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CABINET

COMPENSATION AND PRIVATISATION OF SHIPBUILDING

Memorandum by the Secretary of State for Industry

k We are encountering great diffi culties on compensation for the
nationalised shipbuilding and aircraft companies, Those 14 companies
whose values declined between the reference pericd and vesting day have
settled, DBut six companies, British Aircraft Corporation (BAC), (Vickers
and General Electric Company (GEC}), Vogper, Yarrow, Brooke Marine
and Hall Rugsell, are strongly pressing the Government to change the terms
of compensation, The value of all these six companies in the three years
between the reference period set by the Nationalisation Act for the

purpose of valugtion and vesting day rose strongly and the differential
between the reference period value and the possible vesting day value has
produced a sense of outrage. The issue of compengation is also closely
linked with the determination of policy on privatisation,

THE OPTIONS
2. The possible options can be summarised as:

i. To change the compensation terms of the 1977 Act and not
to privatise,

ii, To try to meet the unfairness of the compensation terms
by offering the warship yards back to the previous ovners at
compansation values,

iii, To offer the yards back at market value,

iv. fs variants of ii, and iii, to offer up to 75 per cent of the
equity of the yards with the Government retaining a minimum of
Z5 per cent to prevent foreign control,

Vs To accept the recommendations of the Minister of State for
Industry to the Ministerial Committee on Economic Strategy,
Sub- Committee on Economic Affairs that privatisation should not
proceed this year and that there should be no change in the basis
of compengation,
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3, These options are discussed below but the considerationp attaching
to each are summarised in the matrix at Annex A.

SHOULD THE TERMS OF COMPENSATION BE CHANGED (OPTION i)?

4, Any new legislation to change the terms of compensation would be
retroapective and would ereate a whole new range of problems and fresh
unfairness. It would be resented by the thousands who pold thelr shares
in Vickers, Yarrow and Vosper on the basis of the previous termes of
compensation. It would cost at least £130 million to give a choice of an
alternative and later reference period, Reversing the compensation terms
of a previous Parliament would set a precedent. I would not recommend
exchanging one hornet's nest for another, particularly at such a cost to the
Exchequer.

OFFER BACK AT COMPENSATION VALUE OR MARKET VALUE
(OPTIONS ii and iii)?

5. These options involve privatisation of British Shipbuilders (BS) and
the substantial adverse effects including disruption of the industry are
discussed in paragraphs 13-15. As will be seen from Annex B the previous
owners have expressed some interest, in principle, in repurchasing but
without much enthusiasm and subject to the proviso that the sale price is
related to the compensation to be paid. It will be noted that Vasper in
particular envisaged the formation of a warship divislon as an intermediate
step before the company is offered back to the original owners because of
probable trade union veaction,

6. A pele at compensation value would be an arbitrary Hgure which
took no account of the changes in asget value pince vesting or in future
prospects. We should be criticised for gelling below market value at the
expenge of the taxpayer and it would encourage further the Opposition to
threaten to renationalige at arbitrary and penal levels., The attitude of
the Oppogition could make it impossible to float Briti sh Aerospace and
damage our general privatsation programme.

Ta It would be no defence to argue that, with compensation not being
settled, the yards in question could be handed back to the former owners
on the bagis that 'the contract' for their takeover by the State has not been
implemented, There is no legal basis for such an argument. The yards
are vested in BS through an Act of Parliament which also sets out the basis
for compensation, but the transfer of title has taken place regardless of
the fact that compensation remaing to be assessed. Arhitration is
provided for if compengation cannot be apreed.
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a. On top of thege difficulties we must expect other former owners,
apart from the warshipbuilders, to demand comparable treatment. There
could be even one or two instances in the shipbuilding industry which would
add to uncertainties. I ghould certainly expect the former owners of BAC
(Vickers and GEC) to lobby hard with Sir Arnold Weinstock to the 1ore,

We could not give them the same treatment because their previous
undertakings are no longer discrete businesses within British Aerospace
and we are committed to denationalising them as a single unit,
Nevertheless, the argument could well influence the outstanding
compensation negotiations about BAC which heve come very close to
settlement.

9. If, however, we sell back the yards following negotiations on an
egtimated market value based on merchant bank udvice, the diffculties

will be considerably mitigated but not altogether removed. Unless the
yards are sold by flotation, there is no demonstrable market value and

the Oppogition will, no doubt, suspect that the sale price to the previous
owners will have been affected by other considerations,

10, Preliminary indications of market value are that the result may

not be very different in some cases from compensation value, as illustrated
at Annex C. In some cases, of course, the differential could be sufficient
to bring sharply back into focus the 'inadequate' level of compensation,

PREVENTION OF FOREIGN CONTROL (Option iv)

n, We need to consider whether to take stepa to prevent subsequent
sale of the warshipbuilders by the previous owners to foreign buyers.
This would involve inter alia the retention of a minimum Government
25 per cent sharcholding following the pattern envisaged for Britigh
Aerospace,

1z, Such a step could be helpful in attracting moderate opinion and
would be seen as desirable particularly in the case of Vickers with the
involvement in Trident. However, such a step could make it harder to
satiofy the previcus ownera.

SHOULD WE DEFER PRIVATISATION WITHOUT ANY CHANGE IN
COMPENSATION TERMS (OPTION v)?

13. The options on sale to the pravious owners involve immediate
privatisation and are also inextricably linked with future policy on the
shipbuilding industry. The adverse conpequences of immediate
privatisation which we would have to reckon with are in brief;

i Ain adverse effect on the Public Sector Borrowing
Requirement of some £50 million because the advance payments
of the warshipbuilders (£76 million) held on deposit by BS far
outweigh possible digposal value,
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i, Serious disruption of the industry which could cost a further
£ 50 million, and aggravation of the difficulties in handling any
further contraction of the industry in areas of already very high
unemployment.

iii, The Opposition could regard the legislation as so controversial
that it would probably adept delaying tactics over the whole
Government programme and we would, therefore, have to resort to
frequent use of the guillotine.

14, The new Chairman of BS hag stressed that sale of the warship
business would render the prospect of returning to viability the remaining
part of the industry unlikely of achievement, In his view there would be
immediate repignations from the Board, and acceleration of the loss of
key pergonnel, the withdrawal of co-operation by the unions and a further
decline of the industry with serious implications for the marine equipment
industry whoso stability is alrecady threatered.

CONCLUSION

15, While I fully appreciate the deep seated sense of grievance felt by
former owners whose assets rose in value before vesting day, I see no
acceptable way of changing the terms of compensation. The disadvantage
of immediate privatisation seem to me so overwhelming as to preclude any
early offer back of former yards,

l6. I therefore seek my colleapgues' agreement to announcing a
deferment of privatigation with no change in the terms of compensation
either through an oral statement or written Parliamentary fuestion on the
lines set out at Annex D,

Department of Industry

29 July 1980
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ATINEX A

Options ; : Statement Legislation Financial Political Disruption Grievances
Compensation Privatisation timing needed costs costs risk met/created
(i) Change terms No After Yes At least Set precedent Small, but Satisfy
of 1977 Act Recess Controversial additional for over- handling of previous
£130M turmming retro- further owners, Anger
spectively contraction shareholders
compensation due to finan- who had sold
terms approved cial on previous
by Parliament; pressures more basis
one set of diffienit,
unfairness
exchanged for
. another,

(ii) Neo change Offer back at Before ' Diff, Dangerous Great; at Fossibly
compensation Recess between precedent, £50m for 3 % satisfty some
related compensa- threats of month delay. previous
values., tion & re- renationali- BS Board owners but

payment of sation at resignations, dissatisfy
deposits penal levels, loss of key previous
held by BS endanger personnel, owners of BAe.
(£76m) + BAe de- loss of union
disruption nationalisa- co=operation
costs tion. on restruct-
(111] =l O Offer back at —d O ~d o— HER Threat of L:.Flil_;.-_ E'.I".I.d Less likely
: T proauctivity. :
market related between 'I"E'—. A : Adverse impact than {11} to
values market natlonallsatlon.on merchant & S2tisfy some
value and e the ks previous
deposits deience pro- | ers but
neld by gramme 1ncls 54411 dis-
BS - say Trident. satisfy
£50m + Additional others,
disruption redundancies.
coste. Adversg impact
_ on marine
(iv) {1 O 75% of (ii) =0 O = O Disrup- As in (ii) & equipment As in (ii)
and [ii1) tion costs (iii) industry. and (iii)
+ repayment
of deposits
but only
75% of sale
value, Implementation of None No grievances
(V:] = O Not this year -4 O No - Manifesto commit-— met. No new

ment to privatise

deferred, and
compensation

grievance drags on.

grievances
dreated.
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S R Claim DOI DOI Possible offer Rothschilds
existing offer final offer by Ministerial present valuation
Discretion

£m £m £m £m

Conpany
16.7(11) 12.24(11) 32.5
12.0

Vickers
Vosper - 35.4 4.5

Yarrow 12 1%.0

Brook Marine 4.5 (iii)
Hall Russell 3.5 1.25 1.7 (iii)

n)
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Rothschild valuations are based on simplifying assumptions and are, therefore, to be regarded

as theoretical possibilities not professional valuations. Rothschilds have serious reservations
whether the market would adopt these assivaptions, which include profitability and loading
remaining as at present, and have advised, informally,
to the bottom of the range.

)

that the market would be lixely to. work

Arbitration claim and offer,
81 and are likely
.;

Since Hall Russell and Brooke Marine are not forecast to make profits in 1930/
stic to expect

to malte a loss on an inflation acd justed basis Rothschilds believe it is unrea

to be able to float them separately
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