Covering Note by Michasl Hegaltine.

The Policy Documents by the Smailer Businesses Policy Group
and the Nationalised Industries Policy Group are attackhed
for conglderation by colieagues.

Thase papers wili be presented by Mr, David Mitchell MF,
afid the Hon Nicholas Ridley, Chairmen of the Smaller

Businasses and Natienalised Industry Groups respectively.
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NATTONALISED THDUSTRIES
{4 peper Ty Michasl Hessltine)

A group wza aestablishsd 4o consider u -bowsrde the Hationalised
Industries under ths olairmenahip of )H.nhnln Ridlsy, K.P. TI% begen ite work
in March and bas pressnted the mmexsd report. Iis recommndations fall into
three areant

(1) Denatisnalisstion|
{11} Pinancial Comtrelj

(i11) Fslationsbip with Oovernment.

1, Denationalisation (Pages 14 of Annex)

The policy group has net yet beesn =ble to meet with members of the cthar
policy groupe covering the naticnalised industries, and does not therefora
advancs firm oonclusioms. It doss, however, suggest that the following
principles should bs appliad in any palicy towhids nationalissd ipdumtriasr

msasenaam—
(a) Ulitimately the only wolution whish cowld murmount the menifold preblems
of the natlonalised lnduetries would bs their returs ta ths privats
sactor. Various factorw: prevent thie being achieved in every indusiry.
1 recompand, however, that as an essrnent of enr Intentions we ahould
Dledge cureslves to danationalize at least oqe indusiry at an sardosy
date, probably the Natlonal Bus Oompary.

() Overall, I reccomend that we shouid comstrust pollctem dopigned to lead
to the nlow ercefon of the public meotor of industry., Thism woul: et

(1) ths nmwnl ef staintory monopeliss)
———

R (11) tha #o on of siate indust inte mmaller units,
i ooupled with a policy of meliing off those unmits whaxuwr
' posaible;

(141) whore practiceble, the lssuing by nntionalised Sndustries of

of various iypes of shares as a neans to denstionalisotins, including

4he isgus of equity shares to workers {the optious are gutlined
' in paregreph t0, pege Z of tho snnexed polioy group report)s

Effactive denationalisation thromgh the izeus of shares and the male of
Sn6ll unite ehould eppeal to work foyoes whe should gee pouwequent
increnser in productivity snd earnings. e should, howevor, he
cautious of applying these policles ot an e2rly stogo in very semsitive
Andustrien,

2. Financial Gontrol (Pages 45 of .!mluz) )

The following proposals apply for the management of public megtor finances
undsr & Conservative Government.
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(a)
(a)
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of Fair

each industry should be set & Finanoial target expressed as a pate of
zeturn on capital employsd (sse.paregreph 2, page 4 of &nnex);

price control should be avoided, Prices will be detormined by target

rates of return set. Hharever thors is evidenoa of exploltation of

& mohopoly, the Gowrnmsnt ahuuld rafer it to the Director Genersl
‘l‘mding o

thara should be improvements s.n the industries! accownts, which should

be published hal? yearly and should show clearly resulte on each of

their activities inocluding losses on unsconcmio gnes. Wherever an

industry ie aalwd to undertake uneconomic 2gtivifies it ehould be

able to apply te Covernment for a spascifisc subsidy in order to oob

tioue 1t under terms owilined in perxagreph 4, page 4 of the Ammex;

naticnalieed industries should not be permitted to diversify into new
activities in competition with the private sector;

lnvestment conirol on ths industries shonld be maintained, as outlined .
in paregrephe 5 and § of page S.

Relationship with Guwmme;ﬁ

These propoeels have certain implicaticne for the machinermy of government

whi.ch are uet ou‘t in Part IIT of the Aunex. Part III olse conteing euggeations

thods of ,, 1ting the top managemeri 0f naticnalised

indnatrl.as in mha 5 and

Iremmmdthntwelhauld.plm in. onr the 1

ugefulness of the parl:l.amutaz-,y pelect committes ms m check on nationalized
Andustry activities. B

Few of ihese recompendations would find inclusion in & mii’enu, although .

I should wish to includs es s demonstretion of our intentlons the denationslisa—
tion of the National Bus Company or ancthor emall industry.

4

Legislation

The propesals involve very little legislaticn, An enabling Bill may be

necenssry to end the monspolies and te take the power to dispose of asseta,

Se

Financial Impiications

This will depend on the extent of denationalisation. Tt 18 gartain that

public cxpemditure must be reduced through the gradual elimlnation of eubsidy
and the dal pricing. Fotionallsed induetry prices

will be increesed by the propossls but reductions in public expenditure will
produce cotplementary benefite, esaved may rtually be quite mubatan—
<ial,

Conaervative Repearch Department, HH/AIE
24 01d Queen Street, London, 5. 'zl.!. 13.7.78
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Teris of Referenae:

T¢ conmider what the relatiensghip should be belwesn a Conmervative

and the nationalised indurtries, and to moke recommOTYAe

tions.

Hembarship:

Hon, Nisholam Ridley, M.P. (Chairman}
Rt. Aon. Maurice Macmillan, M.P.
Mr, Michzei Hemsltine, M.P,
Rt. Hon. 8ir John Eden, M.P.

@ V. Paul Chaznmon, Ma.
¥r. Peter Papssll, M.F.
8ir George Young, ¥.P.
¥r, Peter Rass, M.P.
¥ry David Aloxander
¥r. John Wood
¥r. Wiokolas True (Secretary}

Congervative Research Dapartment, ]
24 01d Queen Street, London, H.W.1. HT-T6
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PART I DENATICMALISETION

1.  Our dlaousaions have brought us 4o 4he sonolusion that thers are Luhorent
dafocts in Nationalised Industries which erist because tiey are nationalimed
and which cannot be overcome, The=e diffioultiss relste mainly to finanolal
oentrol, to contrel of wages, to investment ocontrol and to efficlemcy. WYa
=ot out leter In thie paper the hest condrol mystem that we have been able to
devise, tut we want to make 1t clear that it fa unlikely greatly to changs the
performance of industry in public ownership.

2. The only molution which would hawe drasatic effect would be %0 Toturn the
Industries to the private ssctor, Ws ars awsre of the difficuliies of doing
thist the shortage of tuyers, particularly under s threst of "renationaiinme
tion", the diffioulty of 1egiulatin¢, aad’ the possibility of bitter indnstrial
mian to frustrete us, We do not therefore favour & poliy of wholemals
denationalisation by legimlation of the oid fashfoned variety,

3. Vonathelass it might be right to make vléar ofir dislike of the aiza of
the public sector, ty ammounoing our intentioh t4 denaticnalise at least ono
industry. The Naticnal Pus Company pesms the obvious ome, It womld not be
too difficult to seil ths busee, and 1% could be coupled with the repsal of
bug iicensing, To de this would be e demopstretion of the sinoerity of owr
intentions. !

4. Our main policy, however, shomld be the pureuwit of plars for & more orgenic
and actomatic eroslen of the Fhl;e gepioy of industry, How far we ocan go

will depend upom ) olimte at the time, we should meks such
preparations as wo oan se that we are ot lasst ready to take sdventoge of a
favourable mood if there im ona.

5. We b-licwo that whorsver possible we sheuld . 1ies,
In soms cases = e.g. ga8, electriolty, post, telephomss /whlah incidsnt
shonid be & ~ 1t is %o aliow the main network to

remain o mmpaly,"b.it at least that wonopely sbould end at the mubseriberts

froat deor, In mest cames we belleve fhu mnnopoly oan and’ should be broken.

Teh industry, iiself, should never, a8 i in 't!u sase of voal or gea, hawve ,_D
the gtatutory power ta Ilcense Mvila.

6. We wonld mlmo liks %o mss state infistries brolesn up imto small wmits to
the maximm ertent possible. This eay e dons meinly by adminlstretive sction.
Each wit shomld becoms m zeparate profit csmire publimhing ite own prefit and
loss mocount, and whare appliceble a balanoe sheet,

T+ We would then be in a position %o well or glve such units to private
sactor tompanies, or to private shereholders, or to the workers ‘hemesives.
Heo whould sell units cheaply — in miny cases glve tham away Pree — partly
becauae thay will often ba of litile valus, and partly beosmsa it will help
1o break up the public mector.

3. The mcopa for much a poliqy im zot enprmous, He doubt if it oan apply to
the great utilitias like posim, gas, clectrlcity, and the reilwsys « at any rate
in the first instence. But it might sucoesd in thoss industries whers thers

is rdom {or greater afficlenty -~ betauss earpings ocould be higher after
denationaiisation. This would be & gemuine experiment in co—cunsrship or
worker control. If would be difficult for ths Labour party to attack. Indeed

/... if 1t suoocesdsd
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if it succssded it would be irmml.b].e 'by & foture Labour Oovernment. Thers
might be for ita ext by in other nationslised industries.

9, There im prcbably xvun tor up toa thmo-fold increase iz produstivity
(and therefore of earuings) in la:rgu parts of the publio meoter of induatry.
Ouyr plan is to tap this potential by dmutnting tha moope for higher sarn=
ingn (aa well aa & share of the mssets) which could follow danatienalisation
of sonll packagen. The problem 18 to find sufficient sareas whers the plan is
practioal, .

10.- There is a further method by which we ocould denatisnnliee, There Are many
schemes being suggented to mh nationalised infduetries issme thelr own squity
sheres, convertible shares, &r loan stock o The publio. Our view sbout these
echemes 1z as follows:

(a) There is no point in vartionallmed mﬂu issuing loan n‘toak .
tha A X for the T
‘borrow direot. If it im mt guunutoed ne ons will lend tn them,
unless st mich higher cost,

(b} The lsgus of equity capitel 18 only méning!'nl a5 o mewns of
denaticnalisation, since squity means ovmership, It might be a way
that oould be smployed to damaticnuli.u » lped.ﬁo industry at soma
atage.

(a) Gonveriible nhares sxe rncthen yo-!i‘hﬂi.tys +hey oonstitute & sord
of delayed action method of demstionalisation.

() There im slug & moheme Tor partially guaranteed equity shares being
paghed at present, This is also a sort of delayed action methed of
demailonslisation,

(e} It im pomnible to give or mell at a &ddmocunt squity sharea to the
workerd, psrhaps in the metio. of thalr years of mervioe, This is
pm‘ba‘bl,y the best way of glving an industry to the worksra. It .
wad .detie in the cama of Vol.t!ngsn, it the shares revertsd to 'lhn
typical ownership pattern very quin]:\y

11. Ha indicete in the table which follows tha ible eoope fo.
any of thes: metacds of dmtiona‘l.haﬂ.m to the ui.lﬁ.ng mﬂ.onll:lsed
industries.

Juua TABLE

(=]
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Pospibla treatment of each Nationalised Industry

e Sty SETEY  Sena
T T 3 e BP. p:

Do) .. mEmmr o " - -
Posts Yea Tes, but emly for Ho Ho : Ho Ho
delivery from town :

ocantre eto.
Eritish Rail Yen Yo Catoring, Botals, Ships, eto. san be sold off
london Transport Tes Ho '_ Eo Ro Ho . - Ho
Eritish Lirways o - Poasibly? . Ho - Posaibly FPoeaibly
Bratish Adrports Authority No - Yea - o . - ) o
Pritich Aerompace Semt Yes Yos S Possitly -
British Shipbuiiders Yeon Ten Yen . Tes N “Yen )  Yew
F.F.C. : Fo - Yo ' Yeu Ton Tes
Hational Bus Compasy ¥o - " Tes ) Ten Yen -
ﬁ.l‘.‘l).B. Send Yen Yea, into separsts ports Tes N ) Tos Yos
Rolle Roycs Ro - Yen Tes . Yee Yer
B.L.M.C. Ho - Yoo X Yes Yea Tao
N.C.B, YTos YTen Yen . e Ten Yoz
B.5.0. You Yos, tut not for crude Yoo Tes Yas Yeor
gteel .
Forestry Commiesion Ho - Yes Ten - -
Britisk Haterwsys Semd Ro You He Ho ¥o
Cable and Wireless Semd Fo Fo o Ro o
four 122
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12, This table 58 np more ‘than a guide to the potential. It is cur intention
4o pureue with $he policy. group disoussing ench industry the extent to which
the potontial can and shoiald be realised.’ Wa weuld 1ike io report further on
this later. . )

PART IT FINANCEAL CONFROL

{. Tt 48 oclear that we will have 1o manage a Sigeable public sector, sven

if in the long mum we are abls to reduse 1% by these means. Indeed cur
propassls mipght result in & mich lavger mmber of unite (albeit sweller in +otal)
in the public seoter, Wa therefore put Fforward the followlng propesals for
menaging those conocerns with which we are left at any time. .

2. The prinoipal instrumest of conirel should ke to set eash cancem B
Pinanolsl target 4o achieve, This target should be expressed as & rate of
returs on sapitel employed. The amount of capital emplayed in each andertaking
in, of course, arbitrexy., Meny lndusiries have had capiial writien of¥, and
none have updated the walus of thair asseis to oocpe with inflation. Covernment
should thsrefore eet out arbltrary oapital figures for each concsrn, upor
which sach would be ired to pey the pr ‘bed rats of return., The
noapital employed” would be adjusted mmwuslly in the light of further cepltal
advamoed and of oManges in the velus of eximiing assests., The rete of return
whould be the same for all industries., This sywhem 14 analageus $o Cash Limit
oontrols, azd osn be wsed to pub on the 4 tries

3, We shonid not sxsrcise price control, If there is ovidenoe of exploiia=
tior. of a monspoly, sither in the form of extessively high margine, or of
dmoririnatory o ovoss wubeliised pricing, tha Uovermment should rofer the
watter to the ot Gsasyal of Pair Treding, (Fowerse slready ewimt,} .
The generel level o formingd by the target zete of
return set on oaplisl employed. e belisve in addition that thim control

would result in some pressure for higher productivity and efficiency, sz well

as fransferripg ths odfum for price risen from the Government to the induatries.
It fs, however, recognlsed that prioes calculated to produce & commer ial rete
of return to nationalised indnstries will result in Jovernment's inourring a degree
of wnpopularity.

4, Hhemever an indugtry considered it wee bLeing asked to wndertake uneconemio
sotivities {rurel telephons kiosks, brench or commter railway services,
unsconomio pite and steel wills in Scotland ete,), it would be open o i% to
apply for s epeoifio mibsidy frow Joverament in order %o contimme it, If
Ooverrment refuzed, the notlvity muet either Ye fully charged for, or dlmcone
tirued. Tha indusiries sbould be required to kesp proper socounts and ehow
+their results on sach of their sotivities including the lomsea on uneconomic
ones. HWe recogolse that thim ocan lead to undesivable bargaining situations.
PBut the sdveniages of ldantifying and quantifying the loss-maling aciivities
seam 4o u8 to outweigh this disadvantage, If it could be mean publioly how
much wa ware paying for what, thers would be more informed public debate about
whether we wers gatting valus for money.

It will be for the t o be and specific shout
those unsccnomio sotivities it wishea to Tuys e.g. 3 million temns of extrs

/ey ooal turng
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oosl bumn; or a ocinmter servios from Reigate to London of & certain frequancy;
oz 1,000 extra rural telephons klosks, aio. He believe that this would ba
prastical, would not involve & lot of exire paper work.

fuch direct pubaidies for uneoonomio activities should be the ebly additionsl
#ource of Exohaquer revemie available to an izdusiry to mest its targst rate
of return.

S5« Ve believe that investiment contrel by the Covermment ms: . He
vecognise that it is this conirol which glvas the Civil Service ita opportunity
for detailed, fussy supervision of the industries, We hope it would be possible
to insist on overall oontrol only = and provent the Luresucrasy checking each
item of investment. But we rocomnlse that the comtrel 18 necespary both for
parposss of public expenditure coniTol snd muoro-soonaric policy and for
yraventing the indumtries exts: their empires lnto wndesireble fislds,

For the latter purpose HinYWYers on Bay no, 1f
they want tor for the former having to esin the target reta of return will be
& mheadying influenos, bt the Chanoellor must retedn the power to meke arbim
irary outs. B :
74

6s - Investment ocontrol ehould be done by means of the preparetion apd nagom
¥lation of five year rolling cerporete plans, mgreed betwsen esch induatry ond
+he Governmemt and published. There shonld be ecommltment by the Government to
the investment interticns in such a plan as follows:

Yooz 1 1004
Yoar 2 905
Tear 3 5%
Yoar 4 : 50
Your 5 -

7. e would insist on an improvement in ihe industriss' aseounts, which showld
be published half yearly and follow & patt Tha te shonld
also ehow the comt par unit of cutput, plus the comparsbie fizusre for previous
yeora, and for rival concarng in other mimlilar countries, We believe this

might be an added epur to greater efficiency, It would almo be desireble to
enoourage natlonslissd industiies %o enter imbe partnership with foreign private
sector companien in overssas invemiments. This would have the effect of imposing
upon them & vioarious equity discipline. .

8, We recognise that there are defecte 1o thiz myRtew of control, They besiow
ally aries because there nover has been, znd never oan be, any ve=l financisl
discipline whers the possibility of bankruptoy does nat exist, Any sy=ten of
finanoizl control lacks an ultimete sanoion. Nevortheless this syetem, which
ip nelther nowwl nor fmpructical, seems tc us to have the greatest authority,
#nd alnc to have the morit of inoreasing public knowledge of what each ectivity
really oosis, If we break mome indusiries down intc a largsr mmber of "profit
oentres", 1t iw probably the only practiosl system which oculd have general
application right aoross the board, :.

9. Tt does not sppesr to us possible to ~onsider nationalised industriss

&8 comercial undsrtakings, mnd to glwe them full fresdom to expand into any
aotivity which ostches thoir fanoy. Thay are bound to underout, and to make
lomaes, in the ceriain lmowledse that they can reocup from the tavpayer, In
the procems they damage private sector competifors. We therefore think
dnvestment ocontrel should be used to restriot the Indusiries striotly to their
main line activity.

FATR [N
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10, Whers they are slready engmged in euwch astlvities, it ia probably not worth
a mjacr fight to got thenm to diwést. Electricity and gas showrocots ‘are onses in
point — and @m0 ig the FCB'a dening znd ir ering activities.

If an esay opening to sell off suoh periphdtal activitiee arimes,.ws should
ceriainly teke itr but we are against a mejor political battls for a very
apall plece of induetrisl ground, o ' ’

PART ITI RELATIONSHIP WITH GOVERMMEIT

1. It ing to ider how the pheuld iimslf to
control publio industry. It must retedn m firm oontrol, for reassns given
slyeady, and yei detailed interforence twist b ayoldsd. - Thi prement degres
of Civil Servica control is too grest.

2. The puggemtion we mals whioh, we beliswe, will more nesrly give ua the
right balanos i na followe. 4 Treasury Minister = ssy the Chiof Seoretaxy
w #hould be responsivls for exerciging Pinsncial control over 4he industries.
En phould set the target rate of return on capitdl, This 1z very mimilar

to the Treasury’s rols in metiing cash limits on blocks of Central Oovernment
expenditure. Wo do recognise the heavy worklead of the Chief Seoratary hit
believe that it would not bs impogsible for him to undertake tha new respon~
eibilisy.

3. The Departmental Kinistsr would then pupervise the Indumtries’ progress
towards achleving the spsoiffed rate of tetuzn, He might wisk for yuartorly
or monthiy returns from the industry. He would kesp the Treamury posted ae

%o whether the Indvwatries wera on target or not. X

4»  The Departmental sporsoring Ministeps would slso declde whether to pay f
any yneoonomia aotivities, and ales fcr setting the industry’s plans dnto any
wider framework — like energy policy or itransport polley, The oash for any
deviations from the path of commercisl rectituds would full upee that
Depsriment®s vote, By thess beand we wowlét hope to rédice imberfarence, and o
exert & more direct financial disoipline, - '

35:+ OFf orneial importance im the top managsmen’ of the indvwstries. It im
esgential to obtaln good, independent wanagers, Firat of all we muet pay tham
properly = at levels likely to be compotitive with thous paid 'in large’ private
sector opncems, Secondly, we must find better vnys of recruliing them. Ve
should perhaps go to private "head imier" firme for this task. Thirdly, we
should end the aystew of Iive year sonfracts, It 'mekes it diffioult to saok
& bad appointment early. I leads %o limeourliy foi all Bosrd members at the
end of each five year period. It gives then lsse rights to claim.compansation
1f they are sacked than senior siaff menibers not cn the Board. We should
eppoint them solely on the baasis of 12 monthat notics.

6« VWherever possible we should lat the concern 1tself selaot a manager. This
will be particularly impertant if'we susesed in getilsg & large mumbar of
emaller concerzs. Bub thie job 1 bound %o remain omé for Mirsiters to dis—
charge in relation to the largs publib utilities whicli we are 1iksly to have
for aoms time 4o ocoma, L

foed 1.
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7. Hationalised industries whowld ba subjected to tighter sorwiiny by the
parliaementary select sommittes, With sxpart outside advics, the Belect committes
would producs regular publio reports on nationalised industry aotivities,

which should act as & further and suthoritative source of control. The Select
Comnitteen would alsc monitor closely levels of natlonmalised induatry spanding.

PART IV CONCIAISION

1, Thess proposals are outline ehes omly. We only started work in March =
and will need more time to work the propoasis up with the other policy groups
concerned, 1f tha broad outlines are acospiable to the Shadew Oabinet,

2, The propoeals invelve the minimm of legimlation. Perhaps one enabling
Bill might be necessary to esud the monopolies snd to taks power to dispose of
psagta, Bubt even thiz could be done administrelively.

3, These proposals may result in the prices of some nationslimed industry
products being higher, but as they will resulv in less publio axpenditure,

the general level of prices may tend to be lower relatively, Higher prices
will produce & return to the Tressury, an eud to prios subaidies, ani less
demsud for investment money. It iz imposeible %o quantify the amounta imvolved,
tut they might be quite mubstential.

Conpervative Reseapch Departmanmt, RR/AME
24 C1d Queen Street, Londen, S.H.t. 12.7.76



