PRIME MINISTER

SHIPBUILDING - EC NOTII TION OF UK SHIPBUILDING AID
ORI U
I had originally envisaged putting a paper to E(NI) this mort ﬂfvy
on new strategy for BS following its change of chairmanship. I
now find that I need a little longer to work‘out with Mr Day a
credible range of options, and it will thus be towards the end
January before an E(NI) discussion can usefully take place.

However, I am anxious not to delay notification to the EC

Commission of a new support regime since initial soundings have

—

indicated that the negotiation to secure its agreement will be

prolonged. You will recall our decision last July to take
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jLLuAA \soundings about our intention to increase shipbuilding support
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2 An early notification would bring forward the start of
substantive negotiations and strengthen our case for a further
extension of the Intervention Fund (IF) beyond end-

January 1984; Commission agreement to our proposals for enhanced

aid is unlikely to be secured before then. Moreover early
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Should W be notification would facilitate moves to bring to bear pressure by
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member states collectively for a temporary relaxation of the rule
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against aid increases. 1 hope therefore that we can notify as
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3 I envisage notifying in terms of the attached draft, which

closely resembles a draft agreed inter-departmentally among
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ap——,

officials. If you are content with its broad thrust, officials

i
can pursue further any additional amendments that might be

needed.

4 On the substance of the proposals, I envisage opening
negotiations on the basis of an intensity of up to 5% = Mr Day's
+ 5 requested figure. The Commission is unlikely to agreeé to such an
[z et T T . .
increase, but this bid may help to set a benchmark for the very

exceptional cases in the core yards. On the amount of support

("volume"™) our bid needs to be compatible with up to 35%
A AFRANA N NS

intensity.
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5 At present Mr Day sees the need for an IF volume of the order

of ijm for 84/5 and £41m for 85/6. This compares with £40m in

LJL‘%\JW 1902/5 and £45m in 1981/, at a lower intensity. I propose to

d‘/ﬂ%pen the negotlatlons with a bid of £100m for two years, partly
/7 as a nepotlatln% tactlc a d ﬁartly to accommodate the needs o;"

arland and Wolff the bid woul
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uild in a s&?;&antlal negqtiating margin in our initial bid.
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8 To persuade the Commission, we sha 1eed to exert

considerabl pressure on then ilaterall: probably at

Ministerial well as And as I have already

mentioned, we shal need als to mount collective

Commission with ninded member states, a process

already begun. Even so the Commission might well insist on

clearance by the Counecil  any significant enhancement of the UK

regime and on taining beforehand a Council steer on the Fifth

Directive's

Thus the timing of a Commission decision on our proposed

regime is not in our hands lowever hard we press it could

quite a way into 1984 before the issue is resolved. 1In the

meantime we shall have to rely, as now, on the use of IF at the

present level supplemented by various forms of soft credit on a
X D e S —

qase-by-case basis.
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8 I should be grateful to know whether you and other E(NI)

colleagues are content that I should proceed on this basis. 0\49

9 I am copying this minute to E(NI) colleagues, Geoffrey Howe,

Jim Prior and Sir Rot Armstrong.

27 December 1983

Department of
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DRAFT LETTER

E Noel Esqg

Secretary General

Commission of the European Communities
Berlaymont

200 rue de la Loi

1044 BRUSSELS

BELGIUM

UK SHIPBUILDING AID REGIME

xS My authorities have asked me to notify the Commission of the regime for

shipbuilding they propose to introduce.
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2¢ The UK industry has been hit particularlxﬁ&g;d by the sharp deterioration
INAAA AL

of the world market and the poor order situation. The UK industry now faces a

gret—

crisis and the risk of disorderly collapse with serious social consequences.

As an illustration of the scarcity of orders, British Shipbuilders' order book

A
CLDJ;t end October 1983 was 346,000 cgrt compared to 483,000 cgrt at end-1982. Of

the present (end-October) order book only 71,000 cgrt represents orders on which

work has not begun compared to 153,000 cgrt at end-1982. Harland and Wolff's
order book at the end of August amounted to 6&,26§ cgrt compared to le§32 cgrt

at the end of 1982. Work has already commenced on all of these orders.

< 1 In view of the market crisis and the industry's uncertain prospects the

Government is calling for major efforts to improve the industry's competitive-

ness. Much has already been done since our last aid notification in June this
year. In British Shipbuilders as a whole 3,967 (including 2,677, 12% of merchant
employment) redundancies were called for in July 1983 and a further 2,098
(including 430, 2% of merchant employment) in October 1983; in addition some
i;iig jobs (including 1,560, 7% of merchant employment) are at risk between
October 1983 and Marchﬁ%ggf. If all these prospective job reductions take place,
between July 1983 and March 1984‘51§22*merchant jobs (ie 21% of the merchant
division employment at June 1983) will have been lost. The new Chairman

(Mr Graham Day) has been given a tough remit - to do whatever is necessary to

bring about a radical improvement in efficiency and a return to profitability.
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The Government and Mr Day are currently considering the steps necessary to

achieve these aims. The details of the new strategy will be progressivel
f/iﬂ55%i2ﬁ/%ﬂ/ﬁﬂfi?%it/ﬁsﬁbrsiﬁfi within t;:/;;;;;3’;EESEE;;QMS?VFSGEEEA;Qggﬁly
into a core of cost-effective yards with a substantial contraction in capacity.
If this is not done quickly there is a serious risk that some of these good
yards may be lost as well as the less productive yards which it is planned to
close. The success of the strategy, however, will turn crucially on the
provision of the regime of support set out in this leégé;:txq/ﬁL/q€/L/’\E
o W S T T e ST e S g
4. /The Government has already approved a new strategy for Harland and Wolff
prepared by its new Chairman./ This is aimed chiefly at a significant improve-
ment in efficiency through cost-cutting and more effective use of management and
technology. Significant capacity reduction is difficult since building takes
place in a single dock, but between March and July 1983 manning was reduced by
L4,UAP*“( 1 a further 750. The main objective of Harland and Wolff's new strategy is for
Ve ”:i:ﬁzga the company to increase cost—effgctivgness. Building costs are to be reduced by a
qu”L} /“puﬂ
productivity improvement programme - mainly the application of new technology
and imgfgygd manning and control - and a cut in material costs. Harland and

Wolff will also be switching the emphasis of its marketing away from large

unsophisticated tonnage to more complex vessels where Far East competition

Pt e ——

should be less intense.
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5, The industry's performance however cannot be transformed overnight - time
N

M isujjided for the industry to make these necessary changes leading to a definitjve

solution of the problems confronting it. The UK Government also considers it
essential to maintain its proper contribution to a healthy and competitive ship-
building industry within the Community. To this end and to assist the industry
to obtain new orders, additional aid will be needed for the next two years by

which time the market should begin to pick up. ’B%NL
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.5, = A disorderly collapse would have grave and. disruptive 901:15;1 consequences -
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1 alread ie Nerthen Lnland the and the North East
regions where unemployment is already severe, /“:/\,/“Lfﬂv Clyde

would be particularly hard hit; despite efforts by the Government via its Regional

policies to renew the infrastructure and to provide a broader based, more stable

s
ON
traditional, heavy industries are in serious decline. The problem is further 01~”a*

pattern of alternative emloyment in these areas where shipbuilding and other

complicated by manpower reductions that will be taking place in some of BS' other ¢
L
activities. L" ’
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7. The UK Government continues to support the Community principle of degres-

sivity, as our shipbuilding policy for restructuring and aid has amply ‘demonstrated
over the last four years. But with the continuation of the crisis and its serious
present consequences for the UK shipbuilding industry we believe that to be
realistic dur and Community policy must be flexible enough to reflect the
conditions of the industry and the state of the market. It is not realistic to
insist on continuing degressivity at a time when demand and prices have plummetted

and Far Eastern yards are quoting prices which are sometimes below even ven their

costs according to the Commission's own annual report on the industry. As the

Commission knows, this view is shared by most.other member states. Insistence on

degressivity in present circumstances would mean virtually no new orders; a

T ———
precipitate and disorderly capacity contraction of the Community's industry;

abondoning the field to the Japanese and other Far Eastern countries and the EC

industry's relegation to the status of a marginal producer. This outcome would

conflict with UK and Community policy and would be unacceptable on social and
political grounds.

8. With this said however the UK Government fully intends to ensure that the

uantum of shipbuilding aid in the UK should resume as soon as ossible the down-
SUBIE S p g A P

N
ward trend it has followed in recent years.,
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:}} Competition within the Community

i
%_ The UK is mindful of the need to ensure that when yards in different meémber

]

states are pursuing the same order prospect competition among them should not be
distorted by inequitable differential in available aids. The reality of the
present situation however is that Far Eastern suppliers dominate the market and
that in the overwhelming majority of cases_Eng4 rather than other EC yards,

- - -.._-_-__' —_— - — -
constitute the competition Community yards have to overcome. — f}nL{ LL{j Ly M
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Industrial policy implications

'S

-

10. The new regime does not imply an intention to sustain the industry at a
NANANAANA
particular size regardless of cost. It is fundamental to the UK Government's
{Ayb_riﬂt}general approa?p that the size of any industry must be dictated primarily by its
aJﬁvaabillty to compete in the open market without Government aids. This applies to
shipbuilding as it does to any other industry. The Government is also anxious to
contain public expenditure and therefore to reduce the burden of shipbuilding aids
on the Exchequer. However the pursuit of these objectives must be tempered by the
need to avert a precipitate worsening of ﬁnemployment, particularly in regions

where i£_is already a serious problem.

i1, The UK can well understand that the Commission might be concerned about the
possibility that the provision of additional aid would discourage necessary
restructuring and adjustment to market conditions; but, as already indicated, our
plans are for continuing ﬁgjor restructuring with the aim of achieving viability.
It is also noteworthy that, far from having been insulated from market forces, the
UK industry has contracted more than that of any otherdggggggﬁ§fate: 54% between

/‘-\_/““\\_/—-..\\“
1975 and end 1982 (see Table 1).

Structural adjustment

125 In %EZE British Shhtuih&zé embarked on a major programme of restructuring
which, inter-alia, resulted in the manpower contraction referred to in Paragraph
11 .above and the closure of a total of ?,ZEEEF and of 36 out of 66 merchant
berths. In general terms the very considerable fall ;;—;apacit;h;aat this
represents is reflected in the fact that BS yards before nationalisation in 1977
were producing an average 623,000 cgrt annually, whereas BS' estimated current
capacity is around 350,000 cgrt, slightly above the present order-book level of
344,000 cgrt.

13. By the end of that period losses had reduced considerably, and British
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h Shipbuilders were able to secure a reasonable volume of orders despite a

progressive reduction in the amount and intensity of the Intervention Fund

(Table 2). At that point, with a reasonably buoyant world demand, the situation
appeared to call for a period of stabilisation during which the Corporation would
be able to consolidate the gains already achieved and prepare for further improve—

ments in competitiveness.

14, However, as conditions began to wasen, once again BS resumed their

' restructuring measures, reducing their merchant manpower by a further 2730 (13.7%)
to 17170 by end-April 1983. Such restructuring unavoidably places an extra
financial burden on the Corporation since during its course it has to bear the

costs of under-utilisation of production facilities, the costs of eventual closure

or dismantling of facilities, together with certain workforce redundancy costs
b T by

under the Employment Protection (Consolidation) Act 1978.

15. In addition to structural adjustment in shipbuilding itself,'BS have taken

the .firm decision to dispose of such of their shiprepair capacity as is saleable and

to terminate the remainder,

16. So far as Harland and Wolff is concerned, as explained above, major
reductions in plant capacity are not feasible. The company has however been
implementing a programme designed to reduce other facilities (eg steel
preparation and outfit shops) in line with actual and prospective utilisation.
New merchant-building employment has reduced from 5,370 in 1982 to the present
level of 4,200 (a reduction of 22%) and overheads have been significantly

7
reduced inter alia by a 35% contraction in the size of the site.

Form of additional aid

17. As it presents itself to the industry the problem is essentially one of

price. Far Eastern yards in general determine the world price,

owing to their
dominant share of the market.

As the Commission knows, in the last few months

‘Far Eastern prices from Japan and Korea have dropped sharply. Our industry tells

us that cost/price gaps of 35% and above are not uncommon.

_—
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18. In these circumstances the current Intervention Fund intensity - 15% blus
2% Shipbuilders Relief (18% plus 2% Shipbuilders Relief for H & W vessels of
of 100,000 dwt and over). - is quite inadequate, given that its purpose is essen-

tially to help meet Far rastern competition. If the UK industry is to be able to

secure a reasonable amount of work in present circumstances, new measures are
urgently needed to help it bridge the large cost/price gap that has emerged in
recent months. To meet the needs of the situation an increase of the IF intensity
of up to 35% is required. Because of the nature of the problem facing the
industry and the ﬁgsa_fbr a solution that would have immediate effect, the UK
believes that only direct aid would be effective. Moreover direct support has the
advantages for the UK Government of being transparent and easily controlled.

Thus less direct and slower acting measures designed to assist modernisation and

restructuring would not be appropriate in the particular circumstances, though

they may have a place in the longer term.

'19. In consequence. the apoun% of Intervention Fund also needs to be increased.
Wl 0 o T Tt U e o 0 e Tty WP s, WO, oo
For July 1982/1983 it was £40m far BS and the private sector and £10m for H & W: we envisage a figure
of /£100n/ for BS and the private sector and £20m far H & W to cover the next two yeers.

I
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Features of British Shipbuilders' new strategy

21. The programme of capacity adjustment referred to above will underpin the new

strategy whose main objective is to move rapidly to a defensible core of cost-

effective yards. Based upon a fundamental reassessment of the nature of
"thP_shipbuilding market and of those particular sectors in which BS production
vj»uij should best concentrate, BS plans to rationalise its physical production

}J,_J/’facilities as well as its manpower and engineering resources. This rationali-

P’yr ‘pq%tion-will entail the elimination of duplicated facilities, and the identification
cﬁpréf%f and concentration of work in the minimum number of most productive berths.
V+af' These production berths will be served by the optimum number of similarly

rationalised manufacturing, processing and assembly shops.

22. These plans are to be based on a fundamental re-assessment of the nature of
the shipbuilding market and of the particular sectors of the market on which the
Corporation should focus. Essentially this means concentrating on the types of
vessels on which Far Eastern competition is least severe. This approach is, of
course, entirely in line with that advocated in the Commission's recent Paper on
a policy for the Community's shipbuilding industries.
=
IRV e
23. Within thg_gggg_xards major productivity improvements are scheduled; these
include the continued development and implementation of 3/29N¥¥Li%EE,QEEQBQ%EEELJ
Capital investment will be directed towards further improvements in performance
e L T~
and productivity, including a substantial investment }n Computer—Aided Design and

% T )
Manufacture. \'(_1/4r A2 < b U(/ wAaattlaenl
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Cfﬂj 24. 1 dggEEﬁggsearch is now being put in hand to ensure that the new strategy
: and iégn;;;Iementaticn reflects a realistic assessment of the market for the

Corporation's products. The results of the market research currently under way
will also assist the Corporation in achieving its targetted sales in to be

identified product areasrelated to specific facilities.
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% Conclusion '

P, bt W
~
25. The UK Government believes that(EREB&E% short of this planned regime of
aid during restructuring will permit the proper handling of "the serious and
immediate problg_)ms facing the UK shipbuilding industry. The UK Government remains
firmly committed to the principle of degressivity of shipbuilding aids, but
believes that the present desperate situation of the shipbuilding market compels
moratorium on this policy within the Eurcopean Community. The Commission will no
//:%;Q{/}éggziﬂ;hat at the 18 October 1983 Multilateral meeting on shipbuilding the
majority of Member States supported the UK proposal for a temporary (2 year)
suspension of the Fifth Directive requirement that aids must be degressive. The

DG IV representative at that meeting indicated that the Commission would take note

of Member States opinions and would urgently consider the matter further.

26. For the reasons indicated above the UK Government is anxious to institute
the new aid regime at the earliest possible time, and desirably fraom 1 Februar

65/1//t9§ﬂt immediately following the expiry of the present interim IF arrangement.

: In this connection(}hﬁgggnggment stands ready promptly to supply the Commission
with any further information they might require.
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EMPLOYMENT IN NEJ MERCHANT SHIPBUILDING IN THE COLMUNITY
!

__(End of year) ]
1975 1978 1979 1980 | 1982

s, —— —

yBelgium 7467 14 6258 6523 5.031
| Denmark . 16630 12000 - 9900 11400 11.8 00
fifrance - 1. 32500 25300 23000 22200 2;-283
: i : 27.
\Gernany . i ceusy 31113 27369 24784 e
NGreece ’

.

| 869 840 750 750 882
i ﬁg%and 25000 20000 190Q0 18000 . 13.750
e SR 22662 17540 | . 14540 13100 13.100
Ui : 4200 S,

‘Unlted.hngdom L £1050 31200 ¢ 22.000

ISub-total 206517 154457 132017 | 121551 119163
less Greece | , — - —_ : -

fotal . ! S 1 127R50 _1

:Source: EC Commission Report on Shipbuilding in the Community at 1/1/83.
|
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INTERVENTION FUND TRANCHES

1977/8 1978/9 1979/80 1980/1 1981/2 1982/3

*

oy (1)

Intensity ( 30 25 25 17

Volume at
Current Prices (£m)(3)

Volume at
Constant (1977/8) Prices(z) 65
(£m)

NOTES

* 20% for H & W ships over 100,000 dwt

12) 1hcluding Shipbuilders Relief at 2%

(2) Volume figures adjusted to take account of the increases in the general
level of prices, taking the average 1977/8 price level as a base.

(3) GB yards only. Volume for H & W is :
15 (1977-79) 25 ('79-'81) 10 ('81-'82) 10 ('82-'83).







