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10 DOWNING STREET
LONDON EWIA 2A4

From the Private Secrefary &3 March 1989

SHORTS BROTHERS plc

Tha Prime Minister has seen your Secretary
of State's letter of 21 March to the Chief
Secretary and the Chief Secretary's reply
of 22 March. Ehe has noted the propoeals
on the negotiating brief for discussions
with prospective purchasers of Shorts, and
is content for your Secretary of State and
the Chief Secretary to sort out the details
along the lines suggested.

I am copying this letter to Carys Evans
(Chief Secretary's Office].

[ PAUL GRAY )

Stephen Leach, Esg-,
Horthern Iraland Office.
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Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon Tom EKing MP
Secretary of State for Northern Ireland
Northern Ireland Office
Whitehall
London
SW1A 3AE
22 March 1989

Dear Secrerainy § Slde
i
SHORT BROTHERS PLC A |

You sent me undar cover of your letter of 21 March the outline
negotiating brief which you and our officials should be guided by
in the next, exploratory stages of negotiation with Bombardier and
with Pokker /GEC.

As you recognise, there can be no question at this stage of
presenting a detailed package of guantified assistance to either
of the prospective purchasers.

Any such package can nnlﬁeha developed in response to their
detailed proposals for t future of the business. But the
signals you will ba giving them over the next few wesks will
clearly influence their thinking. As you say, it will be
necessary to have opening and fall back positions on a number of
key issues - although I would only expect you to move to fall back
positions as their proposals begin to gel.

The brief appears to cover most of the main issues satisfactorily,
subject to my comments below,and you will comsult on further
specific issues as they emerge after Easter. One such issue is
likely to be the position on the company's main pension scheme on
which I attach a line to take which has been discussed between
cfficials.

As agreed at E(A) you will be seeking to constrain the cost of any
final package within E600m, but there will be further consultation
between us before you put any such package forward.




Turning to the text of the negotiating brief, I have no difficulty
on objectives, or on the approach you intend on sales proceeds.

On capital ﬂ:g:nﬁiture, I do not think that the fall back under
(iii) should deployed in this exploratory phase - it is very
mich the sort of point we can only conesider in the final stages of
closing an otherwise satisfactory outcome,

On new products I am content with what you prepare and welcome the
move away from -launch aid" that you are clearly signalling.

On redundancies I do not think that you should go as far as you
suggest, at least until firm business plans are put to you. I
nggast the ocpening position should be to ocffer to cover
redundancies in a six month period after completion, although you
could indicate that you would be prepared to consider a
significantly longer period if eg the purchaser wished to
discontinmue production of the 360, but was prepared to phase that
so as to limit Government liabilities in respect of existing 360s.

I accept the approach that you intend to take on future losses,
with those losses arising from past uneconomic contracts being met
by provisions in the completion accounts. On losses that may be
unavoidable as the business is turned round, but which do not have
such a clear root, I agree your ocpening position but again feal
that the fallback should be withheld until we are closing a deal
with the successful bidder. I see no need to display it in the
next exploratory stage.

I am content with the position you propose on tax losses.

On sales financing the objective is clearly to contain,or if
possible eliminate,the future risk te Government. ¥ou should try
hard to see if, for a price, the new owners will assume these
liabilities., We can then consider whether that price is
acceptable or whether we need to fall back, as you suggest, to
seeking to minimise the costs that may arise by agreeing a managed
rundown of 360 production, with continuing spares support, and the
new owner managing the leases with Government guarantees remaining
in place but protected by counter indemnity.

On Parliamentary Assurances the objective is clearly to withdraw
these for future business once we have sold the company and to
ensure that in respect of the past the new owners full rescurces
stand between Government and any claim under the assurances, so
that, as at present, a claim could only arise on receivership: or

liquidation.

I agree the approach proposed on Warranties and indemnities.

On training I am content with the opening position, but again feel
the fall back should be reserved for the final stages of

negotiation.

On employee/management shareholdings while we should indicate that
we are fully supportive of such properly structured schemes, we
ghould also make it clear that it would be a matter for the new
owners to promote the necessary prospectus, in which the
Government could have no role. It may w€ll ba that the new owner
will wish to get some financial commitment from you. I suggest
that a direct contribution is best avoided, although you could
indicate that the costs the new owner would face could be
recognised in some way Iin determining the price to be paid teo
Government for Shorts assets.




I am content that the commitments you propose to seek from the
purchaser are along the right lines, but we will clearly need to
consider how well the proposals we receive measure up to them and
our prime objective of early privatisation.

Clearly our officials will need to be in close and continuing
touch as discussions go forward and, as was the case for Harlands,
I am content that Alun White here should form part of your
negotiating team.

I am copying this letter to this Prime Minister.

{Approved by the Chief Secretary
and signed in his absence)




Pension Scheme

The Company's principal pension scheme was valued at 5 April 1988.
At that date it had an actuarial surplus on a discontinuance
basis. On the back of reducing that surplus the company Iis
enjoying a two year contribution holiday, ending 5 April 158%.

The fund will need to be re-valued at completion on a continuing
basis. Assuming that there will be significant redundancies
associated with disposal this should show a surplus. Our
objective should be:

a. 1f the surplus is modest (ie would not justify more than
a further two year holiday) we should leave it in place but
seek to get value for it in the sale terms;

b. 1f the surpluses is more substantial seek to extract any
surplus over £5m by way of a payment from the new owners to
Government.

1f, on a continuing basis, the scheme is in deficit the Government
will need to accept the responsibility for rectifying the
shortfall.




CONFIDENTIAL

PRIME MINISTER

SHORTS

Following the successful deal ofl-Harland and Wolff, Tom EKing

and John Major are now in discussion about the detailed negotiating
brief for discussions with respective purchasers of Shorts - see Tom
King's letter at Flag A and John Major's at Flag B.

Gearge Guise has been closely into this and concludes there are
e —— - :
no points on which you need to intervena. My impression is that

the NIO and Treasury are now working closely and effectively on the

dispogsal of these Horthern Ireland businesses.

T

Content simply to note these latest exchanges and to leave Tom King
and John Major to s50rt out the details?

————a

Paul Gray

22 March 1989
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SHORT BROTHERS PLC

In ny recent memorandum co colleapues (ECA) (B9) LZ) [ undertook Eo

consult on a detailed negotiating brief to be followed 1in

discusslons W1lth prospecClive purcnagers oOf anorts.

ALEnough We nave l1dentiried potenClal purcnasers tnls 1s cleatrly

EOLOE CO De a vecry difficult privarisacion. T will seek Co keep Che

net cost to Government to £600m, even Chougn Che esCimates [rom
—— 2
EieinWwort aad Toucne Ross botn suggest tne figures «#1Ll nave [o De

nigher.

The pdckages WJniecn we discuss witn thne potential purcnasers Will
vary supstantially depending on their respective plans for snorts.
Tnece are noWwever &4 number of major points Wnich can reasonably De
anClcipaced Co arise in Ene course ot discusslons, 4nd We can agree

in davance our sSCance Lo rtelarcloh L0 Chese,

1 chnerefore attacn a decailead negotiating brief wnich nas been

ol - -
dgreed between our oificidals reflecting Chelir Conslderation Of
Klelawoct's advice, and I hope you will be able to agree CO both tne

opening and faLi-back positions on eacn point. Tnere Will, however,

—

e




1nevitanly bpe furtner specific 18sues wnilca potentcidal acquirers will
CAlse: on tnese my officials will consulc yours and [ Wikl Cnen
CONSULE ¥You As necessary,. but [ woulkd not expecrC C4 44 80 unCil

dfrer Eascar.

Il an keen E0 ensure Cnat «<nen We privatise Snorce, wWwe pUC Coe

company in Coe same posifion 45 any OCner privace secCor company 1n

Mocrtnern lceland. conseqaently | am examining Wwnecner to repesal thne
Alceraft and Snipbuilding Industries (Northnern Irelanc) Order L9749,

UONlCH Wwas drawn up o deflne Oour podarg and TE%?ﬂnﬁiDilitles wN1LsE

snorce and Hariand and woltft were 1in punlLic ownecsnip.

[ am copying this letter and enclosures Co the Prime Minister.

Ju/ PROB/ 20930




CONFIDENTIAL AND PERSONAL

SHORTS NEGOTLIATING STRATEGY

Jyerdil Ubjectives

Ine overdil OR]ecClves 10 0eag0CldC1lo08 WI1Cn purendsers SOoulg De Cos =

(1) privatise Cne company, 1L possible as & single unlC, a4s

24CLY a5 poSslDLe;

gecurfes stabie lasCiag Saploymenl 4C Che company based .o

Mortnecn ltaland;

dcAleva Sdgdle aC LeasC Ccost gconzZistentc witn Lthe apove
objectives angd 1f possiple witnin a net LE00m {1nclusive

of £390m convertcible Loan alregdy agreed) ;

secure linkage of pavments of assistance Co a pUutcndser

CO Cne 4dénievemant of agreed condlitions.

I cannot gquantlty (111) wore precisely untirl tne prospective
puténds=ecs come [orward WlLn Cneic decalled proposals. JtEic1als
1Ll keep Ministers informed of progress out fo clear prcburce 18

Llegly Lo smecge until atter Easter.

Policy Lssues

aal=s Prcocesds

AfTer Coe TecenCiy dgCeed recaplitalisaciaon, Che company 1s eXxpecrCed
Lo mave net assebs of appcoximately £L30m ac 3L HMacen [4948%9. Imis 18
on Che assumprClon CTNHAacC L9849 /90 losses amount Co dpproXlimacely £l m
4nd no tuccnerc major Loss provisions are reguiced, buc Che

Likelinood 18 CnAat Ccnece Wwill De sucn provisions co reflectc aany

CONFIDENTIAL AND PERSOMAL
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CRANEES LN Ehe commerclal stcaCegy wnicn new OoWners drve Likely o

requlce e CRCMminacion of cne 503 series. Our opening position

Cneretaore Wwill De Co sSeek CO dispose OO0 Cne compdny 4t Lhe nel ook
value arcer provisions 45 sSno«n bY Coé dudlced accountcs at L Macen
1444, Tnis snodla 4void 4ny depate 44 CO Che d4Accdeacy orf OCOBRCWLESH
of tne tigures as fne 1ndependent daudicors «#1Ll in 2IlfecC becons
cesponsioie Lo agreeing Chnem. Our tdll pack poslbion «1LL 92 CoD
g@ek @ proporfion ol Tne NerC DooOK Yalue A8 Cne 5418 prlice COQ feflect

Che JdncefCalniy CegdACd INE fUCUure Crading.

In arcaving at tne nelf 455¢CS 48 &4 DdsLs Lor Cne purcnase price, 40
ddjuscment snould be made Co reflect Ene current mAarkelC value ol
propaccy. ln aisposing of Coe company, we Wwill feexk ArCCdngenents Lo
ensure Cnat eicCner Coe Government snares in any [uCure substcantial
profif from resale orC Codl BUCh pLOIDLLE dCfe CeLOVEBLEd 1o Lne2
pusitness., Likewise <@ Will seek a sndare of 4any sSupsCanCial profaic
dELSLOE CCom Cne subsequenrt sale of major parCs oOf Cne eX18C1nNg

Ous LOEs s

Capifal E¥pendituce

o e —

Thi1s rtalla 1aco Tour categorlies: -

Deferred maitntenance 2Cs: wWe snould offer Lo ass1sC Ln
tull essentlial capical expenalture [0 meel agalin d4nd
satecy requiremencs, exlsting enviconmental oolLigations,

esdzentidl maintenance noC compleCed eCc.

Expendlture already Ccommilfted oY eX1S5C1lNg Mandgement 4nd

therefore unavoldaole: Our openlng position 18 Chal tne

BUyer 4nould meeC COLs sxpenditure oo Coe DaA81s Cnal IC
Jill Lacctease tne net assecs of tne business. Juc

Fall=-back pasiclon Saould ne Lo oblfeéer some agsslaCdancea on

Ene pasis Cnat coey Weére noft 1o 4 poslbtlon Lo inliuence

Cne conmnmitment decision.

CONFIDENTIAL AND PERSONAL




CONFIDENTIAL AND FERSONAL

Ilnmed rate new Capital eXpenditure Lo raCionalise cne
[aciliEies and i1mprove productivity: Huyers are Likely
Lo dacgus Cndt suDsSCanclal capifal =2ipendiCuUce 15 degded
luied LtaCa LY Co daKE Che CONpany CoddpellL1lVve. ur QpenLax
pos1tion smould pe Ca granC 41d CRi1s eXpendlifure up Lo d
cate o JU%L 20 45 O prOovide 4 inceative CO Che adw
oWner Co prfoceed «#niisC leaving cisk witn nim. Our

[all-DaEcCK poslTlon, ELVEen CNndf COis L5 CconCrcoLldple

epend ifurce J01EA 18 LixKkely L[O DEe AcCepCanle LD Cne

a " Fiel y
Conmission, #ill oe to oli=t granC of up to bbe/ 34,

Longer Cefm edpendliura (4fCer Cne @Xpendliure coversd oy
{111} apove): Thne conpany will De elizible for cegional
ai0 43 Wwi1itn any 2tner Nl praivaCe SecCOr company . fALs
d1Ll noC SCore d4E41n08C tne Cofal €O8C of Ene package.

HLGQUELE

Exiscing prodgucts transferrec lcom Duyer CO SNOCCs.
Ae snoula offer grant at 256 On Cooling 4na LaDOJC
LEdfnLOE iEQUl?dLEﬂE Co: grants Jnoder Che SUPPpOELC IOC

[nnovaclon >cneme) .

Mew Products Lo De LoCcdduced <LCOLO L8 mnootng.

Upening posicion 48 (1) aopove. Our fall-Dack posicion

anouLd be rd4olC OfF 50%. in poch cased «8 wWodld Beex
provisilon for all or parC CO D& repayable on @ scneddied

DEas 1l .

REequndanc 1es

[ne opening posicCion s8nould oe Co offer Co fund Cne COSCE O 4ll

redundanc 12s unda2r Cne eXlSCing COolpany scneme [O0 4 patiod ol

CONFIDENTIAL AND PERSONAL
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ergntaen montnsg: it 14 Likely co take some Ciméd pefore 4 paw Odner

cda Lafcgduce neéWw CaAplfdal €Juipdent 4nd resCcucfure Coe DUSINEess.

since Cnls d41d 18 Llixely tTo De accaptable to Cne EC, our tdl|—DﬂEH

PoSlL1on s00Uld e L0 COover CNe COSCS [Of 4 longect paclod based on
dif dgCeed pLan #0l1Cn SN0JLld SO0+ ClLearly Coe fesCructuring
iaCenclons oL Coe fed Oodnec.

Fucure Losszes

WILCD TfeEArC0 CO [UCUre LOSSE3 Oon eX158C10g CONCr4CcCsS oUur openio;
pogltion sSnoulnd pe CRAC COese nave alcedady peen provided [Oor 10
dCCIVINZ aAC Coe Aec asset posiClion Aand Aad FJdcfCner 4ld 15 necedsdary,
PUrCner Losses mday OCCUr noWwever Decause af pravious
Undec-pravisions, uarecoverad overneddsd and LOossS8s8 Ccaused Dy

SLEALL LCEAnt coanges 1o productcion, We woula seek [0 aobfCaln 4
cLaW-DacKE in CicCcumstances WNere Loe provisions are AOC cequlced and

Cnase 4re WwrellCen DAcCK. Jur openlng pOS1Clon Snculd oe Cnat Chese

are macters uoder toe control of tne new OWnoer and thoerefore snould
noc De asslsced, Howewver 1n tne Llﬂht of ctne LaTtge Llosses 1ncurcred
pYy LCne Ccodpany 10 Coe past and Enoe dpcercalacles d4ooul tne [Uucuce,

our [Aali=-DACK POSLCLON SNOULd De [Co offer support for tnese f[uCure

Liss2s dﬁdlnﬁ[ dnf HﬁrEED DUusiness P:dﬂ, TH]E suppﬂrr COULd be oy
mEdans OfF 4an eﬂp.uymenr gfﬁﬂt relacegd Co pdrrH ﬂf Che pusiness
gnow 1 clear potencial for future viabiiicy.

la¥ Losses

har gpenlng pogillon L8 Enac 2X18C1NE LCaXx LOBEESs sNould De

glLiminaced.

Jur kdll-pack poelfion snouko De Lo engurfse Cax neufrality ie £nat

tne tax eftect of granrcs i1aciuaed 1n cne otfer snould be equalled DY
Cax Losses fertalned 1o Che COmpany.
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sdales Financing

Vircually all sales to cpe S are undet ledsing deals «here HEG nas
puardnteed SnOfCs’ OOlLigarions Lo meef Ledsing commitments. Tnese
pave cesdlited Lo diajoc conflingent L1aDLEITles 10exflilcadly LifOKad LCo
Ene 503 secies, and edarly CarmlnaClon of Mandlfactdee lacceased tne
ligelinood CnAaC €LAlms Could De made dndar CAese ACCANEEMEencs. Even
1t 503 manutacCure 18 Cerminaced, contractual QD ligations cequlrca
gpadres and LOELSC1CE supporcl CO conCloue [OCf an 4Approprlace parilod,
In pracgcice purcnasercs of Cne company are Jdolikely Co accepl pasc
Bdles tilpancing connlComencs 4nd indeed cne US financial instifullons
400 currencly nold CAe direct guarantees fcom HMG are unlikely Co
deeept any otner guacanctees. [ne s1ze of Cne conCingenC liabilliCy
depends o Jaetner ledses are retained, Che CcHCenC Co wnilch dicécatt
dre reledsed and Cne gCCiCude ol Che TACILICY DEANKS (wno provide Aan

element oI rlsxk-snaciaog) Co Cne privacisation.

HMG 15 unlikely Co D& ale Eo pass on responsibiliCles CO & Calcd
pATEY -

could be subscanclal iLiabpilicies uncil 2004 by:-

{1) dgreelng WwiLn purcnasers a managed cun-down of 303
OrOauUCction over 4 snoclt peclod racner Codn lnmed1aCe

cermination (Enus nelpiag Co avold 3 sudden COllapse Lo
gecond-nand wareel prices resulfing 1o depressed Ledslog

caces) ;

dpreellg Wwitn purcngsercs Etne conClauation OL Sparas

gsupport (o «nlcn SnorCs 18 curcently obDligdaCed);

Government TtECAlnlng 1CS gpuaranCees DUL Cne new OWner
Mdndaging tne Leases Witn a4 counter i1ndemntCy 1a [avour Ol

tne Govecnnent.

CONFIDENTIAL AND PERSDNAL
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Tne precise arrangement #ill 1pevitably DE Fubject to compleX and
deCdiled sSuppledeafacy disScusSsions includiag nof only Ene ned Owner

BUT CEne Us and UK Lezsors d4nd Che Facilicy bBanks.

Farliamencary Assurancses

Our ODLLEACLION L L0 méel CNoSE liapilicles coakt snorcts owes Eo
PpeEL80ONSs dealing Witn Coe Company «nlcn Che compdny Cannot meef oOn
LiguidaciLon. Ime dssurances 11l pe witndrocawn i rTespect of
QDLIZACiOoNs enceced 1nCo Lo Cne date of sdle. AL rezards exlsCing
Liablliifies covered by Cne 4ssUtrance we eéxpect tne purcnaser of coe
ChOpany Lo Ssiudiile LOESE. Howaver Cnose presenily bensecilCing Lo
Chg desdrdnce dre unilEely L0 aCcepl dny dlbecndative Co Coelr HHG

d5EBUCANCE s

(ur negoclating posifioa snould Oe tnal tne Liabilitles snould 10
Ene fLrsf 1nstance be mel BY SnNOorfcas and 168 ned OWNer. Ica new
OwDer snould uanoertake E0 mesC Coe liabiliCies Of S0OCCS Ccovered Oy
Che assurance and agree o indemnlfly HMG 1n tespecC of tnem. Tne
dim 18 [ndat HMG sfoulia sefttle Ehnese liabili1cEies only if Snocts and

1% new OoWnNer are 1o Liguilication and unaole Co meeC COSM-

WdrrancCies and lndemnlCcLes

T onjecCcive 111 pe TCo offer no sucn WwarrantCles DUC CequUesCs may
Nave CO e dedif JLEO OO0 4 Casa oy Cdse basis eg Cﬁﬂ[lﬂgﬂuf
LidDlliCies S4uCn 48 €nvViconoental Lssuas.

[EdlﬂLﬂ%

EIUgn Cne INJdUsSCridal reldaClongd 4nd sSKLLLS nd:kgruunz OF Cnoe ﬂUMQdﬂﬂ.
prospective purcndsers may seek support tor training. Our opening
posiCion Wwill pe to otter grodants oOf up Co 0%, agalin 485 an

incenCiva, oa an agreed Cralnlng plLan over LB donCns. Qut falli-Dack

posiCion would oe Co offer grants of up to B6%/ 3k,

CONFIDENTIAL AND PERSONAL
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Employee/Management Sndacenolding

Given Cne past nisCory of iadusCrldal felations 4nd poacd producCiviCy
1T 185 Likely CnaC purcndsers «#1ill fant Lo esravllisn 4 Bndarea
sename [of employees Lo Nelp promote 4 qoLe POSLICLVE

PrOQDOs4L3 .

Lacentive
dCClLECuUé, we snpould De prepdarfed Lo COOS1der

ComniCments Lo be sougnC lfom Cne P_.J_fl’.‘fm.-;*:f

We sdill Seek comnlcments Icdm Coe purcnaser telaClng CO s5ucn mdfiers

daBi "
Ene confipdaclon of manuflaccurting io NI

continued oWnecsntp ol snares 1n Cne cOMpdny (eXCeprt wWiltn

oUur afceadent)

inotentrony cegatding CENoe [uturce busiaess OO0 Che CoMmpany

iocluding emplovyment lLevels.

I Wwill be Co seex CO secure Cnese oy way Of relaclng celease
drancs. to 4greed Cargels and naviog claWwbDgok LaclllCles.

CONFIDENTIAL AND PERSONAL
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CONFIDENTIAL
F 03385
PRIME MINISTER

HARLAND AND WOLFF PLC, JAMES MACKIE AND SONS LIMITED
AND} SHORT BROTHERS PLC

E(a)(89) 4, 11 and 12
DECISTONS

1. You may wish to take the progress reports on these three
companies in the following order.

s 4R Harland and Wolff. The only prospect of disposal appears
to be a management/employee buyout in partnership with Mr Fred
Olsen. Mr King aims to follow the Govan precedent, of keeping
£fie cost of disposal (including any liabilities retained by
Government) within the cost of closure. He estimates this
Eigure to be in the region of £275 million. The Chief Secratary
is likely to press for a lower figure of £220 millieon. A

—_————
deecision is needed to enable negotiations to proceed. You may

wish to ask Mr EKing about the prospects for achieving the

You may wish to conclude

ii. Mackies. Disposal of Mackies to Howdens has been
frustrated by the decision of the trustees holding Mackies
shares to prefer a revised offer from the American firm of

Lummns . H;Fiing met the trustees on Monday, and may be able to
report further at the meeting. You may wish to note the

position and invite Mr King to report back again in two months.

iii. shorts. You may wish to invite the Sub-Committee to note
with approval the decision to seek a Spring Supplementary
Estimate of €390 million; and to resolve two issues. These are
first, whether there should be %ﬁﬁlﬁﬁiiﬁxﬂﬁﬂffiﬂtiﬂﬂﬂ with
quhardier until 31 March, a= Mr King prupusei_un Kleinworts'
aEEige; and second, whether negotiations should be conducted

within a ceiling for Government support of E600 million
- e ——
(inclusive of tha £390 million).
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MAIN ISSUES
HARLAND AND WOLFF

2 At present there appears to be only one serious bidder, the
management /employee buy-out in partnership with Mr Fred Olsen. Mr
Eing suggests that Mr Olsen's involvement makes this proposal the
best opportunity yet for securing Harland's future. As a precaution,
you may wish Mr Younger to confirm that there are no insuperable

security implications if Mr Olsen became the part owner of a vard
constructing the AOR.

Cost of closure

3. Mr King estimates the overall closure costs to be £275 million,
e
on the basis of Touche Ross's figures: paragraph 10 and Annex B of
his paper. This compares with his preliminary estimate of £240
million last July. The Treasury are sceptical for two reasons.
First, the estimate has been prepared [understandably) on the basis

of detailed costings from Harlands themselves., The management of

Harlands have a clear interest in inflating such costings, since this
will provide more headrcom for their buy-out bid. Sacond, the

astimate includes £55 million for contingencies, comprising £25
million of the E1] D@ coat of completing existing contracts
{which is described as an estimate of the direct consequence of
reduced productivity following a closure announcement) plus the £30
million contingency to take account of possible industrial unrest and
ﬂiaruptiﬂm.’ful negligence and tha risks of r_-.rimi.m:_:[e. The
Chief Eecretafy is expected to argue that this £55 million should be
deducted from the estimate of £275 million for the purposes of
negotiating with potential bidders: that is, that the current
ceiling in negotiations should be £220 million. You will wish to
consider whether the Chief Secretary's figure would be a bhetter basis
for negotiation in the circumstances.

Timetable for decisions

d, An early end to neqnt}atiﬂna on Harlands is highly desirable.
Whilst the uncertainty perﬁists, maﬁagement at the yard continues to
leave. Limited progress appears to be being made with the two
current orders. 1In December Mr King estimated that SWOPS would he
delivered in June 1989 and the AOR in December 1990. His latest
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estimates are November 1989 for SWOPS and February 1991 for the AOR.
You may wish to ask Mr King about his intended timetable to the
conclusion of negotiations,

MACKIES

L Negotiations on a package of Government assistance for Howdens

to take over Mackies were nearly complete when the Trustees holding
—

Mackies current shares came forward with a revised proposal from the

a e

American firm Lummus. The Trusteses have accepted Lummus' offer in

: : e
principle, subject to Government support being available for Lummus'

business plan, Lummus had been involved at an earlier stage, but it
had been understood that they were no longer interested.

6. The proposals under discussion with Howdens had involved no
immediate payment for the shares but the prospect of a share in
future success should that occcur, The proposals from Lummias are
understood to be more generous to the Mackies Trustees, who act on
behalf of current and former employees of the company. Mr King met
the Trustees on Monday to explain his attitude towards the Lummus
proposal and to press them to resolve the future of Mackies as soon
as possible. You may wish to ask Mr King to report on these latest
devaelopments and simply note the position. Mo immediate decisions

appear to be required.

SHORTS

Capital Reconstruction

s When E(A) met on 1 December it concluded that a once and for all
capital reconstruction of Shorts would be preferable to an interim
reconstruction. Mr King may therefore wish to explain briefly the
reasons for deciding on a financial injection eguivalent to Shorts
existing debt in this financial year.

Exclusive Negotiating Rights

8. Mr King regards Bombardier's bid as the most attractive. Its
proposal to buy Shorts is considerably more advanced than the others
which were received. Bombardier has said that [t needs to know where

it stands with Shorts by the end of March, hecanse its plans for a

ragional jet are far advanced and arrangements urgently need to be
™
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made with sub-contractors. We understand that Mr King made

considerable efforts to extend his deadline when he met Bombardier's
chairman on Monday, but without success. Mr King therefore proposes,
on Kleinworts advice, to negotiate on an exclusive basis with
Bombardier until 31 March.

9. We understand that the Chief Secretary agrees with Mr King that
Bombardier's bid should be pursued. The main alternative to giving
Bombardier exclusive negotiating rights would need to persuade at
least one of the other bidders to pursue ite bid on the same
timescale. You will wish to decide whether Bombardier should be
given exclusive negotiating rights until 31 March. If this period is

granted and no deal is finalised, you would probably wish all
remaining bids to be given time to reach the same stage of knowledge

as Bombardier before any competition continued.

Ceiling for Government support

10. Mr King proposes to conduct negotiations at this stage with a
ceiling of Government support of £600 million. This compares to the
range of £700-850 million which the Select Committee on Trade and
Industry recently suggested would be necessary, and is also below the
ranges produced by EKleinworts and Touche Ross. We understand that
the Chief Secretary may be prepared to allow negotiations to proceed

on the basis Mr EKing proposes., You will wish to decide if you are
also content.

11. You may wish to note that Mr Ring proposes that some of the
':;;bqyernment support for Shorts could be in the form of launch aid for

the development of whole or part new aircraft. He also prupages to
tell bidders that there will be no objection to Shorts bidding for

Ministry of Defence contracts once in the private sector. You may
wish to check that the Chief Secretary, Mr Younger and Lord Young are

content.
e
Next Steps

12. You may wish to ask Mr King tu-repurt back to E(A) in a month's
time, if an exclusive period for Bombardier is agreed until 31 March.

You may alsb-wisSH_M&=Xing to consult the Foreign Secretary and Lord

Young on the handling of any further negotiations with the European

Commission.
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HANDLING

13. You may wish to ask the Secretary of State for Northern Ireland

to introduce the discussion on each company in turn. The Chief
Secretary, Treasury will wish to respond first. The Secretary of

State for Defence may wish to comment on the implications for his

Department of the prospects for Harland and Shorts. The Foreign and
Commonwealth Secretary and the Trade and Industry Secretary may wish
to comment on the handling of discussions with the European

Commission on the provision of financial support for the three
companies. Other Ministers may wish to contribute to the discussioen.

%\4.

R T J WILSON
Cahinet QOffice
1 March 1389
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FRIME MINISTER 1 March 1989

HORTHERN IRELAND INDUSTRY

The main subject is Shorts where Tom King's paper proposes
dealing exclusively with one potential purchaser throughout
March. Prospective suitors for the other two businesses,
Harland and Mackies, continue te appear and disappear
although the djeoint Olsen/MEBO proposal for Harland is the

most positive yet.

HARLAND AND WOLFF

The Olsen initiative should be encouraged under the absolute

conzstraint that the Government's Einancial outcome must

under no Fircumstances be worse than elosure. A total cost
limit of £275 million should therefore be gt at E(A).
This figure already appears to be heavily padded with

contingencies and maximum estimates included at every stage
of the calculation. Mevertheless, in order to achieve a
settlement, it makes a realistic working limit. Fred Olsen
has a respected reputation and has put his name to a serious

letter of intent. This is far more encouraging than last

fEEFTEJTEEEE_EETHeve' proposals from Ravi Tikoo.

It is nevertheless important to make the cautionary point
that to 'be seen to explore all the privatisation

posgibilities' must not be interpreted as a licence to keep

HETFIands bleading for evermore on thE—hﬂﬁk—ﬂi—inﬂ—Lﬂl—EEIEz;_

1f the Olsen/MEB0O deal disappears then the yard must be

closed. Whatever the short=-term popularity conseguences,
it can de no good to the Province or to the Government to
let this drift on muach longer. Harlands is one of the

highest cost and most incompetently run shipyards in the

CONFIDENTIAL
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world. The hard prospect of closure may incline the
:;;i¥urce to reduce activity to a crawl but this could be
counteracted by incentive payments linked to deadlines.
Such additional costs would be part of the overall closure

decision and should be so treated.

Hopefully we shall not get to this position but in pursuing
the 0Olsen deal, the reality of the closure alternative must
be recognised and, 1f necessary, gquickly implemented. It
ig no solution to enter a wicious circle of procrastination
so the yard runs out of work before a decision is made.
That wodjd leave a longer and blacker political mark than
planned closure with adequate planning.

MACEIES

The suitors for Mackies change every time the subject comes

=t S
up . In December we were told that the only alternative

to a Howdens sale was 'complete closure of the company'.
Now Lummus has reappeared| but where this will lead is pure
speculation. However, it would do no harm to remind the
meeting that the number we were talking about for Government

support for a Mackies sale was a maximum of £20 millien.

Indeed, you initially suggested that might be tranched with
an initial payment of say £10 million and the remainder
dependent upon performance, If either the Lummus or Howden
initiatives mature into a real purchase, then 1t would be
better to let the £20 million go in one lump and be shot
of Mackies. 1 understand that Lummus is a competant firm
which should have the capability of turning Mackies around
although not as strong as Howdens.

CONFIDENTIAL
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might be appropriate to remind Tom King of his own words
on Mackies - 'I am determined that the situation will not
be allowed to drift’.

SHORTS

I have seen the wvarious proposals for purchasing Shorts.
Only that from Bombardier reads like a coherent strategilc
plan - see Annex irdrﬁ:;;11hat is gualitative without proper
numerical analysis. The strength of the Bombardier proposal
is that their ﬂﬂﬂ_EEEEEEEE_ﬂla“S make it essential to reach
a decision on SBhorts very soon. It is apprepriate to use
this to our advantage but not at the cost of ending up with

no sale through sending potential purchasers away too soon.

P — | — —

only the Jjoint GEC-Fokker, and possibly the MBB proposal,
seem worth pursuEEE__EIEh any uUrgency. 1t is improbable
that either of these could be finalised by the end of March,
although it could be possible to push Fﬂhker';ithin a two
month deadline. I have suggested that Eleinworts tell Fokker
that they have a potential rival capable of completion by
the end of March. If Fokker could make the same commitment,

A ——e——
they could examine the company simultaneously. This might

be administratively awkward but one possibility might be
to allow both suitors more time. I understand that Tom

King is also now moving in this direction. MNo individual
purchaser would be seen to be on some 'inside track' and,
if Bombardier fell away, it would leave at least one other
active contender.

1f however Bombardier is given a de facto exclusive, thera
muet be an absolute deadline at the end of March which should
not be extended te resclve detailed matters. As with

CONFIDENTIAL
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BAhe/Rover; an overall sum of say £600 millicn could be set
as the broad framework for the detailed deal. It is=s
difficult to be adamant about the size of this sum in advance
but last week's Select Committee mentioned a figure of up
to £850 million which Xleinworts have privately indicated
will probably cost the government an extra £100 millionl
It might therefore be appropriate to start Tom King with
a limit of £600 million with the reguirement that he return
to E(A) if he needs to go higher.

The Government could defend itself against allegations of
not achieving the best price by reaching a settlement waithin
the figure recommended by the Select Committee and alsgo
peinting out that Bombardier was the only company that
actually made an offer for the entire business. The
GEC/Fokker deal separates the migeile division straight

away and the same sounds true of the MBB proposal (see Annex

B). In any case MBB can only be tentative bacause of the
necessity of prior resolution of a merged business strategy

with Daimler-Benz. MBB therefore seems a limp fallback

r——
and very much the third contender.

— =]

The realistic alternative to Bombardier is Fokker/GEC but
this would mean breaking up the company in opposition to
the views of management, Worthern Irelamd peoliticians and
the Select Committee. This should be a strong defence 1f

a Bombardier deal 15 concluded.

CONCLUSIONS AND RECOMMENDATIONS

On Harlands, set an absolute limit to the Olsen
deal of £275 million failing which closure must
automatically follow.

CONFIDENTIAL
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Take note of the new situation at Mackies reminding
Eing of the £20 million limit.

On Shorts reiterate your insistence that the actual
transfer of the £390 million is dependent on both
the appointment of the Finance Director and the
rearranged capital structure which effectively limits
their further borrowing headroom to £10 million.

(This has the same effect as reducing their borrowing

limit from E400 million to E£10 million because the

Government funding is also a lean which itself uses
up €390 million of Shorts borrowing limit leaving
only £10 million left).

Propose that an exclusive be given to Bombardier only {EEF
-

if Fokker/GEC would be unable alsoc to reach a quick
decision. Emphasise that if an exclusive is given
to Bombardier, the end March deadline is absolute.

Support a parallel investigation by both Bombardier
and Fokker (over say two months) if King offers this

alternative.

GEORGE GUISE
Annex A - Extract from Bombardier's proposal.

Annex B - Bxtract from MBB's letter.
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Logistic Equipment Division ,

This division was established in 1981 to manufacture vehicles for the
transportation of troops and materials. Products in this division include a 2.5
ton truck licensed from AM General, the four-wheel drive all-terrain ILTIS
jeep {with technology acquired from Volkswagen), as well as the parts for these
vehicles. The overall strategy in this division is to cover the full range of
vehicle sizes through joint ventures and licensing agreements.

Vehicles have been delivered to the Canadian, Belgian and West
German Armed Forces, and we intend to exploit these bases 1o further develop
domestic and international markets.

6. Bombardier's plans for the future

Bombardier Inc. intends to continue its strategy of building on the
strengths we have established in the transportation field, and to remain a
financially strong company with good profitability.

We will continue 10 strengthen our standing in major markets in Europe,
North America and Asia. We intend to pursue product diversification in the
ransportation industry, seeking a counter—cyelical mix of produets for the
consumer, industrial and defence markets. Expansion will be achicved through
internal development, joint ventures and acquisitions.

7. Bombardier's interest In acquiring Shoris

Bombardier believes there could be an excellent strategic fit betwesn
our company and Short Brothers. There is complementarity between our three
main arcas of businzss and our principal geographical market bases. We can
immediately project that both companies could benefit from the significant
synergies to be gained in the areas of engineering, research and development,
production, and marketing.

We see the potential, with the proper investment and private sector
leadership, to set Shorts on the path of growth and profitability that would be
to the mutual benefit of Bombardier, the PBritish Government and the
community of Northern Ircland.

In the context of Europe 1992, free trade between Canada and the
United States, and increasing global competition in the defence and aerospace
industries, the joining of strengths between two medium-sized but strong
players will provide mutual advantages and open up opportunities which may
otherwise not be available.

Bombardier is not a financial holding company which buys and resells
assets 1o increase its worth. We are committed in the long-term to the
transportation equipment sector including the aerospace and defence
industrics, and the acquisition of Shorts would be a long-term investment
which would complement our current manufacturing and corporate global
strategy.




§. Bombardier's assurances regarding Shorts

From our current assessment of the situvation of Short Brothers, we
would be prepared to consider the following commitments.

A separate entity based in Northern Ireland

Bombardier's intention would be that Short Brothers continue to operate
as a separate whole entity under its present name and that it be developed with
a long term perspective similar to what we have pursued with Rotax in Austria,
and with B.N. in Belgium. Headquarters, as well as manufacturing and R&D
facilities would remain in Northern Ireland.

Retention of Shorts Shares
It is our intention to acquire Shorts as a long-term investment and we
would be prepared to give assurances that we would retain a shareholding for a

minimum of three years. Hs:...ﬂ P S ’{:""*:'7 At ;..,—u&

As part of our strategy in an increasingly complex competitive
environment where projects and corresponding business risks are growing in
scale, we see great potential for complementarity and specialization between
Canadair and Shorts in a manner which will increase the wiability and
competitive advantages of both organizations.

Bombardier is committed to the aerospace sector, and we have
demonstrated our capacity to stand behind our products and businesses
through good and bad times. Our finances are solid and we have access 1o

capital markets in North America and in Europe. We are prepared to make the
appropriate long-term managerial and financial commitments for the future
development of the company.

Future Strategy

Bombardier sees considerable advantages in maintaining Short Brothers
as a complete entity, and in strengthening the individual divisions that currently
exist. A decentralized structure is onc of our well served management
principles, and we believe that responsibility and accountability should be
pushed down to where the action takes place. We encourage our managers to
lock for new business opportunities and to seck innovative solutions to
problems. We strive to recognize, support and reward such initiatives.

Our experience with the privatisation of Canadair has further proven the
benefits of our management philosophy. Since its acquisition by Bombardier,
Canadair has achicved profitability after a long history of significant losses.
This profitability was achieved in the first two years of our ownership. Since
then, we have made significant investments to expand its technological base,
upgrade product lines and develop new markets, including a C$ 15 M study on
opportunities in the regional aircraft market.

It would be our intention to pursue a similar strategy for Short Brothers.
Based on the information at hand, we have identified clear preliminary
strategies for each of the three main divisions of the company.

Hlanal anaaapls
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We see good market potential for Shorts total systems capabilities in
the aircraft sector in the long term. We also feel that Shorts technology and
the experience gained in the SD3 series, the Tucano and the Sherpa could be
supported and further exploited. The commitment to product support for
shorts aircraft would also be continued.

In the past months Bombardier has invested considerable time and
effort in order 1o become familiar with Short Brothers. In particular, advanced
discussions between senior managements have been held to explore potential
areas of collaboration and synergies on the Regional Jet project.

In the short term, we believe we should go ahead with our Regional Jet
which we have developed based on proven Challenger technology. In spite of
some advantages which could be provided by Shorts proposed FIX, our
Regional Jet project will minimize the technical and financial risks, and will
allow a timelier response to immediate market demand. In doing this, we
could directly share the program with Shorts and utilize its capabilities by
engaging its personnel in specific engineering, tooling and manufacturing
requirements. '

We would also intend to have Shorts share in the responsibility for the
development of a second generation commuter jet,

AS part of gur stratepy, Bombardier anticipates good potential synergies
between Shorts and our own military aircraft in the North American and

European markets. In particular we foresee significant opportunities in the
further development of the Tucano trainer for the Canadian Armed Forces and
other markets,

Aerostrictures

Given the current state and evolution of the aircraft industry, the
gerostructures market clearly has great potential for future growth. Short
Brothers and Canadair are recognized for their expertise in the design and
production of aerostructures and we see promising avenues for
complementanity and synergy in this area. -It should be noted that both
Canadair and Shorts have major subcontracting arrangements with Boeing.

For instance, the mandate for composites manufacturing and technology
development in our aerospace sector could be given to Short Brothers for its
Queens Island and Dunmurry sites.

Furthermore, Canadair and Short Brothers should share costs and
market information in order to strengthen the profitability of each organization.

Missiles

Shorts has demonstrated its ability 1o excel in the development of state
of the art missile systems. It would be Bombardier's intention to support the
company's strategy for continued growth in these markets through internal
development and joint ventures. Furthermore the Canadian Armed Forces has
recognized a need for the type of missile developed by Shorts.




We also believe there is considerable potential for an integrated
approach to the European and North American missiles and surveillance
markets. We would intend to pursue significant expansion of this business
through alliances with other Europecan and American partners.

In order to capitalize on defence procurement opportunities, with the
collaboration of the Canadian and British Governments, Bombardier would
consider a joint venture on the technology and development of our surveillance
systems with Shorts. This could be done in conjunction with a review of the
requircments of HM Ministry of Defence.

Employment levels

Bombardier recognizes the impact of Shoris on Northern Ireland's
economy. As outlined in our mission statement, Bombardier is committed to
ensuring our employees quality of life, job security and training. As
previously mentioned, since Canadair was acquired from the Canadian
government, approximately 700 new jobs have been creared.

Within the framework of the objectives we have expressed for Short
Brothers, Bombardier would do everything in its power to enhance employment
opportunities in Northern Ireland and the current growth in commercial aircrafi
orders should help this.

As previously mentioned, the Regional Jet project could have a
significant impact on employment opportunities in the near future through the
creation of approximately 500-600 jobs which should endure over 10 years for
Shorts employees, plus the additional work provided in composites
manufacturing. We can also foresee new employment opportunities emanating
from the surveillance systems and other projects. In addition, we are prepared
to collaborate with HM Government's employment objectives for Northern
Ireland, and will work with the Government in meeting these objectives.

We also recognize the importance of economic spin-offs and indirect
employment provided by Short Brothers in Northern Ireland, and would strive
1o maintain and improve them where possible,

Existing Obligations
Bombardier's intention would be to continue 10 respect the commitments
of Short Brothers towards its customers, subject 10 a review of these

obligations. 7 TR sy Ar & henat -+ ;,.d.nr._&
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Further Assurances

Bombardier would consider making the following other commitments 1o
ensure the future success of Short Brothers in Northern Ireland:

* It is our intention to continue working with present management
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= We believe in fostering the entrepreneurial spirit of our people, In
this perspective, we would explore with Shorts management ways
which would allow them to participate in equity ownership.

= The Board of Directors of Short Brothers would retain substantial
representation from Northern Ireland and the United Kingdom.

9, Bombardier's interest in the proposed FIJX Program

The senior management of Bombardier and Short Brothers have been
involved in extensive discussions regarding collaboration on the FIX and RJ
Aircraft Programs. As mentioned previously, after careful review, Bombardier
feels its Regional Jet project presents the best opportunity for a timely market
penetration with a limited investment and acceptable level of risk.

It would be our intention however to have Shorts share in the R.J.
program by involving 118 engineers in the design and development work, and in
the development of a second generation regional jet, thus helping to maintain
integrated capability in the aircraft sector.

For the immediate future, Bombardier would consider the following as
a practical means of ensuring a high level of activity for Shorts  Aircraft
division:

* Transferring to Shorts a substantial amount of work on the RJ
program, aiming for a level equivalent to that which would have

been generated by the FIX. This includes approximately the
300-600 jobs mentionsd previously within which is included a
significant engineering task. This is based on a program of 400 RJ
arreralt sold, and the manufacturing of parts which are common to
the Rl and to the CL-601 executive jets. (Derailed list of work
which could be transferred in Appendix C).

Transferring all composite manufacturing for the RJ to Shorts. Jaﬂrs ’

Developing with Shorts a coordinated sales and customer suppor
network for the commuter market.

Bombardier feels that this long term approach, designed to build on the
respective strengths of both companies, is an appropriate way 1o attain a strong
competitive position in this market segment of the commuter sector.

10. Bombardier's requirements pursuant to this proposal

Bombardier's previous experience with the privatization of Canadair has
given us valuable experience in managing the issues related to such an
acquisition. Following its selection for the next stage of the sale process, we
will be prepared to move quickly, but would require the following:




The opportunity to visit Short Brothers facilities with a Bombardier
teamn in the near future

A complete review of due diligence information directly available
from the company. A comprehensive list to be provided at the
next stage of the process.

Early discussions with HM Government regarding their intentions
for restructuring the balance sheet of the company and funding for
its future development.

Joint discussions between Shorts and Bombardier management of
Shorts  business plan and five year pro-forma demonstrating its
view of the future and ts miended strategy.

An indication of the level of Government support to be provided
for work which Bombardier could immediately transfer to Shorts.

We also believe it would be useful to meet with labour
representatives in order to obtain a clear understanding of their
objectives.

11. Other information in support of this proposal

Bombardier has invested two years and 515 million in the development
of its Regional Jet project, but has only recently engaged in serious discussions
on potential collaboration with Short Brothers. We strongly believe, as does
Shorts management, in the future of the regional jet and in the potential of our
two companies to jointly establish a strong foothold in this market.

Timing

Timing is of the essence if we are 1o maximize market penetration of
this new aircraft, and Bombardier intends to announce the launch of its
Regional Jet before the Spring of 1989. Given the significance of our potential
collaboration with Shorts on this project and for Shoris 1o obtain the greatest
possible benefits from the potential acquisition and its subsequent role in
engineering. tooling and manufacturing of the Regional Jet, it 15 critical that
Bombardier obtain a clear indication of HM Government's intentions with
respect to the sale of the company by the end of February 1959. prs Mool 3|

Bombardier's original December 1988 launch date was already delayed
due to the Canadian Federal Election. Institutional and government financing
for the project is nearing completion and must be finalized; Shorts
participation and HM Government's support would need to be finalized
beforchand. Furthermore, our negotiated quotes from suppliers expire at the
end of March and would need to be re-negotiated after that time. Shorts role
in the project could have a significant impact on the nature and volume of
external supplier contracts.
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The Board of Directors of Bombardier will meet in March 1989 1o
approve the launch of the Regional Jet Project. If no clear indication of HM
Government’s intentions is received by this time, this employment opportunity

for Short Brothers will pass. s o W gt Blosn plasy s
P Aﬂ‘:‘ Masely,
o

In conclusion, we would like to reiterate our sincere iﬁfﬁﬂfﬁﬁﬁ mrts i
and in the important synergies and sirategic advantages for both companies, as
well as the significant employment opportunities which could be created by
allowing Canadair and Short Brothers to collaborate together under the
leadership of Bombardier.

Yours sincerely,

SOE 13 0em

I
G«p* Laurent Beaudoin
Chairman of the Board

Bombardier Inc.
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in the context gof tha evolving Buropean aerospace industry. MpR
is hopeful that tha acquisition of Shorts by MBB would generate
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FRIME MINISTER

MEETING OF E(A): 2 MARCH

There is, I fear, a daunting pile of paper for this meeting.
But you do not need to read it all, and I doubt if the meeting
need last too long. That means it should be over in good time
by 12.30, so that you can then talk further to the Chancellor
about the Budget.

I will try in this minute to summarise the issues and the
bits of paper you need to refer to.

The papers are organised in two dividers below:

The first includes all those relating to Norman Fowler's
proposals on 8kill Centres and the Employment Service; the
second, the papers on the three Northern Ireland companies -

Harland and Wolff, Mackies and Shorts.

Gkill Centres and Employvment Sarvica

The formal agenda has Skill Centres as the first item and the
Employment Service as the second. For reasons axplained
below, 1 suggest you reverse this order.

The full list of papers enclosed is:

Flag Norman Fowler's paper on the Employment Bervice

Flag His short personal minute on the same subject

Flag Minute from the Attorney General on the Employment
Service

Flag Cabinet Office brief on the Employment Serwvice

Flag Horman Fowler's paper on Skill Centres

Flag Cabinet Office brief on 8kill Centres

Flag Policy Unit note om Ekill Centres.
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When you discussed the Employment Service paper on 8 Februoary

you called for further work, particularly on the legislative
implicationa. Worman Fowler's paper (Flag A) reports that
this work is underway, and simply provides a progress report
on other aspects of the proposal. In his separate minute
{Flag B) he invites you simply to note the progress report and
to ask him to return to the Committee in May or June when the
other work is done, and the dust has settled on other issues.

But the key paper to look at on the Employment Service is the
Attorney's minute (Flag C). This confirma that legislation is

required:

for the principle of privatising job centres

and to cover various aspects of the transfer of the staff
to the private sectorjy covering the transfer of
Undetakings Protection and Employment Regulations, the
redundancy provisions of the Civil Service Pension Scheme,
and the Model Redundancy Agreement.

All this means the discussion of the Employment Service can be
brief. You can simply note that:

there are major legislative implications, which cannot be
coveraed at least until the 1989/90 Session.

Mr. Fowler will report back in May or June.

Meantime you may want a brief discussion on some aspects
of tha points which are covered in Mr. Fowlar's paper
{see paragraphs 4-6 of the Cabinet Office brief at

Flag D).

You can then move on to Skill Centres. You had a brief lock
over the weekend at Mr. Fowler's paper (Flag E). But I
suggest all you need read now are the Cabinet Office and
Policy Unit briefs at Flags F and G.




rl

Motwithstanding his proposal to delay action on job centres,
Mr. Fowler proposes to press ahead in this Session with the
8kill Centres proposal, by means of amendments to the current
Employment Bill. You may want to guestion this. The first
issue to settle is how ﬂxépnsive is the need for legislation.
It is clear that some at least of the legislative requirements

for the job centres are also required for Skill Centres. That
being so, would it not be better alsc to defer Skill Centres
until the next Seszion?

That is the first point to settle., Having done so, however,
there would in any event be advantage in having a "Second
Reading®™ debate on other aspects of the Skill Centres
proposals. I suggest you usa the check list in paragraph 2 of
the Cabinet Office brief (Flag Fl, adding in the point on page
4 of the Policy Unit brief (Flag I§ about Elplﬂymenl; amd
Rehabilitation Centres.

Harland and Wolff, Mackies and Shorts

The papers are in the second divider. They are:

Flag H Tom King's paper covering Harland and Wolff and
Mackies.

Flag I Tom King's paper on Shorts.

Flag J Cabinet Office brief on the two papers

Flag K George Guise's note covering both papers.

Yon are already familiar with most aspects of the latest
position in these companies, and need only skim Tom Eing's
papere. You should however read George Guise's note (Flag K)
and use the Cabinet Office brief (Plag J) to stear the
discussion.

Tha key issues are:

on Harland and Wolff set a timetable for Tom King to
report back on progress in the discussions with the
MEBO/Olsen consortium. BAnd settle whether those

e —

e
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discussions should be within a financial envelopa of £275
million (Tom King's figure) or E220 million (John Major's
figure).

on Mackies: invite a report back in two months, reminding
Tom King of the £20 million financial limit.

on Shorks:

Note the position on the capital injection of £390
million,

Settle whether negotiations should be on an exclusive
basis with Bombardier, or in competition between
Bombardier and Fokker/GEC.

Whether the negotiations should be within a total
ceiling of €600 million.

lece

PAUL GRAY
1 March 15989
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10 DOWNING STREET
LONDON SWLA 2AA

From the Private Secrelary

22 February 1989

SHORTS

The Prime Minister was grateful for your SBecretary of
Etata's further minute of 21 February.

The Prime Minister recognises the further sefforts that
have besn made to tighten control over the management of
Short=. On this basis she 15 now content with the revizsd
proposal for a financial injection this year, on the
understanding that this will not take place until after the
appointment of a senior partner from Touche Ross to the Board
of Shorts and subject to final confirmation that the injection
will le=ad to an interest saving.

It might be helpful if your Secretary of State was to
circulate a8 report before next week's meeting of E{A) on the
position now reached at Shorts.

I am copying this letter to Stephen Wall (Foreign and
Commonwealth DEfice); Caryes Evans (Chief Secretary's Dffice),;

Michaesl Saunders {(Law Dfficers' Department) and Trevar Woolley
(Cabinet DEficel).

PRAUL GRAY

Stephen Leach, Esg..,
Morthern Ireland Office.

CONFIDENTIAL: COMMERCIAL IN CONFIDENCE




JOIABO

|
PRIME MINISTER

SHORTS

Tom Eing has sent you the attached further note this evening
reporting the latest state of play. George Guise is abroad

today, and has not yet had a chance to sea it. But as a fFinal

e —

decision on whether to proceed with a Elnancial injection in

i . " I_-—.-'
this financial year is needed by Thursday, 23 Fabruary, you

may like to look at the note this evening.

You will recall that the original rationale for an immediate
injection was that this would maximise the prospects for

: A e et
disposal. You countered this by saying that the pre-requisite
was to impose financial comtrols over the company.

—

-

In response Tom King and John Major have adjusted their
rationale. They now start from the proposition that control
must be imposed; and propose the immediate appointment of a

Touche Ross senior partner to the Shorts' Board. But they

then say that this "expression of no confidence in the

=i b=

company® must be matchead by a short term capital injection to

demonstrate the Government's commitment. Tngeniouws if not

wholly persuasivel

The more important point is that they have changed the nature
of the proposed injection. They now propose a loan to the
company, convertible into equity at some future date, which

would effectively replace the commercial debt in the Shorts’

—

balance shaat. This, it is said, vields a small intarest

gsaving (even after redemption penalties), which in turn
-___‘ [} i - - -
provides a rationale which satisfies accountability worriaes

about not paying over monay in advancea of nead. At the same

time the fact that tha dabkt on Shorts' baI;n:e sheet remains

undiminished is said to remove the need to reduce the

company's borrowing limit (George's original idea),

But then we run into the EC appreoach snag. As you feared, the

Commission have said that "proceeding in two stages would
e e

SECRET T




certainly make final negotiation of the whole disposal package

more difficult™. But Tom King and John Major still want to

proceed with the short term injection.

Assassmant

In your latest conversations, particularly with John Major,

¥ou eXpressed sympathy with the aim of paying money over this

==

yaar 1f gsatisfactory arrangements could be worked out.

———— . e

My own view is that the case for an immediate injection
remalns unconvincing, particularly given the Commission's
reaction. But, in view of the earlier exchanges, you will
want to consider whether you are prepared to accept the latest

proposal, on the strict understanding that the injection will
__-_-—-—_

only go ahead:
e s

(i) After the Touche Ross appointment;

(i1} If it is absolutely clear that it offers an

interest rate advantage.

T

Do you wish to resist the short term injection?

Or, are you prepared to accept it subject to (i) and (ii)
above?

21 February, 1989,
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FEITME MINISTER

SHORTS

My Private Secretary's letter to Paul Gray of 10 February reported
on the progress since our meeting with John Major. I am now writing
to confirm the latest position.

Fotepntial Buyers

Eix praliminary proposals have now been submitted from companies or
consortia for the acquisition of Bhorts., I would judge that four of

these are serious contenders. They are Bombardier, Fokker/GEC, MEB,
and Ferrantisheritalia. OFf these Bombardier and Fokker arte Ltha
front runners and I have arranged to see them bBoth next week.

Greater Financial Discipline

Following discussion with HOTGAS and the senior partner of Touchae
Ross, I propose to appoint straight away to the Board of Shorts a
senior partner from Touche Ross together with a support team. He
will have clear terms of reference which I will ask the Board to
approva, degigned to enable him to exercise proper financial control
of the company in all its aspects, and to monitor and control any
new commitments. While I have the power to appoint directors, ik is
important that his duties are approved by the Board to avoid any
legal complications. The presence of this new financial

CONFIDENTIAL: COMMERCIAL IN CONFIDENCE
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director will help us to obtain the range of information on the
company that we need. He will be aware of all financial and other
issues coming before the Board and, if he iz nok happy with possible
decisions, can alert Ministers so that we can take the necessary
steps.

Further details are still being worked on as a matter of urgency,
notably detailed terms of reference for the Touche director. As
soon 88 they are ready I intend to meet Lund and his fallow
directors, as it is obviously desirable; though not essential; that
wae procesd with their acguiescence.

Fin {al Tniecti

John Major and I both believe that it is essential to impose tighter
financial control, as I propose ahova. However, on its own, this

will ba geen as an expression of no confidence in the company and
could wall cause disturbance among both management and workforce.
Even more importantly, it could also disturb the confidence of
actual and potential purchasers of the company. IE is essential
therefore, as a counter-balance, that we take tangible s=teps ko
demonztrate our commitmant to the company’'s immediate future. This
therefore reinforces the caze that we have already made for the
capital injection.

Subject to your approval, I therefore propose to inject up to the
gdtimate provision of E390m. This would be in the form of a
convertible loan from my Department and would bhe used to repay
forthwith the company®s debt to commercial banks. If the interest
rate chargeable on this loan is at MLF rates the interest charge
would be less than current charges paid by the company, &nd there
would be a saving over the relevant period at an annual rate of
EdmsE5m (less any penalties from premature redemption of commercial

debt). S s g e

""!-r'{ ‘-"'-—--

Recc
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We will be taking steps to ensure that the injection can be used
only to repay commercial debt without delay. (Again, further work
on this is urgently under way.) The uses to which the injection is
put will be under the control of the new financial director and the
injection itself will bea the subject of a legally-binding loan

agreament which will prescribe precisely the loans which it will be

used to discharge.

1 originally proposed the glimination of the debts accompanied by a
massively reduced borrowing limit. As the present proposal
substitutes one debt for another I do not now propose to change the
limit., The company's borrowing limlits under the Companies Acts
stand at E400m, 80 they are already very close to the legal limit
and will therefore be tightly constrained.

EC Dimension

We had already taken steps to sound senicor Commission officials
informally on this proposal. They pointed out that the aircraft
saector and the company's locstion in Northern Ireland should make
the proposal easier for them to approve. The Commission indicated
that the loan should be at markat rates, and if they ware not
gatisfied with NLF rates, then we would have to consider rates
closer to LIBOR, although if the payment is to be justified the rate
would still have to produce a saving in interest charges (after
penalties payable) by comparison with current arrangements.

CONFIDENTIAL: COMMERCIAL IN CONFIDENCE
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They said that proceeding in two stages would certainly make final
negotiation of the whole disposal package more dAifficult, but
confirmed that the Commission would adopt a broadly sympathetic
approach. At the second stage the Commission will of course need to
sea a restructuring plan as counterpart. A formal notiEication
would have to be lodged with them by Friday, 24 February.

Conclusion

Having considered all the aspects including the EC position, 1
believe it is right to proceed as we discussed with the financial
injection now, accompanied by the new controls that I propose.
Together these are designed to achieve an early and properly
controlled disposal of Bhorts. Bombardier, who look particularly
interesting, are keen to proceed very quickly, and so I hope we can
take the steps outlined above to give uz the best possible chance to
negotiate with them and the other contenders as appropriate. Given
the estimates and EC timetable we shall have to reach a decision on
the financial injection by 23 PFebruary.

I believe that these steps best protect our interest. Without such
4 signal of our confidence to the Company and to actual and
potential customers by means of a financial injection, and without
greater financial discipline, the Company's financial performance
will deteriorate further. That in turn would worsen the terms of
dispeosal involving a higher tetal sum eventually to be paid.

I am copying this minute to the Foreign Secretary, the Chief
Secretary to the Treasury (who agrees with it d supporth the
measures I am proposing) and to the Attorney Geheral.

21 February 1989 (Hﬁ;%%;__hpr
% e
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FOURTH REPORT

SHORT BROTHERS PLC

The Trode and Industry Committes has agreed 1o the following report:

INTRODUCTION

I

On 21 July 1988, Mr Peter Viggers MP, the Parliamentary Under-Secretary of State for
sorthern Ireland, announced in the House of Commons that the Government was ‘AcLively
seeking the return of Shont Brothers ple in 10 the private sector from siate ownership’. and
invited bidders with the necessary financial backing 10 come forward as soon as pissible.

in view of the ceniral place of this important frm in the ccenumy of Nonhern Ireland, and
of the considerable public concern about the handling and consequences of privatisation, the
Committee decided on 23 November 1988 10 undertake an inquiry im0 its futare and the
Covernment’s conduct of i sale.

LCONDUCT OF THE INQUIRY *

L%

We have been assisted by our specialist adviser, Professor Garel Rhvs of Cardilf Business
School at the University of Wales, whose wide krowledge of the UK manuofacturing industny
has (as in many of our previous inquiries) been invaluable. We reccived 1wenty-seven
memeranda relating 1o the privatisation of Shorts and of Harland & Wolff, and most of them
are publithed with this report. We ook oral evidence on three occasions, the minutes of which
wa® «leo published here. We are grateful 1o all of those who gave evidence 1o us.

In January, we visited Shors in Belfast. We are most grateful to the management and the
anions for the courtesy and frankness with which they discussed the issues involved. From
this visit we pained a deeper understanding of the historical peTspective, current performance
and future prospects of Shorts.

THE ECONOMY OF NORTHERN IRELAND

The future of Shoris needs 10 be seen agzainst the economy of the Province s a whole, As
the Commitlee has been aware from its previous visits 1o Northern Ireland, the Province's
economy has always been vulnerable. 1t possesses few natural resources (other than recent
discoveries of lignite). Energy costs are high. In the past, Northern Ireland depended heavily
on a narrow range of indusiries - in panicular, acrospace, agriculiure, tobacen, textiles, and
shipbuilding. Since 1969 the Province's political troubles have made it more difficull 1o alirac
new investment although there have been some notable and successful new industries which have
taken root, such as high-lechnology clectronics !

While employment in the more raditional indusiries has declined considerably since 1945, and
it has been hard 10 bring in newer businesses, the Province’s hirth rate has remained consistently
higher than that of Great Britain. The result has been a widening gap between the size of the
population of working age and the number of jobs available.  This g3p has been reduced by
outward migration; but the migration has included a large proportion of the skilled and graduate
workers which Northern [reland needs 1o develop its economy.

Scventh Report from the Industry and Trade Comminee, Session 1981-82, Government
Suppont for Trade and Industry in Northern Ireland HC S00; First Special Report from the
Trade and Industry Commitice, Session 198485, Morthern Treland HC 119
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During the late 1970x and carly 19808, Norihera Ircland's economic probicms became
considerably more severe, as the Province was disproportionately affecied by the national decling
of manufaciuring and the worsening of its political troubles. Between 1979 and 1937 the region
h1l the highest uncmployment rate in the UK, reaching a peak in 1987 of 1867.* Successive
governments have sought 1o reduce uncmployment and stimulate growth by expanding the public
sectof, and by policies of industrial support.’ Most recently, the Northern Ireland Industrial
Development Board produced a new strategy, designed 1o improve its efforts st gaining new
inward invesiment, bl also 10 increase s role in encouraging the maintenance, modernisation
and expansion of Northern lreland's existing industrial base, and o forge a closer relationship
with its client companies. In recent vears, it and the Local Enterprise Development Unii
(LEDU) have had some success: for example in 1987-8 they were able 1o announce the
promotion of 9350 new jobs.?

Yet the small rises in employment and falls in unemployment In both 1987 and 1988 [Epresent
a [ragle recovery, heavily dependent on the performance of the UK economy as a whale.
Shorts and Harland & Wolff are the two largest industrial employers in the Province, ‘Whatever
happens to them will have a profound effect on the economy of Northern Ireland.

THE PROCESS OF PRIVATISATION

9.

Short Brothers plc is the oldest aircraft manufacturing company in the world. It now makes
small transport and sraining aircrafl, airframe streciures and missiles. Tt is one of the smaller
airframe companies in Europe (See Table A), Tt was taken into public ownership in 1943, bui
it has never been drawn im0 the main groupings of publicly-owned aircrafl and aerostructure
manufacturers in the UK, either during the reorganisations of 1959-60, or that following the
Plowden Commiitee's reporn of 1565.°

In December 1534 the Government announced that as part of its privatisation policy it intended
to consider how and when the company might be returned 1o the private sector.” In 1985, it
appointed Samuel Montague 1o review the prospects for privatisation; its report recommended
that sale 10 an single corporate invesior was the only realistic option. Shorts' management
replied in July 1585 (0 the repon, asking for a delay in privatisation untl 1988, when it should
be accomplished by a share flotation. This, they argued, would bring the Government higher
proceeds from the sale® [n 1986, the Government decided 10 defer a decision on privatiarion,”

Regional Trends, 1988, Central Statistical Office

See Seventh Report from the Trade and Industry Commitiee, Session 1981-82 - Government
Support for Trade and Indusiry in Northern Treland (HC 500)

Encouraging Enterprise, A Medium Term Strategy for 19835-1990, Indusirial Development
Baoard for Northern Ireland

rorthern Ireland Economic Coundll, Autumn Economic Review 1988, Table 3
Evidence, p.73, para. 1.1, p.74, paras, 3.1-33

Evidence, p.73, para. 1.2; Official Report 6 December 1984, Col 229
Evidence p.75, para. 7.3-7.4; Q. 315

Evidence, p.73, para. 1.2
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Table A: Relative size of European acrospace companies:annual turnover in 1986 or (987

I millian
ALK

Vel

; Al [T
D e e e

Seurce: ] V Simpson, Shorts an assessment of the economie significance of the firm to the Northern
Ireland economy. Prepared at the Invitation of Shorts, p.21

11 On 1 April 1988, following the retirement of Sir Philip Foreman, the Goverament appointed
4 néw Chalrman (Mr Rodney Lund) and Mana ging Directar (Mr Roy McNuliy). Tme company
then undermook a thorough review of s corporate plans and strategic Options including how
it might be returned 1o the private sector. 18 conclusions were presented 1o the government
on M) June 1988, The company argued that there were three possible options for its future.
The first, 1o break up the business and sell its separate pans, would, i argued, be exiremely
damaging to the firm and expensive for the taxpayer. The second option was 1 find a single
corporate buyer for the whole businest The third was 10 back the company’s development
plans, writing off its deby, funding new projects and improving eflicicncy as a prelude to selling
Lthe company 1o a single bidder or by share flotation, a process which would ke about rwo
year. The Board strongly recommended the third of these oplions.'”

On 21 July, however, Mr Viggers announced 1o the House of Commons that the Government
*as ‘actively seeking the return of Short Brothers plc 1o the private secior’, and that, although
it would prefer the company 1o be transferred a5 3 whole, it did pot, however, ‘Tule oul the sale
of the different pans of the business 1o separate interests’ 1! The Goverament appointed
Klelnwort Benson 1o act as iis financial adviser on the sale, and on 17 November the
privatisation was publicly adveriised. On 10 January 1989 an Information Memorandum was
ssued by Kleinwort Benson 1o those companies which had indicated an interest in purchasing
the company,!

0 Evidence P96 para 6.1; p.63 section 1,
" Official Report 1987.88, col. 1298
12 Evidence, p-73, para. 8.1-82
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On 10 January 1989, Shoris published their annual repon and accounts for the year ended 31
March 1988, revealing a fall in ternover from £225.9m 1o £191.8m, a oss before intercst and
exceptional items of £20.4m, up from a loss of £74.000 in 1987, and exceprional sems (including
wlite-0fl of stocks and work-in-progress) wialling £95.5m.  The cxceptional items, Shorts wnid
us, were included “with privatisation in mind™: ‘It is really trying to make sure that we put our
problems behind us and thal we are not carrying forsard situalions on our coniracts where we
are going to have yet further Josses in the future’.'?

ACTIVITIES AND FUTURE PROSPECTS

14,

Shorts operates through three principal divisions: aircrall, aerostructures and missiles. The
aircraft division designs, develops and manufactures its own aircraft: currently in production
are the SD360 regional airliner; the military multi-role Sherpa transport aircralt and the Shorts
Tucano milivary trainer. The tumover in this division in the vear ended 31 March 1988 was
£66.5m, down from £98.1m in 1987 and £10%.2m in 1986. The acrostructures division produces
airframe structures for civil aircrafi manufacturers in Europe and the US, including Fokker and
Bocing.  Turnover in this division was £50.6m in 1988, up from E34.6m the year before. The
missiles division designs and manufaciures widely.used surface-to-air missile systems.  Iis
principal produa today is the Javelin, introduced in 1984. Turnover in this division was £68.6m
in 1988, down from £87.7m in 1967." In the international world of aerospace, Shorts is held=
in respect for the high quality of iis manufactured products.

While orders for many cxisting products in all of its divisions are currently strong, Shorts is
engaged in design and development of new products to replace thase of its aircraft and missiles
division which are approaching the end of their life cycles. It has recently begun deliveries of
the Tucano for the RAF and secured expon customers. Its new aircraft project is for a 40 seat
regeonal jet aircraft, called the FIX, which would take four years 10 produce at a cost of £500m.
shorts hopes to find panpers with whom 1o share these costs, and expects to contribute about
E120m for its oen lead panin:ip&::iun.” The missile project is the Starsireak, now under a
production contract for the MOD.'®

SHORTS AND THE GOVERNMENT

16,

Covernment concern about Shons has a long history. In 1942, Sir Stafford Cripps, Minister
for aircrafi production, ook the view that the privately-owned firm was inefficient and under
current defence regulations, he 100k it into public ownership.!” In the mid- 19605, the company's
losses provoked pressure from Government for cuts in the workforce and a diversification even
into non-aircraft activities.'® In 1972, it became necessary for the Government 10 institute 3
series of emergenty measures 10 support the com pany.'* In 1976 a major capital reconstruction
Wik required.

Qg 163, 165

Evidence, p.94, paras. 4.1.4.3; p.95 paras. 5.1-57
Evidence, pp. 95-6 para. 5.5; Qg 181-203
Evidence p.96, para. 5.6

Michael Donne, Pioneers of the Skies: A History of Short Brothers plc (Belfast, 1987) pp
G- 1 )

ibid, p-140
ibid, p.140
ihid, p.144
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L'atike most other firms in public ownership, Shorns is a public limited company (ple) with
the Ciowernment as its sharcholder.  The Northern Ireland Department of Economic
Development (DED) owns 905 per cent of the company’s ordinary share capital; the remaining
9.5 per cent is held by the UK Department of Trade and Indusiry. 2!

The Government monitors the firm, appointing evternal consultants 1o assist it. Each vear
the company presents a Corporate Plan to the DED setiing out its expected performance and
s External Financing Requirement, on the basis of which the Government sets an Exiernal
Financing Limit in each fnancial yvear.

Shorts has been assisted by government funds and guarantecs in three ways. Firs, by standard
payments, made 10 any firm which applies for them - particularly Capilal Grants and Tocling
Cirants, Ower the years 198354 10 19878 Shorts receved £10.5m in such grants. Secondly,
Shorts has received, over the same five years, £26.6m in specially negotiated, selective grants
[after subtraction of royalties on sales repaid 1o the government). These funds are available on
4 discretionary basis 1o all industrial firms in Northern Ircland making an application o the
Indusirial development agencies. Thirdly, in the past, Shoris kas received capital funds, in the
form of share capital and government loans, amounting to £79.7m since 1975 after subtraciion
ol repayments 10 the Government. Most of this was paid in ihe period 30 August 1978 w April
1980, when the Government made available £60m for recapitalising the company. Since 1983
the company has received no special grants or loans from Government, and all of fis borrowd ngs
have been from the private sector, Government has, however, provided guaranices that ihe
claims of creditors will, in the last resort, be meL=

RESULTS AND CAPITAL INVESTMENT

20,

TABLE

& sutnmary of Shorts” profit and loss account for the five years ended 31 March 1988 is included
below. In 1984 and 1985 the company made profits before interest and exceptlional items. In
L9865, 1987 and 1988, however, it made losses of £21.677Tm, £74,000 and £21.404m respectively.
(see Table B)

B: FIVE YEAR GROUP FINANCIAL SUMMARY
Years endad 31 March
1984 1585 1985 1987 1938

Turnover 163,020 00856 199887 215976 191,871
Trading profit/{loss) 11,454 15,749 (13570 9991 (1205
Deisgn Research and

Dieveln

pment (6,775) (5240} (8,147) (1055) (S411)

Profit/{loss) before

imierast
ilems
Interest

& exceptional
5,381 10674 (21677 (74) [21.404)
(7752)  (10,151) (15,548 (19870) (25.462)

Exceptional Trems {95,598
Balance transferred to
accumulated deficit (23713 #I3}  (37,225) (19.5944)(142,454)

2l

i

Evidence p.74, para. 4.1

4 ¥ Simpson - Shorts: an assessment of the economic significance of the firm 1o the
Morthern Ireland econcmy. Prepared at the invitation of Shorts, Deécember 1988, Seciion 4
Evidence, p.74, para, 4.2
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The recent performance of the four leading UK acrospace companies s 5¢1 oul in Table C

TABLE C: FPROFITABLITY COMPARIBON OF MAJOR BRITIBH
AERCEPACE COMPANIES

irediog prafil as % of 1ales
! profls befere inceren
. penfit before

Britesl A e paice

Ssuree: Timpidn pld

In zccordance with the arrangemenis described in paragraphs 18 and 19 above, Shors has been
forced to bortow heavily from the private sector in order 10 fund its Josses and fixed and
working capital. As a resuli, the company has had 1o pay substantial interest charges - £19.8m
in 1987 and £25.4m in 1988 The balance sheet on 31 March 1988 showed a long term debt
of £76.6m, bank loans and overdrafs of £1605m and a deficit on sharcholders' funds of
£1756m.” (See Table D) The board would have preferted restruciuring of the company’s
financial foundation in the past 10 have included equity capital which could have lessened the
loan sérvicing burden,* We support that view.

2 Shorts Annual Report and Accounts p23; Oq 164, 1669
A Qg 1659
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TABLE D: SHORTS' PROFIT/LOSS AND INTEREST 1984.8

L molllas

5

- E

befire {mpereat
mleres

'-'!"‘.'l.| |.:_':;.'.' W] :I!.ll. r._'!".:[: i b

| G

Source; Shors accounts 1538

L

The loans of £60m provided by povernment in 1972-80 were the last large sums provided from
public funds for capital invesiment in the company. Some of this has since been converied into
share capital. Since 1981 the company’s need for additional Funds to allow its business 1o
expand has been substantial®  The value of the earlier loan had beea much reduced by
tnflation; bul the Secretary of State also 1old us that, although the External Financing Limis
51 by government in the period 1984 10 1988 included & sum of some £43.5 million for capital
invesiment, only £14.1 million of this was actually applied for this purpose. Much of the money
was simply swallowed up in current expenditure: higher costs and losses on contracs.2® As a
result, while some of Shorts production facilities are 31 the frontier of modern technology, the
tompany needs 1o be given sufficiznt investment to allow it 10 choose 1o make itself, rather than
tubcontract, more of the high added walue components of its products. The firm's capital
investment, evén allowing for the fact that much of its equipment and propenty is leased, is
smaller than that of any of its competitors: Shorts has the smallest value of fixed assers per
employee of any Western aeruspace company (See Table )T

59177
28
Qq 381, 3184
T Q172175 178, 179




TARLE E: FIXED ASSETS PER EMPLOYEE IN WESTERN EUROPEAN COMPANIES

COMPANY FIXED ASSETSEMFPLOYEE
g

Northrop 14,938
Boeing 11442
Lockhesd 1 L
Rolls Rovee 10,419
Fokker 10,258
British

ACTOspace 10,127
Haohr E 193
Dassault 245
Dhornier 7492
SHORTS® 3350

* Shurts’ figure is calculated including the value of beased plant and equipment and the full
value of leased property. It is unlikely that these elements are reflected fully in the figured
for other companies.

Source: Shoris

It has been evident 1o us in our visit 10 the company thal major investment & cerlainly required
The fact that the firm's productivity remzins Bow, and i umit labowr costs are high, 18
supe-lantially due 10 the fact that invesiment has been 100 low to improve plant and equipment
The number of employvess in the company sinceé 1574 & 221 out in Table F.

TABLE F: NUMBERS EMPLOYED AT SHORT BROTHERS PLC 1974-198%
YEAR NO. OF EMPLOYEES

I1.8.74 5,835
31.8.75 6.259
31.8.76 6166
31877 6386
11.8.78 6,461
11.8.79 648
31.8.80 6,609
31.8.K1 70076
31.3.83 6,329
3.31.84 i, 164
31.3.85 6,587
31.3.36 7,216
J3RT 7203
31138 1,679

EMPLOYMENT AT SHORTS AND THE MORTHERN TRELAND ECONOMY

24, With about 7,70 empiovees in Morthern Ireland, Shoris is the largest employer among the
Province's trading companies, and the largest industrial mmp&ny-“ Shoris also generales an

# Shorts: An assessment of the economic significance of the firm pp 6,73.38; Evidence p.98,
paras. 8.]1-8.2
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indirect effect through further employment in local suppliers of the company, and an induced
effect, through higher consumer spending in the local economy, Estimates of these effeces Vary
depending on how the mulliplier is calculated. The mulupliers used by the Northern [reland
Economic Council in 8 study of the impact of Harland & Wolff, would suggest that the
number of indirect jobs dependent on Shorts i 300 and the number of induced jobs is between
1,700 and 2,500. Figures calculaied by Dr ] V Simpson, based on the employment effect of the
acrospace INQusiry in 3cotland in 1979, give a higher result: 900 indirect jobs and 3,700 induced
jobs.  Taking direct employment alone, Shorts provided in 1987 1.4% of all jobs in the
Province.**

Shorts provides other benefits to the Provinces economy. s high technology products mean
that it trains employees 1o 3 very high skill level. We saw for ourselves the high quality
achicved ai the apprentice school ai the Balfast Harbour factory. It is also the largest employer
of technical and business-related graduates. We heard when we visited the company of its
successful collaboration with The Gueen's University, Belfasi, Closure or removal of the
company would exacerbate the already serious skill shortages in Northern Ircland, as former
employees leave the Province.™ Shors is a vital source of technical skills for the rest of
Morthern Ireland.

Over the past few years, unions and management have improved working praclices undr
conditions. In early 1988 the company concluded a flexibility agreement with the unions. Shorts
does however, recognise that there is still a long way 1o go and it cannot afford industrial action
such as the overtime ban in part of 1988 Y

In collaboration with the unions, Shors has strongly commined isell 10 fair employment
affirmative action programmes. [n August 1988 the management and the Confederation of
wlipbuilding and Engineering Unions undertook jointly to cooperate fully to ensure that all
employees will be able 0 pursue their employment without fear of intimidation, harassmen
of unliwiul dEcrimination.

THE GOVERNMENT'S HANDLING OF PRIVATISATION

28,

In his evidence 1o us, Mr Lund confirmed that there had been some differences berween Lhe
company and the government over the privatisation process, but these have now been settled 3
The unions put it more strongly: the company felt that the way privatisation was announced in
Farliament ‘had caused so much damage to the company and to customer confidence’ ™

The Secretary of State, however, 1old us that ‘if one is to achicve change it 18 necessary for
the people in Norihern Ireland not 10 have hidden from them what some of the realities are’,
The performance of both Shorts and Harland & Wolff had ‘not been as happy 2 one as actually
may be the general public impression in Northern Ireland’; ‘achievements have not been matched
in terms of productivity and profitability and performance’, Mr King argeed that government
had to *tread 2 very narrow line between maintaining confidence, maintaining the best possible
image for the companies, but not letting it carry forward into the sort of attitudes that people

Shons: An assessment of the economic significance of the firm, pp 39, 58

The Northern Ireland Economy Review and Prospects. Coopers and Lybrand Associates
(ST} Lid, January 1989, paras. 426-432 Evidence p100 para. 1.2

Evidence p.97, para. .1

‘* Q250

Q 285
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think actually the companics are doing extremely well . and may not undersiand alsn the vital
need there was for change'.”

When the board submitted its review of its corporate plan 1o Ministers in June 1938, it argued
that privatisation could best be achieved by once again deliying privatisation by about two years
and in the meantime writing off the company’s debt and injecting new funds. In the event, the
government decided 10 sell the company forthwith, and 1o negotiate any further funding for the
firm with- poszible pur:husar:..35

The Secreary of State defended the decision 1o set procecdings iowards privatisation in 1rain
in the summer of 1933 by pointing out thai privatisation had first been proposed in 1984, A
decision became urgent last year, he suated, panly because the owners of Shorts would soon be
facing a “ery major decision on a future generation or future model of aircraft which would
replace the presemt SD 330V3460 series and would clearly be a key element in the whole shape
of Shors, its profitability and achievements in the next 15 o 20 years"*® The Commitiee
recognise that the privatisation of Shoris has been under discussion for a long time. I regreis,
however, thal it was not developed as part of a carefully planned sirategy, but in 100 precipise
a manner, Now that the privatizalion process has gone O far, however, we accepl that there
is mo real aliernative 1o the sale of the company 10 the private sector. Our major concern i that
this should be achicved in a manner which is most likely 10 ensure its continued existence and™
successhul foture within Northern Ireland, and that the unceriainty which currénily hangs over
the firm should be ended as rapidly as possible.

THE METHOD OF PRIVATISATION

A2

The management of Shoris has consistently argued that the company should be scld as a whole,
idth=r than split into its component divisions - aircrafl, acrostructures snd missiles - which
would then be sold separately. The laner course could be exiremely damaging. they émphasised
10 us in oral evidence, and might ullimately be more expensive 10 government®’ But in his
announcement on 21 Joly, Mr Viggers said that although it would prefer the company 10 be
transferred as a whole, it did not rule out the separate sale of each division. The Secretary of
State has pow affirmed, however, that the information memorandom issued to prospective
hidders on 10 January "makes clear that we wish this company 10 be sold as a whole, and it is
the only proposition that is in the information memorandum’, ™ but he accepted that if the
Government failed 1o sell the whole firm, it would have 10 reconsider its decision.™

Shorts® imporance in the local economy - as a supplier of employment and high grade skills
- makes it essential that the firm's principal activitics are relained in Belfast. The Secretary
of State 10l us that “three of the assurances we are secking from potential purchasers concern
the future of the company's manufacturing base in Morthern Ireland - the future of the
company’s headquarters, research and development facilities in Northern Ireland and the future
level of employment in the company - and the eaent of the prospective purchaser's interest m
the FIX aircrafl project’. He did, however, say that although he attached very great weight 1o
all of these considérations, the actual sale price was still important.®® Mr King also mentioned

Qq 3723
Evidence, p.9%6 para. 6.1; Q 124
Q 36
Q 220
Q 355
Q 359

Qg 354, 350, 366
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dcience and security implications which would give rise 10 the need for other assurances as well.
We recommend that the future of Shorts production and design in Northern [reland should be
Rrmly secured; that the company should not be broken up; that s historic name and identity
ls preserved; that its business should remain and continue to develop In Northern Ireland; that
it should be allowed 1o secuire the participation of other companies in a8 new civil sircrall to
replace its SD3 series; and that Shorts be allowed sdequate funds In 8 recapitalisation which
will madernise and re-edquip the firm.

The guestion also remains of how fuch assurances will be turned (nio effective guaraniees,!
The Commiltee understands that this may be done cither by the Covernmenl's possession of
a golden share in the company (as, for example. was done in the cases of British Aerospace,
Vickers Shipbuilding and Engineering and British Steel); by retaining a minority sharcholding,
or by insisting that any public monies paid to facililaie privatisation should be repald w the
Covernment if the assurances are not honoured, as was agreed for British Aecrospace’s
acquisition of the Rover Group. We recommend that the Government should draw on iis
experience of previous privatisations in order to devise ® formula to ensure that the
recommendations about the foture of Shorts that we have made in paragraph 33 above are met.

The management of Shorts have pointed oul how, due 10 lack of invesiment in the past, the
company now needs a major inject:on of Tunds 10 give it 2 proper capital structure for the_
future, and the modernigation and re-equipment of its factories 1o allow it 10 compete with
other aerospace companies worldwide. There has been some feeling among the firm's managers
that the company has not been treated in the same way as other firms which have been
recapitalised priot to privatisation ** The Government accepts that there has, in the past, been
a lack of effective invesiment in Shorts, and agrees that ‘it s absolulely clear that the company
nesds o proper capitalisation programme’, and the Secretary of State 10ld us that ‘the proposal
in 1o proceed with the recapitalisation”, This will, however, be done ‘on 1he hasis of 2 changed
system’: the company first needs ‘3 new approach and a new situation in which to operate’.*3
Recapitalisation will, therefore, only he carried oot after & firm agreement has been made with
a buyer. The Commitlee accepis the escential need for recapitalisation. 'We recommend
recapitalisation sufMicient to modernise Shorts productive capacity.

The financial arrangements for 3 successful privatisation will, of course, be open 10 negoliation
between Government and the prospective bidder. [m privatising the company, the government
will, we mstume, need 10 meet the existing Liabilities of the company, and it has made lear s
commilmentl 10 a recapitalisation of the company, The sums involved are likely w0 be
substantial: the company’s accumulated deficit at 31 March 15988 was £266.9m; on top of this,
sums will be required 1o guarantee future lisbilities, and to establish ils working capital and as
launch aid for its new airerafl, 1the FIX Our own extimates indicate that ihe 1wotal costs o public
expénditure will be in the range £700m - [B50m. These costs are very large compared with
those involved in the privatisation of other, much larger, aerospace companies in the UK
Britgh Aerospace, whose aquiv-alem lurpover then was seven times larger than Shorts' s now,
required a capital injection of £100 million in 1981. Rolls-Royee, with an even greater turnover,
received 283 million on privatisation in 1987, We note that no provision has been made in
the 1989 Public Expenditure Survey for the costs of privatising the company; expenditure on the
company is set 1o diminish slightly, 10 £5.1m in 198990, We understand that any sums required
for the privatisation will be met from the contingency fund. The House will in due course have
1o vote on a supplementary estimate for the necessary expenditure in Class XVIII under Vole
2, Subhcad Bl (Depariment of Economic Development)

4] G—‘-’ﬁ]
42 Evidence p.96, para. 6.1; Qg 224, 249
2 0q a0, U2
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On¢ invesiment decision that may be crucial for the future of the company is that on the
development of the FIX. Shorts have been working on this project for at least three years. ™
The project, Mr Lund told us, “is like Rover's new motor car: we need il 1o be in husiness' =
[a vider 1o proceed with it, the company i now looking for paniners 10 share the total cosis
of about £500 million, although its search for partrers has been lengthy and difficul®® [n order
1o help finance its own share of the costs (perhaps a third), the company will cxpect 10 receive
launch aid from the Government: il was, Mr Lund said, very' dependent on government launch
aid?’  As ver, & both Mr Lund and Mr King pointed out, the firm has put in no formal
application 16 the Gowernment [OF such aid. %

The Secretary of State, however, made it very clear that it was the Government’s belief thar,
while launch aid will be made available for Shorts as it would for other companies in the
aviation business, the imporiance of the decision g0 ahead or not with the FIX meant that
it would have to be taken by those o whom the firm was uliimately 1o be sold, He argued thai
‘the reality is that there are decisions that are going 1o involve investment in a number of years;
they are going to involve wery difficult decisions about policy, about whether it s the right
mosdel, whether it is exacily the markets that people [want] to go for, and thai, inevitably, has
tp be a decision for the people who will carry forward the ownership and responsibiliny for the
business into the 1990 and beyond the year 2000, Thai is why at this stage there s not a
possibility of agrecing 0 launch aid for another project in advance hypothetically, not knowing
who the new ocwners will be' ¥?

According to Shorts, however, this leaves the company in-a difficelt position, unable 1o Analise
its arrangements for the FIX befpre privatisation and thus present 5 new' owners with a
profitable, promising new aircrafi, because possible risk sharing pariners are reluctant 1o commmit
themselves before they have firmer information both on launch aid and on the future shape of
the ompany afier privatisation.”” We belicve, however, thal & cominge decision on launch
2id as soon as possible would provide & necessary assurance 1o investors in the project, and
would secure i15 future, We recommend, therefore, that a prompt declsion be made on the scope
of the Government's Investment in the FJX jet.

Like the Secretary of Suate, we belicve that Shoris has a distinguished past and deserves a
soundly-based Future. We siress our beliel 1hat the fae of the economy of Morthern [reland
is closely hound up with the fate of the company. And we reilerate our conviction that the
successful future of bodh will be best enswred if the uncertainty which now surrounds Shons
i5 ended a5 quickly as possible.

Q 340

Q 182

Q 340

Q 184.5

Qq 187, 331, 335
Q 335

Qq 189, 337
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In summary, our Recommendations are as follows:

We recommend that the fulure of Shors production and design in Northern Ireland should
be frmly secured; that the compiany should not be broken up; that its historle pame and
identity be preserved; thut its business should remain and continue ta develop in Northern
Ireland; that it should be allowed to secure the participation of other COMmpanies in & new civil
alreraft 1o replace jts SD3 series; and that Shorts be  allowed adequate funds in &
recapitalisation which will modernise and re-equip the fiem. (Pars, 33)

We recommend that the Governiment should draw on Its experience of previous privatisstions
in order to devise a formula to ensure that the recommendations about the future of Shorts
thal we have made in parugraph 33 shove are met. (Para. 34)

We recommend recapitalisation sufficient to modernise Shorts productive capacity. (Para. 35)

We recommend, therefore, that a prompt decision be made on the scope of the Covernment's
Investment in the FJX jet. [Paru Ll |




MISUTES OF PROCEEDINGS

WEDNESDAY 12 NOVEMBER 1988
Members present:

Mr Kenneth Wareen, in the Chair
Mr Joe Ashton Dr Keith Hampson
Mr Malcolm Bruce Mr Doug Hoyle
Mr James Cran Mr Robin Marwell-Hyslop
Mr Stan Crowther Mr Barry Porter

The Commitiee deliberated

Resolved, That the Committee do inquire inlo the privatisation of Shont Brothers plc and Harland &
Wolff pie (The Chairman).

[Adjourned tll Wednesday 30 November at 1015 a.m,

WEDNESDAY 11 JANUARY 1989
Members present:
Mr Kenneth Warren, in the Chair
MMt Malcolm Bruce Mr Doug Hoyle

Mr James Cran Dr Keith Hampzon
Mr Stan Crowiher Mr Barry Porter

The Committee deliberatad.

[Adjourned till Wednesday 18 Janoary at 10,15 am.




WEDNESDAY 18 JANUARY (989

Members present:

Mr Kenneth Warren, in the Chair
Mr Yames Cran Mr Daug Hovle
Mr Sian Crowther Mr Robin Maxwell-Hysiop
Dr Keith Hampson
The Committes deliberated.

Mr Doug Hoyle declared an intercst as Joing President of MSF in relation 1o the Comminee’s inquiry
into the privatisatios of Short Brothers pic and Harland & Wolfl ple

Mr John Parker, Chairman; Mr Per Niclsen, Assistani Managing Direcior, Operations; and Mr Peter
Swan, Assistan Managing Director, Commercial, of Harland & Wolff pic were examined.

Mr Peter Williamsom, Chairman: My John Dunn, and Mr Tom Benson, Senjor Shop Stewards'
Commitiee, Harland & Waolff and Mr Joe Bowers, Northern Ireland Confederation of Shipbuilding and
Engineering Urions were examined,

[Adjourned 1ill this day at 4.15 p-m.

WEDNESDAY 1B JANUARY 1959
Members present:
Mr Kenneth Warren, in the Chair
Mr James Cran Mr Daug Hovle
Mr Stan Crowther Mr Robin Maxwell-Hyslop
Dr Keith Hampson
The Committee deliberated,

Mr Rodney Lund, Chairman: Mr Roy McNulty, Managing Director; and Mr Alex Roberts, Sales and
Marketing Direcior, Shar Brothers ple were examined.

Crderad, That Strangers do now withdraw

The wilnesses ware further examined.

Mr David Haggan, Chairman: Mr Jim Wateon, Correspondence sccretary, CSEU Factory Commitiee:
Mr Robert Newberry, Senjor Steward, MSF: and Mr Joe Bowers, Northern Ireland Confederation af

Shipbuilding and Engineering Unions, were examined.

[Adjourned il Wednesday 1 February a0 10015 am.




WELNESDAY | FEERLUARY 1989
Members present:
Mr Kenneth Warren, in the Chair
Mr Jim Cousins Dr Keith Hampson
Mr James Cran Mr Doug Hoyle
Mr Stan Crowther Mr Robin Maxwell-Hyslop
Sir Anthony Grant Mr Barry Porter

The Commiltee deliberated.

Sir Anthony Gramt declared an interest as an adviser 10 Barclays Bank plc in relation 10 the
Committee’s inquiry into the privatisation of Short Brothers ple and Harland & Wolff pic.

Ri Hom Mr Tom King MP, Secretary of State for Morthern Irela nd; Mr Peter Viggers MP, Parliame niary
Under-Secretary of Siate for Nonhern Ireland; Mr David Fell, Permancnt Secretary, Mr Donald
Thompson, Assisiant Secretary; and Mr Perry McDonnell, Assistant Secretary, Depanimem of Economic
Development, were examined.

Ordered, That Strangers do now withdraw.

The witnesses were further examined

[Adjourned till Wednesday 8 February at 10015 a.m.

WEDNESDAY 8 FEBRUARY 193%
Members present;
Mr Kenneth Warren, in the Chair
Mr Jim Cousins Mr Doug Hovie
Mr James Cran Mr Barry Porter
Mr Stan Crowther Mr Robin Maxwell-Hyslop
The Committes deliberated.

[Adjourned till Wednesday 15 February at 10,15 a.m.




WEDNESDAY 15 FERRUARY
Members present:
Mr Kenneth Warren, in the Chair
Mr Iim Cousins Sir Anthoay Grant
M James Cran Mr Doug Hovle

Mr San Crowther Mr Robin Mapwell-Hyslop
Dr John Gilken Mr Barry Poner

The Commiltee deliberated.

[Adjourned 11l this day ar Four o'clock

WEDNESDAY |5 FERBRUARY
Members present:
Mr Kenneith Warren, in the Chair
Mr Jim Cousins Sir Anthony Grant
Mr James Cran Mr Doug Hoyle
Mr Stan Crowiher Mr Robin Maxwell-Hyslop
The Commitice deliberated.

Draft Report (The Privatisation of Harland & Wolff plc) proposed by the Chairman, broght up and
read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.

Paragraphs 1 to 42 read and agreed o

Resolved, That the Report be the Third Report of the Commitiee 1o the House

Draft Report (The Privatisation of Short Brothers plc) proposed by the Chairman, brought up and read
Lndered, That the draft Report by read a second time, paragraph by paragraph.

Paragraphs 1 1o 41 read and agreed to,

Resobved, That the Report be the Fourth Report of the Commitiee 1o the House.

Several papers were ordered to be appended to the Minutes of Evidence.

Ordered, That the Appendices 1o the Minutes of Evidence 1aken before the Committee be reported to
the House. - (The Chairman)

[Adjourned ull Wednesday 1 March ar 10015 3.m.




SECRET - COMMERCIAL IN CONFIDENCE
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10 DOWNING STREET
LONDON SW1A 2AA

From the Private Secretary 1989
L7 February

Elﬁ:J gt“fiiﬁl

SHORTS

Thank you for your letter of 10 February, which the Prime
Minister has seen.

I should be grateful if you and copy recipients would
ensure that this letter i seen by those only with a strict
need-to-know.

The Prime Minister is pleased to note the action in hand
on the disposal strategy and exploring enhanced financial
controls over the company. However, even if satisfactory new
controls can be put in place, she sees major difficulties with
either of the short-term funding possibilities as currently
identified. She feels it would be a mistake to seek to obtain
clearance now from the European Community to repaying thes
debts of £390 million via the operating company because this
could then lead to a more difficult second negotiation with
the Commission when the final disposal package is in place.
And she does not think it would be appropriate for your
Secretary of State to contemplate an instruction to the
Accounting Officer to pay the money inte the holding company.

I am copying this letter to Cary Evans (Chief Secretary's

Office}, Michael Saunders (Law Officers Department) and George
Guise (Policy Unit, Wo. 10).

Y

A

{ PAUL GRAY)

Stephen Leach; Esq.;
Horthern Ireland Office.

SECRET - COMMERCIAL IN CONFIDENCE
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.IHE MINISTER
SHORTS

I raported to you after Cabinet on Thursdax the action that
Tom King had now set in hand following the series of meatings

during the week.

You indicated that you would only want to contemplate a

capital injection this year if this could be achlieved without

putting at risk the need to constrain the existing management.

I think you were also concerned about a position where EC

approval had to be obtained for two successive capital

———
injections - one this year and one next.
————N e

-

The letter attached at Flag A from Tom King's office reports
the position now reached on the wvarious follow-up points. A

short comment from George Guise is at Flag B.

—

The report is encouraging on the key point, namely rapid

action on a dL;E;;:E-;trﬁtEgY. A number of promising
poggibilities are also belng pursued on mﬂaﬂgxggkgagﬁtraining

the existing management:

r? ;

::"'{j (ﬂ'ﬂ;..-.ﬁ..f.d-i

the appointment of a new Finance Director; #
| i

: - I
reducing the company's current borrowing limits,

nt T remain concerned ahout a short-term capital injection
this year, even if satisfactory arrangemeants are completed for

restricting the management's freedom of manoceuvre. There are

two possible mechanlsms :
—— E—

(i) Repaying the debts of €390 million via the oparating
company. But this regquires clearance with the EC as
e ; ———— e

a state aid. Tom Eing now proposes an approach bo

e —————

the Commisaion early next week. This runs into the

problam of our having to take two bites at the EC
cherry. I assuma getbting approval for the short=tarm
injection this year would not ba too difficult. But

wa would than ba setting ourselves up for a sacond

SECRET




+ ¢ year when the fipal disposal package is in place. It

wonld be much better in negotiating terms only to

have to go to the EC once.

Putting the €390 million into a holding company

trust. But this runs into accountability problems.
—

Sineca this would simply represent debt repayment, and

no longer invelwves an equity injection, (unlike the
e

original £600 million proposal), Kleinwart Benson
will not advise that this improves the disposal
esfor
prospects. That means that the Treasury Officer of
Accounks is not in a position to advise that such a
. ____ﬂ 1 L3

payment "in advance of need" is appropriate; so the
Northern Ireland Accounting Officer would not
authorise the payment. The only way round that is

for Tom King to instruct the Accounting Officar teo
pay the money - for which the only precedent in
recent memory I know of is Tony Benn's instruction in
the 19702 to pay money into the Meridan Motorbike Co-
Operative. That, as George Guise says, is certainly

not a course to be entertained lightly.
So on either route, there is a major problem.

Are you content to let Tom King explore these possibilities
further, including making an approach to the Commission, and
report back to you before the revised Parliamentary deadline
for an Estimate this vear?

OR
Do yvou want to tell him that you sea major objection with

either of the short-term funding possibilities currently
identified? e

PADL GRAY
10 Febrpary 1989
DE2A0T
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SHORTS

Thank you for your two letters of 8 February recording the outcoma
of the meetings which the Prime Minister had with the Secretary of
2tate, the Chief Secretary; the Bolicitor General {(for the second
meeting only) and George Guise.

e As your letters record, four maln action points were agreed
at the meetings for my Becretary of State to follow up. These

WBIa:l

(i) The Secretary of Btate should proceed as a matter of
urgency towards the dispossl of Bhorts, as discussed,
in particular arranging via Kleinwort Benson to meet
those companlies who were geriously interested in
acguiring Shorts (or parts of it).

Steps should be taken which would effectively 1imik
the existing management of Shorts from entering into
further commitments. The possibility of sending a
letter to the Chalrman of Shorts requiring him not ko
take on further avoidable commitments did not now seem
attractive, since there was no way of enforcing its
terms .,

The Secretary of State should consider further whether
a way could be found to meat the accountability
problems attaching to an early payment into the Shorts
holding company trust.

The Secretary of State should investigate further
whather the Parliamentary timetable arrangements would
enable a supplementary estimate (which could contain
provision for Shorts) to be submitted later than
yesterday (given that the uncertainties of tha
gituation made it impossible to take a considered
decision by that deadline).

SECRET/ACOMMERCIAL IN CONFIDENHCE SH/PROL/5024




SECRET/COMMERCIAL IN CONFIDENCE

B
3. I am now writing to report the progress achieved so far on
these remits,., To take first the important guestion of the
timetable for the Estimates, the Secretary of 5tate instructed
pfficials on Wednesday night to undertake a fundamental scrutiny
of the timetable,against the background that Ministers had now
decided that in Estimates terms only two options were being
considered - an injection of £390m or no injection at all.
Following discussions between the Northern Ireland Department of
Finance, the Treasury, our legal advisers, and the Chief Whip*s
Office it has now proved possibhle, through a series of quite
exceptional measures, to find an extra two weeks before
irrevocable decisions have to be made. Two versions of the Spring
Supplementary Estimates (SS8E) are now being printed: one will
contain no provision for Shorts, while the other will contain a
provision for a E£390m injection (this represents the total of the
company's debts as at 6 January 1989). The Estimates need to be
laid before Parliament by Tuesday 28 February in preparation for a
debate in the Commons which has been put back to 9 March. The

deadline for deciding which set of Estimates should actually go
forward for Parliamentary approval is Friday 24 February.

4. The current position on remits (i) to (iii) iz as follows:

(i) Disposal Btrateqgy. EKleinwort Benson are providing the
Secretary of State with briefing on those companies

which have a serious interest in bidding for all or
part of Bhorts, and will arrange meetings with the

contenders to start in the week beginning

20 February. (The potential purchasers have until

17 February to let us have their responses to the
Information Memorandum and Kleinworts have advised
against meeting them before the 20th.) The list of
seriously interested contenders will probably include
Bombardier, Daimler Benz, and Fokker.

Enhanced Fipancial Controls on Shorts. A careful path
neads to be steered in imposing rigorous financial
controls on the company. It appears that a letkter to
Mr Lund requiring him not to enter into further
commitments would be unenforceable. It would in
theory be possible to dismiss him and the Board and
replace them with others who would exercise more
rigorous fimancial controls, but Ehe upheaval and
controversy of dismissing the Chairman might well
alarm potential purchasers, cause major disruption in
the company and jecopardise the disposal strategy,
theraby potentially increasing the costs to the public
purse. Whilst not yet entirely dismissing this
option, the Becretary of State is therefore now
carefully considering a third coption,; which would
involve putting into the company, B8y as Finance
Director, an experienced partner £rom a major London

EECRET/COMMERCIAL IN CONFIDENCE EH/FROL/5024
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gccountancy firm. The Rorthearn Ireland Department of
Economic Development [(DED) would appoint him to the
Board. The new Finance Director would implement
strict financial controls and would report regularly
to the Secretary of Btate on the Company's progress.
(He might well also bring a4 small team of people with
him to assist his work.)

Although further work is needed on this proposition,
the preliminary indications are that it should be
Eeasible. While the existing Board might resent it,
the fact is that they do not currently have a Finance
Director as such and have expressed concern that
senior management are overstretched. The Secretary of
State would make clear to the Chairman and the
Managing Director, and subsequently to the other
members of the Board, that acceptance of the
appointment and remit of the new Finance Director
would ba a precondition of the company receiving a
capital injection of E£390m (should the Prime Minister
ggree to this). It should be possible to make the
Eunding available through a financial assistance
ggreement (FAA) containing specific and legally
binding conditions which the Board would have to
accept. Finally, it would ba possibla to take the
additional step of changing the Articles of
Association of the company to reduce its borrowing
limit from the current E£400m to, say, ES50m (as the
shareholder DED can effect this change with some
rapidity). There could well be a strong case for
doing this in any evant. Control of horrowings up to
this limit would be the responsibility of the
appointea Finance Director.

Accountability. The Secretary of State balieves that
tEhere i a strong case for putting in E390m to pay off
the Company's accumulated debts, and thus save the
evar-increasing interest burden. There could of
course be no question of doing this without the
establishment of strict financial controls which would
ensure that the monay went directly from the company
Eo the creditors, and Kleinworts have advised that it
ghould ba possible to davize a foolproof system which
would achieve this, perhaps using the new Finance
Director ware this idea to be pursued., For example,
Ehere could be a lagal regquirement in the FAA to repay
gspecific loang. (DED do not have the vires to pay the
money directly to the banks; it must touch down,
howaver briefly, in the operating company first.) It
would of course be necassary to clear any such capital
injection with the EC, and a succassful clearance
cannot be guaranteed in advance, The SBecretary of
State considers that we should aim to secure
Commission clearance as scon as possible and has
theraefore instructed DED officials to consider the
naxt steps with officials in DTI and FCO. It is
proposed that officials should make a preliminary
approach to Brussels early next week.
SEECRET/COMMERCIAL IN CONFIDENCE EH/FROL/5024
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The meetings on B February alsoc noted that an early
injection might give the wrong signal to the current
management. However, if it were coupled with the
inktroduction of a8 new Finance Director and other
financial controls the Secretary of State considers
that it would be seen as the Covernment demonstrating
ite commitment to the early privatisation of Shorts
and taking a firm and measured line with a weak
managament team.

The SBecretary of State believes that this is the best
course to kake. IE, however, it were to fail at the
European hurdle, a possible fallback would be to pay
Ehe £390m into a holding company trust. This would
however raise some difficulties of accountability: the
HMorthern Ireland Treasury Qfficer of Accounts has
advizsed that the DED Accounting Officer would probably
be unable to authorise the payment. It would of
course bea possible for the Becretary of Btate to
override this problem by instructing the Accounting
Officer to pay the money into the holding company, but
this would be an unusual and controversial step and
would attract the automatic attention of the C&AG and
the Public Accounts Committee. There are therefore
drawbacks with this option, but the Secretary of State

has ashed officials to consider the implications
Eurther,

5. The Secretary of State hopes that this account of the current
position will be helpful. He will liaise closely with the Chief
Sacretary and write further to the Prime Minister and other
colleagues with firm proposals in respect of new financial
contrels and the capital injection in good time bafore the

24 February deadline, together with the latest information on the
disposal options. The Chief Secretary concurs with this account.

6. Copies of this letter go to Carys Evans {Chief Secretary's
Office), Michael Saunders (Law Officers Department) and
George Guisa (No 10 Policy Unit).

Eﬁaure.;

EEE“T_hlriq{amq_

i

——
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PAUL GRAY 10 February 19835

SHORTS

Rather than wait for a further bounce on February 24, it might
e

¥ F o e
be appropriate to minute straight back to Leach that:

A tranafer of £390M into the operating company is not acceptable
et
unless both the Finance Director appointment is made and the
. e e i :
articles are changed to curtail borrowing powers substantially.
L e———— "1

———

2 It geems an unnecesgarily high risk for Tom Eing to overrule

hig Accounting Officer if the EC blocks a transfer to the cperating

J—

1f there are further disasters with Shorts involving

COMBAany .
R - } -
angquiries ete, such an action will add te suspicions of something

— :

Fishy.

e ——

p—

GEORGE GUISE

SECRET COMMERCIAL IN CONFIDENCE
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SHORTS

The possibilities being considered bhoth for money transfer
and management constraints:

Money Transfer

| 260 Any sum less than the EB recommended amount of
E600m cannot be transferred into the holding
company. David Pell as accounting officer could

not asthorise it.

A lesser sum such as £400m (approximately debt
position at December 15B8B) could be transferred
direct to the operating company subject to EC
clearance. The transaction could be announced at
once and got into this year's Treasury accounts.

Management Constraints

L S The kind of letter suggestad by the Prime Minister

cannot be made to work legally.

One possibility is to load the board with WIO
civil servante so that management will be
straightjacketted. 1In effect the company's
oparations would bhe subject to continuoas hoard

monitoring.




SECRET

A better possibility is to fire Lund and the
non-executive directors tonight and appoint a
non=executive Chairman who would be an
experienced receiver (egq Michael Jordan, senlor
partner of Court Gully). He would then deal with

EE and oversee all dekails of the business

operation until sales or closure achieved.

GEORGE GUIEE

SECRET
.
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B February 19839

Doer Chogte,

SHORTS

The Prime Minister had a meeting this morning with your
Becretary of State and the Chief Secreatary to discuss the
latest position on Bhorts in light of your Secretary of
State's paper, E(A)(89)4. Mr George Guise (No 10 Policy Unit)
wis alao presant.

I should be grataful if you and copy recipients would
ensure that this letter is seen only by named Jnﬂ.?lduals with
a strict need to knﬂw.

Your Sacretary of S5tate said that he had undertaken in
hiz E{A) paper to report on the latest position regarding
likely biddera. He had now received advice from FHlainwort
Banson on this. Expressions of interest had been received
from Daimler Benz, Fokker,; Bombardier, GEC, Farranti, Thomson,
C3F and Rolls Roycej; with more tentative interest also
aXxpressed by some other companies. His preliminary view was
that, with the possible exception of Daimler Benz, all these
potential bidders were lnterested in retainlng only one parct
of the Shorts business; and Daimler Benz thenselves ware
propbably preoccupied with the takeover of Messcherschmidt.
Aagainst that background; vour Secretary of State's present
gxpectation was that there would be no genuine bidder for the
company as a whole = the baslis on which the Information
Memoranduom had been formulated. He now proposed urgently to
arrange me=tings with Eleinwort Benson and =ach of the
companias that had expressed interest, with a view to
identifying which particular parts of the Shorts business they
wars interested in and preparing a strategy for the disposal
of the company in parts. He wanted to proceed on the fastest
possible plan.

Meantime, there was @ need to ensure that the existing
management of Shorts did not take on new obligations which
would further increase the Government's financial exposure.
Once the round of discussions with Kleinwart Benson was
campleted, yvour Secretary of State envisaged the possibility
of appointing a receiver to take control and co-ordinate the
nrocess nf disposal. Such a course of action offared

SECRET: COMMERCIAL IN CONFIDENCE
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political attractions. But it could not be put into affect
immediately, whioh left the difficulty of control over
existing mapagement in the interim.

In discussion, the tactics now proposed by your Secretary
of State Eor handling the range of disposal optioneg were
walromed. Buk it wag argued that; in advance of the possible
appointment of a receiver, it was essential to take further
powers to restrain the existing management from entering into
new commitments without refarence to your Secretary of Stats.
That was an assential pre-raguisite before the possibility of
a short-term capital injection could be entertained. In any
event, there could be no guestion at this stage - particularly
in the light of the revised disposal strategy now proposed -
of considering an injection greater than that necessary to
clear existing debt.

Summing up the discussion; the Prime Ministsr sald it was
agreaed that:

(i) Your Secretary of 5tate should now proceed as a
mactter of urgency with the revised strategy for
disposal that he had outlined in the discussion. Hs
should aim to complete the round of discussions and
assagsment of the possibilities within the next
fortnight.

Your Secretary of State should now send a latter to
the-Chairmanof Shorts which effertively—Limited the
axisting management from entering into Ffurther
commitments. Thisg letter should alsoc inecluda an
affective stop on further development work for tha
FJX. The lettar would neesd to be prepared in
consaltation with the Treasury and the Law 0Officers,
and agreed with the Prime Minister.

If the terme of such a letter could be settled during
the course of today, and the letter transmitted te

Mr Lund, arrangements could also be put in hand today
to submit a Supplementary Estimate for 10988-80
providing for an immediats capital payment into a
holding company trust, agquivalent to the repayment of
Ehe ocutstanding debt up to a recent date; such as
Decamber 1088.

I am copying this letter to Carys Evana (Chief
Secretary's 0ffice).

T

¥ i
E)a:;.&
PAUL GRAY

Stephen Leach,; Esqg.
Northern Ireland Office

SECRET: COMMERCIAL IN CONFIDEMCE
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From the Private Secretary 8 February 1989

SHORTS

Further to my letter of earlier today, the Prime Minister
had another meeting this evening with your Secretary of State,
the Chief Secretary, the Bolicitor General and Mr., George
Guise (Policy Unit).

I should be grateful if copy recipients would ensure that
this letter is seen only by named individuals with a strict
nead to know.

In discussion it was noted that various difficulties had
been identified in providing an immediate capital payment into
a holding company trust eguivalent to the repayment of the
outstanding debt up to a recent date. The present view was
that, unlike the coriginal proposal for an injection of
£600 million, this latest proposal would not materially
improve the prospects for a sale of Shorts, and could not
therefore be defended on propriety grounds. That difficulty
might be overcome if the sum could be transferred direct to
the operating company. However such an approach would need to
be subject to EC clearance, and could involve the drawback of
giving the wrong signal to existing management.

The Solicitor General said that difficulties had also
been identified with the proposed letter to the Chairman of
Shorts designed to limit existing management from entering
into further commitments. Although such a letter could be
sent, there waes likely to be no recourse short of dismissal
which would effectively enforce the terms of the letter.

Following a further brief discussieon, the Prime Minister
gaid 1t was agreed that, given the present uncertainties, no
action should be taken today to submit a Supplementary
Estimate for 1988-89. Your Secretary of State should however
consider further whether a way could be found to meet the
propriety problem concerning an early capital payment into a
holding company trust eguivalent to the repayment of
outstanding debt; and whether the Parliamentary timetable
arrangements would enable a 1988-89 Supplementary Estimate to
be submitted later than today.

I am copying this letter to Carys Evans (Chief
Secretary's Office) and Michael Saunders (Law Officers!’
Department).

(PAUOL GRAY)

Stephen Leach, Esqg., SECRET: COMMERCIAL IN CONFIDENCE
Horthern Ireland Qffice.
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Following your talk with John Major earlier today we have now
arranged that you will talk further to Tom Eing and John Major
after tomorrow's E(A) discussion on job centres. The

Chancellor will not be pressnt for tE;-Ehurts digcussion.

Tom Eing and John Major are now both fully seized of your

= | L] = 2
concerns. I have passed on to Tom King's office key points
from this morning's discussion and I have had two further long

conversations with John Major. But w= now need to consider

what solution might emerge from tomorrow's meeting. You may
want to have a further talk about the possibilities this

evening.

Thers are three main issues to conslder:

v -

(1) ;Lgtih there be any financial injection in the short
term or should the Government just rest on words of
—— e

intent?

e —

What disposal options should be considered and on

e —— e

what timetable? Lo haia s o ,."1“""'{"" S b T

.

What action should be taken to change or tie down _mﬁhdff%h
% e e - . T e pLvi
the existing Shorts management? [V P Dy ,Tﬁ{_d’
T P W s sy
(i) Injection of money? 2 = g
i

.

You have firmly ruled out injecting £600 million now, and I

Ly THLE g,

think John Major recognises he 1is not going to get that
{although will continue to argue for itl.

1 see two possible compromises:

Agree to repay the banks the existing borrowings up
to a8 convenient recent date — say 31 Decamber 1988.

o

SECRET AND FERSONAL
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We do not know axactly what that figure might be,
bat it should be lesgss than the £450 million

Lm— il

estimated borrowings projected for June 1989 - say
£400 million.

e e,

Continue to refuse to hand over any money now but

'-1___“_- : :
make a statement updating the words in the

- m

Infqrmatiqn Memorandum:

= e

- Information Memorandum covered position only ko
£l o - ¢
!||hquﬁ*wihmarcn 1988. Recognise further losses this yesar
'| ~  that need to be written off,

e are—

- Repeat the earlier statement that "H.M. Government
recognises the need to restructure the company's
balance shé;t befors Shorts can be returned to the
private sector. The objective of this

restrocturing will be to inject further funds into

the company which will be applied initially in

repayment of its various borrowings".

(1i) What disposal options?

/”:- \

J,ffffJThE present axercise = 1in accordance with the last E(A)
- ;
conclusions - invites proposals for the sale of the company as
& whole, If we continue on that course, it wilill be some tims

i
before break-up options are seriously considered.

The alternative is to consider in parallael hﬂEE_EEfE for the
company as a whola and br@EEiFE ﬂpt[ggs, This would minimisa
the delay beafore the final solution is identifiad.
.——--""'_'_.___- i = s

{iii) Management changes?

Lond 13 clearly operating on too loose a rein. The options

here would be:

{a) Sack him and find a replacement. The problems here

would be Einding the right replacement, and the

SECRET AND PERSOHAL
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likely severe adverse reaction in Morthern Ireland

Tt

if the Government was geen to remove the man widely

perceived as Shortsg'" saviour.
—— o -

Feap him but severely restrict his freedom of action

to incur further borrowings, either by an overall

——

monthly limit or by stopping certain activities such
as the FJXL. =

i

The possible way forward

My impression is that the Chief Secretary would Fairly readily

accept your i1mposing an outcome on the following lines:

(i} Pay off now the existing debts but nothing further.
e ——————
{ii) WNow simultanecusly explore cptions for disposal as a
whole and break-up, working to a tight timetable.

Either sack Lund or severely curtail his freedom of

action.

———
—

L

I imagine you would have no difficulty with points (ii) and
(1i1} in this package. But you will want to consider whethar
vyou are prepared ander (1) actuakli_gg_ggpd monay over = or
whether the furthest you afghﬁ;épareﬂ ta go 15 Lo haefﬂup the
existing statements to acknowledge that the debts are now

larger than revealed in the Information Memorandom.

e

PALUL GRAY
7 Fabruary 1989

EL2DHS

AND PERBONAL




&9 ey —L-

SECRET AND PERSONAL

SEWBUW

PRIME MINISTER

SHORTS: BILATERAL WITH TOM EKING AND JOHN MAJOR

This 1s an update of my earlier note which we discussed Ehis

evenlng.

I sugg=ast you open the meeting by defining the aganda as

follows:

(i} what disposal options should be considered and on
what timetable?

||I|-ﬂ\. I"J \.1.&..1.-:'] 'I;l_

- i L £
plh,¢g-jimua Lhe existing Shorts management?

' — (i1} what action should be taken to chang= or tie down

[t z

{iii) should there be any financial injection in the short

cerm?y
T
(1) Disposal Options

You might start by inviting Tom King to ceport on the latest
position regarding likely bidders; as he promised to do in the
first paragraph of hia E({A) papar.

You shonld work towards a conclusion that:

- tha timetabls for short=listing parties who are
interegsted in the company as a whole should remain as

indicated on page I of the Information Memorandum, i.e.

24 February;

- work should start immediately on options for disposing of

the company in parts possibly including some closures, e.g. of
: .  —————
the aircraft business;

- if by 24 February it is eclear that there are no serious
bidders for the company as a whole, an immediate announcemant
should be made that disposal in parts was now baing pursued;

SECRET ABD PERSOHNAL
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= a firm timetable should be set for completing appraisal
of all the options - say end April 198%3.

o

{ii} Tying down the Management

You may like to float the possibility of sacking Lund. But

you could then accept that;-:EiEﬁﬁ a good replaﬁement could be
gquickly Eound,; this should not be pursuesd.

But as a fall-back you should insist on agreement to clear
steps to limit management's [reedom of action, for example:

. i
no new orders unless these are clearly profitable; el
- = - —

suspend new development work, e.g9. on the FJX.

(iii) Any Injection of Money?

You will want to resist any injection of money now, aven to

cover the existing debts. You will want to re-deploy your
earlier arguments, and draw on the minutes of the last meeting

which raled out an "interim re-construction®.

—_—— -

But you can accept that a further reagsurance needs to be

given up—dating what was said in the Information Memorandum.
ariic

This Eiatement.ﬁuﬁld be in two parts:

= repeat the earlier statement that "H.M. Government
recognises the need Eo rastructure the company's balance sheeat
before Shorts can bea returned to the private sector. The
objective of this restructuring will be to inject further
funds into the company which will be applied initially in

rapayment of its warious borrowings.™;

= explicit recognition that the Information Memorandam
covered the position only up to March 1988, and that the

substantial further losses this fear {can these be

guantified?) will also need to be written off.

e ————

SECRET AND PERSOHNAL
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Other Points

¥You will also want to consider whether to say anything about
the need to beef up the existing Morthern Ireland Office
perscnnel,; 2.g9. by & secondment.

Some kind of report-back to E(A) will be necessary, given that
Tom King's paper has already been circulated to the Committee.
This might take the form of a further paper from Tom King
reporting the outcome of your discussion, which E{A) could

note at the next meeting scheduled for Thursday 23 Pebruary.

Papers

I will have with me all the background papers. But you may
like to have to hand:

Flag A minntes of the December E(A) meeting

Flag B Tom King's paper, attaching the Kleiowort Benson and

Touche Ross reports

Chief Secretary's Eersnnal minite to you, which Tom
KEing has not seaen
E - —

tha parlier Kleinwort Ben=on letter
the Information Memorandam

George Guise's minute of 6 February

fece

{BADL GRAY)
7 February 19809
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iii. Shorts
F SECRETARY OF STATE FOR NORTHEBEN IRELAND said that he was attampting
s stage to sell Shorts business as a whola. There had already been
xpressions of interest. As had previcusly been announced, and agreed
Shorts management, he was committed to ocffering Shorts for gale as

tity Eirst before considering bids for parts of the business. Touchae

5 ready working for the Government on providing estimates of the
ﬁuptluni for disposing of Shorts, at the Treasury's reguest.

cost of

fhorts had 1 sengible capital structure for many years. Its substantial
debt burden ve to be dealt with if tha company was to ba privatised.

He tharefore pro that there should be an interim capital recomnstruction
of Shorts which would involve providing a sum of about EJ00 million to anable
most of the company's to be repaid. The details needed to be worked up.
The intention would be rtake this reconstruction in the current
financlial year. Be had ard this proposal to assist his colleagues

who wished to see as ouch of @um—.s aof Shorts' disposal as possible fall

into 1988=-09. f
In discussicn tha following nts were mada -

A. Tt was unfortunata that est@ f the cost of disposing of
Shorts had not been available for “%qu as had been requested by
(g8

the Sub—Committee in Octobar (E(A) Meating) . EFeliable aestimatas

might not, of course, be available until led negotiations with
eless, the work which

potantial purchasers had taken place. Ne
Touche Ross were now undertaking should be given high priority. It
gtruction of £300

Short's overall
liabilities.
Treasury should work with Touche Ross to provide an
once=and-Ffor-all capital reconstruction might cost.
preferable for the Govermnment to undertake a single fina J@

i

reconstruction rather than to maka substantial repayments ih

'-.—|—-_- e e

without knowing the full exrent of what could D& yequired.f Tt 8, 5
- L — = =

gemorandum on Shorts, Which Was ﬁue ta be cm 16" Deca

preferably not be published until a decision had been taken on a si

- ———

recanstruction e
.—'_'_'_-___d' -

CONFIDENTIAL
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3 b. It would be difficult to abtain the agreement of the European

% commission to an interim l:api_t-:_r,.'l. reccnatruction. E'at:i.l:l.t_a-t.mn gf tha

privatisation was anlikaly ta bs regarded by the Commission as
/?ufflcient raason to allow a substantial racenstruction and writing
of part debts. It might be somewhat sasier to cbtain approval
e
once-and-for-all reconstruction, linked to a plan for tha

%. aof thae business.

THE PRIME , summing up the remaining discussion, said that the
d that there should be a fresh lock at Shorts
..—..—-——'-ﬂ-—'_

——

—

cover the feasibility of a once For all reconstruction;
M m— i

this was preferabli to an interim reconstruction, which should not be pursua-:i.

= e

:Wluﬂa estimates of the cost of diapua.i_n.q-nf Shorts. The
s H —eg—

secretary of Stata for fjeT -. arn Ireland sfuau‘.g geport back to the
Sub-Committee in time rther discussion at ‘the beginning of February.

Maanwhile, he should conti stay in clege touch with the Chisf Sacretary

Treasury. i

The Sub-Committee - é?

Ba Took note, with approval, Prime Minister's summing up of
the remainder of the discussion 4\

6. Invited the Secretary of Statq,% rthern Ireland to report
back to the Sub—Committee on progres in privatising Shorts,
in time for a discussion at the beginni February.

<

|

Cabinet Office

2 December 1988
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i
SUMMARY Jrfgff
1. TUCAND DEAL EIEEEg. 16 AIRCRAFT FOR POUNDS 3T7.5 MILLION.
ALTHOUGH BIG DROF FROM STARTING PRICE, SHORTS CLAIM TO BE

SATISFIED. KUWAITIS DELIGHTED.

DETAIL

-
2. I HAVE JUST RETURNED FROM ATTEMDIMNG THE S5IGNING CEREMONY
FOR THE SALE OF 16 SHORTS TUCAND AIRCRAFT WORTH FOUNDS 3T7.5
MILLION. SHAIKH NAWAF, THE MINISTER OF DEFENCE, SIGNED FOR
KUWAIT AND MR STEUART DAVIDSON-HOUSTOM, THE CONTRACTS MANAGER,
SIGNED FOR SHORTS. THERE WAS A VERY DISTINGUISHED TURN GUT
INCLUDING THE CHIEF OF STAFF, COMMANDER OF THE AIR FORCE. AND
REPRESENTATIVES OF THE MINISTRY OF DEFENCE, MINISTRY OF FINANCE
AND THE KUWAIT INVESTMENT AUTHORITY. BEFORE SIGNING SHAIKH NAWAF
MADE A SPEECH WARMLY CONGRATULATING ALL CONCERNED ON THE OUTCOME
OF THE NEGOTIATONS AND EXPRESSING THE HOPE THAT THIS DEAL WOULD
BE THE FIRST OF MANY IN THE DEFENCE FIELD. I REPLIED APPROPRIATELY.

3. TELEVISION CAMERAS WERE PRESENT AT THE MEETING (THIS MAY HAVE
BEEN FOR A PRIVATE MOD VIDEO AS OPPOSED TO KUWAIT TELEVISICN) AND
THERE WERE PHOTOGRAPHERS PRESENT. GSHORTS ARE ATTEMPTING TO CLEAR
FPRESS RELEASE WITH THE KUWAITIS AS THEY WOULD WELCOME SOME
DOMESTIC PUBLICITY AS A BOOST FOR THEIR PRIVITISATION OPERATION.

IT SEEMS LIKELY THAT THERE WILL BE SOME KUWAITI INSPIRED PUBLICITY
LOCALLY AS WELL.

COMMENT

FAGE 1
RESTRICTED
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L. DESFITE DROPPING THEIR PRICE FROM POUNDS 52 MILLION TO PDUNDS
7.5 MILLION SHORTS CLAIM IT I5 A GOOD DEAL. ©ON THE FACE OF IT7
IT 15 THE KUWAITIS WHO HAVE RAISED THEIR BUDGET FIGURE FROM
POLUNDS 29 MILLION TO THE PURCHASE PRICE WHO HAVE COME QUT OF IT
SETTER AND IT I5 FORTUMNATE THAT YOUR SECRETARY OF STATE'S MESSAGE
WAS NOT SENT AT A TIME THAT THE COMPANY WAS CLAIMING THAT THEY
HAD REACHED THE END OF THE ROAD - SINCE THEN THE PRICE DROPPED

A FURTHER & AND A HALF MILLION POUNDS EXCLAM. THE KUWAITIS
APPEARED DELIGHTED AND ALS0O SEEMED SINCERE IN THEIR WISH TO DO
BUSINESS WITH US ON OTHER ITEMS = THE FAST PATROL BOATS ARE NOW
PROBABLY OUR BEST BET. LORD TREFGARME'S VISIT, IF 1T TAKES PLACE
AS PROVISIOMNALLY PLAMNNED TOWARDS THE END OF THIS MONTH, WILL
THEREFORE BE WELL TIMED.

5. I MUST PAY TRIBUTE TO THE HARD, BEHIND THE SCEMNES, WORK DONE
BY ALISTAIR YOUNG, FIRST SECRETARY DEFENCE. HIS SUPPORT FOR
SHORTS HAS BEEN INVALUABLE AND THIS CONTRACT IN ITSELF AMPLY
JUSTIFIES HIS PRESENCE IN THIS EMBASSY.

HINCHCLIFFE

DISTRIBUTION

MAIN

LIMITED PS5

MED P5/MR WALDEGRAWVE
DEFENCE PS/PUS

NENAD ME MUNROD

ERD ME BOYD

WED MR GORE-EQDTH
SEND MR GOULDEN

SEC POL D - MR CARRICK

REID

ADDITIONAL 14

F5/NO 10 DOWMNING ST SEC{O0)Y{Cc) MaoD
"CABINET OFFICE —
DES{0) MOD

PAGE 2

d 2 H
b RESTRICTED




054/2761 *'}fﬂ
. - CONFIDENTIAL

cclluf

CHIEF SECRETARY
4 February 1989

FRIME MINISTER

SHORTS

I am concerned at the possible policy directien on Shorts.

Kleinwort Benscn's advice

i Kleinworts' letter inadequately reflects the force of
their earlier wverbal advice. It nevertheless confirms that
there are clear advantages in the route Tom King proposes.
Against that Kleinworts alsc spell out the risks. (I have
annexed what seem to me the key passages and my commcnts on
them] . The balance of advantage and risk is a matter of
judgement. My clear judgement is that Tom's proposals best
promote the objective of privatising Shorts as a whole, which
ia the objective E{(A) set.

3 I understand your concern about our negotiating position.
However Kleinworte' recommendation is for a sum of £700 millicn.
OQur proposal of £600 million is designed to minimise the risk
of bidding up.

The merits of a £600 million injection

4 Shorts is bankrupt and we own it 100 per cent. It already
owes around £400 million that the Govermment is under an
chligation to pay. {(Thig is a loss that has already been
incurred and it ie likely to rise to £450 millien by June
- the earliest possible date for sale). We cannot duck that
payment and no-one will pay it for us. It is not new money
for Sheorts. and no-one will take this business if we do




PERSONAL AND CONMFIDENTIAIL

ne more  than clear 1ts debts. The additional €150 million
is the lowest credible figqure, below all the advisers’
forecasts. The gquestion is when and how we pay it in order
te have the best chance of a satisfactory disposale. I believe
1t 15 appropriate to pay it te the heolding company now as
a firm indication we are clearing the decks for negotiations
2nd sale of the company.

Management and workforce

3 Shorts management is a ghambles and the Chairman is

hostile, He would prefer us not to sell and has been

obstructive and difficult throughout. Placing a significant

sum up- front and proceeding to negotiations with potential
purchasers immediately makes our commitment to sale absolutely
undoubted and indiecates the speed and decisiveness with which

we are prepared to act,

& This money will not be available to the company. It
will be in the holding company, under our control and repayable
with interest if disposal is not achieved. It is sufficient
toe encourage purchasers to consider seriously the purchase
of the company as a whole and to be presented as our full
and f£inal dowry (although both Kleinworts and Touche Ross
believe we will need to provide more eventually).

7 After 25 years of public ownership the workforce is
extremely suspicious of the implications of sals. Their
attitude 18 cruecial, and only a clear demonstration that we
are prepared to turn the company into a going concern is likely
to secure thelr co-operation.

B There is a further point. If a single purchager cannot
be found the capital injection will have provided a publie

indication of our endeavour to find eone and to preserve

employment in Northern Ireland as far as possible. In wview
of the fact that we are likely te have to close down Harland
and Wolff I do regard this perception as important. It will
then be far easier to move to the part-sale and part cleosure
of Shorts that may be necessary if we cannot find a purchaser
for the whole.
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The money

9 This 1s a ghastly sum to pour into this bottomless pit
and I resent every penny of it. Around £400 million has already
gone and more is going daily. The extra €150 million represents
the best option available for limiting this liability, and
I do not think we should lightly dismiss it. The cost of
closure, assuming sale of the missiles division, is estimated

at around €1 billion.

10 If payment is deferred we can of course meet this
unavoidable sum next year. That may be necessary but is
scarcely satisfactoery in publie expenditure terms given the
pressures that we already know exist. But the primary
consideration is what steps will best achieve our objective
for Shorts. I believe Tom King's proposal offers the best
talthough still by no means certain) chance of achieving
that.

ar

JOHN MATOR




EB POSITIVE POINTS

1. Signal Government intention to make a substantial further
commitment Iin support of future development of the company beyond

the elimination of existing borrowings

Commant

No one would even contemplate taking on business as a whole if all
Government was prepared to do was sell it debt free. Business has
fundamental weaknesses which will cost money to correct and would
not justify on commercial grounds the application of such sums -

pay back period too long and risks of failure too great.

2. Considerable reassurance to the managemant employees and
customers of the company. Glven need for government to disengage
iteelf from assurances potential benefits to this process rOm
confidence generated by the proposed injection should not be under
estimated.

Comment

The potential cost of assurances to Government is extremely high
aAs ndicated by EKB'sm costin of disposal as a whole ae in the
range of €750 - E1Q0@MN Given tgat E450m needed to clear debt,
that range of uncertainty indicates how much perception could

influence the cost of the outcome.

i Meets crucial test of increasing the likelihood that a buyer
will be found for the company as a whole, with the risks that the
terms may be more onerous. Assessment of this risk is a wvalue

judgement.

Comment

Hera we came to the heart of the matter. The chances of selling
the business as a whole are slim. But if Government wishes to
maximise these chances then a cash injection is appropriate. It
may increase the cost of disposal as a whole, but it also reduces
the chances of having to face the higher costs imposed by other

forms of disposal.
KB NEGATIVE POINT

1. Showing hand at early stage would encourage  potential
purchasers to hold out for a more extensive reconstruction than

they otherwise would have done.

Comment
Yes. But without clear indication that Government 1s prepared to

go as far as *“a substantial commitment in Eugpart of future
development of the company®" it is unlikely that offers for the
whole will be made. And a statement that uantified that
commitment would have the same effect as a caaﬁ injection on
encouraging expectation. And informed purchasers must known what
their own minimum price would ba although they may not appreciate
that Government realises what a costly business Short's disposal
would be.
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SHORTS

Although ELA)
tha latest position.

. ——

guns and persist in propoging an early £600 million injectio
Thig position ig refleckted in:

. J
Tom Eing's formal E(A) paper, which has just been { aVJJJ;

c¢irculated, at Flag A. He also attaches the promised

el
v

ied fmqfﬁkﬂ
‘o

A

~
Both Tom King and John Major have decided to stick to their ﬁﬂj{ JJ’

Eleinwort Benson and Touche Boss reports.

& personal minmute f£rom John Major to you, not cop

—

to Tom EKing, at Flag B.
alsc attach for reference:

the Eleinwort Benson letter of 30 January at Flag €;

———

e ——

the note I put to you over the weekend, together with

the Information HemDraHﬂum. at Flag D:

a4 furthear notae from Gaorge Guise, after he had seen

the Chief Secretary's minute but hefore he had seen
the E(A] paper, at Flaq E.
i ———
Yoo shonld be aware that I had a long private conversation
with the Chief Secretary about all this before the weekend -
although I should be grateful if you did not reveal to him

that you know about this conversation. I stressed to hims

your Eirm opposition to an immediate E600 million
capital injection as amphasised in your mesting with

Tom Eingj

SECRET AND PERSOMAL
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the fact that he was not at that stage committed on
paper to the £600 million injection;

the need to base any case for an esarly injection not

I ——

on the timing convenience for the Treasury of paying

ovar money this year, but on the benefits for the
privatisation objective of making a firm commitment
Eo inject E600 million now rather than later;

my Owrn view, for what it was worth, that the
Information Memorandum had already indicated a clear

Government commitment to a large lnjection and that

it would be unwise Iln negotiating terms publicly to

quantify that commitment before serious buyers had

EE?“ identified.

But, having reflected over the weekend, John Major has decided
gtill to press the case [or an immediate €800 million

injection. You will want to consider the arguments in his
e ——
minute at Flag B. The one point that is to some degres new is

the argument in his paragraph 8 that, given the political and

work force problems, an early commitment to a large injection
might make it =asier to get to the eventual snlution-of
part-sale/part=-closure. There is a read-across here £o the
point Kleinwort Benson now make in the attachment to Flag A

(page 2) that "we_are increasingly Of the view that it may be

more realistic to envisage the sale of the missile businass

gseparately from the rest.®

But the essential point remains whether it is necessary or

desirabla to go further at this stage than the Information
s e

Memorandum already takes us, namely:

——— »

page 3 say=: "H M Government proposes to rastructure

the balance sheet .... in advance of sala to provide

a framework for the successful transition of the

company into the private sector. ... It is accepted

that prospective purchases will not wish to make

SECRET AND PERSONAL
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tentative offeras for the company until they have had
the opportunity to make further enguiries ... a

il

short list of prospective purchases will be
astablished , sach of whom will then have the

opportunity to refine its proposals in consultation
i e i

with H M Govarnmant™:

p——

page 22 says: "An objective of re-structuring will be
ta inject further funds into tha company which will
be applied initially (my underlining) in repayment of
its various borrowings™. In other words the public
document is already clearly hinting an injection that
goas further than clearing the debt (c.f. paragraph 4
of the Chief Secretary's minute).

On this baslis the case for an early injection remains, at
best, unprovep. What is, perhaps, increasingly umpnt is to

expedite an assessment of the prospects for

part-sale/part-clousre.

e o

Handling
You were, I think, anxicus to avoid a confrontation with Tom

Fing and John Major in E{(A). Unfortunately, neither of them
has responded to the efforts to get them to change their

position.

since Tom King is 1n Belfast until late on Tuesday evening, it
will not now be possible for you to have another private word
with him before the E{(A) me=2ting at 1030 on Wednesday. Buat,
if you wished, there might be an opportunity for you to talk
to John Major tomorrow after the MISC 138 meeting and before

wa start Questions briefing.

you want to have a word with John Majoer at that time?

If so,; do you want the Chancellor also to join in?
ﬁﬂif.

PAUOL GRAY

& February 1989

SECRET AND PERSOMNAL
SL2ZAEM




PERSONAL AND COMFIDENTIAL

PRIME MINISTER & PFebruary 1985

SHORTS

The Chief Secretary's letter contains no fresh arguments and

no commercial case. It is probably true that no-one will

buy this business without Government support but that is no
case for handing the money over in advance however tightly
it is controlled. The Rover sale illustrated how much less
than the 'bare minimam' a private sector purchaser can live
with. HMG rarely negotiates toughly on the detailed terms
of a privatisation because once the political decision is
made, impatience to get shot of the business prevails. 1In
some cases this may even be the right course.

However the Shorts case has not been researched throogh
proper testing of the market. All we have are two gloomy
documents from Kleinwort Benson and Touche Ross bemoaning
the company's plight which is basically that it cannot
satisfy a strong order book! It is becoming an article of
faith on all sides that the Government faces a potential
liability of a billion pounds on Shorts without any proper
avidence to demonstrate it. This figure largely arises from

Lund's claim that, if missiles are sold separately, the asro

structures workforce will stage a sit=in thereby preventing
contract deliveries to Boeming and Fokker who would then sue.

The Chief Secretary comments that Shorts' management is a
shambles and that the Chairman is hostile. He then proceeds
to the complete non-segquitor that a vast amount of up-front
money has to be visibly pledged before a sale can be
achiaved. HNorthern Ireland Ministers and officials also
segem blind to the danger that once the sum is placed in the
Shorts' holding company, whatever the legal conatraints on

PERSONAL AND CONFIDENTIAL
1
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its release, Lund will become even more ungovernable. As

soon asz the funds have been transferred he will claim that
the Government has publicly supported development of the FJX
aireraft. How on earth can Tom Eing and Peter Viggers then
deny that the money is for this purpose bat is simply

sitting in a bank account doing nothing?

I continue to advise that transfer of funds to the Shorts'
holding company in advance of a sale should be strongly

resisted.

GEORGE GUISE

PERSONAL AND CONFIDENTIAL
.
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SHORTS

Following vour ktalk yesterday with Tom Eing, I have had a
number of further discuesione with hieg Offica. 1 have also
alarted the Chiesf Secretary to the kay points oF your

discussion with Tom King.

The original plan was for Ehe paper for next Wednesday's E(A)
discussion to coma round before the weekend. But I have now
agreed that, in the light of the further work and thought
implied by your talk with Tom King, it need not be circulated
antil Monday.

I am Erying to keep in close touch with Tom Eing and

John Major's latest thinking, and will talk to their Cffices

again =arly on Monday. It may be that there would be
advantage in ycur.having a talk with the two of them - and
perhaps with the Chancellor as well - before the ELA)

discussion. One possibility would be to fit this in on Monday
afternoan. I will report to you further on that on Monday.

Meantime, I have got from Tom King's Office some detailed
bdcquuund mater:al on Shorts' flﬂaDClaL pPrfﬂrmance, which

e —

you may like to glancp at over the weskend. The key document

is thp Information Memorandum issued by RKleinwort Benson to

prospective purchasera. It is immpdiarely below this minute,

—

"_‘—-—
and contains QUmmaT? profit anﬂ loss | and balaﬁcp qHPPT

information for the last five VeArs.
farther, I also attach the Annual Reports back to 19B85.

— —- —

The Information Memorandum is a revealing document and I have

highlighted the key passages. Major points that emerge are:

tha timetable for prospective purchasears to declare a

preliminary interest is 10 February:; the original plan
for drawing up the shortlist was by 24 February (bat youo
have told Tom King you want that speeded up). Page 3
brings out the earlier Government statemants of a

"preference for the sale of the company as a whole";

—

SECRET




thae Government is at present clearly committed to stand

behind the Enmpany Rpart from the Eact that i£ ie

whnllv ownad hy the Government, page 23 sets ocut the
ﬁ—
clﬂar cammltments ko credltnrq that have baen given;

— —

the recent trading performance has been abysmal. A five

year run of profit and less figures is given on pages

20=21. It shows massive losses in 19B8. These are

(S— e ——

particularly concentrated on the aireraft diviaion, which
B e ——_

1. A
k

is also responsible for the lion's share of the
C—

exceptional items of stock aﬁjuatmenti_and provisions for

—

——

future losses. This makes all the more bizarre the
e —

commitment of existing management to developing the new

FJ (pages 7-8);

a five-year run of balance sheets is on page 28. It
shows ap the massive growth of borrowings in 1988 as the

trading losses have accumulated. There is no gouestion

that, whatever the eventual outcome, thera is a huge
balance sheet deficiency that will have to be written off:

there are repeated references through the document to tha
Government's recognition of the 1ned Eo restructure Ehe

Tl o e

balance sheet hé#DrE privatising, eg pagas 3 and 22. And
tﬂTE_?EEEgnltlnn goes as far as including an illustrative
reformulation of the balance shest at March 1988 to show
the effect of stripping out horrowings:

these adjustments broadly correspond to the firgt £260
million alement of the capital injection proposed E;_-
Tom King in the letter you saw earlier in the week
{extract attached). Bat in addition the proposed total
resbtructaring of €600 million included allowancesz for
anticipated 1988-89 losses tEllﬂ mllllun}, Furthar

borrowings to Tane 1989 (£&60 WIllan} and a "capital
—— e
bage® (£150 millionl.

faiog o
/ FAUL GRAY %M

3 February 1989




PN TR aRaIustomy including their view thac we
nt to inject a substantial sum into the company as soon as
possible, and 1I"would wish to take immediate steps to this

objective. Both

UEEIEEECIEREERS0R]! EBased on these initial estimates of the net
A pEOvVide At ERTE
after repuyment

of borrowings. HNevertheless I wm

this is quite close to the bottom end of the range estimated by
Kleinworca, and JASSUAREIVIETEEsIE ENATESnEIESNGENESOONpROETNED
Em
Actual borrowings at 31 March 19588

Estimate of EFR to 31 Maren 1989

Estimate of further borrowings to
30 June 1989

Capital base (including E50m future
losses provided in 1987-88 accounts)

Proposed testructuring

! ; CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE
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MEETING OF E(A): 8 FEERUARY

Thera are two items for the agenda:
= privatisation of Jobcentres;
- BShorts

Jobcentres

I enclose Norman Fowler's paper on Jobeentres, which you may
like to look at over the weekend. It reflects the points
brought ocut in the discussion with him earlier in the week.
You may like to look in particalar at the proposed timetable
(paragraph 22 onwards) which involves setting a cracking pace
for the exercise, with the announcement of detailed
conclusions on how vacancy finding and job placement is to be
privatised by early May. An announcement that the exarcise
is under way is proposed before the end of this month.

I will let you have Cabinet Office and Policy Unit briefing

next weok.
ShDrEE

I am enclosing in your boxes some detailed background material
on Shorts. But I have agreed with the Worthern Ireland Office
and the Treasury that, in the light of the further work and
consideration implied by your comments to Tom Ring yeaterday,
they need not circulate the E{A) paper until Monday.

Ve cq

PAUL GRAY

3 February 1989

PHMIAHW
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From: Tiue Privare Secnerany

NOETHERN TRELAND OFFICE

WHITEHALL

CONFIDE-NTIA BONDON SWIA ZALZ
AND
I H

COMMERCIAL CORFIDEHRCE

Faul Gray Esqg jﬂ(}

10 Downing Etreet |
LONDON
SW1A 2AA 5 3 February 1939

SHORTS

I understand the Prime Minister would like to see Shorts' accounts
for the last few years. I attach copies of the accounts for the
last four years (with apologies for the condition of the 1986
accounts). The Prime Minister might find it more convenient,
however, to begin by looking at the information memorandum which
was sent to prospective purchasers of Shorts on 10 January, and a
copy of this is also attached. This summarises (on pages 19-22)
soma of the more important elements of the company's accounts in
recent years.

Could I also take this opportunity to record our agreement that
the E(A) paper we are preparing will reach the Cabinet Office by
close of play on Monday 6 February.

i‘ﬁcﬁupﬁf

RS
d—-jT_'E | P L—E'ﬂ-- ;
¥

L

o J LEACH
CRE5/50F5/4934
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SHORTS

Following your talk yesterday with Tom EKing, [ have had a
pumber of further diszcusszions with his Office. 1 have alzo
alerted the Chief Secretary to the key points of vour

discussion with Tom Eing.

The original plan was for the paper for next Wednesday's E(A)
discussgion to come round befcre the weekend. But I have now
agread that, in the light of the further work and thought
imoli=ad by wvour talk with Tom Eing, 1t need not be circalated
gntil Monday.

I am trying to keep in close touch with Tom King and

John Major's latest thinking, and will talk to their Officas
again esarly on Monday. It may be that thare would be
advantage in your having a talk with the two of them = and
perhaps with the Chancellor as wall - before the E[A)
discussien. One possibility would be te fit this in on Monday
afternoon. I will report to you further on that on Monday.

Meantime, T have got from Tom King's Office some detailed

sackground material on Shorts' financial performance, which

vou may like to glance at over Ehe weekend. The key documenk

15 the Information Memcrandum issued by Kleinwort Benson to

prospective purchasers. It is immediately below this minute,
and contains summary profit and loss and balance sheset
information Eor the last f£ive vears. 1In case you wank to dig

further; I also attach the Annual Reports back Lo 1385.

The Ipnformation Memorandum iz a revealing document and I have

highlighted the key passages. Major points that emerge are:

the timetable for preospective purchasers kto declare a
preliminary interest is 10 February; the original plan
for drawing up the sheortlist was by 24 February (but youo
have told Tom King you want that speeded upl. Page 3
brings cut the earlier Government statements of a

"preference for the sale of the company as a whole";

SECRET
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the Government is at present clearly committed to stand
behind the Company. Apart Erom the Fact that it is
wholly owned by the Government, page 23 zats ont the
cl2ar commitments to creditors that have bean giveng

the racent trading performance has been abysmal. A five
year run of profit and loss figures is given on pages
20=21. It shows massive logsges 1n 1988. These area

particunlarly concentrated on the aircraft division, which

13 also respon=ible for the lion's share of the
exceptional items of stock adjustments and provisions for
future logsses. This makes all the more bizarre the
commitment of existing management to developing the new

FJ (pages T7-8);

a five-year ran of balance sheets is on page 28. It

shows up the massive growth of borrowings in 1988 as tha
trading losses have accomulated. There iz no guestion
that, whatever the eventual outcome, there is a huge
halance sheet deficiency that will have to be written offs

there are repeated refersnces through the document to the
Government's recognition of the need to restructure tha

balance sheet before privatising, =g pagses 3 and 22. And
this recognition goes as far as including an illustrative
reformulation of the balance sheet at March 1988 to show

the a2ffect of stripping out borrowings:

thess adjustments broadly correspond to the Eirst £260
million alement of the capital injection proposed by
Tom King in the letter you saw earlier in the week
(extract attached). But in addition the proposed total
restructuring of €600 million included allowances for
anticipated 1988-89 losses (£130 million}),; farther
borrowings ko June 1989 (E60 million) and a "capital

baza™ (2150 million).

LEAY

i Februacy 1983
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From the Private Secretary 2 February 1989
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SHORTS BROS PLC: PRIVATISATION

Further to my letter of 1 February, the Prime Minister
and your Secretary of State had a discussicn about Shorts
following Cabinet this morning.

I should ba grateful if yvoua would treat this letter on a
personal basis.

Tha Prime Minister said she was strongly opposed to any
capital injection being made unless this was linked to the
funding of a £inal settlement in which a purchaser or
purchasers tock over the whole of the publiec sector's present
liabilities. To do otherwise would seriously prejudice the
Govarnment's negotlating position. The Prime Minister asked
your Secretary of Etate to ensure that when he reported to the
meating of E(A) next Wednesday a clear indication was
available of those companies who were expressing a serious
intereat in taking over the whole of the Shorts businesses; if
none of these seemed to offer a serious prospect of disposal
she would alsc want to be aware of the possibilities for
disposing of separate parts of the company.

Following a brief discussion your Secretary of State
agreed to take into account these points in the preparation of
his paper for E(A). He also agreed to let the Prime Minister
have a sight of accounts and balance sheets of Shorts for the
last few years.

Mo
s

{PAOL GRAY)

Stephen Leach, Esg.,
Northern Iraland Offica.
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PRIME MINISTER o tok

SHORTS

¥You saw last night the note from George Guise giving advance
warning of the likely proposal for an early massive capital
injection. We discussed the idea this morning, and you

indicated your firm opposition.

As expected the proposal has now formally come forward - see
Tom King's covering minute addressed to you {(flag A) attaching
a more detailed letter to the Chief Becretary. —

George Guise's note at flag B reinforces the advice he gave

lagt night.

The key points about this bizarre proposal are:

e ——

the rationale put forward for an immediate capital
injection - in order to improve the chances of early

prlﬁﬁETEat{pn = zimply doe&s not stand up. Tha nﬂIding

L S - z —— - - —— g
company device will not in itself achieve a

rﬁcagitﬁiisatian. Tom King undermines his own argument
about giving bidders greater certainty when he admits
(bottom of page 3 of letter to the Chief Secratary) that
a further "dowry™ may be reguired. And putting all this
money up front will fatally undermine the Government's

negotiakting position.

tha truth ia that thias is all simply a device - probably
e —— E
at the instigation of the Treasury - to get the money
paid over in this fimancial vear rather than next. That
is confirmed by George's intelligence that the
Eleinwort's letter is one they were urged to write {(you

gshould NOT of course raveal we know that).,

I imagine you will want firmly to resist the proposed short

term injection. As you know we are already arranging anp ELA)
diacoszion for next week to discuass Job Centres, and vou may

CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE
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further- paper to
I attach

like to conzider agking Tom Eing to submit a

that meesting on the opticons we now face for Shorts.

a possible letter T could send out in these terms.

Conteant for me to minute out as attached?

PAOL GRAY
il January 1989
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10 DOWNING STREET

LONDON SWIA JAS
Frawm .l'J!I'.f Privale Sn:rrﬂ.::r.r__l:

1 February 1989

SHORTE BROE PLC: PRIVATISATION

The Prime Minister has seen your Secretary of State's
letter to the Chief Secretary dated 31 January.

I should be grateful if you and copy recipients could

— T

ensure that this letter is given a restricted circulation on a

strict need to know basis.

The Prime Minister is most concerned at the proposal for
an immediate massive capital injectien into the Shorts holding
company. She does not accept that this is necessary in order
to secure the stated objective of maximising the possibility
of disposing of the whole business on the best available
terms. On the contrary, she believes that for the Government
to be seen to be willing to injeet such a large sum at this
stage would weaken the Government hand for the reasons
identified in the Kleinwort Benson letter dated 30 January.
The Prime Minister does not therefore agree that this proposal
should proceed.

The Prime Minister would be grateful if your Secretary of
State would prepare a paper for next week's meeting of E(RA)
reporting on the outcome of the Kleinwort Benson and Touche
Ross studies, so that the Committee can review the options for
disposal of the Shorts businesses.

I am copying this letter to the Private Secretaries to
members of E{A), Stephen Wall {(Foreign and Commonwealth
Office), Steven Catling (Lord President's Offiese), Brian
Hawtin (Ministry of Defence) and Trevor Woolley (Cabinet
Offirce).

(PAUL GRAY)

Stephen Leach, Esg.,
Horthern Ireland Office.

CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE




PEREONAL AND CORFIDERTIAL

Prime Minister

E(A): SHORT BROS PLC

When we met at E(A) in early December (E(A)(88) 15th meeting) to
discuss Shorts it was agreed that we should not proceed with an
interim partial reconstruction of the company's Balance Bheet;
that I should bring forward costed options on disposal; and that I
should stay in close touch with the Chief Secretary over the whole
situation.

Since that meetbting the sale memorandum has issued to a number of
potential purchasers and both Kleinwort Benson and Touche Ross
have been estimating the possible costs of disposal under a range

of scenarios. I hope to be able to report onm the costings to E(A)
later in February. In the meantime John Major and I have been

discussing the need to make an immediate and substantial injection
] capittl:intgwfﬁﬁfcnmpanr not ag an interim step but as a
definitive recapitalisation. This would be designed tao provide
potential purchasers with greater certainty about tha company's
future financial structure and thereby improve tha chances of
early disposal of the whole company on acceptable terms. The cost
of this propoasal would fall within this financial year provided we
can include it in the NHorthern Ireland Appropriation Order, which
will be tabled shortly.

John's officials and mine, together with Kleinworts, have

theraefore been working on a proposal for a capital payment to
achiave final recapitalisation, and I have formally sent John -
today the attached letter on the matter. Ehessum proposed gﬁﬂﬂm}
- i £100m less than envisaged by Kleinworts, and well within the
estimated costs of disposal {(on-any option) as initially. assessed
by-both-Kleinworts and Touche, I have to say that I am appalled
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at the gize of the sum involved, and yet (Ivhave to recognize that
this is dealing with a liability that has built up over a number
of years, and has got to be faced one way or another, whatevar
aption wa pUrsue.

We believe we should grasp this nettle now, but I thought I should
write personally to vou to explain the background. Subject
therefora ko your and other collaagues' approval, Johnm and 1
propogse that we proceed to include it in the Appropriation Order.

A copy of this minute goes to John.

i1 January 13B9
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; . Marthern Ireland Office
! E’ Stermont Castla
kQ;_ Balfast BT4 33T

Secrmary of Slafe

Rt Hon Jonn Major, MP

Chief Secretary to the Treasury
Treasury Chnambers

LOWNDON

SWLP 3AG

=)
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SHORTS BROS PLC: PRIVATISATION

We nave recently discussed together the next steps towards achieving
tne privacisation of Shorts against the background of che
particularly difficulc sictuation of the company. I now wish to put
to you proposals for an immediate capital injection into the
company, on the basis of advice from our merchant banking advisars,
Kleinwort HBenson, a8 & means of promoting early disposal.

Kleinwort Benson hnave left us in no doubt about the particular
difficulties associated with the sale of this company as a whole.
Their view, which is entirely consistent with advice from Touche
Ross and from our officials, is that disposal of the business as a
whole, given its profound weaknesses, will be far from easy. My
proposals are simed at maximising thut"EEi;IEqiffi-iﬁii;_ﬂaaking Lo
drive the best bargain for the taxpayer by way of sale as a whole.
But they are atructured in such a way as not to foreclose our

options should we decide when responses to the sale memorandum are

recaived, that sale as a whole is not feasible.

Shoctcs is in an extremely bad state. An exceptionally lengthy
period in Government ownership nas resulted in attitudes in the
dorkforce and management and a performance record which make it a

most unactractive investment proposition. Among its characteristics

ig a long history of incurting serious losses, and this trend nas

been intensified by furcher significant losses revealed in Ctne
l4987-88 accounts. A consequence of this history of losses is a

CONFIDENTIAL AND COMMERCIAL IN CONFIDENRCE
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Iraccept Kleinworts' broad comclusiom,. including their view that we
fpﬂgpt Lo Lnjnct a suhstant1al.ﬁum into the company as s00n0 as
possible, and_}#ﬁéwTEP;TEEEEE rake immediate steps to cthis
objective., Both Kleioworts and Touche Ross have been calculating a
range of disposal costs, as sought by E(A)(EB8)(L5tn meeting), and I
snall pe reporting fully on these later next month,but both have
indicated that, whatever option we pursue, the cost is unlikely to
be less than E750m. Based on these initial estimates of the net
cost to Government, Kleinworta nave suggested that £/00m would be an
approptiate sum to provide at this stage. We will ultimately have
to put in at least £450m to clear che borrowings alone, and we will
also need to give the company a proper capital base after repayment
of borrowings. MNevertheless 1 could not recommend a sum of g700m as
this is quite close to the bottom end of the range estimated by
Kleinworts, and consequently suggest that a Eigure of £600m would be

more appropriate. The break-down of this figure is as follows:-
Em
Actual borrowings at 31 March 19838
Estimate of EFR to 31 Marcn 1989

Estimate of further borrowings to
30 June 1989

Capital base (including £50m future
losses provided in 1987-88 accounts) 150

Proposed testructuring £600

1 tegard this sum as the final recapitalisation of tne company,
aL:huugh cleacly we ‘may Face further costs whicn would constituce a

ry". The funds would LnitfoIJ—F!'iIiEiahﬂhtn a separace
?ﬁ CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE
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serious deficiency in the company's balance sheet which already at
31 March 1988 showed total borrowings of £219m and deficit of
sharenoldecrs" funds of E1l75m, and we had idencified some time ago a

e
need to remedy this. Moreover, although Shorts has some attractCive

and profitable products, particularly within the Missile Systems
Division, others, notably aircraft, are approaching obsolescence
and, more importantly, incur neavy losses, and Chis pear formance is &

—

major disincentive to potential purchasers.

e -

We are not talking therefore, as with some other privatisations,
about the sale of a formerly loss makimg company which has been
brought to profitability, or indeed the sale of a loss making
company o an EﬂEEEiiiﬂﬂrhﬂigi———“hlt we have to offer the market is
a heavily loss making company on the promise of a major
recapitalisaction, but with no return to proficability beforehand.
There is also the significant point that the company's location In
Northern Ireland may also limit the field of interest in acquisition
of :2E_EEEEEEIL— I believe therefore that We musC Cake whatevar
reasonable atﬂpﬂlﬂi ¢can to promote interest in the company and
bolster the prospect of sale as a whole.

Against this background, we nave been taking forward with Kleinwort
Benson the question of whether we can take any actiom wnich would
encourage the early disposal of the company as a wnole or, if sale
as a whole on acceptable terms is unattainable, would put us in a
strong position to argue that Wwe made every efforc to secure sale as
whole before moving to other options. ‘Kleinwort have concluded in
lche attached letter that there is merit in making an immediate and
substantial capital injection in order to provide, to the potential
putchasers who have now received the sale memorandum, tangible

confirmation of the Governmenc's willingness CO remedy the balance
ahest and to make the company more attractive to those potential
purchasers.

CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE
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discretionary trust fund to be managed by 3B (Realisations), Shorts’
nolding company. The trustee - SB(R) - would be empowered to pay
such sums to Shorts as are required for rthe purpose of the
privatisation and other stated purposes.

There are a number of considerations on wnich we must be satisfied
in pursuing this course.

Firstly, wnile tne step is intended to maximise the chances of an
acceptable sale as a whole, it does not prejudice, and should not be
:*ﬁﬂrﬁi,EEEiEﬂiﬂiﬂg*nEﬂﬂﬂiﬂiiﬂFiEE.EEHEEEEE_EPEEPHS' dﬁc:urdingl}. I
intend to make it clear to prospective purchasers that the ground

rules for the disposal exercise set out in the information
memorandum continue to apply, and that it is for the Government Lo
decide which, if any, proposals for acquisition as a whele to pursue
and to determine the extent to which funds are provided to a
purchaser on the strength of the proposals made. [There should be.no
presumption that che full sum will in fact be provided.

Secondly, there must be no prospect of funds leaking from the
holding company into the trading company and we must have cast-iron
means of recovering any surplus at the time of sale, including the
interest that will accrue on the money injected. I am satisfied on
the basis of clear legal advice that I have the necessary powers
both to make the injection, to ensure that there can be no prospact
of leakage, and to ensure that the funds made available can be
recoversd if and as far as necessary. 1t will also be essential to
ensure that the passing of funds to Shorts PLC is strictly
controlled and that any funds (prinmcipal and/or interest) not
required can be returned to the Government, by taking steps Lo
anglure that the Board can act only on our instructions.

As you know, this latter poimt is also essential in terms of our
CONFIDENMTIAL AND COMMERCIAL IN CONFIDENCE
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position vis a vis tne EC Commission. pSenior Commission officials
wno were sounded on the proposal indicated tnat providing there were
no leakage, we need only inform the Commission of this injection.
They helpfully said that qﬁg;;iana of state aid would only arise
when money passed to the trading company - wnich is something that

we only intend to nappen wnen negotiations for disposal are near

completion and we can make the appropriate detailed notification.

Thirdly, there is the matter of my own resources. You will readily
appreciate tnat the Block could not withstand the payment of E600m
in this or any other year, and I must therefore make a bid on the
Contingency Reserve for 1988-89. If you can agree this, it would be
my intention to take provision in the Northern Ireland Supplementary
Escimates, and you will wish to note that this will require the NIO
also to take a Supplementary Estimate to cover the Northern Ireland
grant-in-aid.

Fourchly, my officials have explained to me the accountability
dimension of this proposal. MWhile 1 can accept the conclusion.
which took into account the positive views of your officials juchat
the payment can be reconciled with Government accounting principles,
1 snould nonetheless be grateful for confirmation that you take a
gimilar view.

I should, therefore, be prateful for your agreement Co the payment
of £E600m from the Contingency Reserve in 1%88-89 for the purposes I
nave described, on the basis proposed, and with the safeguards I
have described to ensure that there is no leakage into the trading
company. Since, as I have explained, it will be necessary for me to
take Supplementary Estimates provision and since the last date ftor
incorporation of thnis provision into those Estimates, having
squeezed the normally tight timarable to the limit, is 8 February, I
snould be grateful for an early reply fo this letter, and in any
case Ln advance of this date.

CONFIDENTIAL AND COMMERCIAL IN CONFIDENCE
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1 am copying this letter and enclosure to the Prime Minister, other

E(A) colleagues, tne Foreign Secretary, tne Lord Fresident, the
Defence Secretary and to Sir Robin Butler.

CONFIDENTIAL AND COMMERICAL IN CONFIDENCE
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CONFIDENTIAL

FRIME MIMISTER 31 January 1989

—

SHORTS

The only merit of the proposal to transfer €600 million into

the Bhorts Holding Company is that it helps to spend this
year's Treasury surplus! UErsesms to have §o conmercial
merit at all. Indeed, there are +two atrnnghhrgunnnta

against:

The transfer of the funds will become public
knowledge and Rodney Lund will appear to have
triumphed over HMG. It is Highly probable Ehat He
will soon elaim that the Government has decided to

fund the development of his new FJX aircraft.
pani—— = ——

Once the funds have been transferred any prospective
buyer will regard them as an integral part aof the

L —
deal. The buyer will then Ffocus on how mich extra
can be pressed out of the Government.

i

EC POSITION

Provided that the release of funds From the holding company
ta the operating business remains under HMG's control,
Brussells need only be informed that the transaction has
taken place. However approval will be needed when funds are

utilised. This is presented as an argument in Favour of the
proposal even though any practical deal will involve both

debt extinction (£450m) and financing working caplital

(£150m) which will have to go to Erussg%}s anyway = cf
Huvé?ﬁiritish Aerospace.

L
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DISPOSAL COSTS

The NIO have received the following overall cost estimates
of disposal of the business:

Touche Ross — ET00-800 million:

by —

Rlelnwort Benson - £750-1,000 million;

—— — .

Touche Ross also claims that this cost would be
increased to €£1,075 million if the missile division
were sold separately. The argument here is that L
hEisgiles areL;;ld thera will be no incentive for a
Eyyer to take the rest of the business and 1t would

have to be closed.

We must not accept these colossal figures without intense
serutiny. Indeed the Eing/Major letter states on page 3

that he will be reporting fully on disposal costs later next
e
month. He has therefore presented no guantitative case for

injecting this sum Forthwith other than unsubstantiated
horror stories. PR

——

ALTERNATIVE COURSE

The proper way to pursue this privatisation is to establish
where serious purchasing interest lies, preferably for the
business as a whole but alsoc separately, and to hone down
interest to a few front runnefzjﬂ_betailed negotiations
shoi1d then be entered which would establizsh the total
quantum of HMG funding needed Lo make a clean break. Once
this is established EC approval should be sought and tha
fands subsequently released from Treasury. The real cost of
pre-empting this process by transferring £600 million now is

the inevitability of a much larger eventual cost to the
taxpayer. pe :

2
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VIEWS OF NIO AND ELEINWORTS

Peter Viggers phoned me twice today to lobby in support of
the'deal. He pointed out that even though Lund had been
supportive of HMG at the Select Committee last week, the
hoelding company would not have him on the Board which
would consist of only the other Shorts non-executive
directors together with Government appointees.

I then spoke to a personal contact at Kleinwort Banson who
effectively told me that all the pressure for this transfer
came from the Treasury. This is consistent uith_E;;_EE;E_EE
| the letter attached to King's submission whick reads as
though it has been wrung out of KB - an excellent example of
how merchant bankers always play the tune which is called.

RECOMMENDATION

Oppose the transfer of any recapitalisation funding to
Shorts until a realistiec sales proposal has been achieved.

3
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OJF/fat E A0tk January, 1989

0. Fell, Eag.,

Department of Economic Development,
Hetherleigh,

Massey Avenue,

Belfaat., BT4 2JP

Den Mo el

We have discussed with DED in recent weeks the sales proapects for
Shorts. The Company is far from being an attractive target for & private
sector purchaser: it is engaged in a high risk industry, it is the largest
manufacturing employer in Northern Ireland, it has a dismal financlal record,
and it will require substantial investment and re-organisation if it i3 te
earn an adeguate return.

SHORTS

Againat this background, you have asked us to conslder whether the
progpects Tor a syccesaful privatisation ol Lhe Company 88 a single unit could
be improved by an Lmmediates transfear of a sum likely to represent a
subatantial proportion of the sxpected final cost to Government. In tha
Light of the advice which we have given to you separately I consider ©700
million to be such a sum. T'wWould expect the final cost to ths Government
whicheaver option im pursusd to be greater than that figure. You explained
that, for reasona connected with notification of &ny capital recomstruction to
the European Commission, it would not be possible to imject this sum directly
ints Short Brothers PLC at this atage and you are conaidering transfer to 58
Realisations (the immediats holding cospany of Shorta) whare it would be
expected to remain until it is applied to the recapitalisation of the Company.

In tha light of the above you have asked us %o write €5 you to susmarise
our visws on thas posaible commercial implications of such a capital transfer
for the conduct of the sala. In framing our advice, we have had particular
regard %o the fact that the nature and extsnt of the transfer will immediately
bacoma public knowledge. Accordingly, if the tranafer proceada, we conslder
it important that thers should be a aimul tanecus lestter ta prospective

Frypuiermd in Englirsd b 5517 - Arguieves] Dler B Fevacarrh Siveet Londion. BC 508
A WMEMBER, Of Thll WLEDSWORT BSOS GROLT
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purchasars explaining that this provision does not necessarily lsply that this
sntire sum will be injected into the Company. Rather, by this payment HM
Government wishes it toc be understood that, in addition to the elimination of
borrowings, it is prepared to consider a substantial further cogmitment in
suppert of the future development of the privatised Eﬂ@ggny The extent of
this further commitment will De determined by the perceived desirability of
the proposals put forward by the ultimate EHEEhauer.

The commercial case for making the transfer

The principal attraction of making a transfer is that it would signal to
prospective purchasers that in addition to the elimination of existing
borrowings the Jovernment is prepared to make 5 mubstantial-further-commitment
in Support of the future development of the Company. This will clesarly be
attractive to prospective purchasers as it will indicate that substantial
funds could be available to them to effect the turnarcund in the Company's
fortunes that must be the objective of any purchaser who acquires the business
o a going concern basis. This in turn should, when linked to the statement
get cut in the Informaticon Memorandum about the importance which the
Government attaches to the long term future of Shorts and its employees,
encourags prospective purchasers to come forward with proposals for the
purchase of the whole of the business.

In addition, the availebility of a sum of this magnitude should be of
caonsiderable reassurance to the management, employees and customers of the
Company, that HM Government is prepared to make the very large financial
commitment necessary to return the Company to the private sector as one enkbiby
end With = properly capitalised balance sheet. Given that the effective
extricaticn at lowesat coat of HM Government from the potantial liabilities
which could arise from the assurancea that have previously been given is one
of the more important aspects of this privatisation, the potentisl benefits to
this process from the confidence generated by the proposed injection should
not be underestimated.

The commercial case aininat mahini the transfear

The risk associated with making the injection is that, as it will be
public knowledge, HM Govermnment will heve shown its hand at an early stage in
the negotiation process and that this may encourage potential purchasers to
hold out for a more extenalve reconstruction than they would otherwise have
done. CGovernment could, however, shdeavour to protect its negotiating
position by making it clear to prospective purchasera that the final amount
which is injected intos the Company will vary depending upen the attractivensas
of the proposals put forward by potential purchasers for the futurs
development of ths Company.

Summary and Conclusiona

The commercial considerations involved in making the proposed injection
may be summed up as, on the one hand, encouraging prospective purchasers and
those othar parties invalved with the Company by glving them an indication of
Governmént's potential willingness to finance a subatantial regereration of
the Company whilst; on the other hand, risking weakening the Government's
bargaining position and encouraging acquirers to demand a more extensive
reconatruction of the company than they might otherwise have done,




L ontvmued

In other circumstances, our i{nstinct would be not te show the
Government's hand until absolutely necessary. Howsver, this privatisation
has been conducted against the background of significant media interest and
there have already bean various articles which have alluded %o the sort of
sums that HM Government might need to make available to secure privatisation.
Accordingly, informed purchasers can be presumed to have a fairly clear idea
of the potentlal magnituda qr the zuma invalved,

To conclude, the proposal under consideration does, in our view, satisfy
the crucial test of increasing the likelihood that a buyer will be found for
the Company a8 a whole, but with the risk that the terms which buvers demand
will be more onercus, The assessment of whether this risk is werth taking is
as much a value judgement as a matter of commercisl appraisal. However,
Eiven that the Government ascribes a high priority to sale as a whole — and
against the background of the expected difficulties of disposing of the
Company a8 a single unit and the assessment which has been made of the risks
associated with a break up - then provided that the potential purchasers ars
made aware of the Government's action as soon as pessible on the lines set asut
above, we consider that there is merit in the preposed transfer.

g

C.J. Farrow
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You were right. Papers are currently being drafted for( L.
despatch tomorrow from Tom King to the Chief Secretary
{copied herel, and a personal note to the Prime Minister.
- -\-‘_-_._.._'_.

*_ The propesal is to inject €600 million into the Shorts"'

e

f_-‘_.__;ﬁ__hqlﬂing- company called Short Bros Realisation which will

~" have the effect of making the consolidated balance sheet
look attractive to potential purchasers. It is nat intended

that any of this money will be drawn down into the operating
companies prior to ﬂiqpmsal of the business. However,
Rodney Lund is chairman of this holding ﬂﬁnpanf and

the proposal to appoint HMG directors wlth pnwer to block
the release of funds downwards may not be adeguate.

The Treasury have agreed, indeed it may be a Treasury
_Sinitiative, because of this year's surplus. However it will

P

Lj} be extremely counter-productive for the NIO's future

7 handling of Rodney Lund whe will appear to have triumphed!

“—__ Theoretically, the momey can be released back to government
oy ligquidating the holding company if.nn Illl=hlﬂﬁﬂﬂi:_ For

‘—.. obvious reasons one must be highly sceptical of that

rgfj aESUTANCE. The £600 million sum proposed is over double

" tﬂE‘Enst of developing the new PJX aircraft and allows Tor

iff existing debt write off.

H I understand that the NIO and the Treasury hope to get

) agreement in principle for this move through correspondence,
thereby presenting E(A) with a fait accempli. We shall have
more detalls tomorrow but the principle of the scheme ssens
at odds with the position taken by the Prime Minister and

fg”lil} on December 1.

GEORGE GUISE
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Fram the Private Secretar) | 2l July 1988

ALTadn & CoOpy of & letcel ThE: ©E1Ime

Minister has received from Mr. Radney Lund
of Bhort Brothers PLC.

I should be grateful if you could provide
a . draft reply to Mr. Lund for the Prime
Minigter's signature,; to reach me by lunchtime
on Monday 25 July please.

PAUL GRAY

Martin Donnelly., Esq.,
Northern Ireland Office.
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Sharr Brothers ple

Short Brothers plc

4.49 pm

The Pardiameatary Under-Secretary of State  for
MNorthern Ircland (Mr. Peter Vigeersi: With permission,
Mr. Deputy Speaker, | wish 1o moke a statement about
Short Brothers ple.

My righl hon. Friend the Secretary of Siate [or
Marthern Ireland informed the Houge on 29 Jupe that we
ere senousdy interested in possibdlities for peivitisation,
We are, therefore, actively secking the rewwrn of Shor
Brathers plc into the private sector from state ownership.

In this connection, | wish to make it clear that the
Government are ready to consider suitable proposals that
might lead to the acquisition of Share Brothers by privaic
sector interests. | invile organisations which can secure the
necessary financial hacking 10 come (orward 45 soom s
possible.

The Government would prefer 1o trunsier the company
as a whole to the privaie sector. We would not, however,
rule out the sale of the different parts of the business 1o
SEGITHEE TRIETesis,

In considering any proposal, the Government will give
full weight to the contribution that o continuing viable
busimess could make 1o the Northern Ireland econamy.

My statement today follows the government’s
sonsistent approach throughowt the United Kingdom of
seeking io replace state pwnership with the benefits and
oppartumities that Aow from cffeciive privale scctor
leadership. Those benefits have been clearly déemonstrated
in the companies that have already been privalised,

Shons has many ochisvements o its name. especially
in exporia, and 18 15 an important contracter For the
Minisiry of Delence. The Government belicve that the
lutwre of & $irong viable business at Shoris is best served
mot by continued dependence on pubiic ownership, but by
the disciplines and opportunites of the privaie seciar,
Returning ihe company (o privace awnership. therefore,
offers the best prospects of its future development and
levels of employment in the longer Lerm

Mr. Jim Marshall (Leicester, Southl: | hope that the
Under-Secretary will not misunderstand if' | wekome him
lo the Dispatch Box. We have read o great deal about the
Covernment's intentions towards Government-owned
companies in the Nomth of [reland, but the pressnce of
Ministers in the Chamber 1o make those intcntons clear
has been rare, Even the Under-Secretary will have 1o agree
that the Opposition, especially my hon. Friend the
Member for Kingston-upon-Hull, MNorth  (Mr,
McMamara ) have had to go to greal extremes to encourage
the Under-Sscretary 10 make 3 =iatement  hefore
Porliament rises al the end of next week.

Although the statement has been made today, the
Under-Secretary must agree that it is very short an what
will happen to Shors and long on the Governmenss
imentons. We believe that i is reprettable that the Fuiure
of Harland and Wollf will s1ill be subject to conjecture and
uncertainty, The future of Shorts should be determined a3
quickly as possible. | am sure that the Minister agrees that
we are wilnessng Lhe conlinwed wiclory of Thatcheriie
cconomic dogmatism over the real economsc nesds of
Morthern Ireland. The Minister must also acoept that the
Giovernment are seeking 10 escape their responsibility for
the industrial and economic well-being of the Province.
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withi and and Wolll, are regurded in the Province as
gymbois of the Government's contimed commitment (o
the sconomic and induserial infrastmucture in e North of
Ireland? The anmouncement todoy, snd the Under-
Sectetary’s previous announcements on Harland and
Walff and Morthern Tieland Ebectricity give the impression
in many people sspectally those in Northern Ireland, that
the Government are trviag 1o shed their responsibility for
continned industrinl ond economic development in te
Morth of Freland.

I hope that the Mimister will acoept thai the
Opposition’s view is that Shorts should remain a publicly
owned company. IT it i8 to be privatised, 1 urge the
Minister 1o scoept that the company should be privatised
gs @ whole and not broken down into its three main
constiuent parts. Further, 1 wrge the Minister to accepl
that gpunrniess about job losses must be obtained. The
Minister must sorcly #ccept that, if the company s
privatised and there are large-scale wob losses, that will
seriously undermine not only the sconomic development
of Greater Balfast, bul that of Morthern Iieland a8 1
whale.

May 1, Mr, Deputy Spenker, with your permission ask
g number of specific gquestions? First, will the Minister
state whether the Government micnd to intsodece any
capital restructuring of the company prior Lo privatsa-
tion? If so, will it require the approval or the agreement
of the Commission in Brussels ns pecurred with the
privatisation of the Rover Groap!

Secondly, what will happen to the propnsed S6d million
arder from the Pentagon if the company is privagsed?

Thirdly, what prospect 1 there of Government Fands
far the company, especially for the new 30 1o 100-scater
Jerfan aircraft experiment?

Fourthly, can the Minsier confinm that both Boemg
and McDwonnell Douglas nave been approachod to tokes
over Shorts, bul have declined?

Fifthly, what consultations have taken place speailfic-
ally with the management, but, more penerally, with the
work foree!

Sixthly. can the Mimester confirm that the losses for this
financial year arc likely 1o be ahout £130 million!

Seventhly, if divisions are sold separately, will the
Minister give & casi-iron guaraniee thai the important
missiles division will not be sold 16 foreign competilars?

Shost Brothers iz a company of which all of us can be
proed. [ am sure Thil the Minkster agrees that it is
operating on the very frontiers of new and high technology

in many aspects exciting lechnology — and that it
would be a disaster for the company o be run down and
the highly trained and skifled work force 1o b lost, nod just
to Belfust but to the United Kingdom

'I.I..Q vl thee Mlindster begnn to wnderstand that Shaorts,

Mr. Viggers: | shall deal first with the hon. Geatleman’s
last point. We fully recognise the importance of Shorts and
its skilled work force in Mosthern Ireland, and we pay doe
regard to thear inlepésts

The hon. Gentleman said that the statement was short
on what will kappen. That is trse, because what we ave
announced today is our intention to move the company to
the privale sesior, The Tutare of the caterprise wall very
much depend upon the intentions of those who approach
us and negotinte with a view to undertaking parts, or the
whiole, of thal operatien.

e
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The hon, Gentdeéman’s guestion  gives me  the
opportunity 1o say that the Government recognise the
direct interest of Shorts' supplicrs, costomers and work
force, We wish to make it clear that the Governmeént will
continge to- provide suppert for Shorts while we move
tawards ite privatisation. | aspacially wish to confirm the
Cigvernment's conbimuing commitment 1o the stalement
first made in a parlinmentary answer on 23 Decembet
1951, thit the Government will stand behind the company

The hon. Crentlemsan asked aboul the Government's
commitment to Norihern Ireland and their intention (o
mmprove employment there, 1 am very proud of the fsc
that unemplovment in Northern [reland has reduced
substantizllv m the past two years and 15 now some 1,00
fawer than in September 1986. That is sll credit to the
industry—substantially the private sector industry—of
Northern Iraland, which bes been successful in taking
edvantaps of United Kingdom polices

The hon, Cienteman psked a number of specifc
guestions. The first was whether capital restructuring will
require EEC permission or authority, Thit will, of course,
depend on the approaches that we receive from the private
wetor, wich 1 have invited today. At this stage il is a
hypothetical question

The hoa Gentbeman asked about the future of (he
prospective S60 million Pentagon order for the Amencan
Metionel Guard. [If the =pterprise in Belfast — be it
within the public sector, as Shorts is now, or withm the
privale sector —ean supply the American Government
with orders, that prospect is extremely good, Howewer, |
cannot give a cast-iron guarsntes that the order will be
successiol, AL the moment. Shorls has been negotiating for
some lime with the Amercan Qovernment and those
discussions wre al an advanced stage. Whether the order
can be fulfilled depends on the work foree rather than the
panership of the company

The hon, Cientleman asked abont the FIX. That will
also depend on the mannes of approsch to Shorts and its
enterprise of those who wish to undertake . The
Government have not approsched Boeing or Mclonnell
Douglas about taking over Shoms. We would wekcome
approaches from all guarters. In reply to the hon.
Centleman's specific question, we have noi made
approuches 1o the two compantes to which he referred

The hon. Gentleman asked wboul discussions. with
management. Those have taken place, bul our first prioniry
was to give the House a statement of our intention that the
company should be moved to the private sector. He 2lso
asked for g stotement of the current Joss this vear. The
overall loss of Shoris in 1985-86 was £37 million, The
overall loss in 1956-07 was L3 million. The figunes for the
current year have not ver been audited and 11 15 not
possible for me to make @ stalement on them

The hon Gentleman asked whether the missiles
division would be undertaken by foreign control amd
manegement. That will depend entirely on the approaches
that we receive for the company. The number of jobs and
the prospects of the enterprise (n Belfast depend om ils
ahility 1o produce and sell products thal customers want
tor buy. We wiai it well,

Several Hon, Members rose——

Mr. Deputy Speaker (Mr. Harold Walker): Order. |
respind the House that we are now cating into the time of
some very important debates. 1 hope that questions can b
brief.
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Mr. Jumex Kilfedder {North Downj! 1 is appalling that
Shors, which las  an  isternptonal  repafation  for
cxcellence and is on the frontier of high technology, 15 10
be split up by the Governmeni wnd sold off in parts. It
amounts to the fel thit commercial valtures will come
along. When they have picked the bones clean, they wall
go elsewhere, Povatisabon may be all nght for England

where the ecomomy 15 sirong, bot that cannot be said of

Morthern Irelund where this action and decision will wpset
o very [madle economy,

Is the Mimsier aware that the excellent work force of
dedicated and skilled men will deeply and higterly reseni
the Gavernmcat's desiseon? Thal nppl‘im nol only 1o the
witk Toroa, bul Lo the people ol Morthern Irelend. Will the
Crovernment think again aboul this milter in view of the
high unemplioyment i Norhermn Ireband-—and | acdop
and echo the comments of the hon. Member for Lelcester,
Sauth (Mr. Marshalll—and emsure that they will noi sell
the company in parl? Will they reconsider? If they bave to
sell 1t they must sell it in one picee and enaune that it s
maintained a5 & viahle unit.

Mr. Vigpers: The hon. Gentleman cannod have heard
my siatemnent in which [ said:

“The Covernment would prefes (o trandes (be compiny
ns o whole to the j'rl'i'l‘ul!l.' aedtor, We wonlkl mot, however. rile
ot the sake of the different parts of the business Lo scparate
|nterears, ™

We have cerminly not ruled out the transfer of the
company ik a whnle

With regard o the Tatore of Shorls i p_ri'u.':ll,-: eeckor
pwnership, 1T major businesses have been privatised in the
Uinited Kingdom including the British Airports Authority,
Rolls-Royee, Roval Ordnamce, British Afrwavs, British
Telecom, Brtish Gas, Bratiah Au:uxpaﬂ;._ ]:&gu:l.r. anc
Cablc and Wireless and 655,000 jobs have been movesd to
the privaie smctor, Those who work wilhin the new proivale
sector areas arc very pleased that that s the case, For
instance, the profits of the Mational Fretght Corporation
have rigen from £4-3 mdlbos i 1981 o £370 milbon m
198&. The hon. Gentberman unnecessarly gloomy. There
B om0 resson why the enterprise should not lave a
profitable and successhul future in private enterprize,

M. Roy Beggs (Antrim, Easi): Ths stitement can anly
add to the digtress of those who gre unedure spd gneerinm
whether they will bave o job should the proposal proceed
There are very special arcumstances in Morthern Ireland
where there are mone people unemployed thas currently
work i the manofactunng sector. Is the Minisier awarn:
that the proposals to povatise Shorts, Hariand and WolfT
and Morthern brefond Electncily collectively are percoreed
as phisexd Bntish economic withdrawsal from Morthern
Ireland™ Thal prception 8 there and is causing concern
Ohverscas investors will be waiching whai happens very
carefully and this proposal may cause tlsem 1o consider
further whether to inveat in Morthern Ireland if the
Government are seen to pull owt from our magor
employvers.

I am aot reasswred by the sisdement that the
Grovernment would prefer tosee the company purchased
pnd retdined o5 one singk entity, There is & let-out there.
Az we are ood all fools and we are aware thag the anractive
sactors of Shorts — the pr it |1|.'1l.:|.1|.: seclors will
probably be snapped up by investors, will the Minister
underiake, m the event of the company beng broken up,
to continue to Mend these sectors that are not yei profilable

L]

21 TULY 1988

Shart Brothers ple 132

the Minister say today o reassure thos who T
whether there 5 now British economic withdraswal Trom
tworthern Ireland?

to retain emplovesent and grve encourpgement? "A-q cEn

Mr. Viggers: | suy pguin o the Heouse that the
Government's preference, af staled m my statement, 15 to
transfer the company a5 a whoke 10 the private seclor
That, I reassure the hon. Genlleman, 1% what 1 said and it
s what | mean. However, we would not rule out the sabs
of difTerant parts of the business to separnte intercats, bat
our preference 15 thai the business should be transfereed
to the private sector 253 whole,

With regard to (he hon. Genllemun’s substuntial poin,
any talk of economic withdrawal feom Morthern Ireland
is nonscnse. The Grosvernment and our predecessors hive
provided substantial sconomic support to the Provinee,
This year public expenditire in Northern Ireland will toial
£5 mllion, of which some L16 billion s the amount of the
United Kingdom subvenfion lo MNorthern Treland That
eruibles the Northern Ireland Office and my Departmeni
i particular the  Department  of  Economic
Development W Pund o wery wide range of
programmes through ihe Industoal Development Board
und lhe Local Enterpnse Development Unit whicl ang
highly successful pnd hove led to o wide range of
mvestment and employment opportunities. That = why we
are so prowd thel unemployment has fallen in MNorthesn
Iredand.

11 1% recessary Tor ns 10 tnke aocount of the manner in
which money 15 spent (o ensure that we obtain good value
for momey. In that way we can bave some confidence thal
the level of unemployment will continwe Lo fall lesding o
meae eoffidence and proapenty in Morthern Irelind

Sir Michael Mc™Nair-Willson (Newbary) s Will the sale of
the company be conditional upon (he purchaser
maintaining Shorts at Quesns land for a five-vear period
ag o mimimum? [ the company wos sold o & foreign
arrcrafl company which decided 1o rationalise its product
lime, it is conceivable that it might wani 1o move 18
production factlities to its own factories which might be
outside Morthern Ircland. That vndowbedly wauld be
serious blow to the emplovment prospects in the Provines:
O that same potnt, wre the Miniztey of Defence contracts,
particolarly those for the Bhort Tucano, absolutely securs,
no matter who buys the company?

Mr. Viggers: On the first poont, T assure my hoo. Fricod
that employment in MNorthem Ireland is the main basis
upeats which fnancial support is given to industry, It would
certainly be the Government's continued intention o
support enterprise, industry and emplovment in Northern
Iretaned, In my statement | said that the Government
would give full weight to the contribution that a
continuing viable busineas could have to the Marthern
Ireland economy —and that of course is in Morthern
Ireland

[ am pleased that the Tocane project i now meking
poed progress with forther deliveries 1o the Roval Air
Force. That coniret i held by Shordog and 1 see no reason
witiy il should be disturbed by any proposals that we kase
o swilch ihe operation to the privaie sector, 1o common
with the general poiot that T made, 1 thionk that the priviie
sector would hove enbarced opportunities (o seek further
expaort orders for the Tucano dircsall
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With permission Mr Speaker 1 wish to make a statement about Short

Brothers plc.

My Rt Hon Friend, the Secretary of State for Northern Ireland,
informed the House on 29 June that we are seriously interested in

possibilities for privatisation.

We are therefore actively seeking the return of Short Brothers plc

into the private sector from state ownership.

In this connection I wish to make it clear that the Government is
ready to consider suitable proposals which might lead ko the
acquisition of Short Brothers by private sector interests. 1
invite organisations who can secure the necessary financial

backing to come forward as so0n as possible.

The Government would prefer to transfer the company as a whole to
the private sector. We would not, however, rule out the =sale of

the different parts of the business to separate interests.

In considering any proposals the Government will give full weight

to the contribution that a continuing viable business could make

to the Northern Ireland economy.

My statement today follows the Government's consistent approach

throughout the United Kingdom of seeking to replace State




ownarship with the benefits and opportunities that flow £rom
effective private sector leadership. These benefits have been

clearly demonstrated in the companies that have already been

privatized.

Shorts has many achievemants to its name, particularly in the
export field, and is an important contractor for the Ministry of
Defence. The Government believes that the future of a strong
viable business at Shorts is best served. not by continuad

dependence on public ownership, but by the disciplines of the

private sector. Returning the company to private ownership

therefore offers the best prospect of its future development and

levels of employment in the longer tecm.
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SHORT BROTHERS PLC

With permission Mr Speaker 1 wish to make a statement about Short
Brothers plc.

My Rt Hon Friend, informed the House on 29 June (Hamsard Col 404)
that we are seriously interested in any possibilities for

privatisation.

We are therefore actively seeking the return of Short Brothers

into the private sector from state ownership.

In this connection I wish to make it clear that the Government
ready to consider suitable proposals which might lead to the

acquisition of Short Brothers by private sector inkterests.

The Government would prefer to transfer the company as a whole to
the private sector. We would not, however, rule out the sale of
the difficult parte of the business to separate interests.

HEE

In considering any proposals the Government will give full weight

to the contribution that a continuing viable ;@ﬁQQbﬂtE}business

icould make to the Northearn Ireland economy.

My statement teday follows the Governmant s consistent approach

throughout the United Kingdom of seeking to replace State




®

ownership with the benefits and opportunities that flow from
effective private sector leadercship., These benefits have been
clearly demonstrated in the companies that have already been

privatisged,

Ehorts has many achievements to iks name, particularly in the

export field, and is an important contractor for the Ministry of
Defence. The Government believes that the future of a strong
viable business at Shorts is best served, not by continued
dependence on public ownership, but by the disciplines of the
private sector. Returning the company to private ownership
therefore offers the best prospect of its future development and

levels of employment in the longer term.

BMC/A3474
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Rodney Lund
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July 20, 1980

The Rt. Hon. Margaret Thatcher M.P.
10 Downing Street
LONDON 5W1

Neay Prins. Miicte

This is & request for vour help in trving to recover whakt could
be a serious loss of business giving rise. to a substantial
additional burden for the taxpayer,

I would like vou to know that my Board is committed to the
privatisation of Shorts as soon as is practicable and in =
conktrolled manner which will give Ehe best return for Ehe
Exchequer. A full review describing the means of achieving Lhese
aimsa wasg submitted cecenktly to Government (a copy of the Review
ig enclosed foar your Privakte Offical}.

The Review makes 1t clear that certainm courses of action,
particularly those involving any bresk-up of Ehe mainstream
businegses in Shorts, will need to be handled with exbireme care.
Handled badly they could give rise ko a loss of customer con-
fidence which could in turn trigger & sudden and uncontrollable
downturn in the Company.

Last week Government, wikthout eccnsulting with me or informing

me, géave press briefings which announced Government's readiness

tc break up and sell the business in parts, an announcemenkt with
which they knew we could not agree. Quite apart from other con-
giderations we celculete this to be the most costly rouke for

the taxpayer. These briefings also leaked confidential information -
losses and provisions of £130m which | intend to propose as part

of a capital re-construction of the business. The announcement

of this extraordinary loas without mention of the restructuring

is very damaging.

By Monday morning reports such s that attached from the front
page of Saturday's Times were on our customers® desks sround
the world. The repercussions are most serious. The immediate
conclusion in the Industry is that Govermnment's real intention
is ko close the slircrafi/aerostiructure busingss = &8 ViEW
re-inforced by the derogatory remarks about Management.

e

Gilen House Stag Place Victora London SWHE SAG

Telephcno 01-820 9838 Telea 24934 & 23383 Cables Brpahort Lonaan
Regimtaned in Morheen ealand: Casilizape NI 1082

Nagistomd OHico: Alroor Road Gadest Noriherm lreland
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Contmnuston
The Rt. Hon. Margaret Thatcher, M.P. July 20,1988

Customer eonfidence 18 shaken. Boeing 1s asking for urgent
clarifiecation of what the split in the business will mean.

he chances of our selling our target number of aireraft this
vear myst bhe seriodsly damaged. Particularly ssd is the news
received yvesterday that the conkract we won only last week for
12 military aireraft bto the Kenvan government is now in
gerious doubk.

We believe 1E would be in Ehe national interssk if g a matter
of urgency a pogitive statement could be made by Lovernment
refuting the information that there are pleng to break up the
company in the immediaste Future; giving a volte of confFidence

in the Management, making it clear to the world that we have
positive plang to bring the Companpy inte profik, and explasining
that hopes are high for a successful privetisation.

The Board of the Company are in absolutely no doubt of the
problems of the businesz and they have pul & great deal of
Lhought inko plannming the way fForward. My Board is most
experienced, and wise men like Sir John Sparrow,; S5ir Sidney Bacon
and 5ir Donald McCallum stand Firmly behind the conclusions of

my Review as indeed do Sir Maritin Jacomb and his team in B.2.W.

g8 gre disappointed that Minmisters inm Northern Ireland do not
eel they can accept our advice.

A
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The state-owned Short Broth-
ers aircraft company in North-
ern Ireland is to be offered for
sale in the latest of a senes of
moves by the Government,
which 1s determined to rid
itself of the province's loss-
making industnes.

An announcement of the
sale of Shuﬂs., which is the
province's largest manufac-
turing employer, is expected
next week when it will be
made clear that the Govern-
ment will welcome offers for
either the whole company or
any of its three divisions.

The move by the Govern-
ment follows yesterday's an-
nouncement of plans to
privatize Northern [Ireland
electricity and the decision to
offer another loss-making,
state-owned company, Har-
land and Wolff, to the mil-
lionaire Indian shipowner, Mr
Ravi Tikkoo.

Teniauive approaches have
_been made for Short Brothers,
which employs 7,6(X) workers.

There is confidence that
buyers could be found for the
profitable missile division
which manufactures the Blow
Pipe and Javeim weapons and
is engaged in developing the
Star Streak on a Ministry of
Detence development-and-
production contract.

It is also hoped that the aero
structure division, which
makes a range of products
such as wing sets, under-
carriage doors and underflaps
for a number of airline com-
panies including Boeing and
Fokker, will prove attractive.

But the prospects for selling
the unprofitable aircraft di-
vision are much gloomier and
there are fears ministers would
be prepared to let this division
close with the loss of 3,000
jobs.

The division, which makes
the SD-360 commuter aircraft
and Tucano trainer aircraft for
the BAF, 15 presently having
discussions with Dornier, a
West German aerospace firm,

Government dumping Ulster ‘millstones’
%

Shorts to be offered for sale

By Richard Ford, Political Correspondent |

with a view to forming :
partnership to develop the 44
seat FIX twin jet regional
atrliner for the 1950s,

Ministers and officials are

exasperated with the air of
unreality that exists at Shorts,
where losses and provision for
future losses are likely to be
almost £1 30 million when the
accounts for 1987/1988 are
published. In 1936/1987 the
company lost £20 million and
£37 million in 1985/1986.
having made a profit of
£500,000 in 1984/1985.
The Government believes
that as long as the company 1=
state-owned there 1s no pros-
pect of it facing vp to its
problems.

“The gap between reality
and expectations at the com-
pany is quite astonishing. The
bubble of complacency must
be burst You have got a heavy
and growing financial burden
with a management that
leaves a |ot to be desired,™ th[e
source said.

T T T . e




CONFIDENTIAL
P 03177
PRIME MINISTER

Short Brothers PLC
Paper by the Secretary of State for HNorthern Ireland
E(A)(88)36

DECISIONS

Mr EKing reports a grim and rapidly deteriorating financial
situation at Short Brothers. He has decided to reject the plans
which the company's new chairman has put forward. Instead he has
given instructions that immediate steps to conserve cash be taken,
and he proposes to get the advice of an outside industrialist on
the right strateqy for the company. He says that whatever course
18 taken, it is likely to be costly, perhaps £300-£400 million,

for which he has no provision.

2. Mr EKing's paper simply invites colleagues to note the

position. You may however wish to consider whether the Sub-

Committee can reach any decisionas in principle now: and in
particular whether, as the Chief Secretary will argue, the
Sub-Committee should decide in principle that the objective should

be to dispose of Shorts to the private sector.

BACEGROUND
3. The recent history on Shorts is as follows:

June 1986 E(NI) decided on a fully costed assessment of
the strategic options with a view to decision in
early 1987,

July 1987 Mr King told E(NI) that he was not satisfied
with the company's assessment and promised to
bring forward proposals later in the year.

—
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Dac. 1987 Mr Ring wrote to E(NI) that further uncertain-

tias had arisen, and promised a review oy
February 1988.

March 1988 Mr Eing proposed deferment of decision while the
new Chairman re-examined the Corporate Plan,

within three months.

July 1988 Mr King proposes fresh assessment by outside
industrialist.

4. Short Brothers iz wholly-owned by the Government. It is the
largest manufacturing emplover in WNorthern Ireland with a
workforce of about 7,000. It has three divisions: aircraft,
aeronautics and missiles. 1Its performance has deteriorated
gharply in the last few vears, as shown by its trading loss of £46
million in 1987-88 and by the figures for its external finance:

1984-5
1985-6
1986-7
1987 -8

There have also been serious failings in the company's [inancial
management control and monitoring. The company now faces an

immediate cash problem: it reports that its year-end EFL will be

£82 million but it has already borrowed £78 million.

ISSOES
Proposal for Another Beview

5. Mr King propeoses bo ask a "much sharper industrialist' than
the present Chairman to assess the right coursa for the company.
He will report further on this at the meeting. We understand that
he will say that Lord Eing has agreed to release Mr Gordon Dunlop
of British Airways for the task and that his review is expected to
take only a couple of weeks,




8. Owver the last two years Ministers have wanted but failed to
get a systematic assessment of the options facing the company.
During that period the company's calls on the BExcheguer have risen
sharply. Depending on what Mr King says in his oral statement,

you may wish to impress on him that this review must be the final

Qe .

Possible Disposal

7. Yoo may also wish to go further and record a decision in

principle that the objective should be to dispose of the whole
company to the private sector, and that the further report should

take this as its starting-point. The Chief Secretary will argue
for this: the Treasury believe that privatisation would be
practical, though no doubt a dowry would be necessary. Mr King
himself says (paragraph 7) that "our future action must be aimed
towards the company's early return to the private sector'. Yon
may however wish to check whether disposal of Shorts on the terms

likely to be available would require the agreement of the
Commission.

Pinance

8. Mr King says (paragraph 8) that all courses, presumably
including disposal, would cost perhaps £300-400m in public
expenditure. The Treasury accept that the costs could be high.
The company's bank borrowings, for example, total £300m. Mr King
says that he will need to discuss with the Chief Secretary how to
finance these costs which cannot be met from within the block.

¥You may wish the Sub-Committee to agree that Mr King and the Chief

Secretary should discuss the financing accordingly, without

prejudging the outcome of these talks.

Short-term points

9. You may want to ask Mr Hing:

i. what immediate measures he has in mind to stop the cash

outflow. The Chiaf Secretary will also wish to comment on
this. If there is any disagreement, vou might ask the two
Ministers to resolve it urgently outside the Committee;

-




1i. whether he has yvet reached any conclusion on the
possibility of suing the auditors, Price Waterhousea, or

Government's advisers, Touche Ross:

iii. what consideration he has given to the position of

new Chairman, whose report he has found inadequate,

Next Steps
10. E{A]) may need to consider the terms and conditions of
disposal. You may want to ensure that there is minimum further

delay before this happens. You ecould ask Mr King to circulate a

further report to E(A) in September. It would be posaible to

decide at the time whether this required discussion.

HANDLING
11. ¥You will wish to ask the Horthern Ireland Secretary to

introduce his paper, and in particular to give the promised oral
report on the further action he proposes to take. The Chief
gecretary,; Treasury will wish to comment.

RgJw.

E T J WILSOMN
Cabinet Office
12 July 1988

e
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TUCAN L

3t e contract for the supply of 130 Tucano basic trainer aircraft
—

Lo che KAl =) ] Ehe deltivery of the first production ailrcraft
e v

in January 1987. As you know, the programme has encountered a number

of technical difficulties, but the trials programme is now well

advanced and the first aircraft was delivered to the RAF esarlier this
i T
nanth. We expect the second to be handed over within the next day or
and ne remainder to follow at a rate of about two a month

| g —

of these technical problems arose out of the need, clearly

foreseen at the time the Tucano was ordered, pgrade tl aircraft
he standard required L mi ary trainer. Although deliveries
——

[ L
L L =

&Jﬁl')flﬂ.t.';=s'f. begqun some 17 ; : han planned, the Tucano now meets
the

| -1
requirement defined by the BAF and, as the contract was placed on

g firm price basis, the delay has cause increase in the cost of

- =
the programme to the Mini v of f The only additional

arises out of the need £ “{nue running the rather more
it Dbk

- e

eXpEaEivas Jet i the Tucano will replace, for longer than

axpected. ilthough the . WO S et 15 ageing, it will conktinus
e

ko ment t} AF's training needs and the Tucano will take over the

ifraid 4 particularly happy one -and
I believe that these problems are now
alrcrait will provide the RAF with a

ifective sarvice for many vyears

oLLer e
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SHORTS

b

iLf

Thank you for your letter of P£;¢CG?“ﬂT abont strategic nptions

and other matters relating to Shorts.

At E{NI) last July I agreed to come back to colleagues before the
end of the year with considered options for the future of the
company. As your officials ara aware, I now believe that it would
be more productive for us to discuss not only the strategic
optiong, including the scope for privatisation, but also the
company's Corporate Plan and the current year EFL.

The Corporate Plan, and tha additional work on strategic options
which I requested, is currently being reviewad by our officials
and Touche Ross Consultants. In additien; I have recently
received the company's report on privatisation and I wish to
axzaming this in the ovarall context of the company's futura
prospects.

A nuomber of uncertainties in the current vear, which could atfect
not only the EFR for this year but also tha company's future
strategy, have arisen which make it very difficult ko forecast
accurately the final outturn. These uncertainties, which have
already been notified to your officials, include shortfall on
sales of BD 360 and missiles =ale=s; hold-up on Tucano acceptances,
and problems which are affecting Fokker 100 wingset deliveries.
Taken together these difficulties suggest that this year's EFL
will be exceeded but I cannot yet given a firm fiqurea.

1
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The strategic options for the company, the prospects for
privatigation, tha Corporate Plan and the current year EFR are all
clogsely inter-related and it is, therefora, logical that we should
discuss these subjects together. The current avaluation by
officials and consultants is being undertaken as rapidly as
possible and I would like ko ask for a discussion in February.
congider £his to ke the aarlisst po3sable date LOT & thoroudgh
Ministerial review and I trust this revised timescale is
accepbtable Lo you.

I am copying this letter to the Prime Ministef, members of E(KI)
and to Bir Robin Butler,

FF T®

{Approved by ‘the
and signed 1

2
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O1=-270 3000

9 December 1987

The Ft Bon Tom King, MFP

Secretary of State for Northern Ireland
Whitehall

LONDON SWLA 2ZAZ

(n.

SHORT BROTHERS

When we last discussed the company in E(NI) n&féz July, it was
agreed that you would bring forward longer term strategic proposals
for the company for discussion before the end of 1987.

I understand that you do not feel that the company's latest
corporate plan provides you with a sufficient basis for such a
paper and that further urgent work is needed to achieve this.

However, I would find it helpful if now, in advance of such a paper,
you could write setting out your present understanding of the
company's position and prospects, summarising their corporate plan,
and indicating the approach you will be taking to ensure that,
early in the New Year, you can come forward with a paper on which
substantive discussions of the strategic options for the company
can then be based.

I am copying this letter to the Prime Minister and to members of

O Wr/

NIGEL LAWSON
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MINISTRY OF DEFENCE
MAIN BUILDING WHITEHALL LONDON SW1

Tepgphare O =830 T2

MO 19/3L gth July 1987

Wl A

E(NI)(87)8 - SHORT BROTHERS PLC

Your Secretary of State sent the Defence Secretary a copy of
the above memorandum, whichk iz to be discussed at the meeting of
E{MI) tomorrow.

The Ministry of Defence will not be represented at the meeting
but Shorts are an important Defence supplier and Ministers here,
whilst agreeing with the recommendations of the paper, would wish
ta be kept closely involved in the preparation and consideration of
the longer-term strategic proposals which your Secretary of State
has in mind to bring forward later this year.

I am sending a copy of thies letter to the Private Secretaries
ta the other members of E(NI), and to Trevor Woollevy,

(I C F ANDREWS)
Private Secretary

Robin Masefield Esaq
Narthern Ireland Office

CONFIDENTIAL
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PRIME MINISTER M

TUCANO

You asked to see the paper originally circulated te colleagues
when Cabinet considered Tucanc in March 1985, It is attached.

———

On the particular points which you raise:

= e —

(1) "there was never any doubt that the Tucano fitted with

the improved gizfgfi engine would meet the e

_‘._.—I'-'\— T ——— =
reguirement™ .

i p— i
This was made clear in paragrapﬁré_cf the Cabinet

paper ("in technical and parformfifice terms either
aircraft is capable of doing the job satisfactorily™)
and in paF;E;;E;H;-EE the Comparative Assessment
attached to the Cabinet paper ("both the PCY% and the
Tucano meaet the minimom specification prescribed by
MOD"). But of course there was never any doubt - and

ey

_—

this too was made clear in the papers - that the RAF
preferred the PC9.

"the risks associated with the then untried engine and
the aéﬁizzédly tight timescale were recognised in the
papers presanted”. e g

Again paragraph 3 of the Cabinet paper ("The Tuzano
carries some tachnical and pProgramme risks in that the
engine variant now proposed is not yet Tn service, but

— L : s —_— .
despite the tight timetable for introduction into
service, the risk is considered acceptable.") and

paragraph 4 of the Comparative Assessment ("The
Garrett engine proposed for Tucanc would be a new

variant of an existing engine and the RAF would be the
T

launch customer. This creates some technical risk but

not in the MOD's view an unmanageable one®) deal with

this. However, these were just assertions and no
—

supporting evidence was circulated to colleagues: you
Lol et e o A T i

had to a:EEEE the MOD's word for it.

™D 0.
Charles Powell
29 July 1986 CONFIDENTIAL

—_—

= —
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- oo
PRIME MINISTER "-"‘:j d?’l :

In his letter of SDtﬂfﬂﬂﬁe, your Private Secretary invited

my comments on aspects of the report circulated by the Northern
treland Secratary on 26th Jume in which he described progress on

Ehe Tucano contract.

2

competition for the Future Basic Trainer for the RAF. You may ?P o

find it helpful to see the attached diary of the main milestones

——— — =

—

Gy,

i & _\_h . T - M
which led to the decision to sward the contract to Shorts. The Lwia, .

— = = s

PCY was the preferred aircraft as far as the RAF was concerned CE‘}«
p— 4
throughout the competition but there was apparently never any Ji
-t : . . R ———
s ubt that the Tucano, fitted with the merﬁyed Garcett engine,
P E P S T AR, | ey
ldxjnr- would meet the requirement; and it was cheaper in terms of both

i -

initial acquisition and running costs. The risks associated

with the then untried engine and the admittedly tight timescale

s =
o —

m———

i i 3 |; ‘I|I i
were recognised in the papers circulated to colleagues . ] Fee e
m.--“\_,..-\_ = " 4

Although my own preference as the then Scottish Secretary was
for the PC9, it would have been very difficult, as we recognised
at the time, to have set aside the results of a fair and open
competition to reject the Tucano when it met the requirement at
the lowest total cost. The contract went to Shorts because, ON

the Eacts jﬁxﬂﬂiiﬁﬂiﬁé{ the aircraft represented the best value

for money in both the short and long term.

COMFIDENTIAL
1
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3a The advantage which Shorts were able to achieve in terms of
basiec price wag, of course, crucially determined by thelr

judgement on the timing of deliveries and the overcoming of the
o
acknowledged technical hurdles. The company may well have
Wm_ﬂ’\_
. underestimated the number of changes that would have to be made
—— ——
to the alrecraft to accommodate the Garrett engine, but these

were all Eg%ﬂ&iﬂﬁi;gﬂitii‘and their aggesemant that none of the

basic design parameters would be compromised has been shown to

be correct. Such problems are not uncommon in the procurement
W

of complex equipments such as aircraft and although our owWn

assessment of the programme slippage is more pessimistic than

TB“#TZEPat of Shorts, the conseguences are manageable and do not ecall
2Pl i, T,

e

Uhﬂxhjﬂinta questlan the outcome of the Lamp&tlLlun. Our latest
§ e s e it e ol
forecast is that early deliveries may be delayed by as much as

ten months but that this can be recovered and the final aircraft

-===__
will be no more than three months late. We have already

I Ve W e, B, B il

acknowledged publicly that any delay will have some operational

and financial conseguences for the RAF but the additional cost

k}nuJwaI_Egizﬂ;ﬁs not so serious when set against the saving in
o

operating cost of £9M (discounted over the life of the alircraft
™ — e e T R e TN e e

fleat) represented hy the Tucano over the PC9.
4. Whether at the end of the day Shorts lose money overall on
the deal will not be known for some years but the risk of

fﬂ\,f!m T R T N T
commercial loss is of course inherent in fixed price contracts

and 1 hav%ﬁﬁ;; oubt that the MOD drove a hard bargain. Of

fd1Ef”kf’“fo’Hk,ff"ﬁarH*’H"

CONFIDENTIAL
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course, if they do make a loss, it will be possible ta argue
AT e

that this nationalised company took risks, underwritten by
- ﬂx_.ﬂﬁwl
public funds, which its private sector competitor BhRe could not.

But that argument does not hold up as far as the lower running
costs are concerned and it was these that tipped the balance

conclusively in favour of the Tucano.

Ba You may be interested to learn that the Chief of the Air
staff wvisited Shorta recently and flew the prototype aircraft
fitted with the Garrett engine. He expressed himself well

pleased with what he saw.

G I am sending copies of this minute to the Secretary of

State for Northern Ireland, the Chief Secretary to the Treasury

AL

and Sir Robert Armstrong.

Ministry of Defence

23rd July 1986

CONFIDENTIAL
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CONFIDENTIAL

ANNEX
TUCANO DECISION - DIARY OF EVENTS

Invitations to Tender issued for the supply of
Future Basic Trainer aircraft.

Bids received from:

AAC - Westland BID

Bunting Firecracker
Bhe FC9

short Brothers Tucano

Secretary of State for Northern Ireland minuted
Prime Minister cecommending that Shorts be
duthorised to proceed with their bid and be given
@ provision of EZ.6M grant towards their design,
development and labour learning coste and a
capital grant of £2.0M.

Prime Minister's agreement given.
Report on the evaluation af the technical and

training aspects of the bids concluded that:

The and the Firecracker would not
sati

actorily meet the specification,

The Tucano offered a satisfactory solution
te the specification, although its
pecformance in a number of areas was
hacginal.

The PCY easily met the spacirfication, was
well suited to the training reguirements of
the RAF, and was recommended asg the
preferred solution.

Report on the evaluation of the financial aspects
of the bids concluded that:

Tne AdQ and the Firecracker were boath
considerably more expensive than the other
two ailrcraft and indeed were a more
eXpensive option than continuing to run a
refurbished Jet Provaost floapk,

[E would he ; financial advantage to
|'I:‘pl-\.:l‘.'"' the . : ith either the PC9
or the Tucano.

The acguisition cost of a PCY fleet was 12%
moce than that of the Tucano.

CONFIRDENTIAL
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Defence Equipment Policy Committee (DEPC)
concluded that the choice lay between the PC9 and
Tucana; that, while naoting the preference of
Controller Aircraft and the Royal Air Force for
the PCY, they did not wish at that Etage to
€xpress a preference between the two; and that
"best and final"™ offers should be sought from
industey.

Defence Secretary warned Chief secretary of
decision to invite best and final offers,

i Minister of State for Defence Procurement
(Minister{DP) jgave Written Answer announcing
decision,

Instructions for re-tendering icsued.
Revised bids received

L Report on evaluation of the technical and
training aspects of the reviced bhids
concluded:

"However, the PC9 is the aircraft with
demonstrably the best pecformance, the best
handling and the lowest programme risk. It
iz alsoc the aircraft preferred by the Royal
Ailr Force and on technical and operational

grounds is judged to be the best solution,

albeit by a short head."

Report on the evaluation of the financial
aspects of the bids gave the firm prices for
total acguisition cost {excluding VAT) as:

P4 £Flb4d.9H
Tucano E158_4dm

{HB. This and subseaquent prices for the Tucanoc
all reflect the grants totalling E4.6M made to
Shorts by NIO, ie they are the prices to be paid

By MOD. )

Lontroller Aircraft circulated papar (EP 385} to
Equipment Policy Committee [EFRC] recommending 1t
toe “approve the purchase of 130 BaAs PCS
Bircraft”,

CONFIDENTIAL
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EPC concluded:

“provided that the continuing post-tender
discussions with BAe and Shorts resolved
outstanding cost issues and revealed no
ignificant price differential, the PCo
should be purchased as the new basic
tralner.”

Following further negotiations with BAe and
Shorts, the comparative figures for total
acquisition coskt were:

PCH E162.9M

Tucano E£144_8M

Late bid teceived from BAe reduced firm price by
EBM, giving following fidures:

PCo F155. 3
Tucano Eld44.80

Defence Secretary decided to recommend to
tolleagues that Tucano propesal should be
accepted.

I Defence Secretary circulated memorandum te
Cabinet (C{85)7) reporting an the
competition and pointing out that the pro

preferred by his "military

"; that the Tucano carried some

amme and technical risk; that the pC9

some 5% more expensive than the Tucano;
and that other factors were evenly
balanced. The memorandum stressed the
vital importance of competition and sought
agreement to the purchase aof the
Tucano.

BAe made further late price reduction of
£YM. Comparative figures now:

PCY 146, 3M
Tucang El44.8M
Reported by Defence Secretary to Prime

3
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Minister and Cabinet in minute which also
mentioned that Tucano was £0.85M p.a.
cheaper to operate and that discounted
value of this over life of trainer fleet
was E9M: minute reafficmed Defence
Secretary’s recommendation to purchase the
Tucano.

Cabinet discussed Defence Secretary's
memorandum. They recognised the merits of
Ehe PCYS, but 1t was not possible to
get aside the results of the competition.
They therefore endorsed Me Heseltine's
tecommendation to choose the Tucano [CC{8E5)
lith Conclusions, ®inute ).

Defence Secretary advised House of COmmons
that the Tucano was the winner by a clear
margin on cost.

4
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10 DOWNING STREET
LONDOMN SWIA 144
Frosm the Private Secretary B July 1986

SHORTS

The Prime Minister was most grateful to the
Chancellor for chairing E(A) on 30 June and for
his minute of 4 July which set out the
conclusions of the meeting.

DAVID NORGROVE

Tony Kuczys, Esg.,
B.M. Treasury.
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SHORTS [

107
¥ou may like to have a brief report on the E(A) discussion I
chaired on Monday, 30 June (E(A){86)17th meeting) about
Shorts" Corporate Plan and privatisation prospects.

o — T —_ —
—_ R
—

The Secretary of State for Northern Ireland explained that
although Shorts achieved a modest profit in 1984-85, its net
loss for 85/86 was now estimated to be E27 ﬁIIIT;n. This
meant that privatisation this side of the qéag}al election was
not feasible, although it showld remain the Government's

altimate objective. Heither he nor other members of the
Sub-Committee felt the continoation of civil aircraft
production as before was realistic; but equally abrupt
cessation of civil aircraft production would mean the loss of
3,000 Jobs and affect the wviability of Shorts" Aercstructures
Division. The effective choice wids between "phased cessation®
and “consolidation™ of civil aircraft pruéactfgh. The
Bub-Committee agreed that the Secretary of State should seek
costed options from Shorts, including the option of a

missiles-only business, in a new Corporate Plan to be
submitted by September 1986. In the meantime Shorts would be
placed under a tighter financial discipline and be set Eor

! 1986/87 an External Financing Limit Of €36 million and a loss

'tarQEt: of £7 million, and urgent steps should be taken to

improve their management, both operational and non-executive.
This will provide a chance to prove whether Sherts can achieve
the recovery plan sales target it has set itself.

The Sub-Committes also considered the Super Sherpa and Tucano
projects, in the latter of which you have expressed particular
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interest. As you know, the overall production programme for
Tucano 1s now some three to four months late, although the
company claim that they will recover this by the 30th
alireraft. The Committees considered vour suggestion that
actual approval of collaborative development of the Supecr
Sherpa be delayed until specific development milestones had
been achiewed on Tucano; and that the staged release of
funding for Super Sherpa be linked to Shorts' continuing
performance on Tucano. It was agreed that,; before the
Sub-Committee could agree to give approval in principle to the
Super Sherpa project; officials should conduck a guick
commercial appraisal of all aspects of the project - including
your Tucanco polnts - and that the Northern Ireland Secretary
should report the outcome to members of the Sub=Committee,

W

N.L.
4 July 1986
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10 DOWNING STREET

30 Junes 1988

Front the Private S'r:'r.rer.a.r.;.-'

EA(B86)27: SHORT BROTHERS PLC

This is to confirm a proposition I put to you by
telephone this morning before the E(A) to be chaired by the
Chancellor.

In view of the report on the Tucano given in Neil
Ward's letter to me of 26 June, the Prime Minister suggested
that the Chancellor might consider imposing conditions on
the Super Sherpa project as follows:

(i} that if the Super Sherpa project is to be
approved, actual approval should be delayed
until specified development milestones on the
Tacano have been achieved:

that the staged release of funding Eor the
Super Sherpa should be linked under Morthern
Ireland Qffice contrel to Short's continuing
parformance on the Tucano project.

I am copying this letter to Neil Ward {(Morthern Ireland
Office) and Brian Unwin (Cabinet QOffice).

(DAVID NORGROVE)

Tony Ruczys, Bsq.,
HM Treasury.

CONFIDENTIAL
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TUCANO

The Prime Minister has seen the report attached to Neil
Ward's letter of 26 June to David Norgrove on the Tucano.
She finds it very disturbing.

The salient facts seem to ba that:

(i) Shorts failed to take into account the additiocnal
design work and time required to adapt the
airframe and systems to the Garrett engine, As a
result the design work is some 5-7 months behind
schedules

even in the company's view - likely to be
optimistic - the overall production programma is
some J-4 months late. It would be helpful to know
the MOD's view on this;

8 time of only 28 weeks has been allowed betwean
completion of design work and delivery of the
first production aircraft. This scems inhaerently
unlikely ko be achieved:

as a result, and even allowing for the most
optimistic projections of export sales to be
achieved in practice, the contract will lose £1.4
million,

The Prima Minister would welcome the Defence
Secretary's comments. She points out that many of these
problems were foreseen at the time that the placing of the
contract was under discusgsion. While it is true that the
Forecast loss is (not yet) as great as the saving over the
original British Aerospace offer on the PC-3, and BAe might
in practice have faced some of the same problems, the
difference is that BAe as a private sector company would
meet the loss rather than the Government,

/In the Prime
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In the Prime Minister'"s view tha facts now revealed
suggest that the contract was placed on a false basis and
that there has been another serious procurament mistake,

I am copyving this letter to Jill Rutter (Chief

Becretary's Officel, Jim Daniell (Horthern Ireland Office)
and Michael Stark (Cabinet Office).

r

B ek _Il_r\l
{\-_4\: o L‘-":: g\,_A_h:

o —

o

CHARLES POWELIL

John Howe, Esg.,
Ministry of Defence,




@ P Lk
R g CONFIDENTIAL

L I ! ™NI0 o } ﬁr—'-"'"' Loat-
B4 gt ,Ej:ﬁff&tmﬂ&“ = PWRPZN ~
PRIME MINISTER 27 June 19B6 ﬂw; .

21 [k
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SHORTS AND THE TUCAND Tﬁ""’ S LI P'E
w_ {L‘W m\;.._‘.i
Pollowing a small profit last year Shorts have slumped to a

£27m loss on a turnover of £192m this year. Much of this is
i i i TV T Wiy
due to management losing its grip, in part through being

over-stretched (notably in convincing the US Congress about

anti-catholic bias). HNorthern Ireland Office are genuinely
angry. —
———

Despite a successful maiden flight in February, the story on
the Tucano is also bad: S8Shorts have told HUD that 1nLtLaI
T

deliveries could, at worst, be six months late. MOD arP

i
worried they might be even later, and that throughout the
programme deliveries will fall L0 catch ap with original

commitments. Even on Shorts optimistic projections, and

“
h‘ﬂtaﬂﬂuminq that they get all of the 90 export sales forecast,
—_——m

they will still make a loss before interest on the MOD

— iy — === 1

contract of £1. dm.

There are explanations: the contract was awarded threa
months later than planned but delivery dates were
maintained, a 10 weak overtime ban (which managemant

ultimately faced down) caused turther delay. Nevertheless,
the loss on the Tucano is very disappointing, but it would
nead to grow very much larger before it nulljfied the major
achieved through the competitive tender aGainst
. British Aerospace. ([And of course there is no guarantes
EigffE;IETEE#E;;ﬂspﬂca would not have had eguivalent
problems,; f[or which one way or ancther the Government would

have ended up paying). .7 4 . {,,.__,....:k" teuty s lo aremy

faf'“x_;

Unfortunately, given Shorts dominant position in Northern
Ireland it is difficult to discipline the company without
causing major damage to the local economy. One possibility,

however, is to link performance on the Tucano with the new

- ¥ -
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Super Sherpa project which Shorts are keen to commence.

{The super_gherpa ig a E5m development of their existing
planes, in which both Pratt & Whitney and De Havilland are
interested in participafTHE?__fF'Ehnrts are to continue to
manufacture planes then the Super Sherpa is potentially a
sensible projectl.

¥You could therefore ask the Chancellor to consider:

l. that if the Buper Bherpa project is to be approved,
actual approval should be delayed until specified
development milestones on the Tucano have been achieved
and

that the subsequent staged release of funding for the

H—
EuEEr Sherpa should be linked under Northern Ireland
Office control to Shorts continuing performance on the
Tucano project.

(her &Oﬂf-’s

FETER WARRY

-2 =
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CHANCELLOR OF THE EXCHEQUER

Short Bros plc: Corporate Flan and Privatisation
(E{A)(86) 27)

CONCLUSIONS

y b

You will wish the Sub-Committee to reach conclusions on the

proposals set out by the Secretary of State for Northern Ireland
in E{n)(B6) 27:

1 to accept that privatisation of Shorts is not feasible

this side of the General Election;

ii. te encourage the introduction of new senior manage-

ment;

111. to seek costed options from Shorts in a new Corporate

Plan to be submitted by September 1986:

iv. te place Shorts under a tighter diseipline in 1986-87

and be guided by Shorts' performance in longer-term strategic

decigions:

7. to authorise development of the Super Sherpa in

principle subject to a satisfactory review by officials;

v, to set Shortg an EFL of €36 million and a loss target
of ET millian for 19B6/87:

vid . to convert a £22.7 million non-interest bearing
Government loan to equity and reiterate the Parliamentary
statement of 1%81 assuring creditors of Government support for

the company.

1
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BACEGROUND

2. Shorts is not a statutory corporation but a PLC wholly owned

by the Government. t is subject to EFL disciplines like a

nationalised industry, but finances iteelf by Government-
guaranteed borrowing rather than (as in the case of Harland and
Wolff) drawing funds directly from the Government. The Department
of BEconomic Development (DED) in Hortherm Ireland holds 91 per
cent of the issued shares; and the Department of Trade and
Industry the rest. The Company has 3 Diviasionsa:

Aircraft manufacturing small commuter/military
transport aircraft and the Tucanc basic
trainer (the Corporate Plan paper does not
seem to us to deal adeguately with the
importance of the latter Lo this part of

shorts business):

Aerostructures — manufacturing parts built on a subcontract
basis for major alrcraft manufacturers;

Migsiles manufacturing Blowpipe, Javeline and Seacat
migssiles. The award to Shorts of the contract
for Starstreak was announced a few days ago,
apparently as a result of a nead to let
British Aercspace know gquickly kEhat Shorts had
won the competition by a large margin. This
decision has yet to be approved formally by Mr
Younger, let alone cleared interdepartment-

ally:

j. Bhorts is the largest manufacturing employer in Northern
Ireland; its workforce of 6,800 comprises about 7 per cent of

manufacturing employment in the province.

. I assume that the Treasury will have provided you with
detailed briefing on Shorts' activities and recent record. Their

performance in the last year has been uncommercial and unsatis-

factory: the guestion now is how to enforce the improvements which

2
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will open the way to privatisation on a satisfactory basis as soon

as possible.

MATH ISSUES
5. The main issues for discussion seam to be:

B are Ministers satisfied that early privatisation, possibly

inwvolving partial closure, is not practicable?

b. Have the right strategic options for the future shape of
the company - essentially relating to the aircraft manufactur-
ing activities - been identified?

Are the proposed financial disciplines adequate?

d. Is enough beling done Lo improve the management of the

COmMpany s

What issues will be broughlt back to Mianisters, and when?

Privatisation

B. Privatisation - axcept possibly on the basis of paying
somebody handsomely to take the company away {(and probably close a
substantial part of it down) - does not seam a realistic option in
pragsent clroumstances, But it must be sensible to eansure that the
company is subject to a genuinely commercial environment, so that
1t 18 capable of eventual success without the Government standing
behind it.

Options for the future

5 A Four options are listed in paragraph B of the paper. Two of
them - to carry on as hitherto with aircraft production, and close
aircraft production down without delay - are obviously unaccept-
able: Bhorts will not have the resources to develop by themselves
a completely new generation of aircraft to replace the present 8D
330 and 5D 360 modela, while abrupt cessation of aircraft
production would impose large and immediate burdens on the public
purse (and would at the least raise guestions about satlsfactory

completion of the Tucano contract for MOD). The only difference

3
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between the 'phaéeﬂ cassation' and 'consolidation' of ailrcraft
production options appears to be that only the latter would permit
development of the Super Sherpa to go ahead, subject to the
availability of sufficient third party support. For both these
options the long-term Euture of:the airecraft production side of
the business would depend on Shorts finding partner(s) for the
collaborative development and production of new aircraft types;
this point does not emerge very clearly from the Nerthern Ireland
Secretary's paper. Bot no immediate decisions are needed, and
there is no reason to dissent from Mr EKing's proposal to ask the
company to cost the optiens (including also that of a missiles-
only business) in a new corporate plan to be presented in
Saptember 1986.

Financial Disciplines
B. Given its recent experience, the company must be put under a

tighter financial discipline. The regime described in Appendix II

ta the note attached to Mr King's paper seems reasonable for this
5

purpose, although - not least becauses of Shorts' role as supplier
of aircraft and missiles to MOD - it would be unlikely to be
possible in practice te impose some of the sanctions listed. It
will be important to ensure that Shorts in future competes fairly
with other suppliers for MOD contracts; arguably it is unfair
that they sheuld be able to guote a potentially loss-making price
te secure the Tucano contract against competition from British
Aercgpace, and then have the Govermment in effect make good the
loss (in principle this is the same point as arose in the case of
the AOR order going to Harland and Wolff against competition from
Bwan Hunter). ©On the other hand it must be gquestionable whether
an increase in Shorts' BFL can be justified on the basis of a
change in the phasing of MOD payments for the Tucano, which would
be tantamount to relieving pressures on the defence budgeb by
transferring the burden to the N.Ireland block. BSubject te the
introduction of new financial disciplines, there appears to ba no
alternative to accepting the £36 million EFL and £7 million loss
target for the current year, and to converting the £22.7 million

loan to eguity.
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Management
28 Clearly every effort should be made to gstrengthen the

management, although circumstances in W.Iraland are bound Lo make

+his more diffienlt than else where in the British Isles.

Further discussion

10, Major and far-reaching decisions on the future shapa of
Shorts are not reguired now. The immediate requirements are to
commission the new corporate plan, to consider and cost the
options, to set the new monitoring procedures in place and to make
whatever improvements are possible in the management. So far as
the immediate future of the ajircraft business is concerned, it
will be necessary for officials of the Departments concerned (NIO,
freasury and DTI as sponsor of the aircraft industry) to satisfy
themselves that there is sufficlent third party support to warrant
the development of the Super Sherpa (about which DTI may have some
doubts). Thereafter Ministers will need to consider - probably
towards the end of this financial year - the future shape of the
airecraft business in the light of the options in the corporate
plan, progress with the immediate recovery plan, and progress in
daveloping future collaborative projects which would provide a
continuing future for the business in the 19%0s when the present

generation of aireraft have become outdated.

HAMDLING
1. It does not appear that the Secretary for State for

N.Ireland's proposals, so far as they go, will attract much

dissent. You will wish to invite him to introduce them. The

Chief Secretary, Treasury will wish to comment on the financial

and privatisation impliecations. The Minister of State for

Industry may have views about the wider industrial implications.

The Secretary of State for Defence may wish to comment on defence

aspects in general and the Tucano order in particular.

Cabinet Office
27 June 1986

=
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Froma : Thir Privare Seomntany
RESTRICTED
NORTHERN [RELANTY OFFICE
WHITEHALL
LOMNDNIN S5WilA AT

David Norgrove Esg
Private Secretary

10 Downing Street |
LONDON 2& June 1986

M& Dﬂ-fv}cjj

SHORT BROS PLC: TOCAND

Thank you for your letter of 19 Jpysfe. T attach a report on
the Tucano on the lines sought Y the Prime Minigter.

Copies go to the Private Secretaries to other E(A) members, to
the Secretary of State for Defence and to Sir Robert Armstrong.

%w«s &MMM
Nod o d

N O WAED

YECTDIT
-"'P-_-\_JI'IT:I
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SHORTE' TUCANOD

Incroductcion

l+. The Prime Hinister has scught a repprt on Shorts' progress with
the Tucano basic trainer Eor the RAF, covering state of developmenkt,
production and actual/projected costs against the price being paid
by MOD. This note has been prepared by DED (Shorts' aponsoring

Department} ln consultation with MOD officials close to the project.

E-E.-:H_:.H round

2, Ip aubtumnp 1984 Ministers authorised Shorts to proceed with kEhe
Tucand project under licence from Embraer |(Brazil). Forecast salea
ingluded 143 Eor the RAPFP and 75 for export markets. Although an
cégnbtral assumptions {(especlally exchange rates, sales production
costs and overheads] an lnternal rate of retutn {(IRR) of 13.5% was
Projeckted, thlas wag acknowledged Eo be sensitive in particular ta

prodoction cost overruns and failure to achieve eyxport ordarcs.

£ 1 Gn 21 March 19853 the then Becretary of S5tate For Defence
announced the Government's decision to order 130 % Tucano alrcraft
to meet the RAF's basic training needs. It was preferred over BhAe's
FC=-3 largely on grounds of initial as well as life-cycle cost,
performance of both aircraft being regarded as capable of meeting
the RAF's requirements, The Eirm price pet aircrafk was E£926,000,

and the first alreraft was to be delivered ln September 1%86.

Frudu-:'._l:._i.'_lE

4. The view of company management ie that the overall production

programne is some 3I=4 months late bukt that thies san be cecovered
—— e,

oVer the firset twelwe monthe of airecraft deliveries. Within the

overall progtamme, the design phase (including tool design and

production engineering; isa now expected to be completed some 5-7

months behind schedule. The produoction programme wilill be compressed

£¢ that delivery of the Eirst alrcraft s now forecast for December

1986, some 3 maonkhs late. The prototype Garrett-powered aircrafe

wag ctest-Elown on L4 Pebruary 1986 and has slnce performed

satisfactoril in the company's view. ; 2
¥ pany W i ™ a DIJ -

B
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. Shorte have lidentified a number of contributery reasons for the

delay, as follows:

{1} -late award of contragt: the Beptember 1386 delivery date for

the Eirst aircraft was part of a timetable which had assumed
contract award in Janbary 1985. Award actually occurred
some 3 months lakter. This delay has financial implications
tn that Ehe company was obliged to sSub-contract engineering
design work at higher cost rates than assumed. It muet be
pointed out however that late contrack awvard did not prompt

Shorts to seek deferral of first aircraft delivercy;

additional deszign work: the Tucanoe ordered by the HOD was in

a4 verglion povweraed by & Garcektt engine; 4 configuration which
had not been proaduced,. The company now concedes that the
additional design work and time required ko adapt the

—— o “
airframe and fystems was greater than anticipated;

—

{3) MOD regquirements: the company claims that the pffect of
MOD's clearance procedures had been under-estimated; and
alag that the customer reguested Shorkts to evaluate a
substantial nomber of modifications to the proposed design
before deciding not to procesed with them. It muat be

pointed out howewver that HOD's cleafance procedures have not
[ T—

changed. The stuody reguests were notified before award of
pr— ]

the contrackt and the regsulcing propoesalas for change were
offered by the company on the basls of no delay te the

PCOgLamme ;

indugirial dispute: for more than 10 weeks between October

1985 and January 1%86 Shorte were in dispute with Tabs
[cepresenting ite design engineers), The managemeént
eventually faced down the union but, over the period, oo
pvartime was worked, co-operation with sub-contractors
ceased and efficiency Eell. Additional sub-contracting and
overtime working has beén necessary to recover the delay

causged;r
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{5) Embraer delays: Shorts have advised MOD that significant

delays have occurred in the programme at Embraer, who are

supplying major assembllies for the early RAF aircraft.

E. In an attempt to contaln the overall delay within 3-4 months,
Shorts plan significant compressiom of the Programme . The period
allowed between design completion and beginning of flight-testing
ha# been shorbtened by 7 weeks to 11 weeks. To achieve this, the
firet prodoction alrcraft will have to be delivered a mere 2B weeks
after complecion of all deslign work, compared with an original
gvhedule of 42 weeks - & reduction of 333 in &llowed time, The
company is carrying oot extensive flight-testing of the prototype ko

minimise the risk of further slippage.

Ta IThe plannesd recovery is to take place during a perlod which will
&l8o include imtegration and certification of a new power plant.
The magnitude of the recovery regquired suggests that the companay

will have great difficulty in achieving the currently projected

programme — ie to contain overall delay te 3-4 months. The company
recognises that its pregranme ia extremely challenging: its worst-
casd view s that the first plans should be no more than 3 monthsa
behind oricinal programme. Am a precaution, however, the company
has warned MOD that up to & months deley may oocour in early
celiveries buk programme recovery should be achieved by delivery of
the 30th afrecraft. MNOD is reviewing the programme stakis and is
likely to conclude that the initial delays will be some months

greakter,; that recovery will be at a slower rate and that a Few

monkhs delay will persist throughout the RAF dellivery programme.

Financial Performance

8. The osriginal IRR for the Tucane project as a whole waa Eprecast

on central aasumptions ko be 1l2.3%. The company still believes that

it can achieve this return, bBut acknowledges savaral varse changes

in Ehe short Eerm, The main ones are a5 follows:

L W W S R

iopcrease in non-recurring costs - E6.7m: Ehis accounts L[oTr &

significant parcrkt of the cash [flow deterioration showm at

pacagraph 49 of Ekhe Note by O0ffFicals on Shorts' Corporate

COMMERCTIAL~-IN-CONFIDENCE
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PFlan cto 19%0. &5.3m o€ this stem# from the need to asub-
contract a gresater than forecasc volume of wWorfk at higher
pEices 1mn ofdef Eto comptess timetables; from redesign
flowing from aAdoption of the Garrfektt engine &and MOD
clearance proceduirfea; and Erfom the effects of the TASS
dispiute. The remaiping El.3m arises from additional tooling

e¥penditure again reflecting compreasion of timescales)

(b)Y increased material coBsks, mainly on exported aircraft -

Ed.2R: no increases have been reported in the priceas of

dollar denominated purchases. Sterling coskEs have

increasad, but Shorts have apparently restrictaed these Lto

export aircraft by making special deals with suppliers.
9. OShorte believe Ehat these main adverse changes are offset by
Eavourable variances, kpart Erom changes in eXchange cCate

assumptions; the most important of these are:-

fa) change in mix from MOD to export alcéraft ES5.5m: resulting

from excluafion of 15 RAF optlons Shorta' current view is
that, given prices on expoct mackets of both the PC-9 and
Embraer Tucanc; Ethe origimally sesumed export price can be
increased from $i.4m to $1.6m. In addition, Shorts have
transfercred the 15 BAF options (ofiginally assumed to be
exercised but In the event not taken uUpil to export marckets,

raising the orilalnal karget of 75 to 20,

(b} ncther income — E3.0m: Shorts have now included sales of

spares and the award of a logistics support contract for the
RAF which MOD c¢onfirms is about to be placed for a4 period of

4 years.

14. The known adverse changes in the short term makes achievement of

the forecast IRR even nore dependent than originally on projected

improvenents., Thf‘-_l'l'lﬂ.'-lﬂ't imparkant lLg achlevement of export sales at
predicted prices. I'Wenty export Sales are Worth appfoximately 3% in
IR Eberma. If non-recurcing costa are allocated evenly aover 220

salea (130 ¥ RAF, 90 ¥ expork), the MOD contract la forecast eo loae

s,
El.4m (at 1984 prices before intereat].
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i e The company's current forecasts predicet 90 export sales and
management believe that this 1s a consscvative estimate, HOD'e view
in 1%853 was that 200 export sales could be achieveds. Howevwar, Ethe
Australiane have subsequently decided to procure the competing PC-9
(Ehorcts wikthdrew on the grounds thakt the Australian tecms for lecal
manufackture and offset were anreagonable) and the PC-% has been =zold

with the Torpado and Hawk to Sandi Arabia. These developmeéents and

their likely influence on other Tucane customers, together with Ehe

publicity associsted with the delay in delivery te the RAF, have in

the view of the MOD DESO considerably reduced Tucano export

prospecta. Although MOD believes that Shorts"'" forecast of 90 export
sales is realistiec, that nomber of =sales wWill be achieved in the
highly competitive marketbt only with & determined marketing effort by
Ehe company and DESD. If this target 1la not attalimed and other
agsumpklions prove optimistic, the company recognises that cthere 1ls a

glagnificant risk of logsing money on the project overall.
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10 DOWNING STREET

From ke Privare Secretary 19 June 1986

Moo

SHORTS BROTHERE PLC

The Prime Minister has sean E(A)[(B6])27 which discussas
the Corporate Plan and privatisation prospects of Shorts.
This is to be taken at a meeting of E(A) early next month.
The Prima Minister would be grateful for a report before
that meeting about progress on the Tucano contract for the
RAF. This should include a discussion both of the state of
development and production of the aircraft and of the
financial position (present and projected costs against the
price being paid by MOD).

I am copying this letter to the Private Secretaries to
members of E(A), the Secretary of State for Defence and

Sir Robert Armstrong.

'\-\.\‘_}\MJ

Elﬂﬂfkﬁ

DAVID HORGROVE

Jim Daniall, Esg..,
HNorthern Ireland OfLice.
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PRIME MINISTER

SHORTS

Unless you disagree, the E(A) to be taken by the Lord

President next weak to discuss TVEL will also consider a paper

by Mr. Eing about Short Brothars, g o

Mr. Eing reports merchant bank advice that a trade sale

wiould be thg_pnly Wa Y tE_;:hieva disposal of Shorts in this

decade and that such a sale could only be on unfavourable

R —— e

Earms, He concludes that It will not be feasible to privatise

= —————

-—'—"'-._._._\- #
Shorts before a General Election.

== — R - = s

On other aspects, he argues that the company's problems

—

lie in ecivil aircraft production and that the choice lies
between phasing out such production or continuing on a reduced

scale. He thinks a decision can be deferred for the moment,
awaiting a full assessment of the options, but proposes

approval of a further development of the Sherpa aircraft.

Tucang production is planned te continue under all the

e
OpPLlons .

i
—l—'_._

DAVID NORGROVE

18 June 1986
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From ‘The PrRivaTE SECRETART

i™ S

CINCH - i R T T LT : i S
IE.:UN i"l_.!"\yj f."ﬁ"'.l_ MORTHERN IRELAND OFFICH
WHITEHALL
LONDON SWiLA 2AF

David Norgrove Esg

Private Secretary

10 Downing Street

LOMDON L

SW1 ‘s June 1986

SRIRAPY S thgs

"
De an m& :
SHORT BROS PLC: CORPORATE PLAN AND PRIVATISATION PROSPECTYS

E(A)}] will shortly congider a note from the Secretary of Btate
ofy shorts' Corporate Plan and privatisation prospects.

As background to this dicussion you may wish to see the
attached Note by officials which provides a full analysis

of the company's Corperate Plan and 1986-87 cash reguirements.
I am copying this letter and attachment to private secretaries

af other E[A) Ministars, Richard Hatfield (MOD) and to
A J Wiggins and Michael Stark [Cabinet QOfEice).

s Sncassy
N el bsond -

N D WARD
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SsHORT BROTHEERES FPLC

REVIEW OF 1985 CORPORATE PLAN UPDATE

June 1986
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.EACKGRU-UHD
1.

Short Brothers PLLC (Shorts) iz a Company wholly owned: by
Government and cperating in the aerospace industry. It
has historically analysed its activities into three
divisions as follows :

Alrcrafk : manufacturing small commuter aircraft and
small military transport aircraft

Aerostructures : manufacturing parts built om a subcontract
ba=zis for major alircraft manufacturers

Missiles : manufacturing Blowpipe, Javelin and Seacat
missiles,.

Shorts remains the largest manufacturing employer 1in
Morthern Ireland, with a current workforce of =oma &,800,
approximately seven per cent of total manufacturing
employment. Its turnover in the financial year to March
1986 was about £192 million of which about £130 million
was exported.

Control of the Company is the responsibility of the
Secretary of State for Northern Ireland acting through
the Department of Economic Development (DED) who hold 91
per cent of the issued shares, the balance being held by
the Department of Trade and Industry. DED has retained
managemant consultants Touchea Rozs (TR) to assist in kEhe
appraisal of Shorts' Corporate Plan.

This note has baen prepared by DED drawing on the advice

of TR. During the course of its preparation HMT, DTI,
MoD and the Ho. 10 Policy Unit have been consulted.

PERFORMANCE IN RECENT YEARS

- 2 Until 1984785 Shorts had not made an overall profit since
1974 and has received substantial cash support. Bummary
statistics in recent years are ;

1380 1981 1982 1983 1984
£81 £82 f83" /84 il =

Profitability Em Em Em Em Em
Turnover 111 122 139 1563 201

Profit/(Loss) Before {B) (&) [2) ﬁ 11
Interest

Profit/{Loss) Aftar Interaskt (13) {15) (12)

Cashf low

External Funding Limit 27 42 13 16 6 26

External Funding Reguirement 26 33 0 15 [ 26

* annualised basis - change in accounting year end to 31lst March
+ Latest Estimate
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External Funding for years prior to 1985/B& was
originally expressed on a cumulaktive rather than an
annual basis. Exzternal Funding figures shown above for
thoge years have been now recalculated onm an annual basis

for consistency.

In addition the basis for calculating EFL has been
radefined. This redefinition has resulted in the 1985/86
EFL being restated at £26 million as compared to the
figure originally authorised by Ministers of El6

million. Details of the change are shown in Appendix I.
It should be noted that this increase is entirely the
result of the EFL being restated, and does not represent
sanction of additional funds for the company.

Previous funding for Shorts has been provided partly by
external borrowings from banks, increases in which do not
gcore as part of Government axpenditure, partly by
interaest free Government loans, and partly by Government
Grants including Launch Aid, Standard Capital Grant,
Project Grant, Industrial Development Grant; Research and
Development Grant and Training Grank.

FROGRESS SINCE LAST PLAN SUBMISGSION

f &

Ministers have endorsed Shorts' plans in recent years
subject to certain specific conditions. The 1984 Update
was approved in August 1985, subject to the [following
conditions and comments:

doubts were expressed on the viability of
developing the Light Military Transport {(LMT)
version of the S5D330;

the company was ancouraged to identify a European
partnaer for the High Valocity Missile 514 project;

the company was requested to seek independent
specialist advice on its currency hedging policy;

the company should demonstrate to DED its plans
for working capital reduction;

the Depactment should monitor progress on learning
curves, productivity and material costs;

Ehe company should continue to impi.ment
recommendations relating to overheads and snsure
that target overhead rates be consistent with
recant new work proposals.

Some prograss has been made in complying with these
conditions. Datails are given in Appendix II. Further
progress has been constrained partly by the Company
focussing attention on its short term difficulties.
Officials recommend that Ministers should reiterate those
conditions listed in paragraph 7 which are still relevant.

CONF IDENTIAL
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Since approval of the 1984 Update, forecasts of trading
cesults for 1985/86 have shown increasing levels of loss
axpected to be incurred. The 1384 Update, as amended,
forecast profits after interest for the year of Ed4
million., This has now been adjusted as follows:

Successive Forecasts of 1985/86 Year-End Profit/(Loss)

£ million

Planned Profit im 1985/86 as in 1984
Updatea as Adjusted

Forecast Profit/(Loss) notified in:

Accounts ko August 1985
Accounts to September 1585
Accountks to October 1985
Accounts to Hovember 193835
Accounts to December 19385
Accounts to January 1986

Latest Estimate from Shorts for year-end

Performance in 1985/86 15 estimated by Shorts as
follows:

ORIGTINAL HNOW FORECAST
PLAN ESTIMATE VARIANCE
£m Em Em

Margins:
Aireraft ; 5 (14 .9)
Aerostructures : o Ik
Mizzsiles g # {B.B)

Total Gross Margins

tnallocated Overheads

Operating Profit/Loss

Intarast

e

Other Charges =3 .10
i

« i

Consolidated ProfitsLoss

External Funding Regquire-
mant —-26.0
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A full analysis of variances from plan is included in
Appendix III. The major identified reasons for the

shortEall are:
productiviky shortftalls;

failure to achieve forecast margins on aircratt
sales;

lack of aircraft orders;

failure to achieve high margin mizsile export
salas;

guality control difficulties experienced with
missile parts supplied by the Royal Ordnance
Factories;

incresses in ovarhaads
- higher interest charges.

An analysis of variations in EFR from plan is included
in Appendix IV¥. Shorts has stated that it remained
within the revised EFL for 1985786, but only with the
aid of the following:

use of a new year end flexibility scheme which
provides finance putside the EFL on completed
aircraft not yet delivered to customers. The
amount so provided at the year-end was the

maximum under the scheme, being E£12.5 million;

discounting of promissory notes from Fokker
relating to cost over-runs on the F100 project
{see paragraph 59 for details)

INTRODUCTION TO THE 1985 CORPORATE PLAN UPDATE

131

The underlying strategy behind the 1985 Update is
dominated by a number of factors, principal amongst
which are:

the poor performance in 1985786 and the need to
recover from that position;

perceived difficulties 1. marketing the
company"s existing aircraft,

A separately submitted recovery plan has been prepared
by the company. The success of this plan has been
assumed in the 1985 Corporate Plan Update. A summary
of its contents is attached as Appendix V.
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The company proposes both further enhancements to the
S0 360 and development aof a "Super Sherpa”, an 5D 3a&0
Fitted with the SD 330 tail (thus allowing a rear
lopading door) as ways of improving the market appeal of
the SD 360 and overcoming the perceived difficulties of

selling the aircraft.

To summmarize the changes batween the 1984 Update and
the 1985 Update:

1586787 1987/88 19E88/89 1989790

Overall Profit/{Loss)
1985 Update £m {4) 11
1984 Update E£m 10

Extarnal Funding
net inflows{outflow)

1985 Update Em
1984 Update Em

Employmant
1985 Updata 6,900 6,800
1984 Update 1,100 7,800
The main reasons for these changes are:

- new projects - aircraft

The 1984 Update included both the proposed 5D
450 and LMT aircraft developmentz. The 1985
Update includes only a proposed SD 360
development, Ehe Super Sherpa;

interest

The 1984 Update assumed 3 capital restructuring
which if implemented would have reduced interest
costs by about E24 million ovar the yaars
1986/87 to 1988/B9. The 1985 Plan makes no such
assumption.

current losses and recovery plans

The 1985 Update takes into account some of the
losses incurred in 985/86 and the carried over
ef fact upon both performance and EFR into later
YeALS.

A full reconciliation of profit between the 1984 and
13985 Updates is shown in Appendix VI, and of EFR
betwean two Updates in Appendix VIT.
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Subsequent to submission of the 1985 Update, the
Company has adjusted its forecasts of 1985/86 profit
and EFR., Full details of the adjustments are included

in paragraph 103, and reference where applicable 1is
made to them in the text of this note.

ANALYSIS BY DIVISION

Alircraft
The Aircraft Division has three major products:

Skyvan : a small military/freight aircraft of
which 149 have been delivered to customers buk
which is now at or nearing the end of its sales

life;

SD 330 : originally a 30 seat commuter aircraft,
now sold only in military/freight wvariants such
as the Sherpa, which has a rear loading ramp.

and the Utility Tactical Transport (UIT),
designed for a variety of militacy support roles;

SD 360 : a 36 seat commuter aircraft which first
enterad sarvice in 1982.

Skyvan

One Skyvan was sold during 1985/86. Skyvan inventories
total £3.4 million of which £2.5 million would be
needed to produce the six aircraft assumed sold in the
plan. With a sales price of £1 million each the
company justifies continued Skyvan activity on the
basis that, once an order is secured, an investment of
£0.5 million in labour costs and minimal additional
material allows full recovery of an inventory which
would otherwise have to be written off. HNo speculative
activity on Skyvan is assumed. While such a policy may
be reasonable, markets for the S5kyvan cannot
necessarily support the sales volumes in the plan.

Subsequently the company has reduced its 1986787 Skyvan
gsales and production target from two aircraft to one.
Profit and EFR targets have been adjusted accordingly
(paragraph 103).

SD 330

The SD 330's future largely depends on whether the US
armed forces axercise any of the USAF held options for
the Sherpa variants of this aircraft. GSales of other
variants and to other customers have been very
disappointing, During 1285/86 one Sherpa but no UTTs
were ordered. The 1585 Update assumed delivery of two
Sherpas in 1985786, both the one ordered in the year
and one ordered in 1984/85; in fact neither aircraft
will be delivered until 1986/87.

CONFIDERTIAL




CONFIDENTIAL

- T -

Sales of SD 330 wvariants included in the 19B5 Update as
compared to the 1984 Update are as follows:

13985/86 1386/87 1987/88 1988/89 1989790

1985 Update

Sherpas for US Forces
Sherpas for Others
UTTs

1984 Update

Sherpas for USAF
UTTs
LMTs {(including USAF) 13 10

16 i3 10
The LMT development and its replacement in the
company's plans by Super Sherpa is described below in
paragraph 2Z8. The 1984 Update assumed that any future
USAF sales would be LMTs, not Sherpas.

It iz the opinion of officials and TR that it is
baecoming increasingly unlikely that the USAF will
exercise any of its 48 Bherpa options. Company
management has recognised during conversations with
officials that its chances of converting any of these
goptions to orders has reduced, but has indicated that a
transfer of options to the US Army is possible. This
remains to be proven.

If none of these Sherpa options is exercised them both
margins and cash over the period will be seriously
affected. The following table shows the changes to the
plan if no USAF options are exercised:

1986/8T7 1987/88 198A/ 89 1989/90
Em Em E£m Em

Estimated Reduction {10) (2) {4) {4)

in Profiks

Estimated Effect 4 12 {6} (10)

on EFR - Inflow/(Outflow)

Estimated Reduction {100) {530) {530) {520)
in Employment
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There are amounts invested in Sherpa related work in
progress and development costs estimated as totalling
E1lD million., If no further Sherpa sales are made and
Lf the Super Sherpa was not produced, this amount would
have to be written off and is reflected in the figures
above for 1986/B7. The beneficial cash effects in the
aarly years reflect the avoidance of a build up of
inventory currently assumed in the 1585 Update.

The only other SD 330 sales included in the plan are
four UTTs planned Eor 198&6/87. These are assumed to be
s0ld to Thailand, but such an order is yet to be
confirmed.

Included in the plan 13 the assumption that the
existing customer logistic support (CLS) contract under
which Shorts maintain the UEBAF Sherpas continues.
Turnover on this contract is about ES million per year
with gross margins of about El million per year. This
contract commikts Shorts to continue to supply both
spares and service for the contract period.

Super Sherpa

The 1985 Update includes a proposal to develop a "Super
Sherpa® wvariant of the SO0 360. This would consist of
the SD 360 forward fuselage and the Sherpa tail section
including the rear ramp door. This variant replaces
the LMT proposed in the 1984 Update. but now abandoned,
and iz aimed at the zame markets. The LMT was proposed
to be a Sherpa SD 330 uprated-to include more powerful
engines. The company was specifically instructed not
to proceed with the LMT without government permission,
a3 doubts were exprassed on the size of 1tz market. In
fact, the company's officers have since decided that
the Super Sherpa concept is a more effective way than
the LMT of reaching the same performance and design
requirements.

Sales of Super Sherpa included in the 1985 Update are
as follows:

1986787 1987/88 1988/85% 1989/90

Super Sherpas in
1985 Update - 4 10 10

Shorts have . rovided TR with information on possible
markets for the Super Sherpa. These markets have the
following characteristics:

- all involve customers who are military forces,
many of which are in the third world;

many involve the assumed replacement of existing
aircratt;

all are extremely difficult to forecast.
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TR remain unconvinced that development of the Super
Sherpa would results in sales at the quantities and
prices included in the plan. Shorts® management
maintain that the nature of the potential market is
such that conclusive evidence will never be possible.

Officials consider that the speculative nature of the
Super Sherpa development is such that this preoject
should not be allowed to proceed until a firm °launch'’
arder or other method of satisfactorily underpinning
the forecast sales volumes or reducing the development
risk is found.

If tha Supear Sherpa were not progressed with the
gffects would be as follows:

1886787 1987s,88B 1988/8% 198990
£m Em Em £m

Effect of no Super Sherpa

Profit and Loss
- favourable/({adverse) {23 {4)

EFR - decrease/{increase) 1 18 £2) {8}

Employment - {(reduction} {100} {630) {630) {600}

The combined effect of not progressing with the Super
Sherpa nor selling more SD 330 Sherpas to the USAF 1is

ags follows:

198687 1987788 1988s/89% 1983/90
Em Em Em Em

Ho Super Sherpa or 5D 330
Sherpa S5ales

Profit and Loss - {adverse) {3) (1) {6) (8)
EFR - decrease/{(increase) ] 28 (8} £17)

Employment - {(reducktion} (200% (1,180) (1,160} (1,13D0)
ah 360

The SD 360 remains the main product of the company's
aircraft division. Its success has been historically
based o. its low purchase price and low operating costs
on routes up to 200 nautical miles, particularly in the
United States.
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Sales of the 5D 360 in 1985/8B6 were as follows:
Sales to China (ordered in 198B4/85)

Sales carried over from 1984/85
following production difficulties

Other sales

This compares with the 29 included in the 1%85 Update
far 1985/86. Thus three were not delivered by the year

and.

The full sales forecast over the plan period compared
to last year's plan is as follows:

1985786 198687 1987/88 1988789 1989./90

360 - 1385 Update 29 26 15 5= 15
360 - 1984 Update 30 22 15 3

In the 1984 Update the introduction of the 5D 450 was
seen as reducing demand for the 5D 360. The SD 450 has
been dropped from the 1985 Update.

The 5D 3160's share of the key US market has declined
markadly following the introduction of several more
sophisticated competing aircraft. Shorts estimate that
the total world market for commuter aircraft is around
75 per annum and the plan forecasts that they will
abtain 20 per cent of this market from 1988 onwards.
This assumes that a series of limited upratings are
carried out including the introduction of more powerful
engines. These are estimated to cost E6 million in
development costs over the years 1986/87 and 19%87/88.

Sharts® plan recognises that the accuracy of 5D 360
forecasts is sensitive to a number of factors outside
the company's control. These includa:

=, thae extent to which heavy discounting by
competitors continues;

the extent to which competitors co~tinue to
receive support from Governmanks;

the effect of Boeing's purchasa of De Havilland
Canada.
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An important Factor in the success or Eailure of 5D 360
over the plan period will be the level of =zales to
China. Despite transferring sub-contract production of
the SD 360's centre wing from British Hovarcraft to
China the szeaven option=s held by them have not yet been
exercised.

TE have carried out a brief market study Eo update
their views on the 5D 360 market over the plan period.
They conclude that the commuter market remains
extremely difficult to Eorecast and that any changes in
the competitive structurs of the market would impact
significantly upon the SD 360°'s prospects. Recent
zales performance would indicate that Shorts may find
it vary difficult to attain the sales figures in the
plan at the prices assumed. DTI officials concor with
this view.

Subsequently the Company has reduced its production
targakts for 1986/87 by three 5D 360=. Because there
ware three SD 3602 unszold at 31 March 1986 the sales
target for the year remains unalterad. Thare is,
however, a beneficial effect upon cash flow resulting
from the reduction in production, and this is reflected
in the adjustments to EFR in paragraph 103.

Officials and TR conclude that the degree of
uncertainty associated with the SD 360's markets over
the plan period has increased significantly since last
year,

Margins

The axtent to which the 1985 Update’s forecast of
results for 19B&S87 iz wvulnerable to adverse factors
and failures to perform is cutlined in paragraphs 75 to
82 below, Much of thiszs wvulnerability can ba directly
attributed to aircraft activities, and this, when
considered together with estimates on profitability.
ralses the gquestion of whether aircraft sales and
production are ever capable of making profits under
current conditions.

Officials and TR consider it unlikely that Aircraft
activities will approach break even bsfore 1nterest in
the foreseeable future. Takling inter=szt into account
it seems probable that aircraft activities will
probably lose between £5 million and £25 million a year
ovar tha next few years, depending on volumes,
performance, exchange rates and other factors,

The uncertainty surrounding the aircraft division's

market prospects is such that even i1f development of
tha Super Sherpa were approved it seems likely that

volumes could £fall well balow thosze planned and thak
margins would be significantly lower than planned.
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MILITARY

46.

The "military™ business included in the 1985 Update
relates to the RAF Trainer contract. The numbers of
these alrcratt designated “"Tucano"™ assumed to be
delivered over the plan period compared to the 19584
Update are as follows:

1386787 1387/88 19887589 1389/30Q

Tucano Trainsrs =
1985 Update 28 3H 410

Tucano Tralners -
1984 Update -] 24 ]

The Shorts Tucano is a turbo prop trainer which is a
modification of the Brazilian made and designed Embraer
Tucano. The company was awarded a contract for supply
of trainers to the RAF in 1985 following a lengthy
competitive process. The contract terms under which
Shorts will supply the Tucano are such that, without
significant export sales at much higher prices than
those charged to MoD, the project is unlikely to do
better than break even. Since the contract was awarded
Australia has decided to purchase the Swiss designed
PC9 trainer and Saudi Arabia may also do so. These
decisions have reduced the Tucano's chance of achieving
the required level of export sales. The overall
profitability of this contract must therefore now be in
doubt.

TR have examined other export prospects of the Tucano
and conclude that the company's prospects of achieving
the axport sales levels and prices assumed in the
original submizsion are now poor.

The 1985 Update assumes a significantly worse cash flow
in the early years of the plan period than was assumed
in the contract terms.

1985/86 1986/87 19877848 1988/89 1989/90

Tucano Cash Flow - {11} (Z20) (1) 7 q
1935 Updata

dcano Cash Flow -
Conktract Terms {6) (11}
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Current estimates of both development costs and
production costs of the Tucano have changed since the
original submission. Development costs have incr&asgd.
principally because of a redefinition of the allocation
of the work package between Shorts and Embraer, by
about €7 million. Shorts' management have stated that
this has been offset by favourable changes in other
elements in the project and that the total cash flow
for Tucano up to the end of the plan period will be
glightly better tham in the original submission.

The Tucano project is several months behind programme.
Shorts' management cite the lengthy delay in awarding
Ehe contract and subseguent changes required to meet
the spacification. Officials consider that industrial
ralations problems and other difficulties attributable
to the company are also responsible for such delays.

AEROSTRUCTURES

s

Product

757 Win
747 Doo
737 Rud
F28 Win
F100 Wi
BAe 146
RE 211

V2500

Current Work

Sales forecasts for the main aercstructures products
currently on hand or under development are as follows:

Unit 1985/86 19386/87 1987788 1988789 1989 /30

gElaps sets 38 49 50 60 60
LS gats 35 28 30 3o 30
ders sets &
gs gets 14
ngs s5ets

pods

pods

pods
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TR have updated their study, prepared last year, of the
large jet aircraft market with particular reference ko
Shorts*® aerostructures business. In addition DTI have
expressed their views on possible aercstructure
volumes, ODOTI regard the above figures as being
achievable, though somewhat optimistic on the 757
Wingflaps, F1l00 Wings and RB 211 pods. TR consider
most of the significant assumptions on aerostructures
markets to be reasonable, They agree that 757 and RB
211 pod figures may be high but believe this may be
balanced by uonderestimates on other products.

Following a reassessment by Shorts the above figures
have been adjusted in respact of 1986/87 for the
following products:

New 1386./87
Target Decrease

FLOO 6
Boeing 757 35
REE211l Pods T4

These targets reflect the latest customer programmes .
The cash and profit implications of these changes have
been allowed for in setting revised 1986/87 profit and
EFR targets (paragraph 103).

Naw Projiects

The 1985 Update assumes that Shorts will obtain between
fiva and ten per cent of the Boeing 7J7 project as a
project associate. Product development amounting to
£35 million is assumed spent during the plan period
attracting Launch Aid at 50 per cent. HNo turnover
would be generated by the project until into the 1990s.

Since the plan was submitted Shorts have announced that
a Memorandum of Understanding has been signed with
Boeing for the 7J7 project. ©Officials understand that
the memorandum involves no specific commitments at this
stage.

The plan's assumption that the company will participate
in the 737 is highly speculative. All figures in the
plan could therefore ba changed significantly 1L
participation does not proceed. 7J7 assumptions in the
plan are as follows:

1986/87 1987788 1988789

1989/90

Em Em Em

Profit and Loas - {loss) (1) (4)

Cash - (outflow) (2) {73
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If Shorts were to move away from aerostructure
sub-contracting to participating as a project associate
or a5 a risk sharing partner it would have an impact on
the overall rizk exposure of the company.

F100

Since the preparation of the 1985 Update two changes
have affected assumptions regarding the F100 project as
follows:

to remain within the 1985/86 EFL Shorts have
discounted promisory notes with a total value of
£15 million drawn by Fokker in respect of cost
ovaerruns on the F100 development programme. The
1985 Update assumed that cash from these notes
would be received in 1986/87 and subsequent
yaears. The effect upon 1986787 is ko worsen
cash flow by £5 million.

latest production forecasts show six F100 sets
delivered in 1986787 instead of the 15 assumed

in the plan.

The cash and profit effect of these changes has been
allowed for in setting required profit and EFR targets
for 1986787 (paragraph 103}.

MISSILES
Current Work

The main missile product is the Javelin ground to air
missile which was introduced as a development of the
successful Blowpipe missile. Blowpipe sales continue
at a lower level than previously experienced, though at
a higher level than forecast in the 1984 Update. The
other products of the Missile Division are Seacat, a
naval surface to air weapon, and a range of selt
powered aerial targets. Volumes for missile production
in the 1385 Update are as follows:

1985786 1986/87 1987/88 1988789

Blowpipe 510 B71 851 20
Javelin 2,430 2,750 2,840

Saacat 137 195 275

E15 (s5ee helow)

514 (see below)

Javelin is covered by orders for its MoD sales until
1988 and Seacat is covered for its MoD sales until 1989.
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The production diEficulties brought about by failures
in Royal Ordnance Factory supplied components mean that
1985786 deliveries fell short of the above figures by
about 700 units. The company intends to carry over the
part of this shortfall which relates to MoD deliveries
to 1986/87 sales targets, but not that which relates to
export deliveries. Shorts have stated that this carry
over can be achieved without reducing existing 19B6/87
missile production targets.

Missile sales in 1986787 were planned to be 24 per cent
higher in volume and 50 per cent higher in value than
in the figures for 1985/86 prior to reductions caused
by the Royal Ordnance problems. The company has stated
that, with the addition of about 200 employees, missile
production capacity could be raised ko 4,500 units per
year. Shorts state that this capacity is more than
sufficient to meet both 1986/87 =zales targets and any
carry over from 1985/86.

Missile sales and gross margins contribute greatly to
Shorts® financial performance. Marginzs on MoD sales
tend to be earned at very much lower rates than on
export sales. Because of the high rate of export
margins, the level of export sales of missiles is a
very important factor in determining the Company's
profit or loss. Export sales and margins for 1986/87

are planned to increase as follows:

Sales from E17 million to £368 million
Margins from £8.1 million to E16.8 million.

The company has been asked to provide market
justification for these assumptions and has replied
that it needs to obtain one order for 500 Javelin
missiles to achieve the targets for this product.

Sales targets for other products for 1986787 show very
significant increases over 1985/86. There is5 a risk
that export sales of missile products will fall short
of planned levels, or that sales that are achieved will
not earn margins at the rate assumed in the Plan.

Hew Projects

The 515 project is a proposed enhancement to the
existing Javelin system by replacement of the current
radico link with a more secure guidance system. The 514
project relates to Shorts' contender, named Starstreak,
for the MoD reguirement for a new high velocity missile
close air defence weapon system. The strategy
contained in the 1985 Update depends on Shorts securing
the continued development and initial production of
Starstreak.
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Shorts emphasise in the text of the Corporate Plan
Updates, and Qfficials and TR concur in this view, that
failure to secure 514 would effectively remove most of
the mizsile divisions product hopes for the 1990s5.
Shorts identify countries with which international co-
pperation 1z being explored in respect of 514. These
include the USA, Denmark, Italy and in particular Spain.

As a general policy the MoD have recently indicated
that they wish to change the basis of payment for
development and production costs. This will adversely
affect cashflow by deferring recovery of such costs.
Megotiations continue but 198687 cash requirements are
likely to be adversely affected.

OVERHEADS

68 .

TR understand that early in 1%985/B6, the company's
senior management decided that turnover in 15985786
would total E£250 million rather than the £214 million
forecast in the 1984 Update. Decisicns were taken to
gear up the indirect workforce to support these

lavels., These decisions had to be reversed when it
bacama apparent that turnover would in fact fall short
of planned levals. There was a cost penalty assoclated
with the increased levels of employment in the
meantime, but Shorts state that this was not
significant. The increase in overheads was undertaken
without any reference to officials, and only emerged
while investigating reasons behind the poor performance
in 1985/86.

DIVISIONAL PERFORMANCE

69.

This vear, following the very poor performance in
1985/86, reguests for more detailed information have
enabled TR to estimate profitability by division as
follows:

1985/86 ESTIMATE
(Based on Shorts' latest estimatae)

Military Airecratt Aerostructures Missilas TOTAL
Em Em Em Em Em

Turnover 08 a5 45 1392

Gross Margins (4) & 10

Unallocated
Overheads {3) E

Other Charges {2) E

Profit/(Loss)

before

(15)

Interast

- = e

E = TR astimate
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1986787 PLAN

Miliktary Aircraft Aerocstructures Mizsiles
Em Em Em Em

TUrnover 103 45 21

iy
1

Gross Margins a0
Unallocated
Overheads (4)

Othar Charges

Profit/[{Loss)
before
Interest

70, The aircraft and aerostructures businesses of Shorts
share many common facilities and are organised within
the same management structure. Allocating overheads
between them therefore becomes arbitrary in the
extreme, In particular, it cannot be assumed that the
reduction or elimination of one activity alone would
result in a corresponding ceducticon in overheads.

SPECIFIC MAJOR ISSUES

Sktrategic Options

In tha light of the company's current poor performance,
officials have considered a range of strateqgic

options. These ara presented in a separate paper,
which concludes that the company should be given a
limited period to implement the recovery plan and
demonstrate the viability of collaborative ventures for
new product development (sole development of new
products is considered koo risky for a company of
Shorkts* size). Such an approach 1s only acceptable,
however, if clear performance targets are defined and
sanctions imposed on the company 1f those targets are
not achieved. The sanctions would include the
restructuring of activities, hiving off the missile
division and changing senlior management.
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Possible Equity Deficiency

Any losses for 1985/86 in excess of £1.8 million result
in @ negative eguity at 31 March 1986. The existence
of the DED interest [ree loan to Shorts of E22.7
million means that this can be converted to share
capital relatively easlly at no cash cost. Any losses
in excess of £24.5 million result in an equity
deficiency which could not be covered by existing
equity or government loans - Shorts' latest estimate
(paragraph 9) is a loss of E27 million. In these
circumstances, officials recommend conversion of the
interest free loan. This will still leave an equity
deficiency, on currant estimates, of some £3 million.

If Shorts' equity goes into a deficiancy they are
technically in default of certain bank loans and could
theoretically be pressed for immediate repayment.

They may also be in default under some contracks to
supply aerostructure products. Officials beliave that
this situation may reguire the 1981 Parliamentary
Statement of support for the Company toc be repeated,
despite the risk that this might provoke hostile
interest in the USA on the grounds of unfair trade.

Dfficials are concerned at the propriety of the company
continuing to fund losses by way of bank borrowing.

The company's ability to repay such lpoans can be
questioned and their size creates a heavy interest
burden. Officials will monitor the situation closely
during 1986/87.

MAJOR RISKS AND SENSITIVITIES

Aircraft Sales Prices

The 1985 Update assumes a level of sales prices for the
products of the Alrcraft Division which may prove
optimistic. The prices which the company recelive for
alrcraft are largely determined by the competitive
forces of the market. At present price discounting by
competitors is distorting the market, and Shorts’
prices have been forced down. The position 1s made
more complicated by the fact that sales prices in US
dollars are being particularly affected by
discounting. Prices gaiun2d in dollars are expected En
realise less than 90 per cent of those in sterling.
Tha geographical mix of sales therefore becomes
important in assessing profitability.
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Recent sales prices for the 8D 360 are as follows:

% of 1986/87 Plan
Assumption on Price

US Dollar Sales

B Sales to China at $£3,675,000 =ach 98
4 Sales to Simmons in the US at $3,241,.000 each A&
i1 okher US sales at $4.031,000 each

Prices assoclated with recent letters of
intent for threa aircraft ak $4,100,000 each

Orher Sales

2 Canadian sales at C$4,530,000 each
2 Thailand sales at £2,724,000 each

1 UK sale at E3,020,000

Prices assoclated with recent letters

of intent for four aircraft at £2,850,000 e=ach

In the light of the above, TR and officials consider
that the 1985/87 target prices of $£3,750,000 and
£3,000,000, though achievable, are demanding
particularly at the volumes assumed in the plan.

Aircraft Ealas Volumas

It semems likely that little or no follow on sales of
Sherpa aircraft will be made to USAF or other military
customers. IE the Super Sherpa 15 not produced, and as
has been shown this development is very speculative,
the Aircraft Division would be effectively left with
tha SD 360 as 1ts only marketable product. Gales
volumes of the 5D 360 itself are difficult to forecast
and could be less than those in the plan.

Aircraft margin is dependent upon meeting both volume
and price targets. As indicated in paragraph 40 the
Company will have gi:zficulty 1in achieving both targets
together, To indicate the effacts of any shortEfa.l,
the average costs of dropping one 3D360 sale are ED.5
million off profit and E2.8 million on cash
requirements.
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The penalty suffered if aircraft volumes reduce is not
restricted to loss of margin (the achievement of which
is itself largely dependent on the company's success in
implementing the recovery plan). Any reduction in
sales volumes below planned levels will initially
result in a build up of unsold aircraft and the
attendant negative cash flow will result in interest
penalties. 1In addition reductions in production
volumes in line with sales demand can not always be
matched by corresponding reductions in indirect costs.
For example, each SD 360 is costed to include over
£400,000 of indirect attributable overheads {(at 225 per

cent of labour cosk).

Aircraft Development Coasts

The company has assumed long run lives of aircraft
projects in determining rates of launch cost
amortisation. These are as follows:

aD 360

Original launch costs were being amortised over
100 aiccraft. A= from 1985786 this has been
extended to 125 aircraft thus benefiting 1385/86
praofit and loss by £1.2 million and penalising
1986/87 and 1987788 by £1.0 million and £0.2
million respectively. Existing sales and
letters of intent cover SD 3608 up to number 94
which leaves 31 to be sold to reach 125. Risk
of non-recovery exists but the amounts involved
are not substantial.

5D 360 Improvemenks planned for 1986/7 and
1387/88

These are assumed to be amortised over 50
aircraft commencing with Mo, 107. Achieving 157
total sales, even with improvements, must be
subject to a possibiliky of failure and risk
exists therefore that a proportion of Ehe
davelopment costs of E£E6 million may not be
recoverad.

Sherpa/Super Sherpa

Unrecovered development costs on the .J 330
Sharpa total £2.5 million. The proposal to
davelop Super Sherpa assumes that this amount is
kransferred to this project and recovered Erom
Super Sherpa sales. Cancellation of Super
Sherpa combined with failure to secure further
Sherpa sales would result in this amount being
written off.
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Aircraft Stocks and Work-in-Progress

Any cancellation of aircraft lines will result in
extensive stocks and work-in-progress write offs. The
amounts involved would be difficult to calculate as
they would involve estimating the content of the stocks
and work-in-progress which can be used in planned
production, and also the value of items which could
usefully be carried to support spares sales. B5Such
information as Shorts could make availahle is as
Eollows:

Skyvan. WValue of stocks and work-in-progress
currantly E3.4 million.

D 3130/Sherpa. Value of stocks and
work-in-progress at March 1987, assuming four
aircraft are sold in 19%86/87, between ES5 million
and £8 million.

Aircratft Spares Sales

Volumes of sales of aircraft spares may be
optimistically stated in the 1985 Update. Sales at
putturn included in the plan are as follows:

1985/86 198687 1987788 1988/89 12849730
Em Em Em Em Em

Aircraft
Spares S5ales g 10 12 17 19

Gross margins on spares are earned at the rate of about
45 per cent of sales value. Any reduction in the above
sales assumptions could therefore have a marked effect

on both cash and profits. For example, if spares sales
volumes remained the same throughout the plan period as
is forecast for 1985/86, the effect would be as follows:

1386787 1387788 1988789 1389 /90
Em Em Em Em

Effect on Frofit and
Cash of Aircraft Spares (1) {3) {3)
Sales at 1985786 level
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RBecovery Plan

shorts have submiktted a recovery plan to overcome the
severe productivity difficulties experienced 1n
1985/86. The recovery plan has been developed
separately from the Corporate Plan, although it is
focussed towards meeting the productivity assumptions
put forward in the latter. This separate development
is cause for concern in that the recovary plan's
targets may be unrealistic, developed as they may be
from a need to justify the Corporate Plan rather than
an assessment of what is attainable.

Having reviewed the recovary plan, TE conclude that 1t
is in principle achievable and soundly based. They
belieave, howaver, that it will prove extremely
difficult to implement to the degree assumed 1n the
Corporate Plan and is therefore optimistic.
Furthermore, it will reguire fundamental changes in
attitude, both within management and on the shopfloor,
and whilst initial signs are encouraging many factors
could push the recovery off course. Given the comments
made in the Corporate Plan on the guality of management
within the company. the ability of the existing
management to achieve a challenging recovery plan must
be in doubt, although new more flexible working
arrangements recently negotiated with the unions
provide a good stark.

Shorts Tucano

There are a number of risks associated with the
Tucano. These include:

Overall Profitability

A3 has been noted (paragraph 48) export sales of
Tucano may not reach planned levels and kthis
will adversely affect profitability by reducing
gross margin and overhead recovery. Insofar as
tha 1985 Update assumes 105 exports, as against
75 in the original submi=sions, thiz risk must
be seen as increasing, especially as export
prospecks have if anything worsened given the
recent successes of the competitive Pilatus PCY.
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Development Costs

The original Tucano proposal showed development,
tooling, learning and other costs of £15 million
recovered over 220 aircraft. The 1985 Update
assumeas recovery over 250 alircratft. If export
sales fall short of revised plan targets
non-recovered costs will need to be written oft
up to a maximum of about £132 million.

Aarostructure Volumes

Any major changes in future production rates of
passenger aircraft would affect aerostructures output.
In addition the plan assumes success in gaining
participation in the Boeing 7J7. As yet no real
commitment has been given to develop this aircraft.
Shorts would face fierce competition to obtain such
work.

If the F1l00 fails to reach 150 sales or if the V2500
fails to meet 375 aircraft sets Shorts will be faced
with development cost write offs,

Missile Export Sales

The 1985 Update assumes that exports of Missile
Division products will double in sales value in
1986/87. The level now planned has been achieved
before, in 1983/84. As described in paragraph 64,
achievement of these lavels may be in doubt. If the
missile division delivered the same export volumes in
1986/B7 as wqu]dlhave been the case in 1985786 but for
the production problems described in paragraph 11 and
Appendix III, profits and EFR in 1%86/87 would be
adversely affected by about £9 million.

sCcarstreak

[f gained, Starstreak volumes could prove to ba aven
greater than those exparienced for Blowpipe/Javelin.
Conversely failure to be granted development and
production of Starstreak would remove the central
element of Shorts' medium to long term missile strategy.
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MoD Funding

As noted in paragraph 67, MoD are negotiating with ;
Shorts, and indeed other suppliers, to change the basis
upon which development and production costs are

funded. Essentially, such changes will delay the
receipt of funds from MoD and necessitate greater
investment by Shorts in working capital. The
negotiations have not been concluded and Shorts are not
able to quantify the likely effects. Officials
believe, however, that such changes could increase the
company's cash requirements significantly in the shert
term. This would have an immediate impact i1n EFR.

Product Development Costs

The 1985 Update assumes spend on known new aircraft,
military and aerostructures projects as follows:

L?86/87 1987788 1988789

1989/90

Em Em Em

ab 360
Tucano
F100

w2500

Sub-Tokal
- Committed Projects

Super Sherpa

TJ7

Other Uncommitted
projects

TOTAL PRODUCT DEVELOPMENT 23

Any variation from these estimates will affect both
profits and cash Elow.

Production Costs

The assumptions in the 1985 Update on the degree of
success ko be achieved in improving productivity and
reducing production costs may prove to be optimistic.
Among the key features are:

- reductions in labour hours ko levels which are

significantly lower than those currently
experienced. For example, the 5D 360 immediate

target for aircraft assembly is 29,000 hours,
which is 3,000 hours less than recent

achievements;
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a further step improvement of five per cent in
labour hours, thus reducing the ED 360 target
above to about 27,500 hours;

further progress down learning curves beyond
thaese improvements.

If the company failed to achieve these improvements the
total cost to both profits and EFR is5 estimated as
follows:

198687 1987 /88 1988789 1989/90
£m Em Em Em

Penalty of Remaining at
Currant Lavaels of

Productivity

Selling Costs

The 1985 Update assumes that reductions in selling
costs generate a favourable effect upon profit and cash
of about £1 million per year from 1986/87. This partly
depends on government permission being given for
revizions to the sales financing arrangements.

Overhead Savings

The company assumes in the plan that an s2ight per cent
reducktion in overheads on Aircraft and Aerostructures
igs achieved by March 1987 (not the 10 per cent saving
in all Divisions mentioned in tha Update text). The
full achievement of these savings must be in doubt,
particularly as other parts of the recovery plan
involve more indirect activity in the short term. The
value of these reductions 13 as follows:

1986/87 1387/88 1988789 1989/90
£m Em Em Em

Savings in Overheads i 3.9 4.2 4.5
from Current Levels

Material Prices

The 1985 Update assumes that a current drive to reduce
real material and su. contract prices will result in a
five per cent reduction from 1987/88 onwards. This is
estimated o increase profits by E2 million per annum
thereafter. Achievement of this target, particularly
if, as seem probable, volumes drop significantly, must
be in doubt.
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Exchange Rates

Shorts' sensitivity to fluctuations in exchange rates
remains high, although the introduction of increased
dollar purchases to support the Tucano programme,
particularly engines, has reduced net exposure. A
substantial proportion of aircraft and aerostructure
income is in dollars, and the sterling/dollar rate thus
rends to have a direct effect on profits except where
incoma is hedged.

The company has calculated the effect of ‘high' and
'low' forecasts for the sterling/dollar exchange rate

as follows:

198,87 1387/88 1988789 1989/90
Em Em Em £m

Adverse EFR -
Sterling High {(rising to $1.85}) - {(10) {7)

Favourable EFR =
Sterling Low (falling to $1.05) - 7 20

Figures for 1986/87 are unaffected because of the
Company having already taken out forward cover.

Sales Financing and Leasing

A provision of £1,4 million per annum was included in
the 1985 Update for losses resulting from Shorts’
liability in the event of custoemer defaults under the
sales financing and leasing arrangements. The Company
has subsegquently reduced this by EO0.9 million for
1986787 following a dacision to recognise certain
losses in 1985786 rather than 1986/87. This leaves a
provision of £0.5 million for 1986/87. This provision
could prove inadequate. For example, provisions in
earlier years have been as follows:

1984/85

Em
1983/84 Nil
4
1985 /86 2

Work-in-Progres. Reductions

The 198% Update assumes that reductions in levels of
work-in-progress are achieved which result in
favourable cash flows a=s follows:

Em

1388/893 0
1989790 26

TOTAL
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Profit/(Loss) 1986/87 > .

EFR (Reguirement)/ Medlan Pesgimistic

Release Profit EFR Profik EFR
Em Em Em Em

Figures as in Plan (4) {29) (4) {29)

Changes to Flan subsequently
notified by the Company
Reduction in production targets
for SD 360 and SD 330 aircraft
(para 41)
Reduction in production and
sales target for Skyvan to
one aircraft {(para 21)
Use of F1l00 Advance Payments
and reduction of deliveries
to six in 1986/87., offszet by
increased recovery or non-
recurring costs (para 539) 1
Reduction 1in other agarostructure
programmes (para 54) {1}
Carry over of missile deliveries
to MoD from 1985786 (para 61) -
Raduction in provision for
aircraft financing losszes
{para 99)
Increase in Product Liability
Insurance to reflect latest
rates
Effect of all charges upon
interest costs

th—TutaL: Loss and EFR as
adjusted for Company
originated changes

Possible Policy Decisions
Remove Bherpa (para 25)
Remove Super Sherpa (para 32)

Sub-Total Loss and EFR
adjusted for Possible
Policy Decisions (18)

., Sensitiviries:

Productivit, Improvements {(2)
Missile Exports

Development Costs (3)
Eelling Costs

Overhead Savings {2)
(23)

*Explanation of the sensitivities is given in
Appendix VIII.
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The company's recent performance tends Eo cast doubt on
its ability to achieve these reductions:

Ratio of S5ales to Inventory
TYears Ended 31 March

Actual/Estimate Farecast
1984 1985 1984 1987 1588 19849 1390

1.83:1 1:69:51 1.68:l 1l.68:31 l1.64311 2.03011 474913l
Redundancy

An estimated allowance of E2 million has been provided
in 19B6/87 to cover possible redundancy costs in that
year resulting from a net expected reduction of 279 in
the workforce. Any further reduction in staffing will
require additional redundancy payments. IE USAF
Sherpas andsor Super Sherpas do not materialise
(paragraph 33), over 1,100 jobs are at risk.

Likely and Worst Case Outcomes

The trend in the assessment of major risks and
sensitivities is clearly towards an outcome in 1986/87
worse than that shown in the 1985 Update.. Whilst
Shorts' assumptions in moskt areas are not beyond the
bounds of possibility, they are usually optimistic and
taken in the round display excessive confidence in a
whole seriez of events working in the company's
favour. In discussions, the Company has not disagreed
with this view buk has pointed oubk the need ko zet
challenging targets in the light of current losses,

Subsequently, as described in paragraph 18, the Company
has partially recognised this view by adjusting its
targets for 1986787 profit and EFE. Officials and TR
conclude that the balance of probabilities for 1986787
ig an outcome worse rather than better than even these
adjusted targets. To illustrate both the Company
originated changes and a possible range of outcomes the
following table has been constructed. Itk 1s assumed
that the Company's forecasts can be regarded as
*optimistic®. The table first shows how the new
Company targets are calculated, goes on to show the
possible effects of policy decisicns on Sherr- and
Super ..erpa, and ends by showing the effects of
sensitivities to produce "median™ and "pessimistic”
forecasts for profit and EFR.
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Profit/{Loss) 1986/87

EFR (Requirement)/ Median

Passimisktic

Profit EFR

Releases Profik EFR
£m Em

Figurass a= in Plan {4) (29

. Changes to Plan subsequently

notified by the Company

Reduction in production targets
for SD 360 and SD 330 aircraft
{para 41)

Reduction in production and
sales target for Skyvan to
one alrcrafkt (para 20)

Uze of F100 Advance Payments
and reduction of deliveries
to six in 1986787, offsat by
increased recovery Or non-
recurring costs (para 59)

Reduction in other aerostructura
programmes (para 54)

Carry over of missile deliveries
to MoD Erom 1985586 {para &l)

Reduction in provision for
aircraft financing losses
(para 99}

Increase in Product Liability
Insurance to reflect latest
rates

EEfect of all charges upon
interest costs

Sub=Total: Loss and EFE as
adjusted for Company
originated changes

Possible Policy Decisions
Remove Sherpa (para 25)
Remove Super Sherpa (para 32)

Em Em

{(4) (29)

Sub-Total Loss and EFR
adjusted for Possible
Policy Decisions

. Sengitivities:

P: ductivity Improvements (2) (2)
Missile Exports

Development Costs (3) {3}
Selling Costs

Ovarhead Savings {2) £2)

(23  (38)

*Explanation of the sensitivities is given in
Appendix VIII.
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The outcomes as shown exzclude any exchange tate
effects. Shorts have hedged anticipated dollar income
in 1986787 and hence will be immune to exchange rate
movements unless dollar income is significantly more or
lass than anticipated. The outcomes also exclude any
use of the short term financing facility which might
offset loss of SD 360 sales income. Profit and EFR
figures shown for removal of Sherpa and Super Sherpa
assume associated redundancy payments. If the need for
such payments were positively identified in time,
provision would be made in kEhe 1985786 accounts.

Bacause Officials do not wish to undermine the
Company's resolve to achieve its recovery plans, the
above sensitkivities have not been agreed with Shorts'
management. They represent the views of TR and
Dfficials, but cannot be taken as a staktemenk of
Shorts' own view. They nevertheless represent a
feasible range of outcomes based on information
currently available.

AID

Shorts has made no repayments of Launch Aid on the 5D
330 and it= variants and does not expect to dou 50 as
accumalated losses on this aircraft are unlikely to be

eliminated.

Shorts has made repayments of Launch Aid on the 50 3a0
in raspact of 198B3/B4 totalling E1.3 million. Changes
to anticipated profitability on the 5D360 now mean that
the Company does not anticipate making further
repayments of Launch Aid on the 5D 360 except for
insignificant amounts resulting from the sale of spares,

The 1984 Update assumed repayments totalling E£10
million by 1988789 out of the total aid paid or
committed ko Shorts of E16 million. The 1985 Update
therefore shows repayments reduced by some £9 million
and assumes that aid totalling approaching £15 million
will not now be repaid.

EURODPEAN COMMISSION ASPECT

107.

Ministers have agreed that, in line with existing UK
poliey, thea launch aid element of the public
expenditure contribution to Shorts »2ed not be notified
ko the European Commission., Officials are agreed that
there is no reason to modify this stance in respect of
the launch aid Eoc be provided as part of the 1986787
public expenditure contribution te Shorts. The balance
of the 1986/87 contribution, including assistance
assumed in the Plan by way of standard capital grant,
is also not notifiable to the European Commission on
the grounds that it falls within the limit of aid for
Northern Ireland under the Commission’'s Communication
on Regional Ald Systems (February 1973) and as such
within the discretion of HMG.
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RECOMMENDATIONS

1048. In these circumstances, officials recommend that:

the company be advised that its plan causes
concern in view of its inherent cptimism;

the company be advised that its proposals for
EFR and profit targets, currently azsessed at
£36 million (reguirement) and E£7 million (loss)
is approved subject to the conditions laid out
in paragraph 110 below.

once the position on MoD funding (paragraph &7)
iz clarified, any subsegquent effects on the
company's cash regquirements be compensated via
an egqulvalent increase in the approved EFL. The
effect in 1986787 is yvet to be determined;

the company be instructed to examine in detail
the consequences of a possible wind-down in

aircraft, in particular the options open to the
aerostructures division in such an aventuality;

the company be instructed to submit a new plan
in September 1986 which reflects a more
realistic assessment of its markets, reports on
progress towards collaborative ventures and
incorporates a full amalysis of options
available in the event of a wind-down of
gircraft manufacture;

approval of the EFL and profit targets Eor
1986787 be temporary and contingent upon &
submission of a new plan by September 1986.

Ministers should also note the differences between the
Company's proposals and the median view developed in
paragraph 103 above and note the consequences for EFR
and profit targets.

Approval of the EFR and profit targets would be subject
to the proviso that the company agreed to:

- develop the Super Sherpa variant of the SD 360
only if a launch order or some other methods ot
underpinning development costs and production
risks satisfactory to the Department be Ffound
(paragraph 31):

continuea to seek a European partner £or

collaborative development of the 514 (paragraph
66)
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report on advice being provided on exchange rate
hedging pelicy and agree future policy in detail
with the Department;

explain in detail why overhead rates now planned
gxceed those outlined in recent proposals: give
full details of expected profitability and cash
flow implications on all current projects under
these revised overhead assumptions; explain how
planned reductions in overheads can be achieved;

demonstrate clearly their plans for achieving
working capital reductions shown in the plan;

all arrangements imposed by the Department with
regard to monitoring progress within the
company, both with regard to the Recovery Plan
and on any other subject, including. the
provision of management accounts.

CONFIDENTIAL




CONF IDENTIAL

P

CHANGES IN THE CALCULATION OF EXTERNAL

APPENDIX 1

FUHDING

EFFECT UPON 1985/86 EFL

EFL for 1985786 authorised by Ministers

Change resulting from the inclusion of the
capital value of lease commitments 1n external
tunding

Change resulting from the inclusion in external
funding of loans taken out to Einance traded-in
aircraft

EFL urnder the naw definikions
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APPENDIX ¥V

RECOVERY PLAN

The full text of the recovery plan provided to officials is as
follows:

The Recovery Plan is represented by the actions and objectives
referred to below, in conjunction with the cobjectives
underly¥ing the 1985 Corporate Plan.

(L)

Missile Systems Division

As regards MSD, recovery depends on achieving the key
overzeas sales and production of JAVELIN and Blowpipe.
Recovery does not, however, require major changes/
improvemants in that division's operations, although
delivery performance by Roval Ordnance and other
suppliers is a key factor.

ABircraft and Aerostrucktures

In this area, the Recovery Plan addresses the problems
set out below, with particular emphasis on the actions
25 summarised:

(1) Detailed Parts Shortages have caused programme
delays and damaged productivity

Improve the planning and review of
workload,; capacity and manpower.

Transfer manpower from areas particularly
affaected by shortages to areas where work
ig available.

Increase short-term subconkracting
substantially in areas which are
ovarloaded, especially Machine Ehop.

Strengthen administration and control of
sub-contracting activities.

Extand Clean Area capaclty and increase
manpower in Composlites Manufacturing on
Bond Shop areas.

Improve Production Scheduling and
Progressing.

Improve S5tores facilities and ensura
complete covaerage by Stores Audit.
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APPENDIX

Implement Centre by Centre plans for
shortage reduction.

Improve information feedback on
performance and progress.

Due ko an overload on new projects, Enqinegrinq
gutput has been running late and has contained
too many errors

Restrict the input of new work until the
workload is closer to Shorts' in-house

capacity.

Improve planning and control of
Engineering activities (including
gubcontract work) and strengthen the
links with Project Management.

Continue recruitment campaign to
strengthen and expand design team.

(3} The rapid inflow of new work has shown
weaknesses in the Management Organisation

Change Management Organisation to
strengthen top management control, reduce
the span of control of some individuals
and clarify responsibilities.

Re=introduce Project Management across
all projects.

Extend the coverage of performance
targets and increase wvisibility on
paerformance.

Improve Management and Supervisory
motivation and performance.

(4) Industrial Relations have been poor and
attitudes unco-aoperative

Sacure the removal of Trade Union
ambargoes on offload and subcontract from
cartain areas.

Introduce, as soon as the shortages

permit, a new incentive schema (the
"Reward Scheme").
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APPENDIX W

Achieve agreements necessary for
productivity improvement

- Direct Labour
- Indirects and Staff.

These improvements depend particularly on
achiaving greater flexibility and on
securing better co-operation in the
introduction of new technology.

Carry out necessary manpower reductions
in line with workload and cost targets.

Improve communications and extend
employee involvement.

Improve adherence to Procedure Agreements.

New Projects have run late

Increase senior management involvement
and tighten Project Management on these
projects with a view to avoiding further
slippages on Boeing 737 Rudder, F100
Wings, Tucanao and V2500 nacelle.

Facilities need to be modernised further and
capacity increased in some areas

Progress the Capital Expenditure
programme in line with the Corporate Plan.

Coskts must be reduced

Wages and salary costs to be reduced in
line with Corporate Plan targets (through
the measures ogutlined above and
curtailing wage settlements).

Carry out a detailed review of all
Overhead costs.

Reduce Materials and Subcontract costs;
particularly on Ai.craft projects.

Improve Inventory Turnover.
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AFPENDIX V

Quality costs, although significantly reduced in
recent years, still offer scope for further

savings

Improve quality standards and awareness
of the need for improvement.

Reduce incidence of defects and reduce
the costs of operating the systems of
quality contrcol.

Shorts document dated 21st March 1986
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APPENDIX VI

CHANGES IN PROFIT BETWEEN 1984 UPDATE AND 1985 UPDATE

1586787 1987 /88 13BB /88
Em Em Em

PROFIT IN 1984 UPDATE 10 12 Lo

Changes

Aircraft

Ho SD 450

Existing Programmes
Hew Programmes
Other Changes

AsrosEructureas

Ho Boeing 7-T7
Existing Programmes
Hew Work Development
Missiles
Volumes/Margins
Overheads

Intarast

Capital Reconstruction
Other

Special Payments

PROFIT/(LOSS) IN 1985 UPDATE
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APPENDIX VII

CHANGES IN EFL EBETWEEN 1584 UPDATE AND 1985 UPDATE

1986/ 1987/ 1988/
1987 1988 1989
£m £m £m

EFL per 1985 Plan 195 225 221

Deduct Items in 1985 EFL on
new basi=s not in 1984 Plan:

DED Loans
Finance Lesasas
Trade Bills
fales Finance

EFL par 1985 Plan on same
basis as 1984 Plan

EFL per 1984 Flan

Movement

Changes from 1984 Plan

{1) Profits(Loss) Changes

{Z2) Btocks and Work-in-PFrogress
{3) Capitalisation

{4) Debtors

{5) Creditors

{6) Customer Deposits

{7) Discretionary Granks

TOTAL
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APPENDIX VIII

EXPLANATION OF SENSITIVITIES IN

MEDIAN AND PESSIMISTIC CASES

Median Pessimistic
Profit EFR Profit EFR
Em £m Em Em

Productivity Improvements

Assume as pessimistic case

no improvement and as median

50% improvement; sffects as in

para 93 {2)

Missile Exports

Assume exports at planned
levels for median case;

assume 66% decrease Lowards
1985786 levels for pessimistic
case; effects as in para B88.

Development Costs

Assume 10% cost over-cun as
median case and 30% in
pessimistic case; base as
figures gliven in para 91

Salling Costs

Assume that reductions
guoted in para %0 are not
gbtained in pessimistic
case only

Overhead Savings

Assume 50% of planned savings

not achieved in median case and

100% not achieved in pessimistic

case;: base as figures given 1n

para 95 (2) (2)

Note Profits and Reductions in EFL without bhrackets
Lozzas and Increases in EFL in brackets
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APPENDIX II

PROGRESS ON CONDITIONS AND COMMENTS

EXPRESSED AS PART OF THE 19584 CORPORATE FPLAN APFROVAL

LMT Version of 5D 330

As has been described in the text the development of
the LMT was abandoned but has now been superseded by
the proposed Super Sherpa.

514 Collaboration

The company does not have a firm European partner for
514, although the possibiliky of collaborating with

Spain has been expressed.

Currency Hedging

The company has sought sSpecialist advice from N M .
Rothschild Asset Management Ltd on its currency hedging
policy. Final results of this process are expected

shortly.

Working Capital Reduction

Mo information has been forthcoming on this subject.

Learning Curve, Productivity and Material Costs

Despite the size of the problems which the company
faces in these areas no significant additional
information has been supplied.

Overheads

Overhead rates for 1985/86 are now forecast to exceed
380 per cent of direct labour compared to a plan for
the year of 348 per cent, and to targets in recent
proposals of 325 per cent. The 1985 plan comments on
poor performance in 1985/86 and 1in particular ocutlines
continued actions in line with the Binder Hamlyn Fry
raporckt. It does not, however, comment on the increases
in overhaads caused by management decisions (paragraph
68) or tus fact that its new long term target of just
under 350 per cent is well in excess u. that shown in
racant proposals.
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VARIANCES OF 1585/86 PERFORMARCE FROM PFLAN

Profit planned in 1984 Update as adjusted

Changes resulting from:

Aircraft Related Costs

Labour learning failures

Changes in deliveries

Additional sales costs and leasing lLosses

Additional Development costs

Materials costs

Wark-in-Progress reduction

Others {14.9)

Aerostructures Related Costs

Labour learning
Development costs delayed
Accounting treatment
Deliveries

Others

Mis=sile=s Related Costs

Loss of deliveries (ROF components)
Changes in sales mix
Others

Overheads

Interest

Othar Costs

Total Movements E£rom plan

Loss now estimated for full vear
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APPENDIX IV

ARIATIONS OF FORECAST 1985/86 EFR FROM PLAN
CASH (OUTFLOW)/INFLOW

EFR planned in 1985/86 as adjusted (26}

Changes in Profit and Loss from plan as now forecast L3Z)

Capital Expenditure - Reduction 3

Expenditure on Product Development - Incraasa { 4)

Movements in working capital - reduction 31

Forecast EFR for 1285/86 as now Eorecast (28%

one of the main reasons behind the favourable movements in
working capital during 1985/86 was the discounting by Shorts
of promizzory notes drawn by Fokker 1n respect of cost
overruns on the F100 development programme. The 1985 Update
assumed that cash from these notes would be received in
1986/87 and subseguent y2aIrs.
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RECOVERY PLAM

The full text of the recovery plan provided to officials i=s as
follows:

The Recovery Plan is represented by the actions and objectives
referred to below, in conjunction with the objectives
underlying the 1985 Corporate Plan.

(1)

Missile Systems Division

As regards MSD, recovery depends on achieving the key
overseas sales and production of JAVELIN and Blowpipe.
Recovery does not, however, require major changes/
improvements in that division's operations, although
delivery performance by Royal Ordnance and other
suppliers is a key factor.

Alrcraft and Aerostructures

In this area, the Recovery Plan addresses the problems
set out below, with particular emphasis on the actions
as summarised:

(1) Detailed Parts Shortages have caused programme
delays and damaged productivity

Improve the planning and review of
workload, capacity and manpower.

Transfer manpower from areas particularly
affected by shortages to areas where work
is available.

Increase short-term subcontracting
substantially in areas which are
overloaded, especially Machine Shop.

Strengthen administration and control of
sub-contracting activities.

Extend Clean Area capacity and increasa
manpower in Composites Manufacturing on
Bond Shop areas.

Improve Production Scheduling and
Progressing.

Improve Stores facilities and ensure
complete coverage by Stores Audit.
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Implement Centre by Centre plans for
shortage reduction.

Improve information feedback on
performance and progress.

Due to an overload on new projects, Engineering
output has been running late and has contained
too many errors

Restrict the input of new work until the
workload is closer te Shorts' in-house
capacity.

Improve planning and control of
Engineering activities (including
subcontract work) and strengthen the
links with Project Management.

Continue recruitment campaign ko
strengthen and expand design team.

The rapid inflow of new work has shown
w2adknessas in the Management Organisation

Change Management Organisation to
strengkhen top management control, reduce
the span of control of some individuals
and clarify responsibilities.

Re-introduce Project Management across
dll projects.

Extend the coverage of performance
targets and increase visihility on
performance .

Improve Management and Supervisory
motivation and performance.

(4) Industrial Relations have been poor and
attitudes unco-operative

Secure the removal of Trade Union
embargoes on offload ani subcontract from
certain areas.

Introduce, as soon as the shortages

permit, a new incentive schema (the
"Heward Schema") .
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Achieve agreements necessary for
productivity improvement

- Direct Labour
= Indirects and Staff.

These improvements depend particularly on
achieving greater flexibility and on
securing better co-operation in the
introduction of new technology.

Carry out necessary manpower reductions
in line with workload and cost targets.

Improve communications and extend
employee involvement.

Improve adherence to Procedure Agreements.

New Projects have run late

Increase senior management involvement
and tighten Project Management on these
projects with a view to avoiding further
slippages on Boeing 737 Rudder, F100
Wings, Tucano and V2500 nacelle.

Facilities need ko be modernised further and
capacity increased in some areas

Progress the Capital Expenditure
programme in line with the Corporate Plan.

Costs must be reduced

Wages and salary costs to be reduced in
line with Corporate Plan ktargets {(through
the measures outlined above and
curtailing wage settlements).

Carry out a detailed review of all
Overhead costs.

Reduce Materials and Subcontract costs,
particularly on Ai.craft projects.

Improve Inventory Turnover.
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APPENDIX V¥

Quality costs, although siqnificantly reduced in
recent years, still offer scope for further

savings

Improve guality standards and awareness
of the need for improvement.

Reduce incidence of defects and reduce
thae costs of operating the systems of

guality control.

Shorts document dated 2lst March 1%86
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AFPENDIX VI

CHANGES 1IN PROFIT BETWEEN 1984 UPDATE AND 1385 UFDATE

1986/87 1987/88 19868/89
Em Em Em

PROFIT IN 1984 UPDATE 10 12 16

Changes

Aircraft

No SD 450

Existing Programmes
Hew Programmes
Other Changes

Aaraostructures

Mo Boeing 7-7

Existing Programmes

Mew Work Development
Mizsiles

Volumes/Margins

Qverheads

Interest

Capital Reconstruction
Other y

Spacial Payments

PROFIT/(LOSS) IN 1985 UPDATE
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APPENDIX VII

CHANGES IN EFL BETWEEN 1984 UPDATE AND 1985 UPDATE

1986/ 1387/ 1988/
1987 1988 1589
Em Em Em

EFL per 1985 Plan 196 225 221

Deduct Items in 198% EFL on
new basis not in 1984 Plan:

DED Loans
Finance Leases
Trade Bills
Sales Finance

EFL per 1985 Plan on same
basis as 1984 Plan

EFL per 1984 Plan

Movement

Changes from 1984 Plan

(1) Profit/(Loss) Changes

(2) Stocks and Work-in-Progress
(3) Capitalisation

(4) Dabtors

(5) Creditors

{6) Customer Deposits

(7) Discretionary Grants

TOTAL
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APPENDIX VIII

EXPLANATION OF SENSITIVITIES IN

MEDIAN AND PESSIMISTIC CASES

Median Pessimistic
Profit EFR Praofit EFR
Em Em £m Em

Productivity Improvements

Assume as pessimistic case

no improvement and as median

50% improvement; effects as in

para 93 (2)

Missile Exports

Assume exports at planned
levels for median case:

assume 66% decrease towards
1985/86 levels for pessimistic
case; effects as in para &8.

Development Costs

Assume 10% cost over-run as
median case and 30% in
pessimistic case; base as
figures given in para 91

Selling Costs

Assume that reductions
quoted in para 90 are not
obtained in pessimistic
case only

Overhead Savings

Assume 50% of planned savings
not achieved in median case and
100% not achieved in pessimistic

case; base as figures given in
para 95 {2) (2) {4)

Mote Profits and Reductions in EFL without brackets
Losses and Increases in EFL in brackets
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