cover it in

1981/82, have the Defence Secretary and Chancellor of the Exchequer got any
idea yet of a likely figure? TIs any consequential reduction in the 1981/82

programme likely to give rise to particular presentational problems in the
light of the fact that taking 1980/81 and 1981/82 together the amount spent

on defence remains unchanged?

CONCLUSION

8. Some of the measures identified in Annex B to the Defence Secretary's minute
will almost certainly have been put forward by the Chiefs of Staff to make the flesh
creeps Although you will wish to give the Defence Secretary every support,
particularly in view of their current disgruntlement, you may care to emphasise
that the only real reduction which has been made on the Defence Programme planned
for 1981/82 is the £200 million which the Cabinet have agreed should be cut. There
are no other real reductions. The £360 million problem should be solvable by a more




flexible managerial approach. The Defence Programme never had that money to

spend and were indeed never expecting to spend it. Any recovery of the cash limit
overspend in 1981/82 is balanced by the additional expenditure and the goods
received for it which will have taken place in 1980/81. Constant adjustments are
necessary in any large programme. Both in NATO and in Parliament the adjustments
which the Defence Secretary is being required to make must be kept in the proper
perspective of the rising defence programme which the United Kingdom is undertaking ,
in accordance with the Government's commitment to NATO and electoral promises.
Highly visible cuts like the disbandment of 41 Commando Royal Marines should be
avoided if possible. Savings should be made by deferments rather thaﬂ_hanoellations‘
‘Eontinuing pressure on the "tail', and taking old?;E;;;-;;E-;quipment oug-;Er;;;;EEE.
Attention should be concentrated in public and in NATO on the very real improvements
which are being made. The Chiefs of Staff should be encouraged to count their

blessings.

o -Sett

A

Cabinet Office R M HASTIE-SMITH
30 December 1980
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DEFENCE ESTIMATES 1981/82

You have suggested that it would be helpful in advance
of the meeting arranged for tomorrow if we were to set out
in more detail the steps leading up to my Secretary of State's
decisions on the Defence Estimates set out in his minute of
23rd December to the Prime Minister.

The problem we face is the scale of the total reduction
needed and the short timescale in which measures must bite
if they are to produce savings early enough in the Financial
Year, the start of which is now only 3 months away. Only
a small proportion of planned expenditure for next year
remains uncommitted and reductions in this area must be
correspondingly large. Furthermore, some measures which will
save money in the long term can cost more in the short term,
for example because of redundancy payments or the need to
provide works services before bringing about redeployments.

One of the purposes of our annual Long Term Costings is

to bring our physical programme assumptions (eg planned

deployments and front-line strengths) into line with our

financial allocations. It is our normal experience that

when as part of this process Estimates are prepared each year

the total cost of the programme is higher than the target to

which we are working, This is brought about by the overall

effect of a myriad of changes in the programme and by the

anmual recosting of projects, particularly those in development,

which tend to show cost growth as we get closer to the spending

year, In the process of screening Estimates such excesses

are eliminated by pruning back individual projects, by removing
items/ or deferring/and by taking account of the benefits from

planned increases in efficiency, redeployments and so forth.

C A Whitmore Esq
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We have done this this year but it has been more difficult
than usual, This is partly because some of our room for
manoeuvre has been pre-empted by the programme adjustments
which have had to flow from the decisions of OD in July
(based on a higher defence budget). It is also partly due
to the very large number of measures taken to restrain cash
spending this year, including the three-month moratorium,
Although we have done our best to try and find savings
measures this year, such as reduced fuel consumption, of a
once-off kind, inevitably a good deal of what we have had to
do has had the effect of pushing expenditure out of this
year into next.

On top of this normal process we are having to cope with
the unprecedented shift in assumptions about short-fall in
industrial production, which as Mr Pym has said has meant
finding £360m of compensating reductions elsewhere in the
programme to balance the increased industrial expenditure
on existing projects, and finally the volume reduction of
£200m imposed by Cabinet, The Service Boards (under the
Chairmanship of the Service Parliamentary Under Secretaries)
and the Central Staffs under the direction of the Secretary

of State have combed through every area of the programme

to find the least damaging ways of making these cuts, Annex
A to Mr Pym's minute set out the major measures in terms of
military, political and industrial impact. Although this
highlights equipment and front-line measures, it also includes
substantial savings in, for example, works services (£92m),
fuel stocks (£50m), and recruitment (£12m).

There is in addition a very long list of minor items
where decisions have been taken to reduce expenditure,
particularly in the support area,as the following examples
- which I have drawn at random show:=-

a, complete cancellation of the buy of binoculars
for the Army next year.

b. cuts on clothing purchases

Ce reductions in duty travel for both servicemen
and civilians

(sl deferment of essential orders for locomotives for
the Army (used for outloading ammunition)

2
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20% cut in all purchases by schools and colleges
reduced level of window cleaning in the Army

10% cut in Army expenditure on postage, maps etc
22%% cut in HM Ships and RFA fuel consumption

25% cut in Army non-NATO exercises

Jre reduced medical stores stocks

Moreover the vigorous search for economy in the support area,
such as the R&D Establishments continues. But it would be
unwise to count confidently on securing new significant
savings as soon as next year, It takes time, even after
decisions in principle are reached, to consult and then to
redeploy people and dispose of property.

To re-iterate the point I made at the start of this letter
the room for manoceuvre in the short term is very limited,
About 40% of the defence budget goes on civil and military pay
and service pensions. We have a very creditable record on
civilian reductions and face a daunting task in meeting the
latest forward targets set by the Lord President. My
Secretary of State does not believe we can go further and
still meet the requirements of the programme. On service
personnel, we are already planning on making savings by
cutting back on recruitment,

A further 40% of the budget is spent on equipment. Much
of this is already committed (typically about 90% of planned
expenditure on major equipment is committed before the start
of the Estimates year). This does not mean there is no scope
for change (apart from cancellation): we are for example
studying urgently the possibility of devising a system of
cash rationing of firms for existing projects, but again we
cannot count with confidence on savings here yet. Mr Pym
has also been examining whether it would be possible to respond
to Germany's financial worries about Tornado (on which we
shall be spending nearly £700m next year) and slow the programme
down, but present advice is that this would not lead to cash
savings next year., Because of the contractual and industrial
difficulty of reining back on projects which are well ahead,
we have no alternative but to look to projects in their
early stages. Because they are spending relatively little

3
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individually, a large number have had to be cancelled or
deferred. We have also had to bear in mind that reductions
have also been agreed in defence budget targets in later years
and we need therefore to remove now some items scheduled to
be heavy spenders later on.

There are other judgements underlying the choice of
measures, Deferments of equipment may be preferable to
cancellation, and bringing forward the planned phasing-out of
some units (particularly the older warships) may be preferable
to cutting even further into equipment in production. The RN,
for example, have 2 ASW carriers, 4 nuclear submarines, 7
destroyers, 4 frigates and 8 MCMVs on order and major weapon
systems such as Sub-Harpoon and Stingray. 2 Type 42
destroyers, a Type 22 frigate, 2 MCMV, 2 OPV, a new sonar
and the Mk 24 Torpedo are expected into service next year,

The Army have given priority to their major items such as
Challenger, Ptarmigan, Clansman, Rapier, Milan and Blowpipe

now on order, The RAF plans to spend £675m next year on the
two types of Tornado aircraft (strike/attack and air defence),
£70m on the Nimrod airborne early warning aircraft, substantial

sums on the Harrier (including the improved version) and the
Jaguar, and major weapons projects such as an airfield attack
weapon and various air-to-air missiles, existing and projected.

I am sending copies of this letter to George Walden (FCO),
John Wiggins (HM Treasury) and to David Wright (Cabinet Office).

\jw Kl

St
ok

(D B OMAND)
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DEFENCE ESTIMATES 1981/82:
PROPERTY DISPOSALS

You asked about the opportunities for further substantial
cuts in Defence landholdings, as part of the measures necessary
to take account of the reduced Defence budget for next year,

The short answer is that underlying my Secretary of State's
minute of 23rd December to the Prime Minister is an assumption
that we can obtain receipts for the Defence budget of not less
than £66 million from the sale of MOD land and buildings.
These substantial receipts come on top of proceeds of the same
order which we hope to receive from disposals this year. This
represents a considerable speeding up of the process of
disposing or making better use of under-utilised Defence
property that has been in train since the early 1970s. It is
a process to which the Defence Secretary has attached
particular importance.

The Property Services Agency currently has some 18,000
acres of land and over 3,000 married quarters for disposal;
and sizeable further disposals are planned for later years.
The PSA are responsible for the sale of surplus Defence land:
some of the surplus land is made available to other Government
Depts or to the US Forces and in those cases receipts are not
generated for the Defence budget.

The Defence Estate in the UK now comprises some 618,000
acres of freehold and leasehold land (including foreshores.
This is over 40,000 acres less than in 1972, Over 60% of our
land is used as training areas and ranges or for associated

C A Whitmore Esq
1
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camps, This training land is in fact insufficient to provide
the extent and variety of operational training that the
Services need, In total some 277,000 acres are shared with
agricultural users, although much of our total holdings are
of low agricultural value and are unsuitable for housing

or industrial development.

I should also mention that the Defence Secretary has
asked Mr Barney Hayhoe MP, the Parliamentary Under Secretary
for the Army, to take special responsibility for seeking
maximum economy in the use of the Defence Estate. Action
which he is overseeing include:

a, a series of PSA/MOD Maintenance Economy Reviews

of Defence Establishments, the arrangements for which
have been agreed with Sir Derek Rayner. There have
been 26 reviews carried out or commissioned so far, with
useful results,

b. the disposal of surplus married quarters and
civilian houses. We expect to dispose of over 25,000
by various means between 1 January 1980 and 1988,

c. a review of marginal acreages at Defence Establishments
identified over 3,000 acres for disposal at nearly 50
separate locations, Further such land may be identified
later.

I am copying this to George Walden (FCO), John Wiggins
(HM Treasury) and David Wright (Cabinet Office).

\\:j Q) tvaAJ,

(D B OMAND)
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PRIME MINISTER

The minute which we have been expecting from Mr, Pym

s
about cuts in the defence programme next year has now arrived: \J!

it is the longer of the two minutes in the attached folder. ;/
He has also sent you another, shorter minute, emphasising that fis
he is fully alive to the political significance of the reductions

which he sees as unavoidable.

—

In his longer minute Mr. Pym says that, so far, he has been
seeking programme cuts next year totalling £560 million. This is
made up of the £200 million reduction decid;E-EEEE-E;-?gg Cabinet
last month, together with a reduction of €360 million which he
believes he must make now if he is to avoid next year the kind of

oVersEending which he has incurred this year because industry is
completing defence orders much more rapidly than it normally does.
This is a very large sum to find in a year which will begin in
only three months time, and some of the measures which Mr. Pym
believes he will have to take to find this saving are going to

be painful politically, industrially and militarily.

He has already had to decide, as part of the process of

completing next year's Estimates, on a large number of measures,

and these are set out in Annex A to his minute. But these do not
e s, ——wma,

give him all he needs, and in Annex B he lists the options he is

e — S e

still considering. These are plainly much more difficult than

those in Annex A: they include the possible cancellation of Sea Eagle

B —
and Sky Flash Mark II and reductions in the shipbuilding programme

—

which have already_géen foreshadowed in the Press.

I believe that the measures in Annex B are such that you should
discuss them with Mr. Pygm before he goes any further, and I have
told his office this. Because they are working to finalise the
list of cuts with a view to submitting their Estimates to the
Treasury by 9 January, they would like any meeting to be held

CECRET
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as soon_as possible, Mr. Pym could see you on Wednesday 31 December
(when you are in London and are free in the afternoon) or on Monday

5 January (which would involve you in returning to London from
Chequers rather earlier than I think you are at present planning).
Either date would give the MOD time to get their Estimates completed.
Do you want to see Mr. Pym? If so, which day do you prefer?

If you have a meeting, you ought ideally to have Lord Carrington
and Sir Keith Joseph there. Lord Carriggion will be in this country
next week but not the week after; whereas Sir Keith Joseph is abroad
next week but back the following week. Whichever date you have the
meeting, therefore, one of them will have to be represented by a

Jjunior Minister.

You still have to reply to Mr. Buck's letter seeking a meeting
with you to discuss the defence programme. Mr. Pym thinks that
you should see the officers of the Defence Committee, and Ian Gow
and I believe that this is right. If you agree, it would be
preferable for you to meet them in the week beginning 5 January:
Mr. Pym will still be in London that week before he leaves on
11 Januarz for the Gulf, and if decisions on the Annex B measures

are taken next week or at the very beginning of the week beginning

5 January, there is a risk that they will start to leak by the

week beginning 12 January and the Defence Committee will realise
that they are too late to influence the course of events. But it
will no doubt be difficult for the officers of the Defence Committee
to come together for a meeting in that week, and they are much more
likely to prefer to come to see you in the following week when the
House reassembles. I enclose a letter for you to send to Mr. Buck
which I have cleared with Mr. Pym's office.

You also have to reply still to Mr. Cranley Onslow's letter
on the possible cancellation of Sea Eagle. I have revised the
earlier reply you were given to take account of the latest develop-
ments, and the re-draft is also enclosed.

24 December 1980
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DEFENCE ESTIMATES 1981/82

I have sent you today a minute describing the reductions
I have made, or_am contemplating, in order to reduce Defence
Estimates to the budget agreed last month, I am particularly
concerned by the political impact this may have but I see
no way of avoiding it.

2., Apart from my own constituency, where Marshall of
Cambridge will come in for severe difficulties, I see serious
problems arising in such marginal constituencies as Dover
and Stevenage. The shipbuilding areas will react very
strongly to the inevitable redundancies and we can expect
trouble in other areas too.

Bl I wanted you to know directly of my awareness, and to
have my personal assurance that every area of possible
saving has come under examination. The options for saving
money next year are narrow and what is being done to get
Estimates down to target really has to be. I wish it could
be otherwise.

Ministry of Defence

23rd December 1980
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PRIME MINISTER

DEFENCE ESTIMATES 1981/82

I must report to you the present position on the 1981/82
Defence Estimates,

2, Special factors make matters unusually difficult, The
recession has to an unprecedented degree concentrated
industrial effort on the defence programme., We must expect
this to continue next year, invalidating assumptions made in
earlier costings about the likely shortfall in industrial
production. On this score alone we have had to find specific
programme reductions of £360M at 1980 Survey prices. In
addition, real costs have arisen. The Cabinet's November
decisions require a further cut of £200M, Large though the
defence budget is, it is a formidable task now to make cuts

on the necessary scale at short notice from a programme where
so much has to be committed well ahead.

35 Extensive savings were already in hand. For example, we
shall make a further cut in UK based civilian emplovees of

over 6,000, to add to a reduction of over 16,000 in 1980/81.

But I have no alternative but to cut the front line, reduce

war stocks and reserves, rein back Service recruitment, training
and exercises, and prune future equipment programmes, with
inevitable effects on industry. Amnex A sets out the main
measures I have already decided upon. These, with others not
listed, will affect almost every aspects of defence activity,
and the effects will be felt for years to come, for example a permanent
reduction in the size of our destroyer and frigate force.

4., The measures so far decided would leave us still over £100M
short of the target, I am considering the further measures at —
Annex B to close the gap. They include abandoning our recently
announced plan for a third Lightning squadron for UK air defence;
disbanding 41 Royal Marine Commando, which the previous Government
s5EEIETT?'§EEEIE%EE?—EEEEETTEEE'B?TEish Aerospace's Sea Eagle
missile; and severe cutbacks in shipbuilding, entailing

widespread redundancies, All of these items are highly visible
and sensitive politically. If however I do not proceed with

3.
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these measures I shall have to find others, which we cannot
expect to be less painful., This is the stark message which
the Chiefs of Staff gave you when you met them last month,

5. My officials have had discussions in confidence with
those major firms most significantly affected, and have kept

in close touch with the Department of Industry. Major
problems in the shipbuilding industry could well lead to

sharp contraction of our surface warshipbuilding capacity

and the direct loss of up to 15,000 jobs in the next three
years, There may also be serious difficulties for the aircraft
and guided weapons industry (notably at BAe, with implications
for flotation), the helicopter and military vehicle industries,
and some of the Royal Ordnance Factories, where numerous
redundancies have already been declared and more are to come.
Prospects in the electronics industry will also be hit, with
particular damage in specific areas (like the electro-optical
industry). It is not yet possible to specify the total loss

of jobsbut it will be very substantial.

6. We must present our decisions carefully with our Allies,
the public and Parliament (including the House of Commons

Defence Committee, which has asked for a note on the £200M

cut by 9th January). I shall personally be co-ordinating the
detailed handling. Many of the measures need early action if
we are to save the money, but they do not all need specific
announcement, It may be possible to hold some items for the
"natural" occasions of our 1981 Defence White Paper (probably
mid-April) and our routine July input to the NATO Defence
Planning Questionnaire. Some of the many items with major
industrial effects will however (when confirmed) have to become
public fairly soon; and some of the near-term frontline changes
have to be specially reported to NATO., I shall seek to play
this last aspect in low key, but even if we succeed in muting
Alliance reactions we must expect a bad reception in Parliament
damaging to our overall national stance in defence, and to the
particular areas of the country affected by the cuts,

Tie In our public handling we must stress our commitment to
continued real growth in defence expenditure, and the creditable
character of our NATO contribution in the round., We can point
to valuable advances we shall still be making in our defence
capability in 1981/82. But we must ourselves recognise that

the total effect of these measures is severe; that it will
moreover extend heavily into later years; the repercussions,

and those of projecting the £200M cut beyond 1981/82, will be
heavy in later years; and that these facts cannot be hidden,

As the Chiefs of Staff told you, they believe a broad re-appraisal

2
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of the pattern of our future defence effort is unavoidable.

8. I am also profoundly concerned about the consequences
of a cash overspend this year, coming on top of the
reductions I have described above. It is only the
equipment Vote that is affected and I am looking hard at
the implications which a continuation of present economic
conditions could have for our future defence programme.

I shall be minuting you about this in the New Year.

9. I am sending a copy of this minute to the members of
Cabinet and to Sir Robert Armstrong.

Ministry of Defence

23rd December 1980
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DEFENCE CUTS 1981/82

£M

Tri-Service measures =

a. Recruiting Prolongs undermanning,
Structural disruption,
Loss of recruting in good
years before demographic
trough.

Fuel stocks 50 (approx) Affects war readiness and
compliance with NATO
standards.,

B vehicles (general 35.3 Vehicle shortages,

purpose, load carriers Retention of over-age

etc) vehicles, leading to
uneconomic repair,
Industrial implications
still under examination,

Sell/scrap 1 cruiser and Affects declarations to
2 frigates NATO

Sell 1 additional stores
ship (TARBATNESS)

Sell or scrap 5 Tribal Affects declarations to
class frigates NATO

Dispose of HMS BULWARK Affects declarations to
6 months early NATO

Disband 781 Sqn (Communi- Staff Side and Trade
cations) and close fixed Union interests, strong
wing function at Lee-on=- local issue

Solent

Recast ship repair programme: 4.1 Industrial implications
cancel conversion of NORFOLK

and sell (82/83). Defer

ANTRIM 1 year. Delay

BACCHANTE's modernisation

Reduce Royal Marines winter Affects specialist rein-
training forcement to vulnerable
area of NATO

Territorial Army - training, Detracts from emphasis

works etc placed on reserve forces
in 1980 Statement on
Defence Estimates
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10. Slow down computerised

artillery target engage-
ment system (BATES) by 1
year

Slow down delivery of 1.4
mines (BARMINE)

Blowpipe air defence missile = 4.0
cancel some improvements,

delay others and defer some
production

Reduction of strike Vulcans
by 1 squadron equivalent,
brought forward

Run down Canberra Photo- 150
graphic Recce squadrons
early

Hold Buccaneer establishment 0.4
to 24

Reduce long-range maritime 31.4
patrol, Vulcan, fast jet and

communications flying

Defer purchase of 14 Jetstream 17,2
and further 18 Hawk

Defer electronic counter- 4.1
measures for Jaguar

Reduction in Shackleton ' 1.0
Airborne Early Warning Force

Extensive further cuts in works 91.7

programme for all 3 Services
(other than TA)

SECRET

Delays enhancement of artillery
effectiveness in BAOR

Affects war maintenance reserve

Will affect Army's air defence
capabilities. Industrial
implications for Shorts still
being examined

Affects declarations to NATO in
long range theatre nuclear
capability, Also national strike
cover,

Affects commitments to NATO

RAF maritime/strike attack
capability to be reduced by one-
third

Reduced capability to meet
Service tasks, Fast jet measures
must affect operational standards,

Industrial implications

Reduces planned future capability
of Jaguar

Affects declarations to NATO
(Nimrod AEW not due until 1984/85)

Major industrial implications for
the construction industry, felt
in many parts of Britain, Very
few new contracts will be let,
and will take many years to
recover ground lost, Comes on
top of long series of works
cut-backs, leading already to

a seriously run-down defence
estate,




DEFENCE CUTS 1981/82 -
MEASURES TO BE CONFIRMED

3!

Disband 41 Commando Royal Marines 3.4
close Deal and reprovide some

facilities at Eastney

Do not form 3rd Lightning squadron
or increase establishments of
existing squadrons

Cancel Sea Eagle, putting Staff
Requirement into abeyance

Cancel Sky Flash Mark II, abandonment
of air defence improvement already
announced. Gap until advance weapon
available late 80's or early 90's

Shipbuilding measures =

a, Defer 2 mine counter-measure
vessels, drop planned order for
6 and advance the single role
mine hunter programme

Order nuclear submarine SSN16 to
maintain build-up to Trident,
defer SSN 17-19, do not order
SSN 20 or proceed with second
SSN building stream

Defer SSN 0Z by 4 years and
conventional submarine SSK 01
by 1 year

Defer Type 23 programme bYJL
year and Type 44 by 5 years

Drop planned order of Type 22-07
and stretch later orders

Seabed Operations Vessel - stop
work after launching

Defer minesweeping (EDATS)
trawlers 3 years

Disband Nimrod (R) force
SECRET
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Ref, A03887

MR, ALEXANDER

MISC 42: UKMTAS

I have just heard from Sir Douglas Wass that Treasury officials are

recommenﬁ:he Chief Secretary to agree to the proposal in paragraph 8 of my

minute of December to the Prime Minister: viz. that the financial provision
for the United Kingdom military training assistance scheme (UKMTAS) should be
maintained at 1979-80 levels (£8 million) in 1981-82 and thereafter, on the under=
standing that the additional £4 million will be found as to £2 million from the
Contingency Reserve, as to £1 million from the defence budget and as to
£1 million from the aid budget. The Chief Secretary is expected to accept this
advice and minute accordingly after Christmas.

2, In paragraphd:s minute of 19th December the Foreign and
Commonwealth Secretary said that he was not happy with the proposal that
£1 million should be found from the aid budget, and would prefer an alternative
source to be found for that £1 million. I would guess from the tone of the
paragraph, however, that, if the Treasury settles for maintaining the volume of
the scheme at £8 million, the Foreign and Commonwealth Secretary will
reluctantly go along with finding £1 million from the aid budget.

<1 With any luck this should make it unnecessary to hold a meeting to discuss

%/

ROBERT ARMSTRONG

23rd Decembez, 1980 M.( S R A‘W
r‘)}mo/ on Als LZ/

PERSONAL CONFIDENTIAL

my minute of 4th December.
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MO 24/4

PRIME MINISTER

QOVERSEAS AND DEFENCE EXPENDITURE

7'

I have seen Sir Robert Armstrong's minute of, 4&h December
submitting the reports of the Official Group MISC 42, and
suggesting how the various issues might be resolved which were
left outstanding by officials.

2. If the Foreign and Commonwealth Secretary and the Chancellor
are content I can agree to Sir Robert's proposals, on the
understanding, which is acknowledged by officials, that my right
to claim on the central contingency reserve for uncovenanted
defence expenditure on evacuations or operational military
assistance to Third World countries is not circumscribed in any
way .

235 I am copying this minute to the Foreign and Commonwealth
Secretary, the Chancellor of the Exchequer and Sir Robert Armstrong.

Ministry of Defence

23rd December 1980
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EXPENDITURE CONTROL IN MOD

There is considerable current concern about the effectiveness of the
control of defence expenditure. This is of course the responsibility of
the MOD. Nevertheless, the Treasury has a clear duty to monitor the
course of defence expenditure during the year, and DM have in recent years
maintained continuous monitoring of defence expenditure, drawn MOD's
attention to divergences from the normal pattern, questioned the reasons
for such divergences, made suggestions for their correction, and encouraged
MOD both to take corrective action at the time when it could be effective
and to develop their own monitoring and control systems to provide them
with a more effective safeguard for the longer term.

2e IUntil recently, MOD have been loath to listen. There has been the
familiar problem of conflict of objectives. MOD have tended to give
priority to the achievement of their volume programme even at the

expense of exceeding their cash limits. The reasons are three-fold.

The inter-Service horse-trading within MOD about the future (Long Term
Costings) programme is conducted entiiely in volume terms; the cash °
limit has never - despite our urging - been satisfactorily broken down
between individual programme managers; and some in the Services
interpreted the Prime Minister's attitude to the 3% NATO target as a
license for 3% volume growth whatever the consequences for the cash limit.

S It was apparent early in the current financial year that MCD were
on course to overspend their cash limit, and on DM advice the Chief
Secretary raised the matter with Mr Pym in early June. In early August
an increase, approximately half as great as that sought by Mr Pym, was
granted on the express condition that it was final and that MOD would

CONFIDENTIAL /live
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live within the increased limit. By September, it was apparent to DM
that MOD were not taking sufficient corrective action, and the Chief
Secretary drew Mr Pym's attention to this three times. MOD's response
was however quite inadequate, and it is now almost certain that there
will be a substantial overspend.

4, This is most unwelcome and regrettable. It is however having one
welcome effect.lMOD are at last convinced of the need for fresh action

and their top management is at last at one with the Treasury on the need
to review their internal systems to impose more effective control over
cash expenditure, notwithstanding the potential impact on the achievement
of volume targets.

5. Action is now in hand which is very much in line with suggestions the

Treasury has been urging on MOD for some considerable time. Two studies

have been commissioned: -
(a) the first study, to which priority is being given, is an urgent
review of the procedures for forecasting, monitoring and controlling
cash expenditure. The study will review the existing procedures and
systems, consider proposals for breaking the cash limit up and
providing individual cash targets for line managers and defence
contractors, and assess the problems of annuality and the extent to
which these might be alleviated by an acceptable degree of flexibility
between years. If the CSD agree, the study will be assisted by a
‘private sector accountant with first hand knowledge of the

procurement field. It will cover the Defence Budget as a whole, but
p— - - -
pay particular attention to the procurement area where the main

risk of overspend arises. Its aim is to make recommendations for
improvement within three months.

(b) The second study is a wider review of financial accountability
within MOD. Starting from the reorganisation of senior financial
management in MOD introduced in 1977 as a result of the management
review, the objectives of the study will be:-
(i) to ascertain whether these arrangements are working as was
intended:

(ii) to ensure that each individual with financial responsibility
knows what that responsibility is and what he is accountable
for;

(iii) to define responsibility not only for Vote management but also
for resources and tasks which spread across a number of

/Votes,
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Votes, and to ensure that those concerned with continuing
functions eg training, hospitals, schools etc know who is
responsible for the efficiency and cost-effectiveness of

that activity.

We believe that the action now belatedly being taken is both necessary
and right, and we have no further suggestions to make at this time,

The questions under study are the key ones, long identified by the
Treasury, and we would not wish to risk MOD diluting their efforts

on them by ourselves now proposing further work. There is of course a
risk that the recommendations of the Study Teams may not in the eveﬁg
Eguggcepted by MOD. However, we think it best to wait and see what those
recommendations are before suggesting further action.

6. Sir Derek Rayner has been alerted by the Treasury to the essential
problems of cash control and accountability within MOD and he is keeping
them in mind in formulating his next year's scrutiny programme.

7. We have also offered MOD heip in their studies, drawing on our
economic and analy%ib resources as required. We may be able to offer
guidance arising from our knowledge of the control of other large cash
programmes. MOD have said that they would be glad to make use of all
available assistance. We shall therefore be keeping in close touch with
the progress of these studies.

8. We understand that Mr Pym will be informing his colleagues shortly
of the action MOD are taking and the studies now in hand.

9. When we have this month's expenditure returns, expected in early
January, we shall be making a further assessment of the scale of the
potential overspend this year, and submitting a full report, probably
recommending the Chancellor to minute the Prime Minister.

( § E HANSFORD )
22 December 1980

—_—
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PRIME MINISTER

MISC 42

1 I have seen Sir Robert Armstrong's minute to you of
4 December. Provided that we can reach agreement on the
issues set out in the minute, I am content that we should
not proceed with the idea of a single pocket for defence

———

and overseas expenditure.

2. For my part, although I believe that we should accept that in
principle arms may be given by HMG, I am content to accept

that we should not at this stage take up the idea of a

fund for doing so nor set up an arms stockpile, nor should

the accounting arrangements for UKMTAS be altered.

8 As regards the cost of military operations in Third
World countries, I prefer the solution that we should move
the boundary between defence and overseas expenditure,

"It seems to me that defence of our interests outside the NATO

e

area and military protection or evacuation of our citizens
ought to be a proper charge on the defence budget, on all
fours with the use of UK Forces in NATO, OQuite apart from
the increase in expenditure which would be involved, I do
not think that a contingency fund for the FCO is the right
solution, Agreement to move the boundary coupled with a
delay in actually doing it is not an administratively tidy
way of proceeding. But I entirely understand that Francis

Pym faces severe budgetary problems next year. In the

light of this I am prepared to accept Sir Robert's suggestion
that we should not move in this way until the beginning of
FY 1982/83. i

4, Of all the issues considered by MISC 42, I regard
the future of UKMTAS as the most important. It is no
e g —
exaggeration to say that this small fund produces dividends

in terms of goodwill, sometimes extending to a bias in favour

CONFIDENTIAL /of
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of buying British defence equipment, out of all proportion

to the sum involved. It enables us to show continued

support for countries where we have important interests,
but no troops. Moreover, it helps us to stem the spread
of Soviet influence which the Russians often seek to

promote by liberal use of military training and advisers.

As you yourself have recognised, the French too use their
much bigger programme to great advantage, often with
consequent gains in the sales field. If we do not =
restore the level of UKMTAS to that proposed, and keep it
there, the consequences will be severe. We shall have

“to tell many of our friends that we can no longer finance

military training in this country. We may have to terminate

the services of some of our training teams serving abroad.

Such a situation would be a severe blow to our prestige

and our credibility just at a time when, in the face of
world events, we need to reassure our friends. I recognise
the constraints imposed by the need to curb expenditure.
But the sum involved is so small and the consequences of
not providing it so stark, that some of it must be found
from new money. I am also quite clear that this level of
funding must be maintained for the remainder of the PESC
period. The programme needs continuity.

8 However, I am not happy with the proposal that ¢1
million should be found towards this sum from the aid
budget. This is a significant sum in terms of that budget:
I need not remind you of the domestic and international
criticism levelled at the aid cuts. I should therefore
prefer an alternative source to be found for the €1 million.

6. It is now becoming urgent to tell our friends soom
what provisions we have made for training, if they

are to take full advantage of it., If we cannot agree on the
way forward, I hope that you can agree that we should meet

/auickly
CONFIDENTIAL




CONFIDENTIAL

quickly - and certainly before Christmas.

R ___-______________—._=_

7 I am sending copies of this minute to the
Chancellor of the Exchequer, the Defence Secretary
and to Sir Robert Armstrong.

&

(CARRTNGTON)

Foreign and Commonwealth Office

19 December 1980
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FroMm GENERAL SIR ROBERT FORD KCB CBE ADC Gen

Colonel Commandant Special Air Seizice

MINISTRY OF DEFENCE B
MAIN BUILDING WHITEHALL LONDON SWIA 2HB

(|
Telephone 01-218 7544 (Direct Dialling) a

01-218 9000 (Switchboard)

ADJUTANT-GENERAL

AG/100/2

C A Whitmore Esq
Principal Private Secretary
to the Prime Minister
10 Downing Street
LONDON "
SW1 / December 1980
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I attach a letter which, as Colonel = ij, ;
Commandant Special Air Service, I have written V<
to the Prime Minister to say how very much her
visit to Hereford was appreciated.

I do hope you enjoyed yourself too!

P
AN
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10 DOWNING STREET

From the Principal Private Secretary 15 December 1980

Crens

PRIME MINISTER'S VISIT TO THE SAS

When the Prime Minister visited 22 SAS at Hereford on Friday
of last week, a couple of points were raised with her which she would
like to pursue further.

First, the Commanding Officer, Lieutenant Colonel Rose, told her
that our policy for charging other countries for training assistance
given to them by the SAS compared very unfavourably with the practice
of the French and Germans.

»

Pa_s:j‘cgz Ao (ehed an L re faaned under

an Fol Exemphon
CD%J@W—"
26 ng 01/

The Prime Minister would be grateful if Mr. Pym could let her |

have, by the end of this week, a note, concerted as necessary with other
Departments, explaining what our policy on charging other countries

for training assistance is, its justification and how it compares with |
the practices of our main competitors in the defence sales field.

The second issue raised by Colonel Rose was the SAS's inability
to practise what he called "aircraft entry". He said that it was
important, if the SAS were to maintain their counter-hijacking skills,
to be able to practise their techniques in wide-bodied aircraft. At
the moment they had no access to such aircraft: they had tried to
borrow wide-bodied jets from British Airways but had been turned down.
The result was tha* other countries were now ahead of us in their
ability to deal with terrorist incidents in such aircraft: the German
GSG-9 team, for example, had no diffizulty whatever in borrowing

/Lufthansa aircraft
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Lufthansa aircraft for this purpose. Colonel Rose went so far as
to say that he could not be sure that he could deal successfully
with a hijacking incident at Heathrow involving a wide-bodied jet.
He wanted to be able to borrow one aircraft a month for 24 hours.
No damage would be done to the plane.

Again, the Prime Minister would be grateful if Mr. Pym, after
consulting the Secretary of State for Trade as necessary, could let
her have a note on this matter by the end of the week. If the
position is as Colonel Rose reported it, she is very reluctant to
accept that there is nothing we can do about it.

Finally, Colonel Rose mentioned that the Ministry of Defence
were considering whether the SAS should have their own dedicated
helicopter pilots. The Prime Minister wolld be glad to know, in due
course, what is decided.

I am sending copies of this letter to George Walden (FCO),
John Wiggins (Treasury), Stuart Hampson (D/Trade) and David Wright
(Cabinet Office).

Torn aev,

B.M. Norbury, Esq.,
Ministry of Defence.




10 DOWNING STREET

From the Private Secretary

SIR ROBERT ARMSTRONG

Expenditure on Foreign Policy and
Defence Policy Objectives

The Prime Minister has seen your minute
to her of 4 December on this subject. She
considers that it would be useful for her to
have a discussion of the issues raised with
the Foreign and Commonwealth Secretary, the
Chancellor of the Exchequer and the Secretary
of State for Defence in the New Year.

I am sending copies of this minute to
George Walden (Foreign and Commonweal th Office),

John Wiggins (HM Treasury) and Brian Norbury
(Ministry of Defence).

MR

15 December 1980
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Treasury Chambers, Parliament Street, SWIP 3AG

D B Omand Esg

Private Secretary to the

Rt Hon Frances Pym MC MP

Secretary of State

Ministry of Defence

Main Building

Whitehall

London SW1A 2HB 12 December 1980

e
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DEFENCE CASH LIMIT 1980/81

The Chief Secretary was grateful for your letter of 3 December
enclosing projections of expected cash expenditure by the
Ministry of Defence month by month for the remainder of 1980/81.

These forecasts imply spending against the cash limit of

£900 million, £840 million, £815 million and £637 million in the
remaining months of 1980/81, compared with average spending of
£906 million a month for the year to date. On the procurement
Vote spending is envisaged of only £143 million in March,

compared with a monthly average for the year so far of £440 million.
The Chief Secretary hopes that these figures will be validated.
That would be satisfactory in that it would keep to the cash limit
as revised in August., It is encouraging that actual spending in
November was a little less than predicted in your table. Never-
theless the realistic prospect is of a substantial overspend.

The Chief Secretary asks me to record his continuing extreme
concern about this.

I am sending copies of this letter to Tim Lankester and to David
Wright.

vguki CVCV'
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T F MATHEWS
Private Secretary
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MINISTRY OF DEFENCE WHITEHALL LONDON SWI1A 2HB

TELEPHONE 0Oj1-2t8 9000 I
DIRECT DIALLING ©Ol1-218 5 1 11/3 4

i MO 26/2/1 11th December 1980

T\

@&m Doiithle, o

. In my letter to you of’25fg November I undertoci to
let you know as soon as possible whether we would be able
to place contracts for-the four defence computers licted
in your letter of h November. As I explained in my
letter, we have béen considering whether the reduced defence
budget for 1981/82 could accommodate them., I can pow confirm
however, that we will be able to place contracts by Zist
December for the three Naval Base computer bureax, and the
CRISP communications network, In the case of the Naval Base
bureax we will need to defer the presently planncd delivery
dates of the rcplacement computers by some six months in
order to accommodate the cost of the programme.

: You also referred, in your mimite of 1st December to
the Prime Minister, to a numbe» of other MOD computer orders.

I understand that we will now be able to proceed with the
facilities for RAOC Bicester (system 2) and for HMS Centurion.

. I am content for the other defence computer purchases
mentioned in sections b, and c. of the Amnnex to your minute
1 proceed to contract in the normal way.

I am copying this letter to the Prime Minister, to other
members of E Committee, to the Attorney General, and to Sir

Robert Armstrong.
M{/S

Francis Pﬁm

The Rt Hen The Lord Soames GCMG GCVO CH CBE
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> The Defence and Oversea Policy Committee (OD) remitted for official

study the notion of a "single pocket" for expenditure on foreign policy and o
defence policy objectives, A group of officials under Cabinet Office }%gy
chairmanship has undertaken this study, and has also studied proposals for
changing the accounting arrangements and increasing the financial provision
for the United Kingdom military training assistance scheme (UKMTAS). The
reports of the officials, circulated as MISC 42(80) 28, are attached; the
conclusions are summarised in an annex to this minute.

2y The reports have been considered by the Permanent Secretaries of the
Departments concerned, with whom the summary has been agreed.

33 Officials are agreed upon the conclusion that amalgamating the defence,

aid and diplomatic budgets (the ''single pocket") would not make it any easier

to reach decisions about the marginal distribution of expenditure between defence,

overseas aid and diplomatic activity and would create problems of accountability

H

to Parliament, unless the three programmes were brought under the control of

a single Minister - who would then have an intolerably large burden of
—————————

responsibility,

4, If Ministers accept that conclusion, decisions are required on five issues

which, though relatively minor, have eluded attempts to arrive at agreed
recommendations by officials. These issues are set out in paragraph 4 of the
attached summary.

B The first issue is that of financial and accounting provision for military

evacuation of British communities abroad and the provision of operational

military assistance to Third World countries. At present this falls on the

Foreign and Commonwealth Office (FCO) Diplomatic Budget, but there is no

provisgion for it in the public expenditure programme: if the FCO cannot, within
a relatively small programme, find savings, it has to seek provision from the

central contingency reserve. The alternatives are:-

-]=
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(i) to transfer this provision to the Ministry of Defence (MOD), because

the defence budget is more likel—y_to be able to accommodate it without
the need for recourse to the central reserve;

(ii) to give the FCO diplomatic budget a small contingency fund in its own
programme, to enable it to deal with this kind of emergency; and find

the money either by reducing the defence budget or by reducing the

aid budget or from the central reserve;
(iii) to leave things as they are.
The FCO would prefer either (i) or (ii) (except that the ODA side of the FCO
would have reservations about contributing to (ii)); the Treasury and the MOD

prefer (iii), There would be much to be said for putting this contingency

provision on to the defence budget. That would also accord with the logic of

OD's decision on 20th March to work towards a modest enhancement of Britain's

et

capability to intervene outside the NATO area to protect British communities

or support friendly governments. I should be inclined to recommend a decision

=

“in principle accordingly; but it may be sensible to postpone its implementation
by not more than a year, in the hope that the defence budget may by then be less
beset than at present by the problem of overspending.

6. The second issue is how to cater for the provision of small quantities of

arms to deserving Third World countries. Here I suggest:~

(i) If Ministers decide in fz:wt':ur of an FCO contingency fund, the fund
should cover prov’ision of this kind.

(ii) If Ministers decide against an FCO contingency fund, but the Foreign
and Commonwealth Secretary regards the provision of up to
£2% million a year for supplying arms to Third World countries as a
sufficiently high priority, the cost should be met by transfer to the
diplomatic budget from the aid budget (which is statutorily prmed
from being directly drawn upon for the supply of arms). Both these

budgets are under the Foreign and Commonwealth Secretary's control.

2=
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e The third issue is whether to create a small stockpile of arms for

supply to Third World countries. My meeting of Permanent Secretaries agreed

that we should not create such a stockpile. Acquiring it and storing it would
be additional expense; and even if we had a stockpile we could not be sure of
having in it the particular types of material required in any given instance.

If we do not have a stockpile, the ability to supply will depend on the Ministry
of Defence having available and being able to spare (until they can be replaced)
the arms required, if they are not readily available from industry.

8. The fourth issue is whether to maintain the volume of UKMTAS at

1979-80 levels. This would require an extra £4 million in 1981-82 and

thereafter. There is a strong case for doing this, and I think we should. If
itis to be done, where is the money to come from - the central reserve, the
defence budget or the aid budget? Any division can only be arbitrary: one
possibility would be to take £2 million from the reserve, £1 million from the
defence budget and £1 million from the aid budget.

9. The fifth issue is the accounting arrangements for UKMTAS. My

meeting of Permanent Secretaries agreed that there should be no change in
these arrangements, and I recommend accordingly.

10. I am sending copies of this note, the summary, and the full reports

of MISC 42 to the Foreign and Commonwealth Secretary, the Chancellor of the
Exchequer and the Secretary of State for Defence. I think that the amounts
involved are too small and the issues too technical to take at OD, but I am

afraid that you will need to have a meeting with these three colleagues to

settle them - unless by any chance you and they are content to accept the

. e :
solutions I have suggested in this minute.
e

(Robert Armstrong)

4th December, 1980

$as
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ANNEX

OVERSEAS AND DEFENCE EXPENDITURE

At their meeting on 5th June, OD decided, in the context of Britain's
contribution to the task of countering the effects of Soviet power worldwide:

(i) that expenditure decisions, within the overall limits agreed, should
reflect the essential unity of purpose in the Government's defence and
foreign policies including aid;

(ii) that there should be further consideration how to ensure that the agreed
resources available for foreign policy objectives (including aid) and
defence policy objectives were treated as a ''single pocket" from which
expenditure could be flexibly directed towards meeting the requirements
of national security in the broadest sense;

(iii) that there should be further consideration how to introduce more
realistic interdepartmental accounting between the Ministry of Defence
and the Foreign and Commonwealth Office which would leave the basic
costs (including a modest increase in those costs) of service personnel
participating in the United Kingdom military training assistance scheme
UKMTAS) to be met from the defence budget.

2. On 17th June the Secretary of State for Defence, who had not been present
at this OD meeting, sent the Prime Minister a minute reserving his position on
the ''single pocket' concept and expressing some doubt about the revision of
interdepartmental accounting methods,

3% It was subsequently agreed that the investigation into the two subjects at
(ii) and (iii) above should be undertaken initially by the interdepartmental group
of officials under Cabinet Office lead (MISC 42) which had already been invited,
in the Foreign and Commonwealth Secretary's minute of 25th April, to study -

(a) the scale, nature and financing of UKMTAS, covering both inward
training courses in the United Kingdom and outward secondment of
British loan service personnel (LSP);

(b) the implications of a contingency scheme to enable the United Kingdom

in an emergency to provide military equipment on subsidised terms.

S
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4. The MISC 42 group of officials has now submitted its report, in four parts.

This is attached (MISC 42(80) 28). Its conclusions may be summarised as
follows:~

A. Overseas and Defence Expenditure (paragraph 1(ii) above).

There are difficult problems of resource priorities over the funding

of contingencies which arise at the margin of the Defence Budget,

———————
Aid Budget and Diplomatic (i.e. FCO non-aid) Budget. Amalgamating

the three Budgets would have serious practical disadvantages, in terms

of Ministerial answerability to Parliament, and would not eliminate the
need to decide which of their normal activities are to suffer in order
to ensure that expenditure on a particular contingency is accommodated
within the total ceiling. In practice the main problems arise over
payment for -

(i) Evacuation of endangered British communities abroad

(ii) Operational assistance to friendly independent countries.

At present this expenditure falls on the Diplomatic Budgeti.e. on the
Foreign and Commonwealth Office (in its narrow, i.e. non-ODA,

sense). There is no provision for itin the FCO's public expenditure

programme, and that programme is not big enough to accommodate

sizeable unforeseen extra requirements. If a contingency arises, the

FCO has to seek agreement to provision from the central contingency

reserve. It would like to see arrangements which made it possible

to deal with contingencies of this kind - at any rate those which did not
involve large sums - without recourse to the central reserve, If any
change is to be made, the two practicable alternatives would be to

charge provisions of this kind to the Defence Budget by altering current

definitions of what constitutes normal defence expenditure, and rely on

the ability of the Ministry of Defence to absorb the cost within agreed
public expenditure totals - or to give the Diplomatic Budget a small
contingency fund in its own programme out of which to meet expenditure

of this kind (if such a fund were as large as £5 million, it could also

-
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cope with the financial problem identified in B. below). The FCO

would like to see one or other of these alternatives adopted; the
Treasury and the Ministry of Defence favour leaving matters as they

are, and leaving the FCO to draw on the central contingency reserve

—
for appropriate cases. If Ministers decided in favour of a contingency

fund in the Diplomatic Budget, it would have to come out of the central

contingency reserve, unless it was financed by a reduction in some

other programme.

Provision of Military Equipment (paragraph 3.b above).

As part of Britain's contribution to countering the effect of Soviet power,

the FCO attach importance to our being more able than at present to
make limited quantities of arms rapidly available to friendly Third
World countries who are not in a position to pay for them in full or
at all, The constraints are finance and availability:

(i) Finance. Major cases will always need to be dealt with from
the central contingency reserve. Finance for smaller sums
might involve £27% million a year, which could be provided
from an FCO contingency fund of £5 million as described in
the second alternative under A. above, if Ministers decided
in favour of that; as from the central contingency reserve,

(ii) Availability. This problem would in the FCO's view be eased
if a stockpile of basic items were established at a capital cost
of rather more than £3 million over two years, But the
Ministry of Defence and Treasury have practical doubts about
whether this would be worthwhile; and it would in any case
present an additional problem of financing, which could only
be overcome by diverting further funds from (and therefore
accepting further resource penalties within) one or more of

the three Budgets.

o
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C. The Scale, Nature and Financing of UKMTAS (paragraph 3.a above).

It is highly advantageous for Britain to be able to provide military training

(___, assistance to Third World countries. It will remain nec‘essary for

some of this assistance to be paid for by Britain through UKMTAS,

The programme should continue to be managed by the FCO. Itis
difficult to gaummm right to
spend. Demands (and British interests) vary from year to year. The
benefits of meeting these demands can at best be quantified
retrospectively, and the penalties of not doing so cannot be quantified
at all, But in the view of departments other than the Treasury the
United Kingdom could probably meet the most important demands put
upon it if UKMTAS were in future funded on about the scale of 1979-80,

when it paid for the training of 840 students from 42 countries and for

24 loan service personnel in 6 countries, at a cost (at 1980 survey

N

prices) of just under £8 million. This would be £% million above

expected expenditure in 1980~81 and £4 million above the existing PESC

—_— —

provision for 1981-82 and subsequent years. Unless Ministers were

willing to allocate new money to the Diplomatic Budget, from the
central contingency reserve, the extra money would have to be found
by means of transfers from either the Defence Budget or the Aid
Budget or both., Neither the Ministry of Defence nor the ODA is able
to agree to such tr‘ansfera.

D. Accounting Arrangements for UKMTAS (paragraph 1(iii) above).

No change in accounting arrangements would ease the central problem
of deciding what other desirable objectives should be forgone if extra
resources are to be devoted to UKMTAS. There are good general
reasons for continuing present practice, under which i. the MOD
charges the FCO the same rates for UKMTAS customers as it charges
overseas governments who themselves pay for training courses in
Britain or British LSP; and ii. MOD charges as near full costs as the

market will bear. Under existing accounting arrangements (which are

being tightened up) the volume of UKMTAS which the FCO can afford will
not be materially affected by increases or reductions in the level of
MOD's charges.

4th Decembexr, 1980 -4~
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. 0N October I sent to ycu and to Tim Lankester tables
showing the expenditure reported under the FIS system to end-
August compared with FIS profiles representative of expend.:ure
in previous years. I added that we would be producing new
profiles to raflect the action taken to restrain defence
expenditure in the current year and our best assessment of the
likely distribution of remaining expenditure bv Vote.

You have been pressing me for the revised profiles. I

/ now attach a table which includes FIS expenditure up to ond-
October. (The end-November figures :chould be available shortiy.)
The underlying assumption is that the economy measures will not
be seen to be having much effect until January, given the
inevitable time lag between programme adjustmants and expenditure,
and that the major effect will be on the procuremert vote, Vote 2,
which is the principle offender in terms of overspending. The
figures of course also assume - and it is an important assumption =
that we will be successful in cur plans to influence bill paying
to industry, referred to by my Secretary of State in his minute
of 23rd October to the Prime Minister. The main options which
we are discussing now wi'h representatives of industry are:-

a. completion of plans t.o move to a system of monthly
aggregation of bills submitted by our main suppliers:
the objective of these plans, which have been under
consideration for some time, is to simplify procedures
and to contribute to staff savings in the bill paying
area. We believe that the scheme could bec introduced
early in 1981 in such a way as to produce no significant
effect on industry's requirement for working capital

but with the option of reducing. our own cash flow to

T I Mathews Esq

CONEIRENTTAL
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industry in the current financial year, possibly
by a significant amount;

b. to make clear to industry that we are not
prepared to accommodate in March the 'surge' in
bill presentation which has occurred in the last
month of previous financial years;

c. a reduction in payments to industry achieved
either by holding back in the rate of progress of work
during the remainder of the financial year or by
agreeing upon reduced levels of progress payments

or by both these meatures,

Officials are keeping the Treasury in touch with the
progress of these discussions,

I am sending a copy of this letter and enclosure to
Tim Lankester (No 10) and to David Wright (Cabinet Office).

R
Mgl g

(D B OMAND)
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Enﬂﬁiaag
10 DOWNING STREET

From the Private Secretary 3 December 1980

Thank you for your letter of
3 December about the publication of
a Command Paper on the United States
MDAP Equipment Disposal Deposit
Account 1979/80. We have no objection
to the timing you propose.

I am copying this letter to Peter Moore
(Chief Whip's Office).

Mrs Jill Ferguson
Ministry of Defence.

il
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01- 93051622 218 6169

D/S of S/PQ 2279 2nd December 1980

/</--€-ﬂ-\_. Af‘l‘u“_ 7

We have discussed on the telephone on several occasions
over the last day or so the way my Secretary of State
proposes to make his announcement in the House today on
the arming of women.

He has now given this further thought and still wishes
to invoke the procedure whereby he can answer at 3.30 p.m
after Prime Minister's Questions, the oral question which
Antony Buck has tabled for answer today, and which lies
at No 40 and would not, therefore, normally be reached.

I am enclosing a copy of the final answer on this.

Copies of this letter go to the Private Secretaries
to the Home Secretary, the Leader of the House, the
Paymaster General, the Chief Whip, the Speaker and the
Secretary to the Cabinet. A copy also goes to the Chief
Press Secretary at No 10,

/,C»u_\

——

(D T PIPER)

N J Sanders Esq
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TUEST Y E'rgl']I';'C-I".MIH"]R 1980

MR ANTONY BUCK (CONSERVATIVE)(COLCHESTER)

Mr Buck - To ask the Secretary of State for Defence
what representations he has received about
the proposal that servicewomen should be
allowed to bear arms, and if he will make
a statement.
ANSWER
(Mr Francls Pym)l
In the Statement on the Defence Estimates (Cmd 7826) I announced
that we were reconsidering our traditional attitude to the carriage of
arms by servicewomen for defensive purposes. Since then, despite press
coverage and the invitation in the Service debates for viesws to be
expressed, very few representations have been received; I have coincluded
that there is a readiness to accept limited change and I have therefore |
decided that méﬁbers of.the Womens Services can be trained in the use |
of arms, At first training will be given only to a limited number. This
will be voluntary in the WRAF and compulsory in the WRAC though exemptions
will be made for those currently serving who have genuine objections to
carrying arms, The number of WRAC involved will depend upon studies into
future manpower requirements. WRAC pe;sonnel will carry arms for self=-

defence purposes only. The majority of the WRAF will eventually receive

training; in addition to being armed for self-defence purposes they will

also be armed for station defence duties. o




There is no requirement at present for the WRNS to carry arms; and

there is no question of members of any of the Women's services serving

in a combat role.

Ministry of Defence

2nd December 1980.




MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01-93R62% 218 6312

D/S of S/PS/1 3rd December 1980

“Uu ik,

I would be grateful for yamse approval to publish a
Command Paper (United States MDAP Equipment Disposal Desbposit
Account 1979/80) on 17th December.

The Paper has been cleared with other interested
departments. I attach a copy of the details for your information.

This letter also goes to Peter Moore in the Chief Whips
Office.

L{n wit  Aiently

[fU Fiinl‘iﬁ\*

(JILL FERGUSON)
Parliamentary Clerk

N J Sanders Esq
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1. This Account is prepared in implementation of the Exchange of Notes
between the Government of the United Kingdom of Great Britain and Northe
Ireland and the Government of the United States of America on 10th-13th May
1957, on the disposal of surplus United States Mutual Defence Assistance
Programme equipment(!) as amended by a further Exchange of Notes on
17th-30th December 1958(2), 7th-10th Noverber 1961(3) and 28th August
1963(%),

2. The Account receives the proceeds, less certain allowable expenses,
arising from the sales of cquipment and material disposed of by the United
Kingdom in accordance with the provisions of the Exchange of Notes.

3. The funds are used, folluwing consultation and zsreement with the
United States Government, for United Kin gaom projects for the defence of the
NATO arca additional to the defi e offort of the United Kingdom or for
such cther projects as may be muwally agreed. Provision for expenditure
on these projects is included in the Parliamentary Estimates of the departments
sponsoring the projects, Corresponding provision is maJe for the appropriation
in aid of the relevant departmental votes 6f the sums to be transferred from the
Account to meet the expenditure {2zt rred by departments on such projects.

4. Details are given of receipts and payments during the year ended

3ist March 1980,

l? Cmind, 198,
3 Cmnd. 714,
? Cmnd. 1612,
4) Cnind. 2200,

e




UNITED STATES KDAP EQUIPHMENT DISPOSAT

DEPOSTT ACCOUNT

Acecount for the.year ended 31st March 198

RECEIPTS PAYNENTS
£
Balanc= at 1st April 1979 789,086

Proceeds of sale (less Department of the
agreed expenses) Environment 36?,527(&)
transferred by the '
under-mentioned -
Departments:

Ministry of Defence
(Navy)
Ministry of Defence
(Army)
Ministry of Defence
(hir) 5,931

Ministry of Defence
(Procurement !
Executive) 63,480

Refund of ungpent advance d
from the Dcpartnent of Balance
the Environment 6,568. 31s%t March 1980 501,097

868,624 865,624

Note:

(a) Includes £10,394 spent in 1978/79 but brought to account too
late to be included in the account for that year.

i 'T:xﬁwtt@iu

ACCOUNTTNG OFFICER
Ministry of Defence
( October 1980

I have examined the above Account. I have obtained all the
information and explanations that I have required and I certify, as
the result of my audit, that in my opinion the above Account is correct.

I Doup b Jltake

Comptroller and ﬁZditor General

Exechecguer and Audit Department
[ November 1980




MINISTRY OF DEFF.LE

UNITED STATES NMDAP EQUIPMENT DISPOSAL

DEPOSIT ACCOUNT 1979/&0

STATEMENT OF ASSETS AND LIABILITIES AS AT

31ST MARCH 1980

Liabilities Assets
£ £
HM Paymaster General ' 499,509
Department of the Environment 1,588
Balance as at 31st March 1980 501,097
" 501,097 501,097
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MINISTRY OF DEFENCE A
MAIN BUILDING WHITEHALL LONDON SW1 /‘?5

Telephone 01-98X¥x 218 6169

D/S of S/PQ 2279 1st December 1980

flon b

As I mentioned to you on the telephone earlier today,
Antony Buck has a Parliamentary Question down for answer
tomorrow when we are the first Department for oral questions,
on the arming of women. Mr Buck's question lies at No 40
and would not, therefore, be reached in the normal course of
events.

I enclose a copy of the question and of the proposed answer,
My Secretary of State believes that the changes which are to be
announced are of sufficient importance to merit more than the
written reply which an unreached oral question would normally
receive., He does not, however, consider that the question
merits the full treatment of a Parliamentary Statement. My
Secretary of State, therefore, discussed the handling of this
question with the Chief Whip and the Leader of the House, and
as a result proposes to answer Mr Buck's question orally at 3.30
after Prime Minister's Question Time tomorrow.

We will, of course, discuss this with the Speaker's office
tomorrow as we would for an oral statement.

I am copying this letter to Murdo Maclean (Chief Whip's Office)
and Robin Birch (in the Chancellor of the Duchy's Office).

7o~ws Ave, f
/{X«J-v\ Crpd
(D T PIPER) _——

N J Sanders Esq




TUESDAY 2ND DECEMBER

ANTONY BUCK(CONSERVATIVE) (COLCHESTER)

Mr Buck To ask the Secretary of State
for Defence whal representations
he has received about the proposa
that servicewomen should be
allowed to bear arms, and if he
will make a statement.

ANSWER
(Mr Francis Pym)

In the Statement on the Defence Estimates (Cmd 7826) I
anmounced that we were reconsidering our traditional attitude to
the carriage of arms by servicewomen for defensive purposes. Although
there was extensive press coverage at the time anddespite the
invitation in the service debates for views to be expressed, interest
in this subject has been very slight., I judge that there is a r.adines
to accept limited change and I have therefore decided that members
of the Womens Services can be trained in the use of arms. At first
training will be given only to a limited number. This will be
voluntary in the WRAF anc ompulsory in the WRAC though exemptions
will be made for those currently serving who have genuine objections to
carrying arms. The number of WRAC involved will depend upon studies
into future manpower requirements. WRAC persomnel «ill carry arms for
self-defence purposes only, The majority of the WRAF will eventually
receive training; in addition to being armed for self-defence purposes

they will alsc be armed for station defence duties.

There is mo requirement at present for the WRNS to carry airms;

and there is no question of members of any of the Women's services

serving in a combat role.

Tuesday 2nd December

Ministry of Defence
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MINISTRY OF DEFENCE
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01-218 .21.1 1,/@)irect Dialling)

01-218 9000 (Switchboard)

27th Novembgr 1980
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ARMING OF SERVICEWOMEN —

In the Statement on Defence Estimates 1980727
(Cmnd 7826-1, para 626=8) the Defence Secretary .
said that the Government was considering whether
the traditional attitude to carriage of arms by
members of the Women's Services should be revised.
Mr Pym has asked me to let you know that he plans
to make an announcement on this next Monday in
answer to a written Parliamentary Question, I
attach a copy of the Question and the proposed
Answer,

I am copying this letter to Richard Prescott
(Paymaster General's Office), Murdo MacLean (Chief
Whip's Office) and to David Wright (Cabinet Office).

S

Jmﬁ/c;\\m&\/-\-

(J D S DAWSON)

N J Sanders Esq




for Defence what representation

he has received aboutr the propossal
that servicewomen should be allowad
to bear arms, and if he will make
a statement.

(Mr Francis Pym)

In the Statement on the Defence Estimates (Cmd 7826) I

announced that we were reccnsidering our traditional attitude to

he carriage of arms by servicewomen for defensive

there was extensive press coverage at the time

invicetion in the service debates for views to

in this subject has been very slight. I judge that there is a readins:

to accept limited change and I have therefore decided that members

of the Womens Services can be trained in the use of arws. At first
training will be given only to limited numbers. This will be
voluntary in the WRAF and compulsory in the WRAC though exempiions
will be made for those currertly serving who have genuine objections
carrying arms. The nwiber of WRAC involved will depend upon stud

into future warpower requiremecnts. WRAC persommel will carry arms for
self defence purposes only. The majority of the WRAF will eventually
receive training; in addition to being armed for self-derence purposcs

they will also be armed for station defence duties,

There is no requirement at present for the WRNS to carry arms;

and there is no question of members of any of the Women's services

serving in a combat rele.

Ministry of Defence
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Thank you for your letter of lltﬁ/November.

We had beea plamnning for all the four contracts you mention
to be placed before the end ¢f 1980 and funds were earmarked for
that purpose. Although theve would be no expenditure in the
current year, they would involve significant expenditure in
1981/82 and I caunnot yet say whether the reduced defence budget

will be able to accommeiate them.
I will write to you again as soor as possible.

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

Francis Pym

The Rt Hon The Lord Soames GCMG GCVO CH CBE




10 DOWNING STREET

From the Principal Private Secretary

SIR ROBERT ARMSTRONG

DEFENCE EXPENDITURE

I have shown the Prime Minister your
minute A03584 of 17 November 1980.

She has taken note of your exchange with
Mr. Aaron on the question of UK defence

expenditure.

Jgn -

18 November 1980

COMFIDENTIAL
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From the Principal Private Secretary . 18 Noverrfge}) 1980
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Public Expenditure: Defence Budget

The Prime Minister and your Secretary of State met this
evening to discuss the future level of the defence budget in the
context of the review of public expenditure which the Cabinet will

resume at its meeting tomorrow.

They agreed that the defence budget for 1981/82 should be
reduced by £200 million at late 1979 prices, subject to the

following conditions:

(i) In accordance with agreed cash limits policy and
with the treatment of overspends on the defence cash
limits in 1978/79 and 1979/80, any overspend on the
1880/81 defence limit would require a compensating
deduction from the ‘limit for 1981/82.

If the decisions taken by the Government in the

light of the recommendations of the Armed Forces Pay
Review Body entail an increase in the Armed Forces'
pay bill beyond the 6 per cent already provided in the
defence cash 1limit, the cash 1imits will be inecreased

by the full amount involved.

The prices factor for the cash limit on defence

budget expenditure other than pay will be 11 ver

cent, but in recognition of the special considerations
affecting price increases in this programme the limit
will be subject to review in the light of changing

circumstances. Q=D e
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The Government adheres to its commitment to NATO

to increase defence spending in real terms by 3 perf
-cent a year, economic circumstances permitting, and
trusts that economic circumstances will permit the
United Kingdom to resume this rate of growth in

1982 /83 and .later years. '

The Prime Minister and Mr. Pym agreed that these decisions
should be reported to Cabinet tomorrow morning. I bhave already
conveyed them to the Chancellor of the Exchequer.

The Defence Secretary told the Prime Minister that he would
now need to consider the implications for the defence programme
of the reduction of £200 million in next year's defence budget.
He said that he would probably wish to bring to OD in due course
his proposals for adjusting his bProgramme: these might include
a recommendation that there should be a review of our defence
commitments.

I am sending copies of this letter to John Halliday (Home
Office), George Walden (FCO), John Wiggins: (HM Treasury), Jim
Buckley (Lord President's Office) and David Wright (Cabinet Office).

T e,

Mo Wi,

B, M. Norbury, Esgqg.,
Ministry of Defence.
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CONFIDENTTIAL

Ref:  A03581

MR WHITMORE

ce Mr Ibbs
Mr Le Cheminant

Mr Wade-Gery r,q/(/

Defence Expenditure

Mr Aaron, who is Dr Brzezinski's principal lieutenant on the staff of the
National Security Council at the White House, has been in London, and

Mr Wade-Gery and I saw him today.

2, Mr Aaron asked whether, in the course of the current public expenditure
review:-zﬁs Cabinet would be able to agree on a figure for defence spending
which was consistent with the NATO commitment of 3 per cent a year growth
in real terms., He left us in .no doubt that, if we failed to do so, there

would be an adverse effect on United States public opinion in its present

state of feeling that BEurope should be doing more and not less, and we
could have trouble with the new Congress and perhaps with the new Administration,
though they would no doubt be understanding. We should be reminded of the

commitment in the exchange of letters about Trident to the "reinforcement"

of our conventional capability.

3. I said that the review of public expenditure was still in train, and I

could not say what the outcome would be, I went on to assure him that the
Government was well aware of that aspect of the matter, and [relying on the
knowledge that a reduction of £250 million would still mean an increase of
over 2 per cent in 1981-82], T expressed the hope and belief that our
performance would compare favourably with that of other members of the

alliance,

ROBERT ARMSTRONG

17 November 1980
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Ref. A03584

MR. WHITMORE (Vo

Defence Expenditure

As far as I can discover, the present positions are as follows,

28 The Chancellor of the Exchequer's latest paper for Cabinet continues to be
drafted in terms of a reduction of £500 million. At the meeting of Cabinet on
Wednesday, he will talk about £300 million; but he will be prepared to come down
to £250 million for a settlement.

T e ———

<J7 The Secretary of State for Defence will stick to his figure of £152 million.
He will be prepared to come up to £188 million, provided that he gets satisfactory
formulae on his three conditions. mhe would round that up to £200
million for a settlement. I do not know whether Lord Soames and Mr. Whitelaw
have succeeded in shifting him any.further.

4. As to the conditions, I attach herewith possible formulae. For each of
Mr. Pym's three conditions I have shown first, as i., a formula which would
satisfy Mr. Pym; and second, as ii., a formula which would satisfy the
Chancellor. 1Ihave also included, as an indispensable element, Mr. Pym's
willingness to absorb next year this year's overspend. This is getting bigger

every day: it is now somewhere between £250 million and £350 million.

5. I believe that Treasury officials would advise the Chancellor that he could
in the end settle for the first-formula (the one preferred by the Secretary of State

m
for Defence), if that helped to reach agreement on a higher figure.

6. If my information is right, the Secretary of State for Defence's agreement
on a figure will be conditional upon agreement upon formulae. It looks as if this
will all need to be put together in a meeting between the Prime Minister, the
Chancellor and the Secretary of State for Defence some time between now and

Wednesday's meeting of the Cabinet. I do not think that there is now any more

M;
e by 0o
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that officials or other Ministers can do.

17th November, 1980
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N B It is agreed that if the decisions taken by

the Government in the light of the recommendations

f the Armed Forces Fay Review Body entail an
increase in tue Armed Forces Pay Bill beyond the &%
already provided in the Defence cash limit, the cash

limits will be incressed by the full smount involved.

=151 It is agreed that if the decisions taken by the
Covernment in the light of the recommendations of the
Armed Forces FPay Review Body entail an increase in
the Armed Forces Fay Bill beyond the €% already
provided in the Defence cash limit, the cash limit
will be increased by 25% Jor some other proportion/
of the excess, or by £50 million, which ever is the

less.

i The prices factor for the cash limit on defence
budeet expenditure other than pay will be 11%, but in
recognition of the special considerstions affecting
price increases in this programme the limit will be
subject to review in the light of changing

circumstances,

LS If inflation proves significartly higher or
lower than expected vhen the factors were determined,
the Government may, in accordance with established
cesh limits policy, decide to hold s generel review of

ell limits, incluéing defence.
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The ipcicase in defence spending in real

108
terms between 1980-81 and 1981-82 following the
Cebinet's Gécisions is forecast as Fel R, Real
spending on defence increased at an annusl rate of

3%: in 1979-80 and 1980-81, and it is the Government's
firm irtention to resume annual growth of 3% in real

terms in 1982-8% and later years over the 1981-82

figure as now determined.

ii. The Government adheres to its commitment to
NAT@ to incresse ﬁizggaa-spending in real terms by

2% g year, economic circumstances permitting ,land

—

trusts that economic circumstances will permit the

United Kingdom .o resume this rate of growth in

1982-8% and lster years.

/Egreed/ . !

In accordsnce with agreed cash limits policy, and
the treatment of overspends on the defence cash
limits in 1978-79 and 1979-80, an overspend on the
1980-81 limit would require a compensating deduction

from the defence 1981-82 limit.

SHE R E T
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THE DEFENCE PROGRAMME 1980/81

Thank you for your letter ofv§rd November. r\_
Although your letter does not call for a reply, my
Secretary of State thought that it might be helpful to 1J\“
have on record a note about our attitude to non-competitive
contracts, particularly given the complaints at the moment
from iIndustrialists that they are earning too low a real
rate of return on Government work,

Free market forces as we would normally understand
them do not operate in the customary way over most of the
defence industries: the industrial base is simply too small,
and our resources too limited, to allow for significant
domestic competition on the major areas of our business.,
This is mot a situation unique to Britain and even the
United States is finding it increasingly difficult to
award contracts for major systems on a competitive basis,

Our approach to this basic problem is to seek to
simulate competitive pressures through providing contractors
with worthwhile incentives to carry out the work efficiently
and to time, whilst at the same time to expose them to the
risk of a loss, or of a reduced profit should efficiency
and cost consciousness fall short,

The fact that often we are a monopsonist facing a
monopoly supplier does not mean that we simply pay up
on a cost-plus basis. Three quarters (by value) of our
non-competitive contracts are in fact concluded on some
kind of incentive basis, the vast majority being tied to
elther & Iixed or a maximum price, We resort to cost-plus
contracts only for work for which definitive specifications

T P Lankester Esq




cannot be provided in advance - such as research and study
contracts and some development work. However, even in those
cases part of the profit takes the form of an efficiency
allowance (currently up to 3% on costs). Our aim is to
increase further the proportion of contracts negotiated on
an incentive basis and to achieve earlier pricing so that
we can switch at the first sensible moment on any project

to an incentive contract.

In addition to the Public Accounts Committee, which
keeps a careful eye on our pricing arrangements, there is
also an independent Review Board for Government Contracts.
This Board was set up in 1968 following the Ferranti and
Bristol-Siddeley scandals, when it was found that we had
paid unreasonably high prices, Perhaps I can draw to
your attention the attached copy of the recently published
Third General Review by the Board, which is still under
consideration by the Financial Secretary to the Treasury,
and which shows that defence ‘contracts do not represent
easy pickings for industry. You will see that the average
return for 49 contractors whom the Board consulted was
nearly 2% below the intended return. Industry is currently
arguing that profits for non-competitive work are likely
to be quite inadequate to permit investment and maintain
viability should the Government adopt the recommendation
of the Review Board not to disturb the present target rate,

e
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Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The
National Archives.

Review Board for Government Contracts: Report on the Third
General Review of the profit formula for non-competitive

government contracts.
Published by HMSO, August 1980 [ISBN 0 11 630292 5]

Sned d%%mw Date 26 Tty 2011

PREM Records Team




CONI'TDENTTAL

Ref: A03581f_

MR WHITMORE

ce Mr Ibbs
Mr Le Cheminant
Mr Wade-Gery

Defence Expenditure

M» Aaron, who is Dy Brzezinski's principal licutenant on the staff of the
National Security Council at the White House, has been in Jondon, and

Mr Wade-Gery and I saw him today.

2, Mr Aaron asked whether, in the course of the current public expenditure
review, the Cabinet would be able 1o agree on a figure for delence spending
which was congistent with the NATO coumitment of 3 per cent a year growth

in real terms. He left us in no doubt that, if we failed to do so, there

would be au adverse effect on United States public opinion in its present

state of feeling that Enrope should be doing more and net leess, and we

could have trouble with the new Congress and perhaps with the new Administration,
though *they would no doubt be nnderstanding., We should be veminded of the
commitment in the exchange of letters about Trident to the "reinforcement!

of our conventional capability.

3, 1 said that the review of public expenditure was still in train, and I
conld not say what bthe outcome would be. I went on to assure him that the
Government was well aware of that aspect of the matter, and [relying on the
knowledge that a reduction of £250 million would still mean an increase of
over 2 per cent in 1961-82], I expressed the hope and belief that our
performance would compare favourably with.that of otlher members of the

alliance.

ROBERT ARMSTRONG

ROBERT ARMSTRONG

17 November 1980
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10 DOWNING STREET

From the Principal Private Secretary 13 November 1980
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Defence Expenditure

The Secretary of State for Defence brought the Chiefs
of Staff to see the Prime Minister yesterday afternoon so
that they could let her know their views on defence expenditure.

The Chief of the Defence Staff said that he and his
colleagues were grateful to the Prime Minister for agreeing to
see them. They did not want to add to her burdens but they were
very concerned about the country's declining military capability.
Our operational capability was determined by the Soviet threat
and by the Government's commitments. But the Chiefs of Stailf
thought that a dangerous divergence was developing between what
was required and what could be provided with the resources
available. OD had agreed in July on a re-shaped defence programme
which would reduce our operational capability across a wide field.
The decisions which Ministers had taken would reduce the base line
of the defence programme, and at the same time the acqguisition of
Trident had to be accommodated within the money available, for
this programme had not been previously allowed for within the
defence programme. He had told OD at that time that the prudent
limit of the defence programme had now been reached, and that
had been on the assumption that an appropriate lievel of defence
expenditure would be available. Since then the world had become
_a more dangerous place. Moreover, the defence programme had come
up against the difficulties imposed by the cash limit. The
Ministry of Defence had taken emergency measures to restrain its
spending. There had been the moratorium on equipment contracts;
~all new worksservice had been stopped; recruitment to the forces
had been reined back; and in order to save fuel there had been a
30%. cut-back in activity and war reserves had been depleted. These
steps were unprecedented since the War. It would, however, be
possible to recover from them provided they were short term
measures only. But if defence expenditure was to be cut in 1981/82
and similar measures became necessary, the programme could becone
unmanageable and it might not be possible eventually to recover.
The Chiefs of Staff were worried that next year's cash limit would
be too small and that whatever pay award the Services received
would have to be accommodated within it.

/The CDS
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The CDS continued that it was important to understand the
long term nature of -the defence programme. Expenditure was
committed far in .advance, and this left little flexibility in
the early years. Nine-tenths of the defence budget for any
particular year was committed at the outset of that year: in
today's terms, this meant that roughly £1 billion was
uncommitted, but half of that was needed for unavoidable
expenditure on things like fuel and food. This was a measure
of how difficult it would be to accommodate the cut in the base
line for 1981/82 which the Treasury were seeking. Moreover, a
cut of £188 million next year represented a reduction of
£2 billion over the 10 year programme; this was the equivalent
of half the cost of Trident or the cost of two major projects.
It would require a fundamental re-shaping of the defence
programme. The Services would not be able to meet their commit-
ments with a capability which Chiefs of Staff judged to be sufficient
They would be facing the forces of the Warsaw Pact with inadequate
equipment. The nuclear threshold, which was already low, would
come down still further. If the proposed cuts were made the
Government would have a choice between running a risk which, in
the view of the Chiefs of Staff, would be dangerous and cutting
the commitments which the Armed Forces now fulfilled.

The Chief of the Air Staff said that he could best exemplify
the effect of present and proposed cuts on the RAF's capability
by looking at the air defence of the United Kingdom. The Soviet
air threat against the UK was estimated to be made up of 250 bombers
or more. At the moment we could muster about 100 fighters in
response. Last year the Government had decided on some interim
improvements, including an additional Lightning Squadron and
running on three Phantom Squadrons, until the Tornado ADV came into
service. An annual increase in expenditure of 3% would allow these
improvements to be made and the number of aircraft to be built up
to the 150 which were assessed to be necessary to do the job.
These plans had had to be trimmed back in the light of OD's
decisions in July. Further cuts now would mean that the plans to
form the Lightning Squadron would have to be dropped and the
Shackleton Airborne Early Warning Squadron would have to be disbanded
‘early leaving a three year gap in AEW cover until the introduction
of the Nimrod. These measures, together with others, would leave
the air defence of the UK in a worse state than it had been when
the Government came into power. It was not possible to improve our
rcapability in this field by transferring resources from elsewhere.
The transport force, which was at half the level of five years ago,
was now at the minimum required to meet its war role and to provide
an out of area capability. The Nimrod surveillance force was at
the lowest possible level at which an adequate check of Soviet
activity in the Eastern Atlantic could be made, and our tactical
air capability was already below its planned numbers. If further
cuts in expenditure were made, we could be prejudicing the ability
of the RAF's air crews to carry out the tasks laid upon them.

/The Chief of the Naval
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The Chief of the Naval Staff said that even the measures
to achieve the expenditure targets in the 1980 White Paper would
cause severe damage to the present and future capability of the
Fleet. Moreover, the naval programme would be cut by £1.3 billion
as a result of OD's decisions in July. This meant that by the
end of the next financial year planned orders for one nuclear
submarine, four frigates, 15 mine sweepers and 30 aircraft would
not be placed; and no major surface warship would be ordered in
the first three years of this administration, -something which was
unprecedented in the recent past. The implications for the Navy's
industrial base were very serious. It was possible that three
shipyards would have to close, with the loss of 15,000 jobs in the
ship building industry and three or four times that number in
ancillary industries. There had already been a 30% cut in the
Fleet's activity this year in order to save expenditure on fuel.
All these steps meant that the Fleet's ability to do its job had
already been severely reduced. If there were more cuts in 1981 /82,
the fighting efficiency of the Navy would be lowered still further.
A cruiser, a destroyer and two frigates would have to be sold or
scrapped, and one Royal Marine Commando disbanded. There would
have to be further reductions in orders for new ships. Our force
declarations to NATO would have to be revised; and this at a time when
the Alliance was calling for an increased naval effort. The
Soviet Union was building three new classes of nuclear submarines,
with one submarine being completed every eight weeks, and four new
classes of surface warship. In his professional judgement the cuts
which the Navy were being forced to make would prejudice the
adequate security of the United Kingdom for a long time.

The Chief of General Staff said that he had been trying to
improve what he called the staying power of the Army. The role of
BAOR, with our allies, was to win any war in Europe or if that were
impossible, to create a breathing space in which Governments could
take decisions about the use of nuclear weapons. In May 1979 our
forces in Germany had been capable of intensive fighting for only 4-5
days. The aim had beén to increase this period to 8-10 days. But,
following OD's decisions in the summer, the core of the Army's equip-
ment programme would have to be cut, and it would not be possible now
to improve on the period of 4-5 days.

The CGS continued that he was also concerned about the quality of
the Army's equipment. The growing sophistication of Soviet weapons
could not be ignored, and we had to match it to an extent if we were
to survive. Already there had been cuts - for example, in night
vision equipment, our long-range target acquisition capability and in
the Rapier programme - and if expenditure were reduced again, there
would have to be further cuts which would mean that the Army simply
did not have the equipment te do the job. Moreover, combat units
would have to be disbanded, and it would be impossible to meet
existing commitments, let alone any new ones. Training would have to
be continued at the restricted level which had applied during the last
few months. These measures would be seen by the Army as a volte-face
in policy, and morale would inevitably be affected.

/The Secretary of State
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The Secretary of State for Defence said that an annual increase
of 3% in real terms sounded good but it was actually a negative
figure because real costs of equipment were growing all the time
with increased sophistication. Nonetheless, in the light of the
general economic situatiocn, he had accepted a smaller increase in
the cash limit for this year than was strictly required. He had
now offered, in the present review of public expenditure, a reduc-
tion of £152 million in the planned defence budget for 1981/82,
subject to certain conditions. As he had made clear to the
Cabinet, the Chiefs of Staff did not recommend this reduction:
on the contrary, they believed that the defence budget should not
be reduced at all.

The Prime Minister said that she would like to spend as much
as possible on defence, but the fact was that she could not ignore
the overall economic state of the country. We were now in a
very deep recession which was world-wide and OPEC-induced. Our
allies were also affected, and a number of them were reviewing
their own defence programmes. The FRG, which was in the front
line, was expecting to increase its defence budget this year by
only 1.7%. We were now facing a PSBR of between £11 and £13
billion next year. Financing a borrowing requirement of this
size was bound to keep up interest rates, and this would place
an enormous burden on industry.. This was why it was essential
to keep public expenditure totals to those published in the
White Paper of March of last year. Even so, she accepted that
in the judgement which Ministers had to make about where
reductions in public expenditure should fall in order to accom-
modate excesses. in other programmes, defence should continue
to have some priority. Last year, defence expenditure had
shown an increase of 3%. If the defence budget was overspent
this year by £70 million - and although she did not wish to
encourage overspending all the signs were that the defence
excess would be over this sum -the increase would again be
about 3%. This was better treatment than other programmes
had received. Next year the defence budget would be of the
order of £10 billion. She accepted that a reduction of £500
million or even £400 million was not attainable. But she
believed that a reduction of £250 miliion should be possible.
This was only £60 million more than the saving which would be
produced by the application of the 2% volume cut to cash limited
programmes which other Departments were accepting. A reduction
of this size was very small in relation to the total size of the
defence budget, particularly coming after two annual increases
of 3 per cent. She did not believe that a cut of this order
would materially affect the Soviet Union's assessment of the
defence capability of the United Kingdom and, much less, of the
c apability of the Alliance as a whole. Even with a cut of
£250 million, defence spending would still rise by 1.9%. She
understood the desire of the Chiefs of Staff for a stable base-
line on which to plan their programme, but she could not say what
resources would be available over ten years, any more than
the Chiefs of Staff could say where the forces would be deployed
in 1990. - The fact was that in today's economic circumstances
no programme could be allowed to have its volume regardless

Jof cost.
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of cost. In any case, an approach of that kind would provide no
incentive to efficiency. Firms in the private sector were
cutting costs very hard and she believed that there was scope

for similar action .in defence establishments like the dockyards.
She was, however, prepared to accept that the MOD should not have
to find the entire Armed Forces pay increase due next April from
within whatever cash limit was applied to the programme as a whole.

The CDS said that the Chiefs of Staff understood the international
and national problems facing the Government, not least its economic
difficulties. He acknowledged that the Government could spend on
defence only what the country would bear. But the job of the Chiefs
of Staff was to report to the Prime Minister what defence capability
the available resources would provide. They believed that if the
defence programme approved by OD in July was to be carried through,
there should be no reduction at all in the levels of defence
expenditure announced in the spring. This year's overspending was
due to faster billing by industry than had ever been known before and
to a cash limit which was unrealistically low in relation to inflation
in the defence field. If next year's cash limit was also set too low
and if the MOD had to absorb all or even part of the Forces pay
increase, the programme would have to be reined back to avoid an
overspend. In addition there was now the prospect of cuts in defence
expenditure as part of the current review of public expenditure. A
cut of £250million next year would be £2.5 billion over the 10 year
defence programme, and this would mean projects and men would have to
go. The tail had already been cut back over the last decade and
efficiency generally was high: there was little scope for savings in
this area. The decision on the allocation of resources was of course
entirely a matter for Ministers. The Chiefs of Staff were simply
saying that if planned defence expenditure had to be reduced, they
wanted their commitments cut. They would then reshape the defence
programme accordingly. Anything less was not fair on the Forces.
Servicemen should not be asked to carry out commitments with
inadequate resources. It was not for the Chiefs of Staff to recommend
which commitments should be given up: that was for the FCO, but they
would be ready of course to-give their professional military advice
in any review of commitments. But the Chiefs of Staff had to warn
Ministers that any move in this direction would have serious
implications for the cohesion of the Alliance. The United States
were calling for a bigger increase in defence spending than 3% per
annum and wanted their European allies to do more outside the NATO
area. The Europeans were unlikely to agree to this. If the UK,
which had hitherto been giving a lead to the Alliance in improving
its defence effort, then reduced its commitments, the United States
might well decide to do less in Europe. This could lead to
decoupling and eventually to the disintegration of NATO.

The CAS said that the planned budget for the RAF for 1981/82
had originally been £2954 million. TFollowing OD's decisions this had
been reduced to £2878 million. When comitted expenditure on things like
pay and pensions was allowed for, there was less than £200 million to
play with. It was, of course, possible to cancel existing contracts,
but any savings would be offset by the payment of cancellation
charges.

/The CGS said
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The CGS said that to argue that a defence budget of £10 billion
should have no difficulty in finding economies of only £60 million
was to overlook two important points. First, as the CDS had made
clear, the savings in one year would be extended over future years,
so that what appeared to be a small cut was in fact a major
reduction in the defence programme. Second, savings in the short
term had to be found from the relatively small sums of uncommitted
money and this inevitably meant that measures had to be taken which
made little sense when seen against a longer time-scale and which
could severely damage the Forces'capability. It should be borne
in mind that the Chiefs of Staff had said that they would give
Trident high priority within the defence programme on the basis that
our conventional capability would not be affected as a result. But.
cuts of the size now under discussion would undoubtedly affect the
conventional capability.

The CDS thanked the Prime Minister for giving him and his
colleagues the opportunity to set out their views so fully. He
repeated that their advice had to be that there should be no further
reductions in planned defence expenditure. But if Ministers
decided that there should be such cuts, the Chiefs of Staff felt
that there should be a corresponding reduction in commitments. They
had found the discussion with the Prime Minister very valuable and
they hoped that she would be ready to see them informally from time
to time.

The Prime Minister said that she was grateful for the advice of
the Chiefs of Staff. She would consider it further in the context
of the wider economic situation of the country. She would be very
ready to meet the Chiefs of Staff in future, as the CDS had proposed.

I should be grateful if this letter could be circulated within
the Ministry of Defence only to those who h a strict need to see it.
I am sending pies of it onl o John Ha&i%ﬁiy (Home Office),

George Walgeﬁp?FCO), John ﬂiggggs (Treasury) and Daviéfﬁzfgﬁt (Cabinet
Office),and they too should similarly restriect its furCher
circulation.

k Y““n ..bo-u‘

B.M. Norbfiry, Esq.,
Minist of Defence.
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Whitehall London SW1A 2AZ

01-273 4400

11 November 1980

The Rt Hon Francis Pym, MC, MP
Secretary of State for Defence
Main Building

Whitehall

LONDON

SW1A 2HB

)

One of the effects of the new EC and GATT rules about public
purchasing is that we must complete any single tender contracts
before the end of the year, wherever we can. There are four
Ministry of Defence contracts which could be signed now, but for
your moratorium on capital expenditure. They are the three
contracts for computers at the Naval Dockyards at Chatham,
Devonport and Rosyth and one for communications equipment for
CRISP,

I gather that your recent relaxation of this moratorium will not
automatically enable these to be signed. But if they are not, the
contracts could be open to challenge because they have not been
advertised in accordance with the new rules. By far the simplest
solution would be to complete the contracts before the end of the
year, and I hope you will find it possible to give the necessary
authority to your people to do so.

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




Treasury Chambers, Parliament Street, SWIP 3AG
0l1-233 3000

11th November 1980

T.P. Lankester Esq.
Private Secretary
10 Downing Street
LONDON

SW1

p-ﬂM TIM J

DEFENCE EXPENDITURE: GERMAN PLANS IN RELATION TO THE NATO
3% TARGET y

With my letter of 17 z;zﬁg;% under the heading of "Public
Expenditure and the Bie flotation", I enclosed a note
about the performance of other countries in relation to
the NATO target.

We were not at that time able to say anything about Germany's
future plans. You will have seen reports in the past week
(Times, 4 November) that the Germans have decided that they
can afford only 1.75 per cent growth next year. The
Federal Chancellor is reported (Times, 8 November) as
defending that decision with the suggestion that NATO's

aim of a 3 per cent increase should be looked at again in
the light of what promises to be a prolonged slow-down in
the growth rate of Western countries. Both he and the
Finance Minister, Herr-Matthoefer, argued that the crude
expenditure figures.were a poor way to measure a country's
contribution to the Alliance.

The Chancellor would be grateful if you would check
that these reports have not escaped the Prime Minister's
attention.

I am sending copies of this letter to the Private Secretaries
to the Home Secretary, the Foreign and Commonwealth
Secretary, the Defence Secretary, the Lord President and

the Chief Whip; and to Sir Robert Armstrong.

o
Ja'Mm

A.J. WIGGINS
Private Secretary




CONFIDENTTIAL

Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000
11 November 1980

Tim Lankester Esqg
Private Secretary

Prime Minister's Office
No.1l0 Downing Street
LONDON SW1

pﬁM _l.l-m

)
DEFENCE EXPENDITURE

The Prime Minister is to meet the Defence Secretary

and the Chiefs of Staff at 4.30 p.m. tomorrow. I attach
some briefing which she may find useful for that meeting
and also, perhaps, for subsequent Ministerial discussions
leading to the settlement of the Survey issue.

We have prepared it in the form of short one- or two-
page notes and tables as follows:

A: The defence programme: the key figures.

B: The need to prune growth of the defence programme
in 1981/82 (a speaking note).

Arguments the Chiefs of Staff may use, and
counter-arguments (a Defensive brief).

Performance of other countries in relation to
the NATO target (a background note).

Conditions for agreement on the size of the
Defence Budget (this note will be more relevant
to the subsequent Ministerial discussions).

Prospective overspending of the Defence cash
limit for the current year (a background note).

The Chancellor has asked me to say that his strong view

is that Defence should be pressed to accept a reduction
of £300 million in 1981/82. As for the four conditions

/previously mentioned
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previously mentioned by the Defence Secretary [Annex E],
all cause the Chancellor difficulty, but he would, in
the context of a reduction of some £300 million, be
prepared to contemplate a concession on a partial cash
limit adjustment for Armed Forces pay. But these points
would not, I imagine, arise during tomorrow's meeting.

jaws

John

A J WIGGINS
Principal Private Secretary




DEFENCE FROGRAMME

£m_ 1980 Survey %
prices increase +

Actual outturn 1979/80 _ 9292 290"

Forecast outturn 1980/81 951Q*'8° LA L 3,
A0 el

Survey baseline 1981/82 9942 4,5 -
Original Treasury bid 1981/82 (-400) 9542 0.3
Latest Treasury ﬁid 1981/82 (=500)** 9442 -0.7

Defence Secretary's proposal

1981/82 (-152) 9790 : 3.0
Possible Compromises 1981/82 .
2. ot e GEDO) 9642

8. ii. (-250) 9692

Current estimate of outturn consistent with the cash limit. If
MOD exceed the cash limit the volume outturn will be correspondingly
higher. For exampie 3% growth would imply an overspend of

£70m (cash) and reduce the increase implied in item 8 to 1.3%.
The overspend is likely to be more than £70m.

The proposed deduction was reduced from £600m (total of
previously proposed reductions + 2% volume cut) to £500m in
recognition of particular Defence problems.

Items 4 to 8 all assume full 3% growth in 1982/83% and 1983/84.
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Annex B

THE NEED TO FRUNE GROWI'H IN DEFENCE SFENDING IN 1981-82

The containment of public expenditure is an essential element in the
Government 's economic strategy. The PSBR must be held to a manageable
level if interest rates, which are currently such a severe burden on
industry, are to be reduced. Such are the pressures on the PSBR now
from the nationalised industries and from the social security programme
that very substantial cuts are inescapable. The alternative of
increasing taxation would be a second best course, but even that cannot
be excluded.

2. The scope for savings on other programmes is severely limited:

indeed there are some areas such as special employment measures, where
increases are being sought. Defence represents a sixth of all central
Government expenditure, or a quarter if one excludes the social

security programme. Last year we cut total public expenditure programmes
for 1981-82 by £6.3 billion or 8.4%, while Defence was allowed to
increase. The planning figure (Cmnd 7841) for 1981-82 would now
represent a 5.7% increase on the volume for 1980-81 which was impliecit

in the decision onthe August cash limit increase.

3. It has become impossible to reconcile this rate of growth with the
progressive decline in output (5% taking this year and next together).
The Defence Secretary accepted in the August discussions on the cash
limit that it was mnecessary to fall short of the NATO target in the short
term in the interests of restoring the economic health which will sustsin
an enhanced Defence effort in the future.

4, The success of the overall public expenditure strategy, which will
require great sacrifices from other Ministers, demands a substantial
contribution this time from the previously protected programmes. The
Home Secretary has accepted a cut in the provision for law and order.

5. The reductions under discussion by Cabinet are marginal to s
programme amounting to well over £10 billion (caéh). Nor would they call
in question the Government's continuing commitment to plan for 3% growth,
since we shall achieve 2% growth this year,” as last year, and - whatever
Cabinet decides on 1981-82 - will still be planning for %% in 1982-83

and 1983-84., Other programmes are planned to decline by 23% per annum.

*See first footnote to Annex A
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. ARGUMENTS THE CHIEFS OF STAFF MAY USE

1. The resources presently budgeted are just adequate to support

the existing Defence policy. It may be suggested that cuts of

£1000 million have already had to be made to get down to the existing
expenditure plans (Cmnd 7841).

Answer In Cmnnd 7841 the Government announced major increases on the
figures published in the previous Government's last White Paper

(Cmnd 7439). /The only reduction was £65m in 1980-847 MOD used higher
figures in their own internal Long Term Costings, but surely the

Chiefs cannot have expected to receive a higher allocation of resources
under a Labour Government than that which the present Government is
providing?

2. It is inappropriate to put a brake on growth in Defence spending
while the threat is increasing. *

Answer It is up to NATO as a whole to respond to the threat to the
Alliance. The UK is carrying a disproportionately heavy share of the
burden. The UK is still, along with the USA, well clear of the rest

of the field in the share of national income it devotes to Defence

(about 5%) and that share will rise as the economy contracts over the
next year or so. This compares with other European countries as follows:

1979
Germany 3.3%%
France 4%
Belgium : %.3%
Netherlands 3e3%%
Italy 2.%%

The UK's performance in relation to the NATO target will still compare
favourably with most of our Allies. The target allows for derogation

in the event of economic difficulties, and many Allies have availed
themselves of this with less justification than the UK's currens
circumstances provide. (See Annex D attached.) The Germans, in
particular, have never met the 3% target, do not plan to do so next year,

/ and have
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and have indeed called into question its appropriateness in current

. economic circumstances.

The Defence White Paper (April 1980) explained (para 806) that:-

"The Defence programme cannot be insulated from all change, but
our aim is to restore its momentum and expand it in the ways we
have described. This will mean increased defence spending. But
‘we shall not feel obliged to adhere slavishly to a particular
growth path, nor shall we consider it a failure of policy if we
modify our spending plans in either direction from year to year
as new information becomes available."

3. The cuts would damage Service morale, which has already been
adversely affected by the reduced level of activity and delay of
certain desirable works programmes in the current year.

Answer This is debateable. Generous pay awards to the Armed Forces
have been implemented in full and.without staging: recruitment is at
a post-conscription peak; and in current circumstances few will be
tempted to seek outside employment.

4. The consequences for industry and employment would be severe.
Many firms are already in difficulties, and to reduce the level of
MOD work by cancelling contracts would mean that some of the firms
‘which form an important part of the D fence industrial bace might be
forced to go out of business.

Answer Clearly any cuts affééting Defence procurement must have
industrial consequences. But the Defence industries would still be
faring better than manufacturing industry in general. There is
evidence to sugegest that the protection which the Defence progranme
has enjoyed hitherto has been abused, and that firms have taken
advantage of it to pass on unjustifiably high pay and price increases.

5. The cuts would cause problems in NATO and especially with the
Americans, and would be seen as setting a bad example to the European
Allies.

/ Answer
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Answer' Some UK retrenchment would hardly surprise NATO. Other

countries have fallen short of the %% target with considerably less

. justification. The UK would still be planning for a rising Defence
programme in marked contrast with the steady decline under the previous
Administration. After a shortfall in 1981-82, the Treasury proposals
would allow for full 3% growth in 1982-8% and 198%-84, as in 1979-80
and probably - given an overspend - this year. The health of the
Alliance does give cause for concern, as was recognised in OD Committee
last week: the Committee agreed that it would be timely to institute
a thorough review of the division of effort within the Alliance and the
effectiveness of the way in which that effort was being applied. The
Foreign Secretary and Defence Secretary will be initiating bilateral
discussions on this subject with the Allies very shortly.

CONFIDENTTIAL
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ANNEX D
PERFORMANCE OF OTHER COUNTRIES IN RELATION TO THE NATO TARGET

. The NATO tareget _

In 1977 NATO Defence Ministers agreed (and their agreement was
endorsed at the Washington Summit in May 1978) to aim at making
available resources which would allow for annual increases in Defence
spending in the region of 3% in real terms, recognising that, for some
individual countries, economic circumstances would affect what could be
achieved. The agreement covered the period 1979-84. In May 1979
Defence Ministers agreed to extend it to 1986.

The NATO target is not a binding commitment, and there are several
ways in which countries can justify deviating from it. It speaks of
"increases in the region of 3%", and allows for deropation in the event

of economic difficulties. In practice compliance has been very patchy,
as the following notes show.

Belgium

The Belgians achieved a 1.7% real increase in 1979, and in 1980
their plans provided for a 1.8% increase in real defence spending. In
mid-year they announced a package of emergency cuts designed to save 5%
of the Defence Budget in the second half of the calendar year. These
measures attracted severe criticism from NATO.

Canada

Canada had negative erowth of 2.2% in 1979. In 1980 an increase of
5.2% was planned, followed by 2.6% growth in 1981, but the restrictive
fiscal stance being adopted by the Trudeau Administration makes it
uncertain whether this will ‘be achieved.

Denmark
Denmark's growth in 1979 was - 0.2% and a further slight decline of

0.7% is planned in 1980. They are now considering a freeze on defence
spending at constant prices: the clearest possible departure from the
NATO target.

France

France is not a signatory to the target, but in fact French defence
spending has been increasing at 3% a year and is likely to continue to
do so.

A
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The Germans achieved 1.7% growth in 1979. Their initial budget for
1980 provided for real growth of 14%, but supplementary provision is
likely to bring them near to %%: the latest estimate is 2.8%. For
1981-82 it is reported that the government has decided on an increase of
1.25%, and Herr Schmidt has called into question the appropriateness
of the %% target in current economic circumstances.

Italy
Italy achieved 6.0% growth in 1979, but real defence spending is

expected to decline by 2.8% in 1980.

Netherlands

The Netherlands achieved 5.0% growth in 1979. Their provisional
plans for 1980 showed a real decrease of 2.3% and growth of 2.6% in
1981. The Defence Minister has stated that the country's "difficult
financial position" will prevent it meeting the target this year.

Norway
Norwey achieved 1.9% growth in 1979 and plans for 2.6% growth in

1980.

Portugal, Turkey
It is accepted that these countries, in their particularly difficult

circumstances, will be unable to achieve significant real growth of
defence spending in the foreseeable future. Portugal is planning 2%
growth in 1980 but negative or zero growth after that.

United States

The USA achieved %.1% growth in 1979. The budget for fiscal 1980
(ie the year starting in October 1979) was intended to achieve 3%.9%
growth, although the President did not exempt the Defence Budget from

cuts in supplementary provision in the course of the year, so the
outturn may be rather lower. The budget for fiscal year 1981 provides
for a minimum 2.7% real increase in defence spending, although this is
as usual on a conservative assumption about inflation. The plans for
future years show increases of mecre than 4% a year in real terms up to
fiscal year 1985. :

o, Dl
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ANNEX E

‘ONDI’I‘I( NS FOR AGREEMENT CN THE SIZE OF THE DEFENCE BUDGET

~ In Cabinet on 4 November Mr Pym made a conditional offer of reductions
of £152m a year. He has put no new proposals to Treasury Ministers as
he was invited to at that meeting. Treasury Ministers' bid for £500m
also still stands, but the Chancellor has indicated that he might
be prepared to compromise at £300m. Lord Soames has floated the figure
of £250m.

Mr Pym's conditions
2. Mr Pym's offer was subject to four conditions:

(a) while acceptiﬁg the principle of cash limit deductions to
compensate for oversvends in preceding yesrs, his willingness to
accept a 1981-82 deduction equivalent to the 1980-81 overspend
depends on the decisions reached on other issues affecting the
1981-82 limits (see (b) and (c) below);

(b) on Armed Forces pay, Mr Pym seeks agreement that if in due
course the Pay Review Body recommends and the Government accept

an increase in excess of the amount to be provided in the cash
- limit, the excess would be financed by an increase in the limit;

(c) on procurement, he argues that as Defence prices rise faster
than prices generally the 11% factor will impose an additional
volume squeeze, and that either he must now have a higher factor '
or Ministers must agree that the limit should be subject to
review during the year should his forecast prove well-founded;

(d) Mr Pym seeks a guarantee that the vrogramme for the later
years will not be further reduced in future Surveys.

Treasury reactions
Be All these create major difficulties:-

(a) no concession can be made on the oversvend withnout

compromising cash limit principles. The two previous MOD overspends
(1978-79 and 1979-80) were followed by compensating deductions,

as is required if the discipline of the limits is to be maintained.
And, it is essential at the present juncture to keep up the pressure
on MNOD to minimise the overspend now threatening.

(b) On Armed Forces pay, there are strong arguments for applying

the same restraints as are imposed on the rest of the public

/sector
CONFLIDENTIAL




CONFIDENTIAL

sector. But the commitment to comparability in respect of
Servicemen was a strong and specific one, and there are precedents
for treating increases resulting from decisions on AFPRB awards

as adjustments to the cash limits. But a full adjustment to the
cash limit might amount to some £100/200m (each 1% over the pay
factor costs some £25m): a partial adjustment - proportionate or up to
money ceiling would be greatly preferable, in that it would impose
some discipline on MOD evidence to the AFPRB. If it were now agreed
that an adjustment (full or partial) would be made, it would be
essential not to publicise this now; the AFPRB must not set
economic considerations aside as they might be tempted to do if a
blank checue appeared to be on offer.

(c¢) On procurement, it would be difficult to concede a special
cash limit factor for Defence without opening the door to further

similar requests from other programmes. Moreover, MOD have not
made out their case for special treatment: the current forecast
is for only an insignificant (less than 0.5%) positive relative
price effect on Defence procurement in 1981-82. As for the

alternative proposal of a mid-year review, the 1980-81 precedent

. is not encouraging, and suggests that a prior commitment to review
creates a presumption of an ‘increase, and so detracts from the
discipline on management of the original limit.

(d) Clearly Defence cannot be made immune in future Survevs.

Full %% increases on the reduced 1981-82 figure could be shown
for the later years in the White Paper; but would have the same
provisional basis as all other later years' figures.

CONFIDENTIAL
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ANNEX F
1980-81 DEFENCE CASH 1IMIT

q The Defence cash limit was increased by £20%m to £10492m in August.
his increase followed a review of the cash limit which took into account:

(a) the additional cost of the Armed Forces pay award (£54m)

(b) increases in prices above the cash limit factor (estimated at
£400m)

(¢) an increase in the volume of the programme caused by the speeding
up of Defence work by contractors short of other work, (estimated
at £250m)

(d) a deduction for the 1979-80 cash limit overspend (£50m).

2. It was agreed (i) that the Defence Secretary should eliminate the
£250m of volume overspending; (ii) that he should absorb the cash limit
squeeze from price increases (£200m) that had been forecast at the time
of the Budget; (iii) that the increase should consecuently be limited to
£202m; and (iv) that there should be no further adjustment to the cash
limit.

3« In August the Defence Secretary announced a moratorium on new Defence
contracts to last initially for 3 months. It was hoped that this would
save £100m. The moratorium was replaced at the beginning of November by
a period of "strictest restraint" on Defence contracts.

4. The Defence Secretary has also implemented measures to restrict
expénditure on oil purchases, travel and recruitment, and other measures

are under consideration.

5. Despite all these measures expenditure has continued at a level
implying an overspend of at least £250m. This is a cause for grave
concern about which the Chief Secretary wrote to the Defence Secretary
(with a copy to the Prime Minister) most recently on 3 November. MNOD
have not yet supplied the monthly profiles underlying tne revised cash
limit (requested by the Prime Minister on 10 September): they might help
to pinpoint the areas where tighter budgeting is ‘necessary. The

Defence Secretary is of course well aware of the gravity of the

position.

CONFIDLNTIAL
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Ref: A03513

PRIME MINISTER

Defence Expenditure

We have to consider how to handle this, once you have seen the Chiefs
of Staff tomorrow.
Zih There are three major questions outstanding:

(a) The size of the reduction of defence expenditure in 1981-82.

—

(b) The treatment of Armed Forces pay for cash limit purposes.

(c) The application of the prices factor on the cash limit for

defence equipment.

3 I now jud-g_e_that the key to this is the amount: once that is settled it

should be possible to resolve the other two questions.

4. I do not believe the amount of the reduction in defence expenditure can

be settled except between you, the Chancellor of the Exchequer and the

Secretary of State for Defence. Itis clear that the Secretary of State for

Defence is prepared to move up to £188 million and the Chancellor of the

Exchequer is prepared to come down to £250 million. The objective in any

—
meeting between you, the Chancellor and the Secretary of State would be to get

the Secretary of State as near as possible to £250 million. I would judge that

he mightbe persuadable to £225 million, subject to a satisfactory agreement
on the other two factors.
5. If agreement can be reached on the amount, it would be worth having a
—

preliminary digcussion on the other two factors, as a guide to officials to work

out some kind of formulation. There will be a trade-off between the two:

the Secretary of State for Defence and the Chiefs of Staff would attach more

—— gy
importance to satisfaction on the pay factor than to the prices factor. If the
e ———

Chancellor were prepared to agree that the cash limit for Armed Forces pay

should be E:Sjt_lgtgd_to take account of the Government's decisions following the

—

S
report of the Armed Forces Pay Review Body, the Secretary of State for

Defence would probably be prepared to accept the 11 per cent prices factor,
perhaps with some repetition of the general formum which is already in
force in respect of cash limits as a whole = that the cash limit can be looked at
again in the event of some major unforeseen change in the relevant considera-

tions. -1-
SECRET




SECRET

6. If your discussions with the Chancellor and the Secretary of State lead

to agreement on the figure and, if possible, some general agreement on the

;};proach to these two issues, officials can be sent away to tie up the words.

I should of course be happy to act as a broker in this, if that is what you
would like; but it may be your discussions will make that unnecessary and it
can be left to the Treasury and the Ministry of Defence to sort it out between
them.

7. As to timing, it would obviously be convenient to have the defence
figure agreed before Cabinet on Thursday, 13th November, so that you can
inform the Cabinet of the outcome. Whatever the outcome was might have a
bearing on the reactions of other Ministers on their programmes. But it
seems unlikely that the Cabinet will be able to dispose of all the outstanding
issues on Thursday, and, if it has not been possible to reach agreement
before Thursday, this could probably stand over for further discussions
between now and the meeting of the Cabinet scheduled for Wednesday
19th November.

(Robert Armstrong)

10th November 1980

SECRET




MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01-R30xA%R 218 2111/3

MO 25/4/1 10th November 1980

Dear Cambins

CHIEFS OF STAFF MEETING WITH THE PRIME MINISTER
TUESDAY 11th NOVEMBER AT 11,30

This is to confirm that the names of those who will
be accompanying my Secretary of State to the meeting
with the Prime Minister at 11,30 tomorrow are:-

Chief of the Defence Staff, Admiral of the Fleet
Sir Terence Lewin GCB MVO DSC

Chief of the Naval Staff, (First Sea Lord)
Admiral Sir Henry Leach GCB ADC

Chief of the General Staff, General Sir Edwin Bramall
GCB OBE MC ADC Gen

Chief of the Air Staff, Air Chief Marshal
Sir Michael Beetham GCB CBE DFC AFC ADC

(SUSAN AMBLER-EDWARDS )

Miss C M Stephens
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1
Telephone 01-93R782% 218 2111/3

MO 8/2/12 10th November 1980

Lo Cl,

CALL ON PRIME MINISTER BY THE CHIEFS OF STAFF

We have given a little thought here to what should be
said to the press about the call the Chiefs of Staff,
accompanied by my Secretary of State, are making on the
Prime Minister tomorrow morning at 11.30 am.

We would not propose to volunteer any information about
this from here, but I imagine that, in answer to one or two
of the Questions on the Order Paper to her tomorrow, the
Prime Minister will wish to confirm that, at their request,
she has met the Chiefs of Staff to talk about the defence
programme., I have sketched out at Annex to this letter some
further questions and answers and I should be glad to know
whether these are sufficient. We would suggest that any
queries are handled by the No 10 Press Office and that our
Press Office confines itself to confirming that the Chiefs of
Staff saw the Prime Minister, and refuses to be drawn further.

]
e

C A Whitmore Esq
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ANNEX

Question

Did they discuss defence expenditure in the next financial year?

Answer

Yes, this was one of the subjects discussed.

Question
Was the meeting arranged because of the leak?
Answer

No. There is no cause and effect between the two.

guestion
Is it not unusual for the Chiefs of Staff to have se2n the
Prime Ministexr?

Answer

No. The Chieis of Staff are in regular contact with the
Prime Minister. : i

guestion

What decisions were reached at the meeting?

Answer

None. That was not its purpose.

Question

What were the details of the discussion?

Answer

The discussion was confidential as is all advice given by
the Chiefs of Staff or officials to Ministers.




PRINCIPAL PRIVATE SECRETARY cc Financial Secretary
Minister of State (C)

Minister of State (L)
'Sir Anthony Rawlinson
Mr Bailey

Mr Hansford

Mr Kerr

DEFENCE EXPENDITURE

The Chief Secretary would be glad if you would draw the
Chancellor's attention to the attached cutting from the
Times of 4 November about the West German decision to limit

the increase in their defence budget to 1.75 per cent.

TH

——

T F MATHEWS
6 November 1930




West

From Our Own Correspodent
Bonn, Nov 3 <

West  Germany's coalition
parties, the Social Democrats
and Free Democrats today
ended a week of tough nego-
tiations on a government pro-
gramme that is expected to in-
clude sizable cuts in govern-
ment spending,

One of the most important
| vicrims is West Germany's com-
! mitment to Nato to increese its
* defence spending by 3 per cent

in real terms. s
. The Goverament of Herr Hel-

mut Schmidi, the Chanceilgr,
“now plans to increase its mili-

tary spending by 1.75 per cent

—and that was only achieved

after threats by Dr Hans Apel,

the Defence Minister, to re-
, Sign. Herr Hans Matthofer, *he
i Finance Minister, is reported
to have wanted to prune the
increase down 10 0.2 per cent.

The West German move is
unlikely 1o be popular with is
main ally, the Uniied States,
Mr Edmund Muskie, the Amer.
ican Secretary of Siaic recently
wrote 1o Herr hans-Dietrich
Genscher, West Germany's For-
eign Minister, urging the Goy-
ernment to meet its commit-
ment. . I

Mr Walier Stoessel, the
Amsrican Ambassador in Bonn,
is due to call or Dr Apel to-

e dlaes EETT 09008

2/

_ Germanj(fﬁ'ké.lj; |
to limit increasein
arms budget to 1.75%

morrow  with  American  de-
mands 1o spend millions of
marks on support. facilitics—
such as the extension and
guarding of barracks, stores
and depors—for troaps which
could be flown fram the United
Siates to Europe in a crisis.
Failure of this key ally 1o
onour its commitment could

‘psychologically sirengthen the

Position of other Nato members
such as Belgium, the Nether-
lands and Deamari. which Rave
2ls0 failéd 1o increase defence
spending by 2 per cent.

The United ‘Srates usked for
the increase in order 1n keep
up with the increasing Sovier
strength in East Eurcpe.

The programme. 10 . he
gnnounced by the Chancellor in
Parliament on November 24, is
also expected to include cuts
in government subsidies,

Ouoe of the toughest issues
in the negotiations, the Social
Democrats’ Gemands for
changes in the Jaws on worker
participation on ihe bozrds of
irms in the mining and steel
industries, is still under dis-
cussion, after ohjections by
trade union leaders to the
Government's proposed stand,

The new Bundestag mears for
the first time tomorrow and on
Wednesday is expected to re-
elect Herr Schmidt as Chan-.
cellor. . :
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MO 8/2/12

PRIME MINISTER

DEFENCE EXPENDITURE 1981/82

I have seen, on my return from this morning's meeting
of the Cabinet, the record of discussion on Tuesday.

—

2y I made it clear on Tuesday, as is recorded, that the
Chiefs of Staff could not support the compromise offer on
reductions to the defence budget which I made, which is in

my judgement absolutely the minimum level which would enable
us to say that we were fulfilling our NATO commitment of a

3% real increase next year; I believed, therefore, that it would
be premature for the Cabinet to reach any conclusion until the
Chiefs of Staff had been views, What I
would now like to suggest is that you should see them with me
to enable them to express their judgement of the Impact on our
defence capabilities of a reduction of expenditure even of the
order I proposed, let alone any further reduction; and that,
thereafter, I should consider with you the best way forward.

35 I am sending copies of this minute to the Chancellor of
the Exchequer and the Chief Secretary; and to Sir Robert
Armstrong.

6th November 1980

Ministry of Defence

SECRET




Ref: A03460

PRIME MINISTER

[V FFo h‘ .f“r‘:k
- h&n\- Ladrnatt  aanernd
Proposed Reductions iﬁ'bennce Expenditure R o sk {,. o)
Am K~

Since the meeting of the Cabinet yesterday, I have been in touch with

the Treasury and the Ministry of Defence at top official level.

2. As to the conditions attached to Mr, Pym's offer of £152 million, it
should be possible to reach agreement on formulations that are reasonably
satisfactory both for the Chancellor of the Exchequer and for the Secretary
of State for Defence., Positions are not rigid on either side.

3. As to the amount, the Treasury are clearly prepared to come down to
something like £250 million, which would be on top of the overspend from this
year which the Secretary of State for Defence has agreed to absorb next year.
That could amount to as rnuch-as £125 million, over and above the £250 million
from whatever cutis agreed.

4. The Secretary of State for Defence will be prepared to come up to

£188 million. But there are no signs of his being prepared to move furih_gj;

F
than that, and I judge that he will not do so unless and until you have seen the

D

Chiefs of Staff.
54 The Chief of the Defence Staff will be back in this country tomorrow

afternoon. You could see the Chiefs on Friday or on Monday. Thereafter
I think that the Secretary of State for Defence may be prepared to move a
little further. I would judge that agreement might eventually be reached
between £225 million and £250 million.

6., I do not think that any useful purpose would be served by another
discussion on defence in Cabinet tomorrow. I suggest that you should simply
say that you understand that discussions are still continuing and suggest that

the Cabinet return to this programme next week.

(Robert Aristrong)

5th November 1980

SECRET
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From the Private Secretary 3 November 1980

Defence Expenditure 1980/81: Contracts
Moratorium

The Prime Minister has read your letter of
30 October and the draft Written Answer which
you enclosed with it. As I explained on the
telephone, she is content with the substance
of the draft, but has queried the need to
specify the "essential operational activities"
which have not been affected by the moratorium
and in particular the reference to the Naval
patrol in the Gulf area. You said you would
take this latter reference out.

I am sending a copy of this letter to
Terry Mathews (HM Treasury), Ian Ellison
(Department of Industry), Stuart Hampson (Depart-
ment of Trade), Richard Dykes (Department of
Employment), Richard Prescott (Paymaster
General's Office) and David Wright (Cabinet
‘Office).
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3 November 1980

The Defence Programme 1980/81

The Prime Minister has read your letter
of 31 October,

You should be aware that she is concerned
about the apparent cost-plus basis on which
defence contractors are able to recoup their
costs whereas manufacturers competing in the
market place often have no option but to hold
down their prices. Her impression is that
defence contractors have been treated far too
easily in the past and that your Department
could have been much tougher in contract
negotiations,

T. P. LANKESTER

" 1 /97/__

D.L. Omand, Esq.,
Ministry of Defence.
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The Rt Hon Francis Pym MC MP 1
Secretary of State |

Ministry of Defence
R Main Building %1;¢
" Whitehall
London SW1A 1HB 3 November 1980
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DEFENCE CASH LIMITS: 1980-81 mv"\

I have seen a copy of your minute of /23 October to the Prime
Minister.

We must all be concerned at the growing likelihood, despite all
that has been said, of a very substantial overspend on your
cach limit. The October figures show no sign of any easing in
your cash flow: indeed the position seems to be worsening.

I must again ask you to ensure that the furtiher remedial action
which you are considering is sufficient to keep within the cash
limit at the increased level agreed in August.

It follows that the period which will follow your 1lifting of the
"moratorium" on new contracts must indeed be one of "maximum
restraint", with no new flood of pent-up expenditure. I am sure
that you have this in mind. fi

Copies of this letter go to the recipients of yours.

Y. B

JOHN BIFFEN
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4 ISTRY OF DEFENCE -
AIN BUILDING WHITEHALL LONDON SW1

Telephone 01-%218’3-111/3

ctober 1980

We had a brief word on the tele?hone about some poin
arising out of my Secretary of State's minute of 23rd O

I explained that the main difficulty lay on\the Defence
Vote 2 - which is our main procyrement vote - and it is through
this vote that our payments are made to industry. The Dockyard
Vote 5 also carries expenditure with industry on_contract
repair on HM ships and somé expenditure on plant and machinery,
bd@'Bur curfent forecast shows that this Vote will not overspend
given the stringent conditions now in force for further
expenditure from the vote. The position on the Royal Ordnance
Factories is that they operate a Trading Fund: we buy equipment
from the ROFs and pay the Trading Fund from our Vote 2. We do
make progress payments to the Trading Fund (as we would do to
any major supplier) but as a result of industrial action
(particularly at ROF Bishopton) we have in fact not paid out as

e e i )

much as we had exBected.

You drew attention to my Secretary of State's statement
(para 7a) about the current rate of inflation on defence goods
and services. Our cash limit for our equipment programme was
derived from the agreed Treasury re-valuation factor of 14%
between the average price levels of 1979/80 and of 1980/87.
This was abated for what were then the assumed lags in the
presentation and payment of bills, to give an overall inflation
allowance of 10.6% on our procurement Vote. Recent discussions
with industry suggest that costs in manufacturing have been
rising TafFer than the RPI wowld indicate. Our own latest

T P Lankester Esq
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measurement of price increases on our procurement vote indicates
a 4%% differential over the RPI which is itself about 1%%
greater than the original cash limit factor. Applied to the
original volume of the Estimates this adds up to £200 million
cash squeeze. A further £130 million squeeze has been caused by
an inflation rate on general supplies and services (including
0il) that is double the original cash limit provision. Savings
on the service personnel votes because of favourable exchange
rates broadly balance cash deficits in the works, dockyard and
other areas so that even with the August cash limit uplift of
£150 million there is a residual deficit of some £150M-£200M.

Finally you asked about the rise in industrial overheads
which my Secretary of State reported (para 7c). The base of
industrial activity over which overhead - or indirect =- costs
(rent, rates, energy, indirect labour etc) can be spread has
reduced temporarily on the civil side. Until economic activity
picks up again (or until firms trim their outgoings) the rates
of overhead are higher for many firms than otherwise might have
been the case. We do face increased costs as a result, although
I should emphasise that Ministry prices bear only the share of
overhead costs proportionate to the Ministry's own purchases
which of course is generally an incentive to firms not to keep
on any long term excess of capacity.

o
Ao U
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DEFENCE EXPENDITURE 1980/81:
CONTRACTS MORATORIUM  (mde o W Few~d
Gl Uy bats A 0" ody 9
In his minute of 23rd October to the Prime Minister ‘;n?pm :
Secretary of State explained that it would be necessary for us O
to exercise the severest restraint on new defence commitments ¢
for the rest of the financial year. The three month period of
the current moratorium expires on 8th November, and my Secretary
of State must, therefore, announce very soon what will follow
it., My Secretary of State proposes to do this by written
answer on Monday 3rd November. I attach a copy of the Answer
which he would propose to give. At the same time, we will
write to leading industrialists and to representatives of the
Employers and Trade Associations with whom we have been
discussing the problems encountered this year in regulating
the flow of payments from this Ministry to industry.

I am copying this letter and enclosure to Terry Mathews
(HM Treasury), Ian Ellison (Department of Industry), Stuart
Hampson (Department of Trade) Richard Dykes (Department of
Employment), Richard Prescott (Paymaster General's Office)
and David Wright (Cabinet Office).

T P Lankester Esq
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WRITTEN ANSWER ON THE MORATORIUM

The three monih moratoriuwm on new defelice contracts

will end on 8th November.

The moratorium was imposed in order to hold down the
rate at which Ministry of Defence entered into new commitments
at a time when payments by the Ministry to industry have been running at

1

an unexpectedly high rate.

. number of factors have contributed to the high rate
of cesh flow on defence contracts so far this year:
the sharp change in the economic ‘environment and a shortage
of cummercial orders have led to faster than expected
progress with some defence contracts; industrial overheads
r=ve risen and are being reflected in delfonce bills, sowe Cirms
are billing faster than normally to improve their cash flow; and
the costs of defence equipment have risen faster than expected.
The need for urgent action to control costs meant that the
moratorium had to be imposed across the board, and the scope
for taking account of the circumstances surrounding individual
contracts has inevitably been limited, although co:rtain
exemptions have been allowed during the period of the moratorium.
Essential operational activities, for example in Northern Ireland

N e e e e
and the Naval patrol in the Gulf area, have not been affected.

B R O e el
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.. The financial pressures will contimue during the _ ;
remainder of this financial year. The hﬁea for strict
restraint in defence expenditure including stringent discipline
on new commitments therefore remains. But the extension
of the moratorium, which I recognise has caused acute
difficulties for industry, would not be an appropriate way
-+ in which to exercise longer term control, I have therefore
instructzd my officials in maintaining the necessary restraint
to pay particular attention to the industrial, as well as the

operations. and other, implications.

My Ministerial colleagues in the Ministry of Defence and
I will be keeping the working of these arrangements under the
closest supervision and the Ministry wremains ready to discuss
their detailed application with imndustry. Our aim is to ensure
that the purchasing procedures of the Ministry ¢t Defence remain

in step with the changing nature of the economic circumstances

facing both the Department and our suppliers,

an
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Telephone 01-RXDIRIEK 218 2111/3

MO 8/2/12 28th October 1980

Yewr Nick,

DEFENCE EXPENDITURE

I will try to answer as briefly as I can the points you
put to me on the telephone this morning about the Government's
record on defence expenditure so far.

During the past three weeks we have been establishing
revised calculations on the vglume of defence expenditure
in 1979-80 following an agreement of the Appropriation Account
figures. The trend has been upwards so we can now expect a
defence budget real increase of 2,9% rather than the 2.5% that
we were assuming up to a month ago. This merely restores the

forecast growth percentage given in the Cmnd 7841.
n—————

The figure for the defence programme (ie including ROF
repayments) does in fact amount to 2% over the corresponding
figure for 1978-79. The figure work is attached (Annex A).

It is also relevant that the 1979-80 defence expenditure on NATO
definition shows 3% real growth. The Prime Minister can say
with confidence therefore that we achieved 3% real growth in
defence spending in the Government's first year in office. I
also attach a line to take on the justification of the change

in the figures (Annex B). NATO uses a standardised definition

of defence spending (set out in the attached table - Annex €)s
Basically NATO definition includes the cost of supporting services
such as computers, stationery and accommodation but excludes

the cost of the Meteorological Office which we fund on the
defence budget.

The NATO 3% aim was last reaffirmed in the 1979 Ministerial
Guidance approved by NATO Ministers. The relevant paragraph is
at Ammex D,

N J Sanders Esq
1
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Finally I should emphasise that when NATO talks of
real defence spending they mean what we would call the
volume of expenditure. There is no doubt about this.
Each of the NATO countries has different national accounting
systems but the objective is the same - to remove from the
money actually spent that element that corresponds to
inflation on the goods and services purchased and wages
paid. The defence expenditure figures are reported by
all the allies to NATO and are scrutinised by the International
Staff to ensure that the figures of defence spending on NATO
definition do compare like with like.

Ja\w v,

Bw-«k@\)

(D B OMAND)
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ANNEX A

£M at 1980 Survey Prices

1978/79 1979/80

Defence Budget 8037.3 ; 9296.5
(=) {+2.9%)

ROfs «11.6 -4 .2

Defence Programme 9025 .7 9292.3

(-) (+3.0%)




WHY ARE MOD REVISING 1979/80
EXPENDITURE FIGURES IN
OCTOBER 19807

ANNEX B

All exymditure bocked to votes
in a given year has to be_
serutinicsed and finally
authorised by the Compltroller
and Auditer General before

the Appropriation Accouﬁt is
finalised. The 1979/80
Appropriation Account Ffigures for
defence votes werc only recently
agreed by C&AG; the cash amounts
differed margina.ly from those
submitted from departmental
accounts and there have been

consequential changes in the

underlying volume figures.




. ANNEX C

E eVt l\t’\ Coanys  [(R2.h

Defence budget and related expenviture(l)
TABLE 2.3 £ ritilon

" ? |
1975-76 | 1976-77 | 1977-78 | 1978-79 | 1979-80 | 1960-8I

g |

|
Defence budpet .. we | 4,547-5 o324
e ey

Defence expenditure (National income defi-
rition) T e e | 4716-6 4 5871-2 | 6,574-1

63:59 | 69158 | 8557:7 !10754-5
|
Military aid to overscas countries ... 16 -9 2:4 2.3 13:6 : 6:9
|
Supporting services (2) _ i =%
+ Accommedation (maintenance and rental) 38-8 375 36:5 § 47:8 49 1 o0l
. Stalinner{ and printing(3 i 246 330 29:6 | 28-7 B 7 -
Home publicity ... 42 36 | 3:8 | 47 8:6 | 10-7
Civil superannuation ... gl 967 | 1167 § 153:9 181.-5 | 208-3
Computers and telecommunications{3)} 9-4 A | 13-1 ¢ 4.7 14:4 |  —
Rates 36r4 487 1 499 | 587 643 77-9
Services by Exchequer and Audit, etc.... 3 2:% 2 l 33 3% 49
Less cost of !
— Meteorologica! services in Defence budget | —lo-8 —22:0 i —20-5 i —24:0 —28:9 —36-5
Other adjustments 4.7 =22 | =52 | =52 —-42 | =42
! |
Defence expenditure (NATO definition) (4) ... | 4,734:6 | 5839-8 = 6,558-4 | 7,203.7 | 0,685-3 l 151126
| .
US military aircraft loan (net) (5) ... o | = 2147 -7-8 ’ e - -
Accounting adjusumients 3.7 3%:2 i 15:7 1| 91 — =
i

7212.8 | 88353 ]'u.llz-s

(1) The figures given in the tableare based on Estimates and reflect the price levels of the Estimates for the years in question.
(2) These are the defence portion of zervices performed by certain Gevernment Departments for Government generally,
(3) These items are included in the Defence budget after 1979-62,

(4) The Defence budyet figures have to be adjusted as shown to meet tha standard NATO definition of def-.nce expenditure.
From 1979-80, the standard NATO definition has bewn changed slightly to agree with the National Ac-sunts definition,

(5) Drawings under the Military Aircraft (Loans) Act, 1956 for the purchase of US military alreraft.
Al




CONFIDENTIAL ANNEX D

NATO 2% Alm
X =X

The 3% Aim

)a/ER the last Ministerial Guidance covering the force goals
period 1979-84,[it was decided to aim at making available
resources which would allow for annual increases of defence
spending in the region of 3% in real terms, recognizing chat,
for sowe individual countrieg, ,economic circumstances would
affect what could be achievgglSr current force contributions
might justify a higher level ©f increase.,) This undertaking
was endorsed by Heads of State and Government at the Washington
Summit in May 1978. Initial action taken by governments for
the achievemznt of this ainm® has on the whole been encouraging.
Tn the light of these various factors, nations, over the perioed
~f the next series of force goals (1981-198€) should intensify
their efforts to implement fully for the whole planning period
the resource guidance of 1977.

CONFIDENTIAL




DEFENCE EXPENDITURE, ADDITIONAL SUPPLEMENTARIES

. NOTES FOR SUPPIEMENTARIES

THE DEFENCE SECRETARY SAID THAT
THE GOVERNMENT REMAINED
COMMITTED TO A 3% INCREASE THIS
YEAR, NEXT YEAR AND THE YEAR
AFTER. IS THIS TRUE?

WILL YOU SAY CATEGORICALLY
THAT YOU WILL PLAN FOR 3%
NEXT YEAR?

WHAT RELATION WOULD 3%
NEXT YEAR BEAR

TO THE CHIEF SECRETARY'S
REQUEST FOR A REDUCTION OF
£5001

-

3% was achieved last year.

There will be significant

further real growth this year.

As for the future the

Government is committed

to the NATO aim for réal increase

in the region of 3%.

As I have told the House
public expenditure plans are
under review irn the usual way.

Announcements w111 be made

in due course.

I have nothing further to add.
When we have taken decisions

we will announce them.

-
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PRIME MINISTER

THE DEFENCE PROGRAMME -

s
In my minute ofVBéd October I reported the measures I e
had taken to restrain expenditure in the current Tinancial
year within the increased defence cash limit. The Chief
Secretary subsequently offered the view, based on the end-
September FIS figures, (his letter of 8th October) that I
was still on course for an overspend of at least £250m.

2l I agree that on present trends an overspend seems very
likely. But the situation is difficult to read and a wide
range of uncertainty remains. The judgement of the staff
responsible for the programme suggests a possible excess
lower than £250m. But, as the Chief Secretary says, the rate
6¥~5¥E§E§E§EEEE'OE bills continues to be worringly high.
This is an entirely new phenomenon. There is no sign of a
falling off yet, but it must fall if expenditure is to be
restrained within the cash limit. Because of the lag in
presentation and payment of bills, it is not surprising that
the drastic cuts I have already made have not produced a
downturn in payments yet. I am watching the position with
great care.

3. My major difficulty lies with the main procurement Vote.
My other Votes are being contained well within their cash

limits. Procurement has been particularly hard hit by this

SearTe ecoonTc condTtIoneBoth The TecersTor snT FToh Toflation.
4, If the downturn in payments does not come quickly enough,

or is not big enough, to bring expenditure within the cash limit

I will have to ration severely the money that goes to industry on
existing contracts = this may raise major contractual difficulties =
in order to slow down the haemorrhage in our cash flow to industry.
In present economic conditions this will create very great
difficulties for our suppliers, yet I need their co-operation.

Like many other of the measures‘%"ﬁﬁ?@"fﬁﬁén its etfect will be

very visible. Our discussions with industry continue and I shall
report further as necessary.

1
CONFIDENTIAL




CONFIDENTTAL

De But I have also been considering what immediate further
cuts in the defence programme are practical possibilities. The
room for manoevre is now minimal. The initial 3 month period
of the moratorium on new defence contracts expires on

8th November. I have decidéd that it must be discontinued in
its present form and reElaced by a period of maximum restraint
on new commitments. ing this period new commitments will
‘continue to be scrutinised individually and allowed to go ahead
only if the penalties of caﬁEETTEETEE‘%% deferment are
disproportionate. But I shall have to allow some exceptions

in certain areas, for example, the purchase of stocks and
spares, and contract repairs. Otherwise the damage, in the
form of shortages, reduced levels of maintenance and loss in
the capacity of our forces to operate, will simply be too high.
I shall also watch the effect on industry most carefully. 1In
general firms have endured the moratorium so far, but many

of the smaller ones will be placed in great difficulty by a
longer period of Testraint. Many firms, large and small,

will have to lay off labour and some may close altogether.
There is no avoiding such consequences. But I must try to
protect from collapse those firms which are a sole or major
source of supply to my Department. If I do not do this, whole
capabilities in British industry will disappear and alternatives
to foreign purchase will be denied us.

6. I am also considering further cuts in the levels of
activity of the armed forces, in addition to those described
in my minute of 3rd October. Such cuts would carry very
heavy penalties indeed. One option I am having examined is

= f*t< || the closure of a number of defence establishments for a period
thotnre of weeks in order to cut costs. I shall report my conclusions.
BT e 1

A 7. I am very concerned that the quite exceptional difficulties
NN, which the defence programme has faced this year should have

e o) required me to take, or contemplate, measures of this kind I

W WD T have described in this minute and my minute of 3rd October. The
il E':& scale of economies and reductions in the activities of the Armed
*1* """ Forces which I have had to enforce is without precedent known

) et » 5 me, and they run clean contrary to the military need. The
booe BNy cause of our difficulties are:

Woe et o
e w“*'“ﬁ a. Inflation has been substantially greater than

pobAcd Seannp allowed for in the cash limit.

Wy e 30 Ao o ‘\nﬂ}’{uﬂva
V*'*““ﬂ”ﬂ'ﬁ 2 g -:
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b. Some of our suppliers have been making faster
progress with their contracts than anything known before
and sending in their bills more quickly: this is the
direct consequences of the recession and the lack of
other work.

c Industry's OQ;;;;;E§9 in many cases appear to
have risen more than could have been forecast. A

separate quantitative value cannot readily De assigned
to these factors, but I am having further analysis done
urgently. If the economic and industrial conditions
which have created such difficulty this year were to
persist, or even get worse, their continuing effect on
my ability to sustain next year a programme which
approaches military needs and our international
obligations could be very serious indeed, whatever
decisions we reach on future volume figures.

8. I am sending copies of this minute to the members of 0D,
to the Secretaries of State for Industry and Employment, and
to Sir Robert Armstrong.

Ministry of Defence

23rd October 1980




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

17 October 1980

T. Lankester, Esq., \
No.1l0, Downing Street
S.W.1

ﬂuu Tim

PUBLIC EXPENDITURE AND THE BAE FLOTATION

As you know, Sir Keith Joseph saw the Chancellor this
morning to discuss whether the Defence programme could
be made exempt from the current public expenditure
reductions, and be maintained at the Cmnd 7841 planned
levels, in order at least partially to resolve current
uncertainties about future MOD orders for British

oY Aerospace which will otherwise preclude the privatisa-
3 tion of BAe next month. I understand that Sir Keith
| onWiodeocn (W= Joseph may intend to mention the matter to the Prime
— Minister tomorrow.

LA

Y

LE R

v
qqu, The Chancellor explained to Sir Keith Joseph this
morning that the level of cuts in total public expendit-
AN ure which, in his View and that of the Chier sSecretary, are
0 now required necessitates a substantial contribution from
Defence. While regretting the delay to the privatisation
of BAe, he saw no way in which an exemption for MOD could
be contrived. At his request, I have subsequently sent
to Sir Keith Joseph's office a copy of the attached note
by officials which sets out some of the considerations
underlying his view that some reductions on the Cmnd 7841
Defence figures are both essential and defensible within
the Alliance.

figures relevant to the arrangement which Sir Keith Joseph
had _ip mind. S toreshadowed in the Chancellor's minute
of 10 October to the Prime Minister, Treasury Ministers

arc now seeking a substantial reduction, at present set
at £500 million pa, in the Defence PES figures throughout

It may be helpful to set out for your information some
/the Survey
\



the Survey period. To fonﬁgo.any Defence reductions
might be to cgncede rather more than this, since it
would be difficult to secure Cabinet agreement to the
total public expenditure cuts sought if as significant

a programme as Defence had been wholly exempted. On
the other side of the equation, the proceeds from a

sale in November of 50 per cent of the shares in BAe
Ltd. are, on the DOI's estimate, likely to amount to
rather less than £70 million; and, provided that no

new aid proposals from the Company were accepted,
the PSBR would add%tignally benefit to the tune of some
£100 million in 1981-82 and 2%5 million in the following
two years as a result of the Company's meeting its
forecast capital requirements from within the private
sector. The imbalance in these figures is obvious:
moreover, it is not certain that a sale of shares next
month could take place even if MOD were granted exemption
from any Survey reduction, since their current cash
limit problems would make it difficult for them to

give a commitment to no_.cancellation of existing BAe
orders. Various other uncertainties overhanging the
plan for November flotation were mentioned in E(DL)

on 14 October.

The picture should of course be much clearer in the
New Year.

\{er Lunr ’

(t'b!-tdud o Hubt:
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=“ED FOR CUTS IN PUBLIC EXPENDITURE: WHY DEFENCE CANNOT BE EYEMPT
!

It is vital to the Government's economic strategy that they should
adhere to their commitment to contain public expenditure. It is
fundamental to their approach that the size of the public sector
should be rolled back. And added to this is a financial imperative
to hold the PSBR in 1981-82 to a manageable level. It now appears
necessary to find further savings of the order of £2 billion in
order to achieve the objective, agreed in July, of holding to the
Cmnd 7841 totals adjusted for the EC contribution.

2. The scope for savings on other programmes is severely limited:
indeed there are some areas where increases are being sought.
Defence represents a sixth of all Central Government expenditure.
Total public expenditure programmes for 1981-82 were cut last year
by £6.5 billion or 8.4%, while Defence was allowed an increase.
Total spending was planned to decline by 0.6% in 1980-81 and 1.2% in
1981-82 vhile defence was to rise by more than 3% a year. The

Cmnd 7841 figure for 1981-82 would now rzpresent a 5.8% increase on
the volume for 1980-81 which was implicit in the decision on the
August cash limit increase. It has become impossible to reconcile
this rate of growth with the progressive decline in output. Mr Pym
accepted in the discussions on the cash limit that it was necessary
to fell short of the NATO target in the short term in the interests
of restoring the economic health which will sustain an enhanced
defence effort in the future.

5. The UK's performance in reletion to the NATO target will still
compare favourably with many of our Allies. The target allows for
derogation in the event of economic difficulties and many Allies

have availed themselves of this with much less justification than the
UK's current circumstances provide. (See the Annex attached, which
reflects the position so far as we have been able to ascertain it in
consultation with MOD.) The UK is still, along with the USA, well
clear of the rest of the field in the share of national income it
devotes to defence (about 5%) and that share will rise as the
economy contracts over the next year or so. This compares with other
European countries as follows:

CONFITENTTAL
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Germany 3.3%
France 4.0%
Belgium 3.3%
Netherlands 3. 3%
Ttaly o . 2.3%

4. Tt is up to NATO as a whole to respond to the threat to the
Alliance. The UK is already carrying a disproportionately heavy

share of the burden. IMr Pym recognises this, and is indeed

understood to be preparing a paper for OD Committee on the possibility
of more equitable burden sharing.

5. Politically, too, the success of the overall public expenditure
strategy, which will require great sacrifices from other Ministers,
demands a substantial contribution this time from the previously
protected programmes. Mr Whitelaw has accepted a cut in the
provision for law and order. The whole balance of the package
would be distorted if there were no contribution from Defence, and
it would not be feasible to re-sllocate Defence's share to other

pProgrammes.

CONFIDENTIAL
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FErrCrMAWCE OF OU=ER COUNTRIES IN EELLTICN TO TEE RATO TAREET

&)

Tre KATO terget A

in 1977 KATO Defence Ministers azgreed (and the undertaking was epdbyssa by Eeads

of Stzte and Government at the Weshington Sumzit in Kay 1978) to aim at making availal
resources which would allow for #rnusl increzses in Defence spending in the region

of 2% in real ierms, recognising that, for some individual countries, economic .
circumstances would affect what could be schieved. The agreement covered the period
1979-1924. In ay 1979 Defence Kinisters zgreed to exiend this objective up to

4GBE. :

2. Bat it is & target, nol a binding commritment, and there zre several ways in
wrich courniries can justify deviating from it. It speaks of "increases in the

erior of 2%", and allcws for derogation in the event of ecomomic difficuliijes.
resiorn ol ’ E

l‘1

Ir practice compliance has teen very patchy, as the following notes show.

Tre Zelgians echieved & L.5% real increese in 1978,

o

vt in 1950 their plans

In picd-year ithey announced

rroviced for & 3.32% fzall in real deferce spending

=2

a rzchape of emergency cuis designed to save 5% of ihe defence budget in the

sezcond helf of the celendar year. Toese nezsures ztiracied szvere criticism from

Cznzce bad negetive growth of 2.2% in 1979. The rrevious Government's plans for
1650 were for an increzse of 4.7%, but the resirictive Tiscal siance being
zdoried by the Trudezl Adminisiration mzkes it likely that the increase will Fall

vell cehort of 3%; and the prospects for future years are unceriain.

Derrmerk

Lennark's growth in 197G was - 0.2%¥ and a further slight decline is planned iin
1¢50. They are now considering & freeze on defence spending at constant prices:

the clearest possible departure from the RATO target.

Frence

France is not a signstory 1o the itarget, but in fact French defence spending has

been increasing at 3% & year and is likely to continue to do so.

CONFIDENRTIAL




2 FnY
Tr.! Germzns achieved 1.7% growth in 1979. Their initial budget for 1580 provided
for real growth of only 17%, but suprlenentery provision is likely to bring

iher near to 2%¥: the latest estimszte is 2.8%.

Jtzly

e

Itely echieved 6.0% growth in 1979, but r:zl cefence spencding is expected to

cecline by 2.8% in 1980.

Retherlends

Tne Netherlende achieved 32% growth in 1979. Their plans for 1580 showved a

real increzse of 2.2% &nd growth of 12% in 1981. BHowever the planped 2.2% is
unlikely 1o be azchieved bzczuse inzdeguaste provision has been made for inflation.
The D:ferce Kinisier Las sleled that the country's "difficult financial position"

will prevent it meeting the target this year.

Nomway

YXorwey echieved 1.9%¥ growth in 1979 =nd plene for 2.6% growth in 1980.

rorturel, Turkey

t 36 accertec thet these countries, in their particularly difficult circumstances,
will be unable tc achieve eignificant real growth of defence spending in the
Foreseczrle future. Poriturel is planring 2% growth in 1980 but negative

zfter thei.

Tne USE achieved 3.1% growth in 1979. Tne budget for fiscal 1980 (ie, the year
etarting in October 1979) was intended to achieve 3.9% growth, 2lthough the
Fresident did not exempt the Dzfence Budget Irom cuts in supplementary provision
in the course of the year, so the outturn may be rather lower. The President's
budget for fiscal year 1981 provides for more than a 5% real increase in
cefence spending, and although this is as usual on a conservative assumption
zbout inflation there seems little doubt that in the current mood -
ibe mecessary supplementary provision will be grented to achieve most of
iraet growth. Tne planned mwinimum growth in 1681 is 2.7%. The plans for future
years show increases of more than L% a year in real terms up to fiscal year 1985.

didetes &re curreptly outbidding one another on further

ence spending - Mr Reapgan has mentioned 10%.

CONFIDENTIAL
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