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APEROFRINSION ACCOUNTS (VOLWE 1 © GEASS 1, DEFENCE).
1930-91

REPORT OF TE COMPTROLLER. AND AUDITOR GENERAL

cinss 7, vor 2 + RFCS FROCURENENE

The Saudi Arabian Atxforce Project

1. The Account shows a net subhead (HS) in Tespect of the
Saudi Arabian Aix Force Project. Underlying this accounting
entry, but not shown on the face of the Account, are a
nusber of accounting arrangements that reflect the
involvement of the Ministry of Defence (the Department) in

ot Project AL Yananah ~ the sale of aizcratt, equipment and
support services to Saudi Arabia.

2. The Report describes the accounting arrangements for
|each of four main areas: |

2) RECEIPTS FROM SAUD ARABIA AND PAYMENTS TO BRITISH
AEROSPACE. Formally the sale agreement is between

the United Kingdom and Saudi Arabian Governments

but in practice the goods and services are supplied

i through British Aerospace acting under contract to

bah fi i 5
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CONFIDENTIAL

the Department. he Department thersfore account.
for receipts fron Saudi Arabia and payments to

J British Aerospace (paragraphs 7 to 12).

| b) RECEIPTS FROM BRITISH ABROSPACE. Some equipment
and services are boing supplied by the Department
acting under subcontract to British Aerospace. The
Department account for receipts arising from this
work. The Department are also acting on behalf of

British Aerospace to supply Tornado aircraft from

the international consortium that manufactures them

(paragraphs 13 to 23).

o— he Department are managing the

ProJecton behalf of Saudi Arabia for whichthey

receive and account for a management fee
(paragraphs 24 to 36).

a arnante
caren”ana equipHERE sold were developed using funds

i erovided by the Department. and collaborative
y partners who are entitled to receive Commercial |

Exploitation Levy in respect of this equipment \

| (paragraphs 37 to 48). \

| Background

| 3. The sale was agreed between the Kingdom of Saudi

Arabia and the United Kingdom in 1985. It comprises 134

eo 3
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financial and employment benefits to theA:a

A
in the recent Gulf War. During Operation ‘Desezt.Storn' a \

i high level of combat availability was achieved by the |

anes
| They expressed great satisfaction with the performance of

] the aircraft and acknowledged the major role played by

support staff from British Aerospace in thisachievement.

3
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vo Rhotn) taportant Eat Hho MCOUESNS sTTanGERETEs Sox

whe anie sowie viewed against hie Background oiIn

saektouines EnnisblonalWAtE OE ay arecouriBe Ee Seas frm

confidentiality to prot SSE Both SaudiArabian national

comity Ante STET TeSLTHR TEantornation in

arrangements) of Hin type. Noreover, the gat that the

National Audit OFfice are drawing the attention of

SariteontitoimarsEtn ot ete Rspsi EnsaTSpRastS Tox 15s

propane should nok be Gates a3) iaplying that spesisl

accounting arrangements should not be made for such

projects.

a) ACCOUNTING FOR RECEIPTS FROW SAUDE ARABIA AND PAYMENTS 70

BRITISH AEROSPACE

7. hs noted at paragraph 2(a), the sale is between the

United Kingdon and Saudi Arabian Governments. The

Department have agreed to supply the equipment and services

to Saudi Arabia and will account for receipts. In practice

however, all the necessary goods and services will be

supplied through British Aerospace acting under contract to

the Department. The contracts with British Aerospace mirror \

|
Funding Arrangements

8. Under their agreements with the Department, Saudi

Arabia is required to make scheduled funding payments as the

Project proceeds. To this end, Saudi Arabia funds th Tm |

4 3
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eooptammAheosntanInsbesa tng shea tant Laing

ERNIEUT sid

repayable fron project reverses to'mest tempozeEy
 Eanaiion ae tne SAT ranngrachenss: Suds hres

Lette mrgtven snot lot otbalpursenkly 308,000 peszels

say seal wor ahi secu a rumber lu ot gumpanten,

ee aeapres: thpiptoveete) SOA EER Cuma? hank|anak. on

which the Department have sole drawing Tights:

5. For administrative convenience, funds £rom the

Sauat~owned bank saceount; are disbursed ‘and ‘accounted €or by

the Department monthly. The disbursements take two forms:

payments to British Aerospacetomect their costs in

accordance with thesrrangements set out in contracts; and

transfers to the Departments bank accounts in respect of

the Departments management fee and the project team in

y Saudi Arabia.

| Accounting Arrangements

i 10. The accounting arrangements for these transactions on

§ the United Kingdom Defence Votes were agreed between the |

Semtnent and Trossuzy in 198. Receipts. from Sait Arable |

i vem \
Departments project team in Saudi Arabia and to British 5

j herospace are accounted for in a series ofsuspense.aceounts

j operated by the Department. As part of the suspense account

process the payments to British Aerospace also pass through il
1

] the net subhead HG. Government Accounting procedures iT

| 5 id
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CONFINENTIAL
normally require the Appropriation Account £o include a note
setting out the actual gross expenditure and related gross

Fecaipte sn respect of each nut: subhead within:the vote. In

this case, however, details are not shown in order to

preserve confidentiality (paragraph 6):

he Accounting Arrangements in Practice

11. Up until December 1989; the arrangements described in

paragraph 10 were properly applied. In January 1990,

nowever, when payments to British Aerospace in United States

dollars commenced, these were not recorded; through an

HN i EE orn
SresT75s Bi11ion (sterling equivalent £820 million) and
men

EE
ayments to British Aerospace of $1.471 billion did not pass

8toBritishAerospaceOL etiampesos
through the net subhead He. Although the agreed accounting
Ee wees Em.

y arvang@nents were not followed, all receipts and payments

are recorded in the projects memorandum accounts and there §

i 1s no suggestion that any of the funds have been lost or 1

misapplied. Moreover, the Department have assured the

] ana payments will pass through the appropriate suspense \

account.
|

12. as part of their examination of how the accounting

arrangements operate, the National Audit Office looked to

see whether recorded transactions were in accordance with

specific authorities. At an early stage in the programme

there was some suggestion in the Press that the United i ;
|

6 2

Ld Gps it
=
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“ Kingaon haapaia dazge comission, Se-thasdsankien in ores

to secure the sale. The Government have stated, however,

thatthe have not paid any commissions. Cast bxamination

bv the. Natsonal AeaiE OFEIG0 GEREIIRes that seceipte from

the programme have either been passed on to British

Aerospace or have been accounted £0X a8
Appropriations-in-add or remain as balances on the

Departments bank accounts ox at the Saudi International

Bank. Theexamination foynd no evidence Of commissiol

payments being made to thizd parties.

(b) ACCOUNTING FOR EQUIPMENT AND SERVICES SUPPLIED BY THE

DEPARTIENT

13. The Department have been involved in supplying

equipment and services in two main areas. They have

supplied to British Aerospace equipment, stores and \

training services and have acted as purchasing agent for

British Aerospace for the Tornado aircraft acquired by Saudi

Arabia.

Equipment and Services Supplied from the Departments

Resources,
|

14. The Department are supplying some services, such as

§ training, to the project because only they possess the

relevant expertise. In this role theDepartment are acting

] assub contractor to British Aerospaceand any payments they |

iis thy idmtere 8

iwi :
ETAlists ety 7
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vonethori with: apnrens ant eq SET TReri trom) thet am

stocks or from production earmarked for them. British

soronpace paid: the Depaxtasnt. for the diverted sigzss and

te ont ee ota £0 8% MRPERPELATionS, dn Md. For

the mreeeatt SHA remstming. equipment, howevts WIR

smart for 96 par! Cont OF tec valu Of total Siverstonny

Q |vopastuantunogossated: with British herospace;

§septacenent in kind a
me—e
16. Onder this arrangement the Department agreed that

British Aerospace and the other Tornado suppliers cowld

retain contractual payments already made on the diverted

iroraft and equipment and would receive future progress

payments as 4f the aircraft vere being delivered to the

Royal Air Force. These payments are made from the Vote, as

explained in a note to the Appropriation Account. In

Leturn, British Aerospace undertook to supply replacement

aizcratt, manufactured to a higher specification, some three |

years later than those originally due.

17. At the time they made the decision, the Department aid

not carry out a detailed evaluation of the replacement in

kind option compared to seeking reimbursement,with

interest, of the progress payments already made. In the

i
8
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Dapactmentsa view a cost benefit neiyeis would have
prouoe wnretinnle svauibe-ainceiaupirate information wie

ok thcFnm and] a rok dk BugoacRYRL]Aka £2 ame

timo.

160+ AGIonallyy they considered tint the complewity of

the administration process required to zecover the United

! Kingdon’a share Of trilateral contractual payments fron

| mers Eons wipers cutie iresult nian under. Fossey

of the mums due and there was also ‘some doubt, in view of

the Project mderfunding hich existed at thst tins, whether

British Aerospace was necessarily in'a position to Tetur

thie progress payments’ 5) the Depirtasnt. i Woteovery iu Line

with Departmental Policy, the replacement in kind option

transferred all the financial risk to the contractor:

British Aerospace themselves favoured the repayment option

. for that reason.

19. The Treasury agreed to the replacement in kind option

without requiring the Department to carry out a full

J tention of the altesmatives. In giving Chess approval,
J the Treasury emphasised that it was the responsibility of

the Department's Accounting Officer Eo satisfy himself about |

| the Financial arrangements for the Project and to be able to |

| demonstrate that they represent good value for money. \

20. Against this background, the National Audit Office

carried out their own financial evaluation Of the options.

Their evaluation based on information available in 1987 was

9
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¥ ‘than the refund option. The National Audit Office has

i Aerospace in Novesber 1991. Their calculation used details

. details of the remaining 5 per cent of expenditure

1 pepartment would have been able to generate at that time

| tion, ate Dopsctaent. point out, hovever, that in the
I | “osune of firm pricing information, which is still not

I Sets available, they would have had to use estinatediatar fl

esis vateation Bass on snsetisbte dats voutaimavaNR |

= atten wid1ity. me tational rusts oreicaicorsaesNINN
| AR ——
: avo over» vena
N

|
0 |
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ny Purchasing Tornado Atroratt

ny 22. It was deternined that the terns of the Trinatiznal,

BEiCion asmospace topuschass-Tosmago-aiseraft trrossh the

operons sp,to antaatamaticn rogect,CrgmisaLion:
\ Tian seen atta stength TY the arisngesents TE

" i ator on wes armani to ake

avantage at Bahan pricing or the natiotact Theiback to

) pack contract arrangements betueen the Department and

[ axttian norospace reflect the company’s requirements and the

Departments ordering through NAW (ses footnote) covering

. the supply of 72 Tornados, 42 of which are replacements for

those atverted fron the Departneat. ‘The Department, in

Conn have agreed with its international partners to

pucchase, theoush NAO, the 72 Tomados.

“rent of the Tornado aircraft. NAMA is its

aninistrative arn - equivalent to an international |

project office.
A bh

ih
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. 23. When the Tornado aircraft have been produced
i omershippase Eiratothe oerFLTto British

AeiSipace. Foradministrativesimplicity, however, British

J Aerospace pay NAMM for the aircraft direct. Because no

£unds Flow through the Department, no transactions are

recorded in the Department's accounts. At the request of

| the National Audit Office, the Department obtained

retrospective approval from the Treasury for the way they

H have proceeded.

i ©) MANAGEMENT FEE RECEIPTS
il

24. The Department are managing the project on behalf of

Saudi Arabia and for this service they receive a management

fee (referred to in official documents as Departmental

| Expenses) of two percent of the total value of the
programme. partment estinate that this will produce

preserve. coRErdentiality these receipts are accounted for in

y a suspense account and are not shown on the face of the

appropriation Account. The Treasury were informed Of this.

: i

:
i

v |
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smn ataona ie moat Enenatha ans Esyments et
peconver. 1931

at tomiose Tota
np million € millon

1 enms

N wintry of Detence
Project Office

44.2 60.0 104.2

B Ministry of Defence
Contribution to the Project:

| ~ value to Roa Aix Force
1 of @iverted aircraft 86.5 22.4 108.9

;  miscertaneoss
T assistance

6.9 0.9 7.8

« vam proviston 10.0 10.6

Payments to British
herospace:

~ negotiating ditticulties | 12:3 123

roTAL EAMETS A572 nasadsBeas ata2EHEE
ExeBCTED RECEIPTS wes sz a
BUDGETED SURPLUS 16.1 0. :

3 |y i
: i

13 \j 1
2 =
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|
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5 The Department's Use of the Fee

| 25. The Dupartment are nob. sequired| bythe Saved Arabian

I Government. to. account for how they use the management; fee

sncome. The agreement with Sauai Arabia states that the

; United Kinglom Government. accept neither profit mor loss

from shetestovivement. nthe) project. (BSE £6 goss) on £0

h say that "tho statement that the United Kingdom Government

accepts neither. profit nor loss excludes the possibility

g that: the Department Expenses .... may yield a profit or

i Lose." The Department have informed the National Audit

office that this latter provision was agreed as a

i neutralising clause to ensure that the Project was not

required by the Saudi Arabian Government to account £0

H its use of the management fee income. The Department's.

tow 1a that acceptance of neither profit or 10ss is a

guiding principle of the Memorandum of Understanding.

26. Eom an carly stage in the Project negotiations it 1

£3 was taken into considerationsbysthorbopactnenixandsBEER. |

ReJGoesco soe sas keny to produce moze)

fevanue than: theDepartment.would need tocover.se conte} i

{|ne epi tREREdredwith British Aezospace that if the |

ron was sot at this level, provided alvays that the i

pepartment/s costs were recovered fizst, Lt could be used to

fund payments in support of the project including payments

to British Aerospace. This would include helping to meet ki

British Aerospace’s negotiating losses such as, for ame {||

Enh
|

t iCl
AONENERTIAY aa be

i
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those that vould occur 4£ the Saul Government vers unable
l or unwilling to conclude prices, payment schedules or other
; Begotiations at a level and on terms which the Department

agresd with British Aerospace were fair and ressonable in
1 the circumstance of an export contract. No decision has yet

boon made as to the action to be taken to dispose of a
] surplus in the managesent. fee at the end Of the programse,

should this arise

27. In practice, the Department have used the fee £0r
three matn purposes:

i
I~ 5) to mest the costs of their project teams;

I 44) to mest the costs of other contributions to the

g project by the Department, such as the opportunity
cost. of the Loss to the Royal Air Force of diverted

y atroratt;

£44) to help meet British Aerospace’s unavoidable
negotiating losses by prior agreement betucen the

] Department and the Company, where this vas Judged
necessary to sustain the programme as a whole.
(paragraph 26).

I
Figure 1 sets out the Department's estimate (as at December

1991) of receipts and payments up until 1995-96.
s |

| A i

15 |
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4) The Department's administrative costs

25:.« In rier to mwnage the project ithe DepaTtnent ave

i project teans in both the United Kingdon and in Saudi

| alts ive ‘costs of the (project theancin the United Fington

and some ‘of ‘the costs ‘of the team -in:Saudi Arabia’~ around

} £12 million a year - are charged to the Vote. Amounts fo

cover these costs are transferred monthly from the

| management fos (suspense ‘account weferred to at paragraph 24

to the relevant Appropriations in Ad subhead. For example

amounts to cover the salaries of project staff are

fr transferred to subheads on Vote 1 and Vote 2. ‘The remaining

costs of the project team in Saudi Arabia are recovered

Ey direct from the Saudi Arabian Government. These are also

accounted for as Appropriations in Aid.

a ii) Other Departmental contributions to the project

: 29. In all cases the Department charge Seudi Azabia for

| additional services provided from its resources. In most

cases this is done directly through the terns of Letters of

I offer and Acceptance but in some cases the Department has

found it necessary to recover some Of its contributions to

the project from the Management Fee. The largest such item

1s compensation to the RAF for the diversion of 42 Tornado

aircraft. As a proxy for the opportunity cost of mot having

. the aircraft for three years the Department have calculated

an tamourt Be ish Aerospade wonlailave tops 46ithaninaall abi

5 interest payments on the progress payments they had | I

1 3 =
1 16 4 | |

id :
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ini respect of the diverted atroratt. They used the

appropriate Treasury Discount Rates, with adjustments to

n take account of inflation. This produces a figure of

y £108.9 million to be recovered over the period of the

) programme. In addition, they have made a contingency

provision of £18.6 million to cover a potential VAT

Dh liability (Figure 1).

] 111) Payments to British Aerospace

30. To date, the Department have agreed, under the

fi arrangement outlined at paragraphs 26 and 27, to make wo

| payments totalling £30.3 million to BritishAerospace in

J support of the project.Theyapproved the first payment of

E £12.3million in recognitionofthe Gifficulties theunited

Kingdon faced in negotiatinga price for the aircraft Enat

gave British Aerospaceand¢theirsub-conbractore-oven-a

modESE WaTginof profit. They approved the second payment

of-ETE-WITITOR45 ER6XGEaEiEContribution to help

compensate British Aerospace for the loss of interest on the

funding shortfall up to August 1986.

31. he Department told the National Audit Office that |

before agreeing to make these payments they had reviewed, at |

in the offices of British Aerospace; detailed information on 1

the profit that the company expected to make on the aircraft

~ and on the initial provision of spares.\fTh thelightof™ |

} > this review, they were satisfied that the margin ae |

rz rt o

pT "
Besa

:
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likely to be low and that the prices agreed were close to

¥ 32. The National Audit Office note that the Department

1 save mot yet evaluated the Jkely profitability of other

parts of the project suchas the-gupply of weapons and

| Er PH) arian botuibt at the

. cine wt bienTITST, esses For these had not been agzesd

) withthe Sandighe TATaNIEoAV NSITIptineneTaia not Laks

snto account in thet review the fapsct of British

aveosparete cotii-Esnnenele prArTeastitne hesntatoonia

' portentite Ea SA ve OE MRE an ee ening

ahorttali has nad major inplications for company cashfios.

Ll] although the National Audit Office mote that the Company

rave tassived payments for Whe diverted aircraft from both

N the Department and Saudi Arabia. When more information is

a available, however, the Department plan to undertake a

complete and detailed evaluation and the Tesults Of this

\i11 feed into their evaluation of the Company's liability

I for Commercial Exploitation Levy (paragraphs 37-48).

y Accounting Aczangements

i 33. Normally, receipts and payments are recorded in an

sccount subhead and would therefore impact on the figures

shown on the face of the Account. In this case, however,

payments to British Aerospace are netted off against

receipts within the management fee suspense account. The

Department explained that, in order to preserve the i

18
|
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B enone THARyt youd petunesizati ses 0S

rma aeTs Tb Troe cns oteBIEEnerRy

a to eapertmarteapetefl mich) Jaryes pumera belSTICL IES

| suture years.

tui hi peptone ratvigeTon| hig matron itEoRIE RS

my seeasrs. on batance, the Freasusy agreed with the

» epastments thatthe payRente ol British Aercspsse vese SB

ePtant most of the Geant gaymnts (tojtne| company TRE?

NE also agreed that the payments may be accounted for through

the suspense account but on the understanding that the

ho Departments Accounting Officer would need to be satisfied

r with what was proposed and be prepared to defend it.

0 Accounting arrangements in practice

: 35. In general, the accounting arrangements for payments

y to British Aerospace have operated as expected. The

National Audit Office noted, however, that only £16.2

H million of the £18 million referred to at paragraph 30 has

been paid directly to British Aerospace. The balance was

paid by the Department to third parties on the Company's

behalf. The largest of these payments - to the value of

£1.5 million - vere to NAMMO in respect of their

” administrative costs.

I 36. The National Audit Office also noted that the

Department have on occasions used the management fee to fund WN

I" items requested by Saudi Arabia, the costs of which

RP nA es 3
Jee hme ae

i
Linear ey Cl F
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N {copter Wervices = to the value of £1.1 million ~

a,he
Rf eee
¥ ¥ ‘d) COMMERCIAL EXPLOITATION LEVY

art

SAEaese

according to the proportion of the development work that |

are received but not later than the delivery of the last

| 20 gr
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[ a ottheprice, that isSisseslt of
example, levy is not

(eeopment funded by Government] For eae:

]
PEottHR) BELYAHTMETCE ECE Fas

cointitotort te Si OOhRRORERYLCOS SEEY Seccndiy;

] vague ano NaNO TEIORISY WiatistaseTievy ahasts

be collected by the Department and paid over by them £o

NAMA. + Tor example; Lt da riot icles whether intesim

: payments of levy should be made reflecting the Fate of

Sntivavivos pemmeragtvImRL openEinaronly (HRatidisurseRents

[0 are to be made by NAWNA when received but not later than

delivery of the final aircraft.

40. The Department doss not ‘accept that these arrangements

are potentially confusing. On the fizst point, it is a

principle of all Commercial Exploitation Levy that it

] applies only to equipment where development was Government

funded. On the second, the Qisbursement arrangements, as

noted above, reflect the agreement Teached between the

tornado partners.

p 41. As part of their audit of the Tornado International

Project Office, the NATO Board of Auditors reviewed the

arrangements in place for the collection and disbursement of

’ levy. Amongst other things, they urged the International L.

L Project Office and its controlling organisation, NAM!

a di 21 be

I Ca aE is
4
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uy adjusted afterwards. NAWMO have noted the Board's f£4ndings.

_ partners the Board's findings on recovery of levy inrespect

art a0 bern

5. x rsa rss emo, PEE Bee
st1ows the pepastaent cult access taVvEicing aatal’ The
pepastaunts. format position 1s that. they expect vo Tecatia|

notified the Department that the margin between cost and |

insufficient to yield the full rate of levy. ik

46. rs an altemative to applying levy at seven and a half
percent, and in accordance with normal. practice in the
united Kingdon, British Aerospace proposed a prof sharing
scheme. For Leviable tens other than Torado aircraft in
£rofect: AL Yanamah, sich as atzoratt weapons, the Company
have agreed to pay the full percentage rate applied to that

22 | ¥
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! Portion of the price that derives from equipment developed

using funda provided by the Department.

45. The bepartment accept that, because of British
l Aexospace’s position set out in paragraphs 43 and 44 above,

they are unlikely to be able to collect full levy on Tornado
] aircraft. They estimate that the value of the leviable

= elements of deliveries identifiable to date amounts to £1.7

billion, of which some £850 million ds attributable to
o Tornado. On this basis the Department estimates the total

realisable levy on deliveries to date at about £80-100

I million, of which the United Kingdom's share of levy

payments on Tornado will be a little under half.
ih

Payment. of Levy

46. Although deliveries of equipment began in March 1986

the Department did mot start invoicing British Aerospace for

levy until August 1987. Moreover, these invoices were in

respect of weapons only. The Department have pointed out

that a number of factors affect the speed at which levy cen

be collected. The Department's original intention was to

complete pricing by 1987. However, information on the cost

of Tornado aircraft became available from NAMMA much later

than expected. The Tornado is produced and priced in

batches. The Saudi Arabian Tornados are from the Sth, 6th

and 7th batches. Information on the prices of the Sth batch

was not available to the Department until August 1990; and i

the 6th and 7th batches have not yet beenfully price iii |

2 of
i Eo 4
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CONFIDENTIAL
Additionally, prices for many other items, especially
spares, have not yet been agreed with the customer. It is,
thereore, still not possible to establish accurately the
£Ul1 devy dus. Furthermore, for much of the period since
1986 the Project has been seriously underfunded and British
Aexospacers cashflow has been adversely affected.

_ 47. 70 date, British Aerospace has been invoiced for levy
totalling £42.5 million. This represents most of the
identifiable levy Que to date. Of this, British Aerospace
has paid £15 million against the weapons levy invoices and
£2.46 million against the aircraft and spares. A further
£2 million was received in April 1991 as an interim payment
against levy liability on Tornado aircraft. The Department
told the National Audit Office that it was their aim in
1991-92 to complete negotiations with British Aerospace to

Y maxinise recovery of identifiable levy

48. The Department do not believe that the mismatch
between delivery and the recovery of levy has caused any

loss to the Exchequer. As noted in paragraphs 37 and 38

arrangements agreed with their partners on Tornado provide

for levy to be disbursed when received, but mot later than

the delivery of the last aircraft, which is not until 1992

at the earliest. Notwithstanding this, the Department

discussed with their Tornado partners whether a case for

interim recovery of levy could be pursued with British

Aerospace without prejudicing the Department's ability to

negotiate the most advantageous final levy deal. At that

24
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tine their partners accepted their advice that such an
approach might reduce the final settlement because British
Aerospace had intimated that, in the event of an interim
recovery, they might seek to offset the financing cost of

b any advance against the final payment. They agreed that the
Department should seek full recovery when prices were agreed

I} for the 7th batch of Tornados. Tt was only in July 1990

that the international partners requested a payment on

account, which was achieved in April 1991.

|

period that progress faynénts were

Note 3; $his evaluation used fiformation availsble in oMgsbERciii

fea EE 1901 re wational hudit Office performed Bf \
hig gi. 3
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Appendix 1

National Audit Office Assessment of Heplacesent in Kind Option

mn A. Replacement in Kina

] Value of progress paynents 18 18 223

! 24 Ave 203

Y
526

Interest at 5 per cent
real rate of return(® sa 594

i B. Refund

fi
i Cost of 7th batch aircraft 18 IDS

: © constant prices in 1987 24 ADs 556

Higher Cost of Replacement in Kind 36

Note 1: Evaluation covers cost of airframe and engine only.

Note 2: Compound interest calculated at the Treasury Discount

Rate over the period that progress payments were

retained.

! Note 3: This evaluation used information availsble in November

1991. The National Audit Office performed a similar

: 26 i iki
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evaluation using inormation available in 1987. That
X evaluation indicated that replacement in kind was £55

=f million more expensive than the Tefund option:

a) Source of Data: British Aerospace.

)

]

tH

]

ad a 185. 3
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GURL Con eT En nes

MINISTRY OF DEFENCE APPROPRIATION ACCOUNTS 1990-91

MATERIAL FOR DEALING WITH MEDIA ENQUIRIES

The Chairman of the Public Accounts Committee has examined a Teport

received from the Comptroller and Auditor Genezal on Vote Z of the

Ministry of Defence's accounts for 1990-91 dealing with the
Department's involvement in arrangements for supplying Tornado

aizoraft and other equipment to the government of Saudi Arabia.

he Chairman has noted: that the Department is acting in conformity
with Treasury approvals and the rules of government accounting:

The Chairman has requested the Comptroller and Auditor General to

continue monitoring the Department's involvement in this programme

and to reportiagain as and when he thinks it necessary and at the

conclusion of the programme.

bo
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hywanthe ComptLrollex and Auditor Generals £epork nok sublishedl
The report Exon the Comptroller and rala er ana Auditor General refers to

J oe ngenents between the governments of the United
930m and oF the Kingdon of Saudi Arabia

Whywasthe report notdiscussedby the Cosmittessawhole

The Comnittes agreed that the Chairman should deal with this report
in this vay

A
; ZEn't this a coverwet

Noi the Departments accounts covering its involvement in the

iq project have been audited by the Comptroller and Auditor General

4 who has reported accordingly to Parliament.

Ifr] How the Public Accounts Committee deals with the Comptroller and

o Auditor General's report is for the Committe to decide.

| A Why did the Public Accounts Committee accept thattheinformation

a fn the Comptroller and Auditor General's reportshouldnotbe

i a published?
nw
ie | The Public Accounts Committee respected the confidentiality of

ila | areangements between the governments of the United Kington and tne

4 \ Kingdom of Saudi Arabia, bearing in mind that the programme covered

i by these arrangements is of the greatest significance for British

IE Joba and exports.

ii Ihe Comptroller and Auditor General was given full access to the

I Department's accounts and associated papers and found no evidence

: of improper payments.
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© Comm/SAP
sus esis bosos/s1 200

+ octoser 1991
Se Te

3any thanks for your letter of 23 September enclosing Yous
provoted report Jon thy. sicounting arrangements for the Alvamsngl
Brofertt MIPS nn HL EC Rt Es coment gna L200
52 the consaedation. yout siafe Rave. shouh, in consulting us 2%
obking fevels Er tha thetel Sena iuatiy oe this subject.
3.1 have a fou coments of ay own on the text of the report

1c teimie, El ERR aaked ay people. to pucsue with youes:
Se are ito beeking ine views of Che Teessucy iticer of
Rocatnes: and may Bech so feflect his comments also: Put mY
Beincipel soncerh at snis stage is over the important issue of
Pihai%s, fhe conclusion to which could weld colour ay views on
Hon extensively. Getaiis of this Froject shouldbe set out in the
Hopoct. s was therefore grateful for your invitation to considet
Ee Sipecc of the meteer furthe:.
3. our staffs have had extensive discussion on handling and the
ious thas SoiTon Will mot, © an cure; come unexpectedly to you:

nt thtees for you neceptance that the zegoct as a whole
a pe £011a ind" howl be prepared fo defend this %

(Sather than partial publication) i necessary. I see

! sreSasa hs onan
EE oadeacopbetesxciusobi 9aHit, COBBLER CIRL ERR

Zeatons ace as follows: RnSAEAA Hee:

a. 7his is an exceptional matter, and altogether mote
Nn sensitive than the normal run of reports to the PAC. It

i [7 mmm RT SP es aa
| | SonCe Nations with an important overseaquEABGmeiiesmams
i Ereeeb ve security interests. On
| mar side very considerable commercial 2nd foreign policy

OE aoe. ary ai stake. MOD Ministers have consistently
: I eiea. in answer to 20s or other Parliamentary

inquiries, to reveal details of Al-vamamah of the sort

that permeate this report. The FCO, whom we have

Ihsulted, will wish fo be assured that the report will
Se handled with the greatest possible sensitivity. And

Co Aen sin ~ > a
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Roce vere alibt Bh (HEY Sebte
b. Apart from these beosd considerations there Ace & EOPE

SEB Ca covead Ta uh Copel
rele Include Tne Tione an funding of the PEoleck; AUST
CE Reh tin ne deduct tron the range of informatics

4 Provided: tommerciatly sensitive information, including
Bie iony section ton channel beploitation Ley, Sl
coma’ Taopan debate with the. SaudLs
TESTErETE TITEL hullshaeic
IRS NE 21%e ana aisposition of tne
aanigenent fea: There is aio. the mention of the W

| Coniseions issue which, althoush pacagraph 12 of the
CoPori is uncontentious; could. (nowever unjustifisbly)
FEEvId 3 ps EE Vet damaging press speculation (f
ave, for txamble, Adem Raphael's piece in The Observer

of 8 April in mind here). ? H

c. Saudi reactions to insensitive exposure of theic affaits
See hell ihoun and can be strong and damaging.
Sharia H dhSnertot confdtnliic Lo i

seveSUSE simianRAE
ShanEOEEHEAT Hew bi selsat stake; and

tone on this and on the funding of the current
programme are at a delicate stage. There is specific J

BieZint evidence that the Saudis at high level are
Sifeady not uniformly pleased with ue.

: 4. circulation to the full PAC runs the risk of disclosure.

oor anecs could not be expected to understand in
ST stoacts: or necessarily to share BG's judgement
I Peitity of the information they would be
aii* Inc ading the scope for upsetting the Saudis
Ba Eg Miospacratic view of such matters. And

KE etwiil in the wocid, PAC members would be
ED Catest pressure to talk to journalists. You
ne fi hiniionet to me that you were having to fend
pousellannie Se Ciaclaion Fron hx aden \

| EE aaphasl's coverage of Al-tamamah over 2 |

§ Bapeet¢ years is an example of the sort of reporting
§ Be of Yfeulacly if it could be linked to an official \

| lished) feport to Paclisment, would be most
! damaging.
| :

+. The protections available (e.g. the new arrangements
Te ch sensitive reports ace not circulated but are
De ra for PAC members to read only in the Clerk's
office) may suffice for the normal run of classified

feports, buc there must be strong doubts (in view,

Foro ta say, of the recent record, as well as of the

particalar pressures at d. above) on whether they would

be good enough in this exceptional case. In any case

Sm a sei gan SRE a



he new arcangemente wece only inteoduced in FeBCuATY
oad Ea Em hen aEay aob Rage Rave yer va be
fully tested. “ Sy sk i“ |

£1 recognise the efforts made to minimise covetads Sf
particularly sensieive issues; BUC (see (b) above) many
Sensor nateitila: benattivity for ourselvse of the
Saudis remain: oiven the extent of this informetion. ig
{EEE Go Setter tute 1 onsetial cogort could
+ Sdequately sanitised 1f.it vets to go to She

Conniitee as a whole in a form that meapers vould regacd
S27 Toren having

G. Furthermore, if, as must surely be expected, the
| Conerene hed iedton an svidehce. session = aibeit a

fone one. 'all efforts to sanitise the text could well
Brava eiliiets) “Ha nor add how mesbecs could be
Brevented fron opening up widsc and moce sensitive
Bienes of snquisys. In a, closed session the Accounting
SEETuenofabiTity fo duciine to answer on the grounds of
Sn ESaentiatity “must be open to question, unlike in the
SO ect oanittees where there ace clear and, I believe,
Senecaliy accepted guidelines for officials’on the
IRnefosute of Classified information. I am mot awace of
Sng peetedent in. the PAC which would help define the
ere 2 any, for the Accounting Office: to resist
Snauitiss into sensitive issues. Of course in the
Sonal inecest, I believe I vould be bound to do so;
ou ofi1 focqive me for padicting that I would then
$ove an exceptionally Gifficult time. Furchermote; ay
22Facal fa answer on grounds of principle could well be
IofuEntetod both by the PAC and by the media as implying
that MG has someching to hide.

bh. This could also readactos to Bhsrs cuczent problems in
2 SonltsasmreSaar
Ga SeGeG IOUT Bs tava e We would not wish to

{ pepe 5ulacly when ue and they
elicate stage of seeking co expand the

21 ovasaman programme. And the current appetite of the
Diese for disclosures about BAe will put still mote
Stessure on the Committes.

1n short, as your report acknowledges, Al-famameh is a huge prize
i IB lsh ibaustry and sustains many thousands of jobs given

for Brohle risk in this case, it makes no sense to contemplat:

f he ain our relations with such an important customer fot the
| Snes f giving wider circulation to a report which finds little

{ Sak eiof  ioncetn for the PAC in the Department's handling of the

f Project. Indeed, I hope you will fsel able to assure MrSheldon

that there is in the report no significant criticism of the

J Depactment which the Committes need feel was being suppressedby

{ restrictive handling.
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ou
SummaryWinutesofEvidence: taken in private before
Me Robert Sheldon (Chatman, Bublic Accounts Comittee) and
Six Michael Shaw (Public Accounts Comittee)

27 rebruasy 1992

Underconsideration: Report of the Comptroller and Auditor General
on the minatzy of Defence Appropriation Account 1990-91 (Volume 1:
Class 1, Vote 2 - Defence Procurement): The Saudi Arabian Airforce
Project.

|
| Witnesses:

Siz Michael Quinlan, GCB, Permanent Under Secretary of State,
Hinistey of Defence

| Mr Michael Bell, Principal Finance Officer, Ministry of Defence

Me michael Jenner, Commercial Director, Saudi Arabian Airforce

Project, Ministry of Defence.

In attendance:

Sir John Bourn, Comptroller and Auditor General

Mr Lew Hughes, Assistant Audit General, National Audit Office
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Mc John Pazsons, Director, National Auiit Office

Chasxman

1. How does the question of confidentiality influence the whole
OF these proceedings? How has this bean influenced by the attitude
Of the Saudi Arabian Government?

(Six Michael Quinlan). The whole project operates under a seal of
confidentiality. There is a very great sensitivity about the
Project on the part of the Saudi Arabian Government. Open
Government is alien to them. It is explicit that arrangements
should be confidential between then and us. We are reminded of
this constantly. British jobs are at risk here.

2. Paragraph 11 of the Report states that due to an oversight
over £800 million of receipts and payments relating to the sale
were not correctly recorded. This is very worrying indeed. How |

aid this happen?

(sir Michael Quinlan). I agree this was a very large amount. The
error has now been rectified and I would stress that no money has
been lost. It happened at the stage in the project when we started

work on bases and at that time the financing arrangements changed.

(Mr Jenner). Receipts started coming over in dollars for the first

time and what we failed to do was to open a suspense account for

CONFIDENTIAL
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(4 BOLL). We have now introduced arrangements whereby my cash
management people - who are quite independent of the project office
~ check that all receipts and payments are accounted for properly:
This should ensure that the problem does not recur

3. Paragraph 12 of the Report says that the examination by the
Comptroller and Auditor General found no evidence of commission
payments being made to third parties. This examination related, of
course, to project receipts and payments which passed through the
Hinistey of Defence. The Ministry would not have known what
happened after project payments had been made to British Aerospace
We are aware of rumours about this and it would be wrong if we did
not examine the subject. Can you give us an assurance that no
public funds have gone the wrong way?

| (Sir michael Quinlan). Yes, I can give you the assurance that. |
there is no basis to support any suggestion that commission \
payments have been made using public funds.

Six Michael Shaw

4. Returning to the accounting oversight of £800 million, can you

tell me how the national accounts would have been affected by this.

CONFIDENTIAL
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P' (six michael guin4x Michael Quinlan). The account would have been unatfected

because a net subhead is involved |

(ME Hughes). I can confirm that the impact on the account would
have been nil

Chatznan

S. Have you checked whether there have been any other oversights?

(4 Bell). we have a procedure in place to ensure that it does not
recur again. There is an independent check by my cash management ||
people which would show up such oversights at once. [f

(Comptroller and Auditor General). We will continue to audit the
transactions and this would throw up such oversights.

6. You did not undertake a full evaluation of the options for

replacing diverted assets. You seem to be making heavy ueather o

this. Surely, it was not a difficult task. Why did you not

undertake an evaluation?

(six Michael Quinlan). We believed that replacement in kind was

the best deal for us. It was much simpler and will give us more

up-to-date aircraft without further payment. The other option

would have involved us in reclaiming payments from around 350

contractors. There would also have been a risk for us, as the

reclaimed money would have had to be surrendered as Exchequer Extra

CONFIDENTIAL
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eceipts, and we would have had to provide finance afresh (of an
uncertain amount) in later years. This might have been more

hb awkvard. We thought that the better thing to do was to put the
risk on the contractor. He would then have to bear the risk of
such things as exchange rate fluctuations. The replacement-in-kind
©PELON thus avoided financial risk, avoided the risk from a need to
Teprovide in the defence budget, and avoided the complexity of
making recoveries from contractors.

(Mr Bell). As paragraph 18 of the Report points out British
Aerospace favoured the repayment option because the replacement in
Kind option passed the financial risk to them.

7. Surely, you will need to undertake a full evaluation at some
stage to show whether in practice you chose the more expensive |
option? If it shows that you did what action will you take to I

recover the money, say from the Management Fee?

(Sir Michael Quinlan). No, I would not see the need for a full

evaluation after the event. We would only need to do so if there

was any question of reclaiming money from the contractor and I do

not think it would be appropriate to do so. We put the risk on the

firm and we could not say after the event that we chose the wrong

horse; we could not reclaim the money from British Aerospace.

They were actually keen on the repayment option, and we backed our

horse.

Sir Michael Shaw
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o. Had the atrerart involved already been delsveoo iia Livered to the royal

(Sx Michael QuintanQuinlan). No, only progress payments had been made.We continued to ma4 to make the payments as the aircraft were completed.
The aircratHXCTaft then went to the Saudis. British Aerospace owe us
£hOSe aircraft but are in fact providing better aircraft for no
further payment by the Ministry of Defence. British Aerospace have
taken on the Einancial risks involved in providing an upgraded
aircraft. They could not come back to us if they have problems.

Chatman

5. Figure 1, on page 13 shows a large budgeted surplus on the |
management fee. Why can’t you make a decision on What to GO with {
it nows

(Six michael Quinlan). We want to wait and see what the project
needs. we can’t cross that bridge now, but it is available to be
used.

10. Paragraph 26 shows that you knew that a 2 per cent management.
fee would result in a genuine surplus and that British Aerospace \

knew that as well. What clains have British Aerospace got on the
surplus?
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(six Michael Quinlan). we gong 1

a R00 to make 0 pe |
overtight

fee. It hag been used er |

a Sht Price for Britian eros once already to sase
ways again. The Treasury Pace: and could be used in suchaccept that thi, ot

11. Were th

Price, sweeteners or rel.

million shortfall. I don’t think it can be regarded as a

12. Don’t you think that the Treasury had an entitlement
to this

surplus?
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 wichaed Quinlan). no.

15. paragraph 31 tells us thatat you reviews
the contract before you made ti 4 the protitabiisty of

a. tha HAE teat tarpmant vo
report then goes

not take account of such thing ST oe at ny
up provisioning of 38 eos vrokitmbinty of use gotiowSPATes. I know from my ownoo hn ae id expertence that tnis

fits can be made. How will you seek to
% recoup this? A he

3 (Sir Michael Quinael Quinlan). We will take account of all this when we do

the ationcalculation for Comercial Exploitation Levy. Our initial
feeling is that British Aerospace were screwed down very ighELY-

14. T am not wholly convinced by that

(Mr Bell). ‘The Commercial Exploitation Levy discussions will

Saentify the profitability of the whole contract.

sir Michael Shaw

15. paragraph 36 indicates that you made payments from the

Management Fes of £1.1 million to provide helicopters for relief to

N Bangladesh. What did that have to do with you?

:
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(six wichasl Quinlan). non
question of the Sau © sense, nothing - there wi

Saudis not being prepar ee
simply a question of the me pared to pay for it. 1t was en

chanics of payment

(4 Jenner). The Saudi requestuss vas for this to be pal
Project, not by HMG as such. to be paid for by the

6. Why aia th\e Saudis not pay for it direct?

(six mich
= ael Quinlan). They wished to avoid bureaucratic delay -

7 meccenie uican:
deda quick reaction. But the Saudis would be upset if

Getailsails of this were revealed; they have a great distaste for any

revelations about their finances

chaizaan

17. paragraph 39 shows that the levy agreement you have with yous

Tornado partners does not make clear uhether payments of interim

Jovy should be made to reflect the rate of deliveries. Why have

you had such problens collecting interin payments and how much 13

subject to levy?

(Sir Michael Quinlan). About half the Tornado price is subject to

levy. We are only entitled to levy where we have paid for the R&D;

it is not due on special modifications for the Saudis. There are

complicated arrangements for phased payments from British

Aerospace, and we hope to get a good deal more in by the end of the

year. There is a problem in fixing prices - the Sth batch of
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asecratt were not priced uni August 1990, and unts1 eh, ne =ve could NOt Get. anything TERY un aE 0

(Mr Bell). on th'® Programe as a wholein rn an hole, we hope to extract
a © £90 million odd due trom British Aerospace bynd Of the financial year,

8. Do you nowYOU ROW accept that you will not get the full seven and a
half per cent?

(Six Michael Quinlan). We hope for £80 million - 100 million all
old. It would be unrealistic now to refine our estimates any
further there is still uncertainty over prices. We hope to get
another £10 million next month

(ME Jenner). Until one gets prices one can’t assess completely
what to invoice the company for. Some elements are only just being

delivered. And the pricing of the 6th and 7th batch Tornadoes has

Still to be finalised; the inal delivery is mot until later in

: 1992.

19. When do you expect all accounts for the levy to be paid up?

(Sir Michael Quinlan). I would be disappointed if this was not

done in, say, two years’ time. We will try to get as much as we

b can quickly. But it is difficult to get money out of British

4 Aerospace at the moment.
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