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PRIME MINISTER 6 January 1986

RATE REFORM: SAFETY NETS

Kenneth Baker has cunningly revised the 'safety net' so that

e —————

it gives fewer bonuses to the North and makes life easier

for London.

e e —————

As Kenneth says, it should be possible to phase out domestic

ﬁ\‘w
rates within ten years even in London if this new 'safety

net' is kept constant in cash terms over the whole perlod

The City would need special arrangements, but ratepayers in

Westminster and Kensington & Chelsea would gain, and the

changeover from the existing system to the_he;qarrangements
would cause domestic tax bills per adult in the rest of
Inner London to rise by an average of less than 5% a year
more than they would otherwise have done. Outer London

domestlc tax blllS would be almost unaffected

The DoE hint that pha31ng out the safety net altogether over

ten years - as Kelth Joseph wants - would make life too
difficult for inner Londoners. Their figures suggest that

total phasing out of the 'safety net' would roughly double
the effect of the new system on domestic tax bills in Inner
London, causing them to rise by an average of about 10%

a year more than they would otherwise have done.

We recommend that the Green Paper should:

l. include the revised 'safety net';
'/ﬂ:\-
e

leave open the possibility of phasing out the

'safety net' altogether in due course.

0L LL

OLIVER LETWIN
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2 MARSHAM STREE
LONDON SWIP 3EB

01-212 3434

My ref:

Your ref:

b, January 1986

LOCAIL GOVERNMENT FINANCE %EEDIES: SAFETY NETS

In my letter of 31gpe€g%gér I offered to circulate a further note
before Cabinet on January about the implications of reducing the
safety net. I had already received a letter on the same subject from
Nick Ridley when I replied to you. John MacGregor also wrote on 23
December; and there was a futher letter from the Private Secretary to
the Prime Minister on 24 December.

The promised note is attached. As you will see, with a more precisely
defined safety net it looks as though it would be possible to phase
out rates even in London within 10 years. But this would be much more
difficult if the safety net were withdrawa. Outside London, the
phasing out of the safety net over the sane ten-year period looks
feasible, but a commitment to do so would open up for debate difficult
arguments about the North/South shift.

In view of the very difficult presentational and operational issues
involved I am strongly of the view that we should keep our options
open in the Green Paper and consider in the light of consultation the
scope for faster erosion of the safety net than is already implied by
the decision to freeze it in c¢ash terms.

Colleagues may fzel, however, that the present draft does not make it
sufficiently clear to cur supporters that the real value of the safety
net will in fact deciine over time. To remedy that I would propose to
amend paragraph <.43 as follows:

"The Government therefore envisages that special arrangements
would be 1n*roduced to avoid any 51gd1flcant shlfts in the huraen

system. These arrangements would takv the form of a "safety ret'
which would prevent changes in the level of local authorities'
income from rate support grant and non-domestic rates in the
first year of the new system. The method of setting the safetly
net would ensure that authorities could not benefit from any
increase ir expenditure betweeen now and the introcduction of the
new arrangements. And the amount of an authority's safety net
entitlement would be fixed in cash terms for all future years so
that its real value would progressively decline. Changes in the
balance of local taxation within a Iocal authority, arising from
the widening of the local tax base by the introduction of the
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community charge, would begin to feed through immediately. So
would the effects of any increases in spending. But under

these arrangements for the level of spending under the new system
the average level of an authority's local tax bills would be
virtually unchanged. Once the new system is in operation and
sufficient time has elapsed to permit a proper assessment of its
impact and effects, the basis of the special arrangements could
be reviewed."

I am copying this letter and the attached note to the Prime Minister,
to other members of E(LF), and to Sir Robert Armstrong.

A

KENNETH BAKER

The Rt Hon Sir Keith Joseph MP
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2 January 1986

PROPOSED LOCAL GOVERNMENT FINANCE SYSTEM: AREA EFFECTS ON LOCAL
DOMESTIC TAX BILLS

B Discussions of the area effects of the proposed 1local
government finance package have concentrated on two main issues:

i. there could be worryingly large community charges in
high rateable value London authorities which would make
the phasing out of rates in 10 years difficult to
achieve;

there would be big North/South shifts if the policies
were implemented without a safety net arrangement; but
if a safety net is used, low-spending authorities in
the South would forego the gains to which they would be
entitled under the new arrangements.

2. The Annex to this note illustrates the effects for all
English authorities of the new financial arrangements with full,
partial, or no safety nets. The figures apply to the total bill
faced by the ratepayers of an area - for example the rate or
community charge figures for Westminster include the precepts of
the upper tier authorities of Inner London, in particular ILEA.

Loondon

S In the attached illustrations the safety net has been
redefined so that it does not prevent changes in the 1local
. contribution of ratepayers in different parts of an upper-tier
authority's area arising from the change in the basis of
precepting from rateable value to population. This is consistent
with our aim of allowing the local taxation changes to begin to
come through immediately. The practical consequence is that, to
take inner London as an example, ratepayers of ILEA 1living in
boroughs with high rateable values who consequently now meet a
high proportion of ILEA's spending, will in future pay on the
same basis - pro rata to population - as ILEA ratepayers living
in other boroughs.

4. This has an important effect on local tax bills in all high
rateable value areas, but particularly those in inner London.
For example, the present per adult tax bill of £508 in Kensington
would be reduced to £288 as we moved to a 100% community charge.
The highest local tax bills would be those of the biggest
. cverspenders, but even Camden and Islington would have local tax
bills of less than £400, and the operation of rate-capping and
precept control between now and 1990 could make them
substantially lower. On this basis the phasing out of rates even
in London within a l0-year period seems feasible.

CONFIDENTIAL - CMO
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5. The withdrawal of the safety net would actually make it more
difficult to phase out rates in inner London over 10 years. This
is because the safety net would benefit all ratepayers: of
high-spending 1ILEA, which accounts for -some 40% of 1local
government spending in inner London. So the residents of all
inner London boroughs would be worse off as a result of the
withdrawal of safety nets, and the local tax payments per adult
in some of the high spending boroughs would rise to very high
levels indeed - £756 in Camden, and around £600 in five other
boroughs.

The North/South Shift

6 Concerns about the potential losses to the North, or the
failure to realise gains for the South, are of course two faces
of the same coin. Without a safety net the new policies would
imply a 1loss of £327m to the three Northern regions and a
corresponding gain of £327m to the South (within this overall
gain would be concealed a loss of £475m to London offset by a
gain of £470m for the rest of the South East).

s The detailed effects of this for residents in individual
local authority areas are shown in the Annex. At one extreme,
residents of Sheffield are £120 a year better off than they would
otherwise be as a result of the safety net. At the other
extreme, residents of Chiltern are £99 a year worse off than
they would otherwise have been.

8. These are perfectly manageable sums. Outside London, it

would be possible to phase out the safety net over the ten year
period of the change from rates to the community charge. However,
the presentational problems of the scale of the North-South shift
" would remain.

Approach in the Green Paper

9. The Green Paper as at present drafted steers a middle course.
It proposes a safety net which is frozen in cash at the first
year level and "withers on the vine" thereafter. This avoids the
presentational problem of taking money from the North, but even
with inflation at only 3% it would cut the real benefits to high
spenders by a third over a ten-year period.

10. In view of the presentational difficulties of the
North/South shift and the possible practical problems in London
of phasing out the safety net this low-profile approach is the
right one to adopt in the Green Paper. It Keeps options open and
gives room for manoeuvre if reactions to the Green Paper show
that a faster phasing out of the safety net than erosion by
inflation would be a feasible option.

CONFIDENTIAL - CMO
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1o The table below is based on 1984/85 spending levels. All
figures are based on the expenditure of both wupper and lower
tier authorities in the local authority area named. since it 1is
the combination of rates and precepts that determines the size
of the bill faced by local taxpayers.

2. The table shows the following:

Column 1 The degree of overspending/low spending per
adult in the area :

Column 2 Average local tax bills per adult in the area
with domestic rates and the new arant
arrangements including a full safety net (this
is broadly the present position)

Column 3 . Average local tax bills per adult in the area
with a 100% communitv charge and the new grant

arrangements including a full safety net

Columns 4.5.,6 As column 3, but with a safety net of only 2/3,
%, or 1/3 the value of a full safety net

Column 7 As column 3 but with no safety net
Column 8 The value of the safety net per adult in the
area. This 1s the difference between the full

safety net and no safety net figures shown 1in
Columns 3 and 7.

CONFIDENTIAL - CMO
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Effects On Local tax Bills Of Saf iet Ooti (pounds per adult) CONFIDENIIAL — CMO
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* The exceptionally 1large figure for the City of London reflects the
fact that any overspend has to be borne by a very small resident population.
The Green Paper notes that special arrangements will be necessary for the

City.
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Effects On Loczl tax Bills 0f Safety Met Ootions (pounds per adult) ;
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Effects On Local tax Bills Of Safetv Met Ootions (pounds per zdult) CONFIDENTIAL - CMO
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: g 15, CONFIDENTIAL - CMO
Effects On Local tax Bills Of Safely Wet Ootions (pounds per adult)
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Effects On Local tax Bills Of Safety Net Ootions (oounds per adult) - e
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Effects On Local tax Bills Of Safety Met Ootions (oounds oer 3cult)
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ELIZABETH HOUSE YORK ROAD LONDON SE1 7PH
TELEPHONE 01-934 9000

FROM THE SECRETARY OF STATE

The Rt Hon Kenneth Baker MP

Secretary of State for Environment

2 Marsham Street

LONDON

SW1 ~/] January 1986

Aew /(fws R

GREEN PAPER ON LOCAL GOVERNMENT FINANCE,

Thank you for your letters of 31 December and 3 January
covering various aspects of the Green Paper.

In the light of what you say I do not wish to press further
for my suggestions on derating local authority property

and on students although I welcome your suggestion for further
discussion between our officials on the latter point after
publication of the Green Paper. I think that we are now

close to agreement on the treatment of specific grants and
would be ready to agree to your wording with some small
amendment as follows:

"There will remain a role for certain existing specific
grants such as that for police expenditure. There may
also be a case for new specific grants - in particular

in the education field in support of the Government's
objective of raising standards at all levels of ability."

Your letter of 3 January attaches a helpful note on the
implications of reducing the safety-net. I welcome your

view that we should keep our options open in the Green Paper,
given that there is now hardly time to go for substantial
changes. Nevertheless I think that your proposed re-draft

of paragraph 4.43 could go further in that regard. In particular,
the draft still refers to an authority's safety net entitlement
being "fixed in cash terms for all future years". I think

that that sentence would be better expressed thus:

"And the real value of an authority's safety net entitlement
would progressively decline in future years, perhaps
by fixing it in cash terms."

The last two sentences of the paragraph might read:

"But under these arrangements, if an authority's level

- CONFIDENTIAL Continued/ ...
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of spending remained unchanged, the average level of
tax bills for its residents would also remain unchanged
when the new system was introduced. Once the new system
is in operation, the basis of the special arrangements
could be reviewed."

I do not think that the clause about "sufficient time elapsing
to permit a proper assessment" should be retained: we have
the information to conduct a proper assessment now.

If these modest changes to your text can be agreed, the
last sentence of paragraph 5.14 should then say that the
adjustments "could" (rather than "would") be frozen in cash
terms for subsequent years.

I doubt that we could or should decide now on the merits

of the new (and substantially different) safety net arrangements
illustrated in your note. At first sight, they are not themselves
free of difficuXty. The effect of equalising the precepts

of upper tier authorities on a population basis is borne

by the residents of lower tier authorities in the area of

each upper tier authority. This can lead to substantial

changes in average tax bills, and in the case of Greenwich

to an increase of nearly £60 per adult, which is larger

than most of the changes which we have been concerned about

in the North. The proposal gives some relief to the inhabitants
of such authorities as South Bucks and Chiltern, but it

does so at the expense of other residents of the same low-spending
counties, so that people in Aylesbury Vale face an average

tax bill of £181 (against £153 at present) and those in

Milton Keynes an average tax bill of £194 (against £160

at present). This infliction of substantial tax increases

in low spending areas is not a great improvement on the

previous proposals. Meanwhile Sheffield and Newcastle actually
experience some small decrease in average tax bills at the
expense of lower-spending districts in the same county.

Moreover, this somewhat artificial limitation to county

areas of the equalising effect of the new system brings
different results according to the variation in domestic
rateable values within the county. Areas with the lowest
rateable value in Cumbria and Durham see increases in average
tax bill per head of only up to £12 (while other areas in
those counties experience a decrease from a low base). But

in Lancashire, where the range of rateable values is greater,
there is an increase in average tax per adult of £27 in
Burnley, £25 in Pendle and £22 in Hyndburn. In the case

of Pendle and Hyndburn this takes them well over halfway

to the unsafety-netted levels of local tax which were previously
found unacceptable in E(LF).

I think myself that we shall need to adopt a system which

bases the safety-nets on an acceptable rate of change for
each area. We shall not be able to withdraw them uniformly

Continued/...
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by one-third, one-half or whatever as illustrated in your
note. But all this needs further examination, and I suggest
that officials should be asked to do more work, after the
Green Paper is published, on the practicalities and merits
of various transitional schemes.

I am copying this letter to the Prime Minister and other
members of E(LF) and to Sir Robert Armstrong.

A

c

e i
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2 MARSHAM STREET
LONDON SWIP 3EB

01-212 3434

My ref:

Your ref:

\ © January 1986 °

/ ' RPN

229N
Thank you for your letter of 7 January.

I think your proposed draft on the section on specific grants is now
broadly acceptable. I would propose, however, to substitute "for
example" for "in particular".

The syntax of the first of your suggested amendments on the safety
nets entitlement looks a little odd - perhaps there is a typing
error? The crucial amendment would seem to be the omission of the
reference to "all future years" and I am content to delete that.

Your second amendment on the safety net is a useful improvement and I
will incorporate it in the final version; but I think we do need to
retain the reference to the e needed to evaluate the safety net. We
simply do not have the information needed to conduct a proper
assessment now. The crucial question will be what impact withdrawal of
the safety net would have on local authority tax. biY¥s. That wilkl very
much depend on local authority expenditure patterns and the scale of
the central Government contribution towards local authority spending
at the time, neither of which can be predicted with any accuracy at
this distance. Moreover if we refer to reviewing the basis of the
safety net "once the new system is in operation" it could suggest that
we would radically alter the arrangement as early as the second year.

The figures I circulated were intended to do no more than give an
illustration of the sort of range of effects that could be produced by
withdrawal of the safety net. I shall of course be presenting worked
up policy proposals to colleagues in due course on the full range of
issues discussed in the Green Paper.

o I am copying this letter to those who received copies of yours.,

e

/
KENNETH BAKER /QW,/%Z ;
/

The Rt Hon Sir Keith Joseph MP
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Treasury Chambers, Parliament Street, SWIP 3AG

The Rt Hon Kenneth Baker MP ;

Secretary of State for the Environment pdﬁﬂﬁf
Department of the Environment :

2 Marsham Street

London SW1P 3EB

IO January 1986
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GREEN PAPER ON LOCAL GOVERNMENT FINANCE

At Cabinet yesterday we discussed safety net grants and agreed that
there should be further study during the consultation period of what
sort of transitional arrangements might be appropriate. I am writing
to stress the importance I attach to the point I raised yesterday
that the Green Paper should not close off any options, either about
how the original safety nets should be applied or about how they might

be phased out, and that this should be clearly expressed in the
Green Paper.

You circulated new proposals for safety net grants with your
letter to Keith Joseph of 3 January. Like Keith, I do not feel we
are in a position to decide now that they are definitely preferable
to your earlier proposals. They produce large cuts in the potential
community charge in some authorities (Kensington, Westminster and
the City in particular), but some significant increases elsewhere.
I do not think we can agree to these without a full study of the
possible pattern of rates and community charge over the whole of the
transitional period.

I therefore support Keith's amendments to your proposed re-draft
of paragraph 4.43. But I also propose that you add a further sentence
after your second sentence, to say:- .

“It is for consideration how these safety net grants should
be applied so as to ensure that shifts in the total amount
raised in local domestic tax in each rating authority are
not unacceptably large or disruptive."

Some consequential amendments are also needed to the Chapters
on Scotland and Wales. Paragraph 8.38 should reflect the wording
Keith has proposed for paragraph 4.43,. And the first sentence of
paragraph 9.38 should read "If these changes were allowed to feed

CONFIDENTIAL CMO
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through immediately into local domestic tax bills ..."; "completely"
in the second sentence should be omitted; and the final sentence should
be amended on the lines Keith has suggested for 9.43: "Once the new
system is in operation, the basis of these arrangements could be
reviewed."

My officials have made some other detailed drafting points.
There is one I should like to mention here. Paragraph 1.27 refers
to the "growth in the volume of .. local authority current
expenditure”. My strong preference is to give growth figures deflated
by the GDP deflator, not by growth measured against specific indices
of pay and prices. This is a point which has wider importance, for
example in discussions of trends in NHS and defence spending. I think
it is important not least for these wider reasons, to change the chart
to use figures deflated by GDP deflator.

I am copying this letter to the Prime Minister and other members
of E(LF) and to Sir Robert Armstrong.
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2 MARSHAM STREET™
LONDON SWIP 3EB

01-212 3434

My ref: \
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;\\tQ\A

Your ref:

2 January 1986
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GREEN PAPER ON LOCAL GOVERNMENT FINANCE

You wrote to me on 10 Janmuary with some further comments on the
Green Paper. .

So far as the description of the safety net is concerned, you will
have seen from my letter of 10 January to Keith Joseph that T have
accepted some but not all of his suggestions. As I explained in
that letter, to refer to reviewing the safety net "once the new
system is in operation" could suggest changing things as early as
the second year of the new system. Similarly, your proposed new
sentence about ensuring that changes in average tax bills "a

not unnecessarily large or disruptive" would imply that we

not intending the safety net to be complete. We would immediately
be asked just what size of change we thought was acceptable.

The Green Paper is drafted on the basis that the safety net will
ensure that in the first year the new grant arrangements and the
introduction of a national non-domestic rate do not cause changes
in average tax bills. Having established this, we then go on to
show that how limited the effect of introducing the community
charge would be. That line would not be sustainable if we threat-
ened to allow some of the grant and non-domestic rate effects to
come through. Moreover, the only other options for reducing the
impact of the safety net other than freezing the adjustments in
cash terms would be some form of cash terms reduction in the
adjustments. That would only signal a willingness on our part

to consider imposing the corresponding cash terms increases in tae
tax bills of the losing areas in the North of England. While we
may conclude in due course that that is what we should do, we

have yet to reach a view and I see little advantage in spelling
this out now.

We have previously agreed that the structure of the argument in
the Green Paper should remain unchanged, but that we should look
further during the consultation period at possible ways of
operating the safety net. That must surely be the right approac::
apart from increasing the risk of a hostile reaction to the Green
Paper, the amendments suggested would require a significant amount
of redrafting to other parts of the Green Paper (especially
Chapter 5 and Annex J). There is simply not time to do that it
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we are to publish on 28 January. I recognise that you do not want
to close off options; but on an issue such as this I do not think
we need regard ourselves as being bound hand and foot by the
particular proposition floated in the Green Paper.

Your letter also raised a point about spending expressed in
volume and in cost terms. I accept the need to draw attention to
the latter. I propose, therefore, to include a footnote in

Chapter 1 as follows:

"Expressing the growth of local authority current expenditure
in volume terms, which discounts the effects of changes in
local authority costs (mainly pay) shows the growth of local
authority activity over the period concerned. In terms of
the impact on the economy as a whole, it is better to measure
the growth in cost terms, discounting the growth in local
authority expenditure by the GDP deflator. On this basis,
the annual average growth in local authority expenditure

in England was 5%% in the 1960s, 5% in the 1970s and 1%% in

the 1980s.

It may be helpful to mention one further point, which was raised
in the Cabinet discussion of the Green Paper. I was asked to
have a further look at paragraphs 5.27 and 5.28, on the future
of ratecapping. Having done so, I do not propose to make any
changes. The present draft justifies the continuation of these
powers in terms of the fact that, in the early years of transition
to the new system, new taxpayers would face only modest bills.
In my view, this is the only tenable basis on which we can argue
for retaining this power in the context of the localist/improved
accountability thrust of the Green Paper as a whole. But it
deliberately does not say that capping will be dispensed with
once the transition is complete.

I am copying this letter to the Prime Minister and other members
of E(LF) and to Sir Robert Armstrong.

KENNETH BAKER

The Rt Hon John MacGregor OBE MP
CONFIDENTIAL







Treasury Chambers, Parliament Street, SW(P 3AG

The Rt Hon Kenneth Baker MP

Secretary of State for the Environment i
Department of the Environment W\((%A?%h\ .
2 Marsham Street

London

SW1P 3EB

20 January 1986

i::ZGLc>J <§54LCA~a_fc~t::5 <i3 551b~ﬂ<_,

GREEN PAPER ON LOCAL GOVERNMENT FINANCE

Thank you for your letter of 2Qf¢ﬁghuary about safety net
grants and other points I had raised.

I remain concerned about the issue of how safety nets
are to be applied and operated. We have.  not yet had. a
chance to see detailed analysis of the effects of the various
options, and I believe it is essential that we do not commit
the Govermment to any particular course of action yet. My
objective here is simply to ensure that we do not set off
unnecessarily down a single route, without an escape hatch, -
that will lead to hostile criticism and indeed opposition
- especially from our own supporters - about its effects
on different areas. You will appreciate that I am trying
to be helpful to you in the period ahead! But on the
understanding that the necessary analysis will be done
during the consultation period and that none of the options
is yet ruled out, I am prepared not to press my amendments.

On the references to spending expressed in "volume"
terms, I understand our officials have agreed some minor

changes to the text and to the footnote you proposed and
on that basis I am content.

On capping the community charge, it has been clearly
decided at E(LF) and at Cabinet that capping should be
seen as an integral and continuing part of the Government's
policy, and not Jjust for the transitional period alone.
I do not accept that the only tenable basis for arguing
that is in the context of modest bills in the transitional
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period. You point out that the text does not rule out
the possibility of retaining capping after that; the point
will be clearer provided you omit "during the transitional
period" from the 1last sentence of paragraph 5.28, as I
understand our officials have agreed. If you are pressed
on this during consultation you will need to spell out
what the Government's agreed position is.

I am copying this letter to the Prime Minister, to
other members of E(LF) and to Sir Robert Armstrong. :

L(M s%««.u,t\\}

: @(Joma MacGREGOR
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