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MINISTERIAL COMMITTEE ON ECONOMIC STRATEGY
SUB-COMMITTEE ON DISPOSAL OF PUBLIC SECTOR ASSETS

FINANCING OF BRITISH AIRWAYS - SHARE ISSUE

Memorandum by the Secretary of State for Trade

1 On taking up my appointment at the Department of Trade I
commissioned a study of the financing of the British Airways Board =
and the possibility of a minority shareholding by the private sector.
Though British Airways did not feature in our election programme ,
this course would accord with our general policies and could bring
substantial relief of up to £1 billion to the Public Sector Borrowing
Requirement (PSBR) over a number of years. I believe that it could
i help in developing a successful commercial organisation and involving
the employees, through giving them a special opportunity to buy shares
‘ in British Airways.
\

2 I have now come to the view that we can and should move fairly
: quickly in this matter. Accordingly I am now circulating copies of
1 the completed study and I set out my proposals below.

. Method

3  The study concludes that the method to be adopted should involve
‘ legislation enabling the assets and liabilities of the Britq.sl} Airways
‘ Board to be transferred to a new company, British Airways Limited. The

Board itself would be dissolved, though I am advised that special

Provisions might be necessary with regard to its assets and liabilities
Overseas.

b4 Initially all the shares would be held by the Department of
Eﬁade' S“bseguently a public issue could be made either of these

3Tes or of further shares created by the company, Or both, with %
preferential treatment for employees of British Airways. I agree :1‘7
{n o, 2PProach and, since this question of method is fully discusse

0 the encloged study, I need not comment on it in detail here.

Sontro)

3e o The study identifies as a crucial question the ?ﬂeﬁt tgr'i'?xjigl'ls

af Puld be prepared to disengage from intervention in the a -
{fairg ngag to ourselves any specla

Pight o, 20d whether we should wish to reserve R e jor
Sharepo T than those which the Department would ROUC B2 o ohpope

I have myself no doubt that we should ai
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clear our intention tg

4 make o ad
fdibisy and YO zgzginy as towards British Petroley, °0t
as fully stgtude to the new itemised?’,(amlm.atlon c%{I}‘rlgd out of
the same &% m having er the British Airways Board to gsee ; :
the sameé time, ontrol oV excepti“ally‘ we should retain Tone the,

isti ers O L
O pgw of these wnkl.\gg’gmunds.
t;mll;.le‘ig;ereasons or on ot
sec

: o i 3
M pe in 8 position to make further €quity
to

in my view, D€ ture, if only to enable us
. Weeigguiﬁsthe company 1ghzhgt‘f£y raises the further questiop
investm rights issuese. & o make further loan finance
a also have pge future. I am not ready to make 5
I befieve that the airline should have po
.ts aircraft purchases, but \;e have so far
 cnsgionssof the future arranseminti with Britigh
had no concrete disc ny event I should not wan e _retentionigf
Airways themselves. wer of this kind, possibly for a limited perigq
o L p:?;i:\lrzgtpthe new company from being treated as a private
of years,
seczor body-

E&;&S_B}_PLE————W
e shares I do not see any grounds for
If we are tqtrin:ikekzr::}ys Board to dispose of assets such as

o i i :
?eq‘urlngtthinB;otels which are, I believe, a fairly common feature
mvizt‘:i?-l?ne enterprises. We can in any event achieve our objectives
amo

i -ous chairman, Sir Frank McFadzean,
S Epa e :oéha?or;gnthﬁrpﬁg‘sr;ogtainton, have urged that, to reduce
:gg f'lilgkpgz‘sg;position t:) our plan, it should not j.nvolve dismemberment
of the airline or disposal of profitab}e parts of 1it. They gave.aigoe
urged that, partly as an assurance against any break-up ‘of the a%r ine,
which is likely to be the main fear of the Unions, the (:overn.ment ;
should retain a majority shareholding. I feel that we should attac
weight to this advice. It seems to me that the public presentation
of our policy should from the outset make it clear that we have 1110
intention of dismembering the airline and that our proposals wil
be to its commercial advantage and the benefit of the wqufor_'ce. il
Otherwise we should increase the possibility of industrial dlsrupessful‘
which would be damaging to the airline and could frustrate a succ
share issue.

Implications for the PSBR

n publi¢

8  The statistical conventions governing what comes withi ain ol

expenditure and the PSBR are, I understand, being looked at ag
the TreaS‘}I'Y, in conjunction with the Central Statistical Offlc:flese
do not think that our decisions about the national interest 17

matters should be determined by statistical conventions.

it appears that, even on the existi : + proposals
bring aubstantiél relief to thelgg]l;l;% e e

of .
zhe m B Gvens. for PSBR purposes is, I understand, the St:atusm.itlsh
Petrolemwg: as a public sector body or a private sector b0 a5
M S been treated throughout as a private sector vo a,
ninority h: of whether the Government has had a majority °F grom
shareholding, because the Government has stood b8cK
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e management of the company. 15 ha

stand back from the Same way,

management of RBpit: I porpose that
i ri ; ; we
ury Ministersg wiltl;lks,kel Airways Limited.

R % y and more 1mp0rt
bsequent DOTTOWINES will fall outsig anb
g:riod the amount which, on thisg appro:c}tlhewPSBR'
the PSBR would be of the order of g1 billione should

Timetable

The study suggests 1981 as a posgi
zgsue- _However, Hill Samuel have gdi?égéetgzgg:g daze_i‘or a share
pe feasible z?nd, provided that British A o ia.her date could
performance in the current financial year, I Shou‘l,& ?EOOd financial
the optlon of a share issue in 1980. In order to keel ih% preserve
open, we should need legislation in the current Parlip 1s option
I have asked for a place for a Civil Aviation Bill ina'gintary session.
session and I propose that we should expand the Bill " e current
in order to provide us with the necessary powers to er', e gev.; clauses
Airways within the framework of the Companies Acts T}];r‘lg Tl oh :
be a perfectly manageable Bill but, before we becor;e i i

this course, I have asked my advisers to carry out a gg;uilétzggcﬁoin

the next week to ensure that there are no insuper
abl
no reason at present to assume any major technli)cal d?f??gﬁ{:y

11 Subject to this safeguard, and to the decisi

proposals, I envisage that it may be prudente:;s;gacse :e;grllig e
announcement on this matter before the summer recess primari{y in
order to avoid damaging and inaccurate leaks about our intentions.
In view of the timetable which I have in mind, this would go beyond
the kind of holding statement suggested in the study.

irways

I have

Licensing policy

12 The airline will continue to be subj ' i

o e X ject to licensing by the
2:’;1 ﬁ;’lathn_Authorlty, and British Airways have stresgedythat,

= will)l ;equlslte to the course of action discussed in this paper,
aich g teed to have made a statementon future licensing policy

in thig cg remove any doubts about the future of British Airways

need to reumlil‘y s civil aviation capability. It is true that we

in the Lakgg e e problem created by the Court of Appeal's judgement
and T wil] b case which invalidated the previous Guidance to the CAA,
Dropose to brlng forward proposals in good time. But I do not
¥ill want toelrushed into a commitment in this complex matter and
POSsibilit ook carefully at all the options, including the
Hmisteria}l' gf.amendlng the legislation so as to dispense with
Should maleq _:ldance. Meanwhile I propose that my announcement
abitrary rel clear that we are not thinking in terms of an

Shou1q go atailocation of routes away from British Airways. This
east some way towards meeting their concern.
3
CONFIDENTIAL 62



CONFIDENTIAL

Conclusions
13 1 therefore seek the agreement of colleagues that -
rislation should beAiptroduced this session t
(a) %;g asse and 1jabilities of the British Airwagsenable
to be transferred to a new companys; B°arq %
(b) we should keep open the option of a public issue o
EEaranyin the noY¥ SSugsny i with a preference:fog £
of the airline, 11 1980, but otherwise we should €mployg,, |
at a share issue in 1981; ainm §
(¢) we should disengage to the maximum from inter
in the airline's affalirs; vention
(d) the Treasury should be invited to confirm that
basis, &8 sale of the company's shares by the De; on thig
of Trade would count as @ reduction in public éartment
and that subsequent borrowings by the airline Xpendityp,
outside the PSBR; would pe |
(e) we should give the airline and the investing pub
a?prqprlate assurances against any dismembermg lic
airline or disposal of profitable parts of A% nt of the
to its route structure. or disrupt
(£) I should make a statement of our intentions before th
e

Eeggrtment of Trade
ictoria St
0 reet

29 June 1979
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FINANCING OF BRITISH ATRWAYS

INTRODUCTION AND GENERAT, APPRATSAL

The enclosed study on the future financing of British
Airways, including the possibility of a minority private
sector shareholding, has been prepared at the request of the
Secretary of State for Trade, on the basis that the work
should be carried out with a high degree of confidentiality.
The method of work adopted has been as follows -

(a)

(v)

(c)

The legal and administrative aspects have been
examined, different options have been framed for
producing the required capital structure, and
available financial data have been assembled,
within the Department of Trade.

The financial data and a list of questions on the
market aspects, have been given to Sir Robert Clark,
Chairman of Hill Samuel & Co, and discussed with
him. The list of questions, and Sir Robert Clark's
written comments in a letter of 13 June, which is
essential reading, are annexed to the study.

The subject has been discussed informally with the
Chairman and Chief Executive of British Airways,
but nothing has been put to them in writiz.zg, a.nd
their preferred public position for the time being
has been that they have received no proposal from
the Government on an equity partj.cipation.
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British Airways have embarked on g major progr

fleet replacement and €xpansion, requiri sl
increase in capital financing fropm bo
external sources. Although the airli
: en mediocre, it ig
improving and, if the pProjected further improvement is
secured, there should be scope fop a substantial degree of
equity financing, whether to meet ney capital requirements
or to refinance previous loans, Tpe share values would

reflect the airline's profit record ang prospects, not the
asset valuation.

The nature of a statutory corporation such as British
Airways does not allow of an ordinary shareholding, and the
creation of a new company, to take over the assets and
liabilities of the British Airways Board, would be necessary
to make financing by this method possible. Although the
British Airways Board could themselves achieve this effect
under existing legislation, by setting up a new company in
which initially the Board held all the shares, neither the
Government nor the Board would be able on this basis to
divest themselves of their existing powers and obligations;
the operating company could not function in a truly
commercial manner under this regime, and a successful equity
pParticipation could not be achieved.

The preferred method, therefore, is to pass legislation
under which all the assets and liabilities would be
transferred to a free-standing company; the Departmem.: of
Trade would initially hold all the shares. The British
Airways Board would be dissolved.
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A crucial question will be the extent to which th
3 e
Government 1s prepared to disengage from intervention in

jie atiairs of Une profossy Company and to legislate
accordingly.  Specifically, decisions would pe 0. ik
whether the Government should reserve to itself any special
rights other than those which it would have ag g major
shareholder.  Though some reserveq rights might be
justified on grounds of national security, retention of such
powers as a right of approval of the airline's investment
and borrowing, or the ability to give policy directions,
would militate against the commercial functioning of the
company and would be prejudicial, possibly fatal, to the
success of a share issue.

Decisions will also be needed on the question of
retaining powers for the Government to put further finance
into the company, if necessary, for at least an initial
period.

The top management of British Airways, while privately
seeing advantage in a plan on these lines, as providing an
additional discipline on industrial and commercial
performance, would attach importance to the following
points -

(i) There should be no dismemberment of the airline
or disposal of profitable parts of 5iGie

(ii) The Government should retain the major?i.ty of the

share capital.

(iii) The airline's route structure should no: ::
adversely affected by the devé ?pment s : :
Government's civil aviation policysomSIICers e

and competition.
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It will be necessary fop the suce
to find an agreed accommodatig
and the degree of competition
civil aviation policy will be

€ss of the operation
0 between thig last condition
for which the Government's
éxpected to provide.

Hill Samuel have not beep asked at this
specific advice on such matters as asset valu

prices, which would have to be worked out muc
time. However,

stage to give
es and issue
h nearer the
to put a Tough order of magnitude on the
contribution which equity financing might make towards the
capital requirements of Britigh Airways in the next few
years, it might be in the range of a hundred to a couple of
hundred million pounds in one or more tranches, subject to
the timing and to the airline's performance.

It is envisaged that employees of British Airways
would be given a degree of preference in the allocation of
shares. Neither Hill Samuel nor the top management of
British Airways see this as making an important
contribution to the climate of industrial relations, and
the latter attach much more importance to the points
mentioned above, but they see employee shareholdings as a
possibly useful supplement to the package.

In view of the need for legislation, and for British
Airways to establish a good earnings record, the earliest
practicable opportunity for a share issue 1is likely to be
1981.

The following is a possible order of evem.:s which,
however, could be subject to variation in Qetaﬂ ]

v s icy.
(a) Government statement on civil aviation policy

4
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(b)

(e)

(d)

(e)

(£

(&)

CONFIDENTT AT,

Clear the ground by implement
Government's intentiong to wr
public dividend capital of Bp
by seeking to reduce the amo
guaranteed debt.

ing the previous
ite off part of the
itish Airways and
unt of outstanding

Statement of policy on €quity participation.

Synchronised explanation of this policy by
British Airways to the trade unions.

Legislation to give effect to the new policy,
with provision to fix by Order the appointed
day for the transfer of assets and liabilities
to the new company.

Work out details of the transfer, including
capital structure and starting debt of the new
company, and name the appointed day.

Employ merchant bank to advise on details of the
proposed share issue.

If an approach on these lines is agreed, the quest:i.on
of making a holding statement at some suitable opportunity
in the near future should be considered. This could be to
the effect that the Government are considering the :
POssibility of a future change in the capital Struc"“:etz
Britigh Airways, not involving disposal of any pa.rt 2 >
airline, so as to enable part of its future capital :
Tequirements to be met by a minority private shareholding,

including shareholdings by employees of the in this matter,
GOVernment do not propose any immediate steps 1n

airline; the

>
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t they expect in due course to make
bu

d at that stage there will pe full discussion with the
v tish Airways Board and, through them, wisy
Brlresentatives of the airline's employees.

rep

a furthep statement 5

The British Airways management attach importance.to
duct of consultations with their Unions being in
the~con hands. Ministers D8y nevertheless wish to
::z:li‘d::nwhether at some point they should find an

tunity to explain their intentions to Union leaders
oppor
at first hand.

17,02

19 June 1979
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Financing of British Airwz_azs
geope of the Paper

This paper considers the future financ;i i

t1;}.16 British Airways Boargi (B;‘itish Airways%ngxtglw:;gucl)?eiengs e

them, including the possibility of g tor oh
ta

: minori i
holding, but excluding fragmentation o Tity private sector share-

of the more profitable parts. f the business and disposal

Objectives

o Civil aviation is a growth industry but increasin 1y compe-
titive and possibly Wl{le;'able.to the o0il situation. 4 gagor 4
objective in terms of civil aviation policy is to enable British
airlines to operate and compete successfully.

3. In terms of overall economic policy, it is a major Govern-
ment objective to reduce public expenditure and taxation and to
contain the public sector borrowing requirement.

4, The objectives of a minority private sector shareholding
would be some or all of the following, not in order of priority:-

(a) to help finance future capital requirements;
(®) to recover past government investment in British Airways;

(¢) to enable employees of British Airways to subscribe for
shares in the airline, thus giving them an added incen-
tive to work for its success;

(d) to facilitate reduced government intervention in the
management of the airline on a more fully commercial
basis.

L’fistins Structure
overned by the

Gid Briti S - tuto corporatign g
Britigh Ajl.;vj}igsmﬁor:gsﬁ.ég ?9'?'17:8811(1 the Civil m;“g’;aﬁgfslmgtim
;5 legislation sets out, among other thmgsé tr:tary of State,
Powers, and the duties and powers of the §° s, provision of
fOvering ror instance appointment of Board members,
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overnment finance and the right to give dire

ctions on variou
matterS- S

British Airways is not a com

- A Pany subject t
gompaﬂles Acts. It does not have shareg orasharegoig:rs.

Its existing capital has been Provided fr i
. 1 t
Z,oans FPund, from market borrowings with Treasuryogua?:ng:zlo?;im
trading surpluses put to reserve, and from Public Dividend
Capital (PDC) provided from Department of Trade Votes.

8. PDC is not share capital, and can be described as i
investment only Dy a very loose analogy. It could .equall;nwzﬂugz
described as conditional grant, or alternatively as a loan on
variable terms.

9. The previous administration announced on 22 February 1979
that £160 million of the PDC previously issued to British Airways
would be written off, as part of revised financial arrangements
relating to the Concorde aircraft operated by British Airways.

The report of the working party on which this decision was based
was made public. Legislation has still to be passed to give effect
to the write-off.

108 The following is a simplified presentation of the capital
financing of British Airways as at 31 March 1978, not allowing for
this write-off of PDC.

£ million

830
Net assets financed by:

Public dividend capital
Reserves 135
Issues from National Loans Fund
Overseas borrowing and bank loans
Leasing finance

Deferred taxation

kz8s

830
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tal Requirements

Future Capi
e

g The estimated future capital
g f aircraft and
hich purchase o S for roughly three
Oia;ters, and the Board's bresent proposals fop finmcinggchm,
d e summarised below, together with the corresponding figures for
Some previous years by way of comparisen. All the figures are at
ictual or forecast out-turn prices:-

Tequirements of British Ai

vways
Spares account e

/—-i £ million
F 5
Teqtirenencs | Tesources | | | Bseorisg | Seher et | lessize
no-3 101.5 X R 3=0) (0 (35.9) (17.9) &
o 105.0 Rt 11.3 (35.9) 5.5 -
M5 112535 88.2 80.0 (35.9) (6.8) -
156 130.8 60.6 63.7 28.1 (21.6) i
76-7 17275 160.3 10.0 (24.6) 15557/ 16.1
-8 195.3 108.0 10.0 (23.0) 28.2 9231
-9 221.8 150.2 10.0 (14.5) 29.9 46.2
il 347.7 175.8 10.0 (6.0) 177.5 (9.6)
b-81 464.8 237.3 10.0 (6.0) 233.4 (9.9)
o IPY-CU 298.6 | 10.0| (5.9) | 1701 | (10.4)
s 343.1 10:0, [#994S ) 206.3 (10.9)
a&& 378.9 10.0 (5.9) 223.4 11.3)
)szEPAYst

Y k : le.
it letaileq Presentation of these figures is availad

-
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The presentation in paragprs
in the airline's total graph 11

s reflect a major fleet replacemenglngorespectlvely, The
H e, high Qeggeg Ostelf‘gmanClng, a largg igggﬁgeaﬁ’bégrggite
O e is projecte - tor}e of the borrowing is shown Specificall
Teesing finance, 1.1111%1 Practice opportunities for leasing ony e
savourable terms will be taken as they arise. mThe Projections
i at}clo;?zgs(ildlgge;g;gnfof £10 {l;illion of PDC a year, but

e or a su i i i
g%ezgllfi'ty e stantially higher proportion

figure

17 The element of internal resources provided b i

5611 or megative from 1972-75 to 1975098 Proyided basn. £35 aitaien
and £32 million respectively in the next two years, including an
adjustment of £15 million to prior years taxation in 1977-78. The
profit figure has been projected to rise to £85 million in 1978-

79 and progre551vely to about £190 million in 1983-84. TForecasts
of dramatic future improvements over the past are always suspect,
but British Airways say that their financial performance for 1978-
79 is broadly in line with the previous forecast.

14, The future inflation rate assumed in the projections,
though not explicitly stated, is 7 or 8 per cent a year. This now
looks optimistic for the period immediately ahead.

1i5% The projections assume that there is no physical limitation
on the operations of British Airways through shortage of fuel (as
distinet from higher prices) or a failure to provide an adequate
airport capability in this country. Their plan aims at a progres-
sive improvement in productivity with higher real wages per head. _They
do not regard the share of world traffic at which t':hey are aiming
as over-ambitious or, on these assumptions, unrealistic.

Possible New Structures

16, In principle a new form of statutory corporation security
could probgbly bg devised, to be issued by British m"”s’-giifié“
g from a fixed interest security in giving the holder a r;n &
Participate in some way in the corporation's net eamln%g',’ever o
oocs Which would have to be defined for the purpose. FHOMSVSrs B
nog8, 28 these were securities of the corporation itself,

°% be shares such as are issued by a company-

is kind (termed
gfhzlsngeen looked at briefly,

l ry '3
O.Z%ion The possibility of a quasi-equity
2 loyees a sort of

for the pu f this exercise
a rpose o e
® 2% any rate a possible means of giving emp
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asond : : ype return 53
reite complex legislation would be on his investment,

: 5 needed : s
referable to think in terms of g ¢ for this, and it ig

; i i hange in sty
not involv1ngléeglslat1°nl"d§° as to create g comgzg;‘e{nwgg;c}clﬁr -
investors cou ave an ordinary shareholding, 5
iﬁ one of two ways. 8. This could be done

British Airways Limited (Option A)

18. The preferred method would be to transfer all the
liabilities of British Airways to a new company, British iisisg;sand
Limited. It would be given an initial capitalisation reflecting
its existing indebtedness, PDC and reserves, with an appropriate
debt/equity ratio. All the issued equity would initially be owned
by the Department of Trade. The company would have power to issue
further securities.

190 So long as it retained shares, the Department would have the
usual shareholder's rights. In addition, any existing rights or
powers of the government which it wished to retain, or any new
rights or powers which it wished to have, could be secured either
by provisions in the new legislation or by the Memorandum of
Agreement and Articles of Association of the new company. The
question of these reserved rights is one of the most important mat-
tgrs for decision if the "British Airways Limited" option is
adopted.

0. The following are some of the relevant powers conferred on
the government by the 1977 and 1978 Acts:-

To appoint the Chairman and members of the Board
To determine their remuneration

T‘? give general directions to the Board on matters affec-
ting the national interest

4 . i out
To give directions on the organisation for carrying

the Board's activities

inuati icular
To give directions for the discontmuaglggo ;igrlé;rt
activities or the disposal of shares O
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To make loans to the Board fpop the National Ioang Fund

To make payments to the Boapg )
to determine the divideng on igut of Votes, ie. PDC, and

To approve other borrowing SR e
specified in the Acts € by the Board within limitg

To guarantee borrowings by the Board

To approve plans for capital e ondit "
equipment ¥penditure and leasing of

To set financial targets for the Board

In time of war Oor emergency, to require the wh
of the undertaking to be placed at the Governm
sal

ole of part
ent's dispo-

o The objective of creating a more fully commercial enterprise,
attractive to the investing public, suggests the abandonment of at
least the larger part of these powers. Nevertheless, given that the
enterprise had been built up with the assistance of public funds and
government guarantees, some of these items, such as the remuneration
of Board members, would be sensitive. The Board members of the
nationalised industries which retained their present status would no
doubt have an interest in this point.

a2 The key point in Sir Robert Clark's advice on this matter is
that, though he sees no difficulty in one or two of the reserved
Powers mentioned, "when it comes to other matters such as the
Specific approval of capital expenditure plans, the setting of
financial targets, the approval of specific borrowings, the giving
of directions on national interest matters and on the organisation
and activities of the company generally I think that the specific
Tetention of specific powers for the Government would have a ¢
Baterial and in most cases, fatal, effect on the marketability o

& Iinority interest on the Stock Exchange."

2.  The gov take powers to provide
ernment would presumably Dpowe

further equ%ty cap:?tal‘,’ at tl'P;e least to enable it to tlalle::hgg 21;6’

Tights issues., In addition, it would have to decide w

i ide :
osain powers to make loans to the company. Thl'slilogidbgrg; =
ff’ten‘cial of financial backing for what would sti em
mgggen component in the country's civil aviation cap

: ity investor
DProyiq 2ke it the more attractive to the {r:v:;e :qgggzinnﬁ:d right
sded that the power did not also inmvolve eg. uld be open to

°f control of investment. But the government WO
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if it provided continueq financs

- - ancial backin, i
safegug:]r;‘c_is Oi athls kind, Tt coylq also bg sgﬁ:ggut
tHe PHL P RUARS Y0NS create profits for the ;i'?\er:te

criticisn
retainié
for using
investor.

Sir Robert Clark's advice on this i i

: 0 point is that "
ability to make loans tg the Lew company from the Nationz}l]el.oans

d would not necessarily be objectionable provided it w
+o the Board of Directors of the oot
ore drawn onllanyTgar‘glgularlteI_'ms and no element
was involved.”. The informal view of the British Airy -
ment is that, 'whllg they would welcome a continued rigizso?anage
recourse to financial bac}glng_from the government, they recognise
that they could not have it without strings and might have to do
without it as part of the change of regime.

25. The chairman and the chief executive of British Airways
in common with the previous chairman, attach importance to thrée
points, either from the management point of view or from the
industrial relations standpoint or both:-

&) There should be no dismemberment of the airline or
disposal of profitable parts of the business.

(dx1) The share issue should put only a minority holding
in private hands. Although this in itself could have the effect
of a "BP solution", and it could be argued that a further move to
a majority private sector shareholding would not make a radical
difference, the latter course would be more likely to be seen as
'denationalisation" and attract a hostile reaction. Moreover,
retention of a majority holding by the government would give a
%reager degree of assurance that the business would not be dismem-
ered.

(iii)  The airline should be assured that it would not
lose existing routes or forego possible further routes. (On this
See also paragraphs 31-34 on Civil Aviation Policy).

2. Subject to these points, privately they would see advantage

10 the change as providing an extra discipline in support of their

*forts to improve the airline's industrial and commercial perfor-

Dance,
L Britigh Airways Subsidiary (Option B)
27, e British Airways Board to

Anothe 14 be for th £ the
St up an undgrgi;‘g;?ha:ozt has power to do under Section 2 0
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Act, in the form of a compan
é‘?;?l;anie; Act, to provide all the
oera‘cions of the airline; all the s
o the British Airways Board. Under

28. There is, on the face of the matter,
tion to prevent i}lcltl ihcourse, and it should
arrange matters tha € proceeds of the disposal were i

the Government. If a specific plan of action on these Iﬁ‘;gsongeto
to be contemplated, it would be desirable to get a firm legal
opinion on the plan.

nothing in the legisla-
be possible so to

208 Sir Robert Clark has commented as follows:-

"So far as the marketability of a minority interest is
concerned there are in my view no practical differences between
option A, a new company, and option B, a subsidiary of the existing
statutory corporation. The key factor would be the extent to which
the Government would reserve powers to use its influence and I deal
with these in a separate section below.".

%0. However, under this method, neither the Department of Trade
nor the Board would divest itself of any of its powers and obliga-
tions under the existing legislation. The subsidiary would there-
fore have to be set up in such a way that the Secretary of State

and the Board remained able to discharge these functions. A state-
ment of policy could be made about the commercial basis on which

the company was to operate, but this could not override the provi-
Slons of the existing legislation. The Department of Trade an(‘l’h

informally, the British Airways management consider that, notwith-
Standing the convenience of avoiding the need for new legislation,

this course would not provide the basis for a successful equity
issue.

Gvil Aviation Policy

gs
3L, The airlines and the public will need to kunow tigegggegﬂent
aj e0tions as regards civil aviation policy, in the_:§ n is allowed
allocation of routes and the extent to which competé,lgl Aviation

Xr Testricted. These matters are regulated by-theufi.“i’cient: to
egg‘}éority but, whereas a licence from the EAA ;:tzrnational routes
algy o, 20 airline to fly on a domestic rou e’between the governments

Tequire the negotiation of an agreenent




-9 .

& CONFIDENTIAL

£ the countries concerned.
o

In February 1976 the government ; .

Ccivil Aviation Poligy ( Gl Mooljssugd a White Papep o

Airway
2 The decision of the Court of Appeal i
{faxer Airways v. Department of Trade 1977 I Kb peige)"Se _
pined the legal basis of the Guidance; and other developments in
civil aviation since 1976 make it desirable to reconsider the
existing Guidance. One line of thought is that the existing pat-
tern of long-haul services, where in general British operators
compete with foreign operators rather than with each other, should
be accepted as the starting point for any new guidance; and that
the various airline networks should be allowed to evolve in res-
ponse to changing commercial circumstances. This would mean in
effect asking the CAA, in considering applications for licences,
to take account of the effect on existing services provided by
British operators without attempting to impart any geographical
bias. It is not yet clear whether guidance to this effect can be
given effectively without an amendment of the Civil Aviation Act
1971. :

34. There is no reason why a change in the status of British
Airways or the method of financing it should in itself affect the
aspects of civil aviation policy discussed above. If the Govern-
nent approves either this or some other line of approach, a state-
ment of policy would presumably be made independently and in
advance of any specific proposal for a share issue, and would form
part of the background against which the share issue subsequently
took place. As has been said, the attitude of the British Airways
lanagement towards the share issue, and in their view the attitude
of their employees, would be considerably influenced by the place

;Cigmed to the airline in the government's future civil aviation
Olicy.

Bployee Shareholdings

4 i ti irways would be
LR envisaged that employees oi a:;t;:htﬁ: agline. iRe

SiVen an o . :
i Pportunit subscribe for s 2 h
glx of Sir Il;obertlc{azf:'s letter sets out his commezig;eg:.t e
D:%rge of preference which could be accorded to eurlpa TS i

$1led arrangements on this and other aspects O

"oUld have to be worked out nearer the time.
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Both Sir Robert Clark and the Briti .
rese;-vatlons about the impoptance of :I};pﬁ;"é’zy:hmanﬁgemgnt
from the industrial relations point of View. Bl‘itishaﬁ oldings
attach much more %ﬁportance to the points ligted ip parag:yi 2
above. Eowggiréharggo‘{gliﬁgqsee breferential treatment of enplplo;ee
licants S @8 a possibly usefu
the package- 7 1 supplement to

Tmplications for Public Expenditure ang the PSBR

7. A1l borrowings by public sector bodies whether f ¥
?{ational Loans_Fund or the market, are counte:i in the Puicl)?ctg:ctor
Borrowing Requirement (PSBR), and the classification of public
sector bodies depends on the nature of the public sector's control
over them. Under present statistical conventions, the creation of
a new company to carry out the operations of British Airways, and
its financing by share issues, would not reduce the public expendi-
ture figures or the PSBR so long as the company was effectively
controlled by the government. However, even if the government held
a large proportion of the shares, it is understood that the company
need not be treated as a public sector body for these purposes, So
long as the government stood aside from control over its management
as it has done in the case of British Petroleum.

Implications for British Caledonian

38. The remit for this study included a request to consmer"t}}e
implications for British Caledonian Airways, the "second force" in
British eivil aviation, if British Airways become a company with a
degree of private equity finance. It is not expected that the
entry of British Airways into the equity market would advgr§eiy
affect British Caledonian's ability to raise finance. Bntlst't've
c&l?d°nian might see some improvement in the respective comgedl ot
Dositions of the two airlines if British Airways no longeg tlazeir
government financial backing. But it must be assumed tha o
Xpectation of routes under the government's civil avlat:}gn Ell %4
yould be a much more important matter for them, Jjust as 1 t:ndpoint.
of great importance to British Airways from the opposite s

Luing

i £ view of
%Zéuin Sir Robert Clark suggests that, frgm ggguggtn;tfgr a share
issue 5 a prospectus, the first possible le)gt opportunity might be

ight be in December 1979, and the I

" -
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1980. However, he recognigeg that the n
in Junem1d affect the timetable, ang he g
0

tion 3ed level of profits would have ap
achl€

of profits-

The firm view ofABriﬂsh Airways themselves is '
40, e two clear financial yeapg beyond 1978-79 in which to
should hav ood profits record, and algo in which to concentrate
achieve adgvelopment brogramme itself rather than on a new capital
on thgllli‘e and method of finance. On this basig

struc

the earligst date
issue would be in 1981, and the necessary leglslatq.on
b a0, Aagne. wous passed not later than the 1980-81 session.
;g‘?;dsggg a more feasible timetable,
2l

eed for legisla-
1s0 comments that an

advantage over a forecast

that they

June 1979
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¢ion A is @ free-standing company,
g;)tion B is a subsidiary. (Possibly p
option C is @ quasi-equity in the exig

Questions on the

Llarket Aspects

(Legislation required. )
0 legislation.)
ting organisation,

yhat would be the marketability undep Options A ang
of a minority share issue (i) in the existing capita
raise new capital? Would (i) have to DPrecede (ii)?

B Tespectively
1 and (ii) to

How far would marketability under Option A be affecteq by (a)
retention of government safeguards (b) continued power to provide
Government finance?

What assurances on government policy would be needed?

What would be the pre-conditions for a successful issue other than
those already covered?

What would be an appropriate timetable?

What would be the basis of the issue price? Profit forecasts?
Would the net assets figure have any relevance?

Can you put any rough orders of magnitude on the sums?

Vhat preference could be given to employees subscribing for shares
€g. as regards amounts and prices?

Could employees get free shares?
Ay other comments on employee participation?

Is Option ¢ a starter for issue either to the general public or to
fIployees ?

W?uld there be any effects on the position of other existing compa-
"€ in the industry?

hy other comments?

CONFIDENTIAL
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13 June 1979,
r Leo plidatzky., KCB,
permanent Secretary,
pepartment of Trade,
1 Victoria Street,
London SW1H OET.

|\'(«6 d<au VL“’.

As promised at our meeting last Monday I am writing
to confirm the view I gave in answer to the specific
questions you put to us about the project we discussed.
So far as possible I have dealt with the various matters
in this letter in the order in which they appeared on the
sheet of paper you handed to us.

Si

1% The various options.

First of all I do not believe that option C is a
starter even for an issue to employees. The difficulty
arises because before a quasi equity in the existing
Organisation could be issued to a third party it would be
Necessary to provide some substitute to the legal bacl.(-
ground for such participation contained in the Companies
Acts. It would I suppose be possible to pass an Act the
Provisions of which converted the existing statutory

Corporation into a Companies Act corporation but this would

Seem to have no advantage over option A.

S 00

P
A MEMBER OF THE HILL SAMUEL GROU ONDON EC2P 2AJ
REGIsTERED | ENGLAND NO. 343544. REGD. OFFICE: 00 WOOD STREET, L

HiLL SAMUEL & Co. LimiTep




is concerned there are in my viey
petween option A, a new Company,

4 f the existing stat
subsidiary ©o gtory corporati

i factor would be the extent to which Eheaéégn' .
would reserve powers to use its j i

. nfluence
with these 1n a separate section beloy, Bt

2 New shares or existing shares

Provided the financial stryc
stable so far as can be foreseen a
there would be no difference in marketability between an
offering of new shares and an offering of existing shares
or a mixture of the one and the other. There is therefor
no need for an offering of existing shares to precede an 3
issue of new capital or vice versa.

ture of the company is
t the time of the issue

g Effect of retention of special powers to the
Government.

I see no difficulty with one or two of the retained
powers which you mentioned. For example an obligation to
place the undertaking at the Government's disposal in time
of War or emergency would I think be regarded as perfectly
reasonable; the ability to make loans to the new company
from the National Loans Fund would not necessarily be
objectionable provided it was up to the Board of Directors
of the company as to whether those loans were drawn on any
particular terms and no element of compulsion was involved.
The initial Board would be appointed by Government; there-
after nominations would be proposed by the Board but, with
its majority shareholding, individual names would have to.be
approved by Government. I believe it is essential that if
the general public are to become shareholders, the
Corporation must be conducted as nearly as possible as a
Private sector public quoted company.

However when it comes to other matters such as the.
SPecific approval of capital expenditure plans, the setting
°f financial targets, the approval of specific borrowmg(si,
the 9iving of directions on national interest matters anll
On the organisation and activities of the company generally

3/...




o F ific ret i
nk that the speci €tention of Ly
he Government would have a materia?pgﬁéf}c powers
fatal, effect on the mark T ek

cases etability of a minor
jnterest on oo itogk BEChfmaes However voting cg;g}o{l
will give control of such matters ag Overall borrowing

powers and the provision of ney capital,

I thi
for t

In practice there would nat
of matters on which the Governmen
holder would expect to be consult
views would naturally be taken in
of the company. However relations between the majority
shareholder and the company would have to operate in the
normal way, i.e. the only remedy which the majority
shareholder has in the event of a disagreement between
it and the Board of the company is the removal of that
Board by operation of the majority shareholder's voting
pOWer . Clearly that is not a very practical remedy.

urally be a whole host
t as majority share-

ed and on which its

to account by the Board

A% Necessary assurances on Government policy.

The only other assurances required would be that
the Government policy would permit the creation of a
commercial environment in which the new company, like its
competitors in the industry, stood a reasonable commercial
prospect of success.

5 Timetable.

It is a Stock Exchange requirement that the audited
figures contained in the Prospectus contain accounts made
up to a date no earlier than six months prior to the @ate
the Prospectus is published. Furthermore, although it
is sometimes done I do not think it is desirable to
include in a Prospectus published in the first half of a \
company's financial year a forecast of profits for thg
full financial year then current; such a forecast wl’uc:h |
would be likely to be made before the first quarter of the
new financial year had ended, generally exposes the. s
Directors of the company and other sponsors of the 15:“‘_-1l
0 an unacceptable degree. Although it would behnor
o set out in some detail the assumptions on V_lhicl -
any forecast is based, the reputation of all involv

4/...




Self athe ;forecast dis.not achi
Suffegares are "blighted" in the ma
th;estime to recover.

o)

eved ang,

additionally,
rket and n

ormally take

1t follows from this that

imings normally available for a
timing st moment is early in a financia]
The flg the audited accounts for tp
soon are available. In this case
yean ie some general comments about
190 macial year it would not be norpm
flnanhe reasons I have explained.
faedt cond half of a company's financial year once
ingthe seccounts for the first six months of that financial
e aavailable. In the case of this timing it would
yedr arel to make a forecast of profits for the full year.
5 no;mi attendant on such a forecast are somewhat reduced
ra rlShS first six months' results are known and manage-
e gunts have also given some indications of the
Tgﬁzl;ciesults for the first few months of the second half.

Year and just as

€ previous financial

although it ig necessary
trading in the new

al to make a forecast

The second moment is

idi i i he public are to be
overriding necessity, if t )
sharehgggers, is the satisfactory state of the corporation
at the time of issue. There must be :

(i) an adequate record of profits over say Fhebgrﬁczgéng
& three years (any exceptions belgg e;plalng rethe
confidence, whether express or 1mp11e§ :;i: P
terms of the preceding paragraph, tha
continuance of a trend,

: i he absence
(ii) an adequacy of financial resourcesé 12w§ Vit i
of unforeseen circumstances, for say

i onstrates
(1ii) a balance sheet and profit record wg;cgog:mcapital-
an ability to raise further equity

i in the
Applying this to the case under con:ig:r;gtgnschedule,
light of the anticipated profits containe

S5/ es
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; eems to me that the first p
it in say December 1979 in which
wiuld contain audited accounts fq
30 september, 197392nd a forecast for the full year
ending 31 Mar(;hi98o 0. Ehe next OPpPortunity would be
in.say June O r SN Which GaSegihe Prospectus would
contain audited accounts for the Year ending 31 March
1980 but no forecast of profits for 1980/81 ch,

Case the Prog t
pectus
r .the half-year ended

Presumably whether legislatjon
have some effect on timing as will an
obtain the highest pos;ible value for
In this context thg price/earnings ratio applicable to
a forecast of profits would be marginally lower than
that applicable to an achieved level of profits.

is required will
Y desire by HMG to
any shares sold.

G The basis of the issue price

The issue price would be based on the forecast or
achieved profit figure for the latest year contained in
the Prospectus. Net assets would only have marginal
relevance.

I find it somewhat difficult to put even approximate
orders of magnitude on the sums involved. The price
achieved would depend upon general Stock Market conditions
at the time and in particular how the particular industry
was then regarded by investors. I base the following
opinion upon the figures which you gave us and thesewill
obviously need review in great detail if you proceed.
However, were the operation being done in current conditions
the price/earnings ratio which could be expected to be
achieved as a multiple of fully taxed profits would be of
the order of between five and seven times. Applying these
ratios to the forecasts contained in your schedule (whxgh
we understand are after deducting only the relatively tiny
amounts of taxation actually estimated to be payable) gives
a value for the whole of the corporation of between 5
approximately £300 million (based on a five times multiple
of fully taxed 1979/80 profits) and approximately .
£475 million (based on a seven times multiple of fully
taxed 1980/81 profits) .

B



Employee preference

Normal Stock Exchange practice

is i
per cent of the number of shareg offégeseiglzhgp o

oyees on a preferential
as to price.

tiglic to be allotted to empl

=275 'as to allotment but not

beason why in the case of an i

Giving employees preference on rice i i
matter. Certainly free shares issueg toee;\;lzyzzzatlon
except those issued under currently permitted Share,
Incentive Schemes would result in the employee being
taxed at his highest marginal income tax rate on the
market value of the shares received.

It is however sometimes possible to argue that the
market value of the shares in a company prior to the
public flotation is in fact lower than the value ultimately
attributed to them in the Offer for Sale. The amount by
which the value is lower when unquoted depends on how long
before the quotation that value is established and the
degree of uncertainty which can be attributed to the
likelihood of flotation at the time. It would I think
be possible to allow employees to buy shares say three
months before the Offer for Sale took place at a discount
of 15 or 20 per cent on the then likely Offer for Sale
price; however this might be difficult if for any reason
the operation did not in the event go ahead and any arrange-
ment whereby the employee had the right to sell the shares
back again might vitiate any tax benefit.

. My only general comment on employee participation

1s that I doubt whether, in a large organisation, it gives
the employees sufficient sense of sharing in profits t?
change the industrial relations climate. In my experience
there is not vast enthusiasm in these instances from the
general body of the work force and, where shares arethe
acquired, unhappiness arises should they fall below d view
issue price. This is a rather superficially exprfsse

°f something which would merit detailed consideration.

Ve



other pre-conditions for a success

8. e,

POrtant tg b

It would be cruciall im
4 be able to

demonstrate, and for the spons

debt/equity ratio does not rise abo

ve th =
I think investors would regard thes e 18 e e veil

€ as reasonable,

I have assumed, which I believe to be bro
N adl
correct, that dividends payable following a PUblicy
quotation would not be materially different from figures
contained in your forecasts.

I have one general comment on financing: that is
that the new company may have some difficulty in obtaining
borrowings on an unguaranteed basis so long as there are
Government-guaranteed borrowings in existence. It may
therefore be necessary for its guaranteed borrowings at
the point of flotation to be transferred to HMG and con-
verted into NLF borrowing, if that is structurally
possible. For this reason it may be desirable in the
period up to quotation for NLF borrowing to be increased
and for outside borrowing under HMG's guarantee to be
decreased so as to reduce the problem to a minimum when
the operation takes place.

I hope that I have not dealt with the matters at
too great length or in too much, or too little detail.
If you or Gavin Dick have any further questions I would
be delighted to call upon you and try and answer them
°F to help in any other way I can.

e
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