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We shall be letting the Prime Minister have a brief for E(LF) on Wednesday 27

April in the usual way. I promised however to let you have a short minute to bring
e
out the main issues, to assist the Prime Minister with her briefing meeting with

Mr King and Mr Heiser on Monday and to give some perspective to the papers which the
————

———
Prime Minister will be reading over the weekend.

2. Decisions are required on:

5 12 The interim scheme, ie measures (resulting from legislation in the

first session of the new Parliament) which would affect rates from 1 April
1985 onwards.

i1, The long term scheme, ie measures which could affect rates from 1983
Rk e e
onwards (this being the earliest possible date for a viable supplementary

M
local tax or taxes).

Interim scheme

Fe In relation to the interim scheme, the broad choices are as follows:

2 A general control scheme, ie a scheme to limit rate increases by all

local authorities with scope for derogations on a discretionary basis.
T e S R ———

ii. A selective rate control scheme, ie a scheme under which the Secretary of

State would single out for control a small number of high spending authorities.

iii. A scheme for control by sEecial elections, ie a scheme requiring high
rating and spending authorities to hold a special election before they can levy

the top slice of their prospective rate demand.

iv. No change, ie using block grant and holdback schemes to restrain local
—————

s S
authority expenditure.

All these variants can be combined with a package of minor reforms such as those

s A
favoured by MISC 79 (eg the discount for single person households and other measures

listed by Mr King in paragraph 30 of E(LF)(83)7).
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L, The Chief Secretary favours option i, the general control scheme. It has the

b
advantage that the Government could say that it would be limiting rate increases

generally. The officials' report makes it clear that a general control scheme would

be technically feasible. The question is whether it would prove in practice to be

administratively and politically workable. It seems clear that it would work only

e ——— —
if the Government was not too ambitious in its aspirations. The limit on rate

increases would have to be realistic to keep down the number of requests for special

treatment and requests for such treatment would have to be dealt with sympathetically.

5 Option ii, the selective control scheme, is favoured-by Mr King because he does
not believe that a general control scheme would be workable. He envisages applying
control to only "a limited number of high spending and/or ratiﬁg authorities". It
would be useful to know how many such authorities he envisages. It shouldbe borne in

mind that if and when the GLC and Metropolitan Counties are abolished, and their

functions transferred to the lower tier, the number of high spending and rating

authorities (though not their geographical coverage) could actually increase.
Moreover, the Attorney General has advised that a selective control scheme is
marginally more exposed to the risk of legal challenge than a general scheme. There
is also the difficulty that, in going for a selective scheme, the Government would

be unable to claim to be limiting rate increases generally.

6. Option iii, control by special elections, did not find much favour withMinisters

collectively in the autumn of 1981 and the referendum variant of this option raised
strong Parliamentary opposition. The Prime Minister would need to be sure that there

are good reasons why this option should prove more acceptable in the future.

7o Option iv is unattractive politically. The Secretary of State for Scotland

favours this approach and it is arguable that the best way to control rates in the

longer term is through controlling expenditure, and that the Government's efforts in

that direction are now beginning to bear fruit. But the Government would need to be

sure that this line of argument could be carried with the electorate and that the

package of minor reforms would be seen as an adequate response.
R e

Long term scheme

8. The options for the long term are broadly:

To continue as in the interim scheme.

2
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di. To combine the control scheme adopted in the interim with new

supplementary local taxation, thus pef&itting tighter restraint on rates or

even a ceiling on rates at their 1988 level.

iii. Consulting publicly on a neutral basis about i. and ii.

9. The papers demonstrate the very real problems involved in introducing even the

most promising supplementary local taxes, ie Local Sales Tax (LST) or a combination

————

of Vehicle Excise Duty (VED) and Road Fuel Duty (RFD). The Chief Secretary is not

onvinced that there is a need for supplementary local taxes and he would like the

Government to avoid commitment to any new local taxes until there has been time to
——————————

judge whether a general rate control scheme is sufficiently effective.
]

10. The Government will not want to commit itself to a ceiling on rates in the
longer term  unless it is sufficiently satisfied that one of the possible new
supplementary local taxes id both feasible and politically acceptable. If the
Government 18 Tot satisfied about this, the choice is between option i. (ie

promiging nothing extra for the long term) and option iii. (consulting on a neutral
basis so that if there is public opposition to LST and RFD/VED the case for

keeping the rates (subject to some control scheme) would be more defensibla.

P L GREGSON

22 April 1983
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REPORT OF THE INTERDEPARTMENTAL GROUP ON LOCAL TAXATION

CHATRMAN'S NOTE

l. I attach the report of the Interdepartmental Group on Local Taxation, which
was established by the Secretary of State for the Environment following
discussions in E(LF) on 16 February and 14 March. The Group was asked to report

on:

an interim scheme designed to achieve a freeze on domestic rates or a

strict limitation on rate increases, with any necessary increase in
the Exchequer contribution by Rate Support Grant (RSG) or otherwise;
followed by -

a final scheme based on a permanent ceiling on rates, coupled with a

new supplementary tax or taxes on expenditure, and perhaps a continued
control gver either expenditure or the maximum level of local

taxation.

2. The Group have interpreted the first part of this remit as applying to both
domestic and non-domestic rates, since if domestic rates alone were controlled
local authorities would be able to make good any loss of income through unlimited

increases in non—-domestic rates.

e This note deals with the main issues in relation to (A) interim scheme; (B)
final scheme; (C) other matters; and (D) legislative and consultative timetable.
Except where stated otherwise, the note refers to Great Britain. Internal

paragraph references are to the main report.

A. INTERIM SCHEME

4. The Group believe that Ministers may wish to weigh the potential benefits of

any control scheme against the following considerations:
(1)  Legal Risk. There are 523 local authorities in Great Britain,

responsible for a wide range of services. To be equitable and

practicable any scheme for controlling rates would need to be based on
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general rules. But there are such differences in local circumstances

that the general rules would have to be subject to exceptions ie
"derogations”. The Attorney General has advised that legislation would
need to confer on the territorial Secretary of State authority for
deciding whether a given level of expenditure should be permitted. He
would be entitled to consult other Ministers, but the final decision
would be his alone. There would be a risk of successful legal
challenge on the grounds that the Secretary of State had behaved
'unreasonably'. The greater the number of applications, the greater

the risk (paragraphs 70 and 72).
Default. Under any control scheme some authorities might 'seek to' make
the system unworkable by ceasing to provide services or through

financial irresponsibility (paragraph 92).

Service policies. A control scheme would have implications for

Government policies for the 'mational' local government services,
including the police and education, sinée their successful
implementation depends on local authority co-operation. It would also
be necessary to reconcile guidance with expenditure implications given

by service Ministers and decisions on derogations (paragraphs 62-65).

Choice of Scheme

5. Any control system has to take account of the fact that the net expenditure
of a local authority equals rate income plus grant. If any two of these are
controlled directly, the third will also be controlled consequentially. There are
thus three basic models for a control scheme: A, in which expenditure and rates
are directly controlled; B, in which rates and grant are directly controlled; and
C in which expenditure and grant are directly controlled. Within these models the
Group identified two types of scheme for freezing rates and three types of scheme
for limiting rate increases in England and Wales; under all schemes the currency

of calculating rate limits should be rate poundages (paragraphs 22-49):
Rate freeze schemes

A(i) - suspend present grant systems and pay deficit grant to each local

authority equivalent to the difference between rate income and expenditure

CONFIDENTIAL




CONFIDENTIAL

on a 'reasonable budget' defined by Government. The aggregate of 'reasonable
budgets' would relate to the centrally planned total of local government

expenditure.

B(i) - maintain present grant systems; each authority's permitted
expenditure defined by its grant entitlement and its frozen rate ﬁoundage.
There would be no 'reasonable budgets' defined in advance by Government, but
the underlying expenditure assumptions used for calculating grant
distribution would relate to the planned total of local government

expenditure.
Rate increase limitation schemes

A(1i) - As A(i) but maximum permitted rate increases specified nationally or

for classes of authority instead of a rate freeze.

B(ii) - As B(i) but constrained by maximum permitted rate increases

specified nationally or for classes of authority instead of a rate freeze.

C = maintain present grant systems; each authority given a "reasonable
budget™; there would be no explicit specified maximum rate increase as in
A(ii) or B(ii). The maximum rate for each authority would be the rate
required to bridge the gap between an authority's "reasonable budget” and
its grant entitlement. This could result in permitted rate increases or
decreases. There would be an implicit national average rate increase derived

from the grant total and the aggregate of "reasonable budgets".

6o It would be possible to vary the detail of these illustrative schemes.
Schemes broadly similar to A and B can be developed for Scotland but the Scottish
equivalent of Scheme C would be different because of basic differences in the

grant systems (paragraph 116).

7 If Ministers decide to proceed with a control scheme the main questions are

(i) whether there should be a rates freeze scheme or a rate increase limitation

and (i1i) which of the schemes to choose. Any scheme would need legislation but

could be implemented as from April 1985.
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Rate freeze or rate increase limitation

8. A freeze on rates would be simpler and more welcome to ratepayers than a
control of rate increases. But schemes of this kind (A(i) and B(i)) would require
more Exchequer grant to finance any given level of expenditure, both because rate
income would be severely restricted and also to meet the cost of successful
applications for derogation. There would be larger numbers of applications for
derogations, since authorities would not have to bear any of the cost if extra
expenditure were permitted, and the risk of successful legal challenge would
therefore be higher. For these reasons the Group consider therefore that a rate
increase limitation scheme would be preferable to a rate freeze scheme

(paragraph 138.)
Rate freeze schemes

9. Scheme A(i) would be simpler and more comprehensible than Scheme B(i), but
the longer it ran, the more turbulence there would be in restoring an equalising
grant. The larger part of block grant - a total of about £4.2bn out of £8.6bn in
England in 1982/83 - is distributed so as to compensate differences in changing
spending needs and rateable resources between authorities, enabling authorities
in the same class to charge their ratepayers the same ﬁoundage for providing the
same standard of service. Without this compensation, relative rate burdens across

the country would be very different (paragraphs 12-13 and 32-33).

Rate increase limitation schemes

10. The choice between schemes A(ii), B(ii) and C turns on the weight given to
the desirability of relating rate increases in 1985/86 as closely as possible to
actual rate levels in a previous year, and the case for preserving an equalising
grant. Schemes A(ii) and B(ii) come closer to relating rate increases to actual
rate levels in 1983/84 than Scheme C; Schemes B(ii) and C preserve the equalising
grant, unlike Scheme A(ii). More anomalies are likely to be created between
individual authorities under Scheme B(ii) than Scheme C, which would match

changes in rates more exactly to expenditure needs (paragraphs 33-34).
Other issues
11. The Group's views on the more important of the other issues raised are as

follows:
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Rate levels. The base year for calculating rate limits should be
1983/84, the year before the interim scheme could start, to avoid
validating high rate increases in 1984/85. Rate levels could be
allowed to fluctuate beneath the rate limit to encourage authorities

to reduce rates wherever possible (paragraphs 28-30).

Lower tier precepts. Precepts by lower tier authorities (eg parish

councils) should be included in the rate limits of the rating
authority, but further consideration needs to be given to some direct

constraint on the maximum level of such precepts (paragraphs 42-43),

Parliamentary authority for derogation. It would be impracticable for

Parliamentary approval to be sought for every derogation. The
territorial Secretary of State should therefore have power of decision

on derogations subject only to judicial review (paragraphs 60-61).

Legal challenge. The risk of legal challenge could be reduced -

although it cannot be eliminated - by providing 'headroom' in the
initial permitted levels of expenditure, grant and rates, by use of
balances, fees, rents and charges as 'safety valves'; and in England
by consultation between the territorial Secretary of State and service
Ministers where appropriate before decisions on derogations are taken
(paragraphs 73-78 and 64-65).

Interdepartmental review. There should be an interdepartmental review

of advice and guidance given by service Ministers to local authorities

to reconcile such guidance with a control scheme (paragraph 63).

Default. There should be legislative provision for the appointment of
Commissioners if an authority refuses to observe the control

provisions (paragraph 95).

12. Ministers may wish to take decisions in principle on the choice of scheme
and the other issues set out in the preceding paragraph by the time any
consultation document is published. There are a number of further issues which
would also need to be settled subsequently and before a Bill were introduced
(paragraph 140-142).
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Public expenditure

13. The reasonable budgets and the rate limits in the control scheme would have
to be achievable in order to minimise the number of applications for derogation
and the risk of successful legal challenge. The effective public expenditure
provision would therefore have to take full account of the actual level of
aggregate expenditure in the financial year preceding the introduction of a
control scheme. Furthermore, it would also be necessary to allow some financial
'headroom' (see paragraphs 11(iv) above) in order to minimise the number of
applications for derogation. It is not therefore certain that a control scheme
would produce a more effective constraint on local government expenditure than if
the present grant systems were applied with maximum rigour. However the grant
systems alone cannot eliminate rate increases o£ constrain them to the same

extent as a rate control scheme (paragraph 84).
Manpower

14, The Group could find no precedent for calculating the manpower requirement
of a control scheme. They have assumed that if Ministers choose a scheme which
permits a modest average increase in rates, and no significant increase in the
rate of grant, then there would be no more than about 200 applications a year. On
this basis there might be a need for over 100 experienced and qualified
professional and administrative staff in the territorial and other Whitehall
Departments at the peak period for dealing with derogation applications between
September and April, and for perhaps 300-500 similar staff in local government.
There would be additional demands on the time of Ministers and elected members

(paragraphs 99-101).
B. FINAL SCHEME
Main Options

15. Given the estimates of yield required (paragraph 152), the Group have
identified two main options for a supplementary tax; either local sales tax (LST)
or a combination of local road fuel duty (RFD) and local vehicle excise duty
(VED). Customs and Excise and the Department of Transport respectively advise
that LST and VED cannot be brought in as local taxes until April 1988 because of
computer problems (paragraphs 180 and 215). RFD could however be introduced in
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April 1986 and might produce sufficient additional revenue to function as a
single supplementary tax until VED could be introduced. Other options, such as
RFD plus local duties on alcohol and tobacco, seem to involve collection and

compliance costs disproportionate to their likely yield (paragraph 151).

A supplementary tax for both tiers

16. If there were to be rates ceilings for all local authorities, it would be

necessary for each main tier to have access to the supplementary tax.

17. The Group have concluded that the most satisfactory arrangement would be to
allow each county and district authority to levy its own rate of supplementary
tax, and to retain its own yield. This would require a separate tax base to be
defined for each authority, and could result in a wide range of tax rates within
as well as between each county area. The extent of such variations is impossible
to predict, but in so far as they occurred they would encourage cross-border
shopping and distort the natural patterns of trade; although over time
supplementary tax rates would probably converge to some extent. Differences
between authorities in the yield of the supplementary tax could be compensated

through the grant system (paragraphs 153~166).

Local Sales Tax

18. The Law Officers have advised that an LST appears to be compatible with EC
requirements, but that it would be advisable to consult the Commission before
taking a firm decision to proceed with LST, in order to minimise the risk of an
adverse judgment from the European Court after the tax had been introduced.

(paragraph 170).

19. The Green Paper identified two possible models for LST: one in which the
coverage is established by national rules, and the tax is collected by Customs

and Excise; the other in which the local authorities collect and administer the

tax, possibly with the power to determine which goods and services should be

taxable. The Green Paper favoured the former, and so do the Group.

(paragraph 171).

20. The coverage of the tax would need to be decided; the Group consider that it

should be collected on the same range of goods and services as VAT and that it
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should extend to certain business purchases as well as to retail transactions
since business as well as domestic ratepayers would be benefiting from the limits

on property rates (paragraph 172).

21. An important issue is whether the tax should be levied in steps of less than
1%. This might create operational problems for traders, but there could be a case
for allowing steps of 0.1%, since a 1% change in the rate of the tax would
produce a very large change in the yield, thus creating.serious budgetary
problems for local government and tending to produce surplus revenue. There would
also be major problems in operating an equitable grant system unless the tax

could be varied in steps of less than 1% (paragraph 189).

22. Central Government — primarily Customs and Excise — would need 2000 to 3000
extra staff to collect the tax. Increases in staff of perhaps several hundred
would also be needed in local government. The total annual administrative cost =
which would be recovered from local government - might be about £40m to £60m at
1982-83 prices, in addition to the present costs of rate collection of £156m

(paragraph 181).
Road Fuel Duty and Vehicle Excise Duty

23. A supplementary RFD on petrol and derv could produce a yield large enough to
finance local government expenditure into the early 1990's, after rates ceilings
had been introduced, if inflation remained low (paragraph 195). A supplementary
RFD could be introduced in 1986, if legislation were enacted by summer 1985
(paragraph 199).

24, The duty would have to be collected by each tier of local government or by
one tier acting on behalf of the other, from about 25,000 petrol stations and
perhaps as many more distributors and contract customers for derv

(paragraph 192).

25. Local authorities might need at least 500 to 1000 extra staff - more if RFD
were collected as well as levied by districts. The total administration costs
might be in the range £10m to £15m per annum at 1982/83 prices (see

paragraph 200).

26. It would be possible to transfer from April 1988 to local authorities the
present national VED -on cars, motorcycles, and light vans (VED on cars is
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currently £85). (The Group have assumed that the Government would wish to retain
the VED on lorries, since it is an instrument of national transport policy).
Both tiers of local authority would then set their own rate of VED; the Driver
and Vehicle Licensing Centre would collect it and distribute it to authorities

according to the place of registration of the vehicle (paragraph 209).

27. Central Government might need an extra 120 permanent and 100 temporary staff
and local government an extra 1000, at an estimated total additional cost of £10m
to £15m at 1982/83 prices (paragraph 216).

28. The Group have reached provisional conclusions on the detailed operation of
both LST and RFD plus VED. Detailed proposals could be made the subject of
consultation (paragraphs 190, 207 and 221).

29. 1If both taxes were to be treated as a package, they could be introduced
simultaneously in 1988. If RFD were introduced earlier, VED could follow either
in 1988 or at a later date, depending on the yield produced by RFD and that

required as a result of the freeze on rates.

The supplementary taxes compared

(i) Yield

30. The yield required of a supplementary tax would depend primarily on a) the
level at which rates were frozen, b) the rate of increase of local authority
expenditure in cash, (which depends on the rate of inflation) and ¢) the level of
Exchequer grant. On a central set of assumptions the yield required by 1993/94
might be about £4bn at 1983/84 prices (paragraph 152). This could be produced by
an LST of 2% to 3% (in addition to the national rate of VAT), or by a combination
of VED at its present level in real terms (ie £85 on cars, plus an allowance for
inflation) together with a supplementary RFD of 30p to 40p a gallon in 1983/84
prices, on top of the present national RFD of 74p a gallon. It would be possible
to defer the transfer of VED until the early 1990's, if higher rates of
supplementary RFD than would otherwise be the case were acceptable. The transfer

of VED would require a corresponding increase in national taxation (perhaps 2p on

the basic rate of income tax or 2%% on VAT) if Exchequer revenues were to be

maintained. On the same set of assumptions rates would continue to provide the
main source of local authority income for many years. If however inflation proved
to be high, the supplementary’ tax yield required would rise sharply (paragraph
152).
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(ii) Gainers and losers

31. There are about 20 million domestic ratepayers. By comparison, LST would
fall on about 40 million adults, plus a substantial number of children. The
number of people paying RFD and VED cannot be precisely assessed, but is probably
fewer than 20 million. The broad effect of both options would be to transfer a
small part of the total tax burden from non-domestic ratepayers to private
households. Either supplementary tax might lead to a very small increase in the

Retail Price Index (RPI).

32. A preliminary assessment suggests that, given assumed conséquentiai changes

in national taxes, under both options more households would lose than would gain;
the losses would be largest for those in receipt of supplementary benefit, whose
rates are now paid for them. But under both options over 90% of households would
probably find that the change in their personal disposal income was in the range
of plus or minus 1%% if the supplementary tax were levied at a modest initial
rate. In the case of RFD and VED the direct impact would be confined to

motorists.

33. LST would tend to shift some of the tax burden from London to the rest of
the country. RFD plus VED might bear more heavily on remote rural areas than
elsewhere. There would be no bias against rural as compared with urban areas in
general. These two taxes, however, might be perceived as inequitable in the rural
areas, including most of Scotland and Wales. Shifts in the tax burden might be
counter-acted through the grant system, provided that an equalising grant system

were maintained (paragraph 230(a)).
(iii) General

34. There are some features which are common to both LST and RFD plus VED. They
would create problems of cross-border shopping for traders; their yield would be
less predictable than that of rates; they could lead to a multiplicity of local
tax rates; LST and RFD would be less perceptible than rates (this would be less
true of VED); they would lead to some loss of Exchequer revenue, remove VED from
national taxation and constrain the Chancellor's freedom to change the rate of
VAT and national RFD for purposes of fiscal management. As noted above, LST

carries with it the uncertainty about compliance with EC requirements. The gross
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manpower and administrative costs of LST may be rather comparable to RFD/VED
but rather higher than the net additional public sector costs of this combination
(paragraph 230(h)). A tabular comparison of the two options is annexed to this

note.

Frozen rates in the final scheme

35. The Group consider that the final rate ceilings would need to take account
of the levels reached in the final year of the interim scheme; it might be
necessary to make special adjustments in the light of representations from
individual authorities. If rates were allowed to be varied both downwards and
upwards, provided they were kept within the ceiling they could then be used as a
regulator to even out year to year, fluctuations in the yield of the

supplementary tax (paragraphs 233-238).

Equity between local taxpayers and implications for Exchequer grant

36. Ministers would need to take a view on how far to seek to preserve a general
grant to compensate authorities for differences in resources as well as needs in

the final scheme.

37. 1f Ministers wish to promote equity between ratepayers and

shoppers/motorists in different areas, the choice lies between the following:

Q) limiting the freedom of local authorities to vary the mix of their

local taxes. To ensure equity between local taxpayers, local
authorities would have to be required to levy property rates and the
supplementary tax in a fixed ratio to each other, since otherwise they
would be free to load the tax on to whichever group offered the larger
potential yield. A fixed ratio could effectively set a limit on the
rate of the supplementary tax. It could also be used as a mechanism to
promote rate reductions. A fixed ratio would be compatible with a
general system of control (see paragraph 39 below). If there were no
such system of control, the fixed ratio would cease to operate when an

authority had reached its rate limit; and

leaving authorities free to, determine their own mix of loecal taxes,

but offsetting any attempt to maximise local income through loading
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the tax on to the larger tax base by means of a retrospective

ad justment of grant.

38. 1If neither of these approaches were acceptable, it would not be possible to
retain the present concept of resource equalisation between different
authorities, although it would still be possible to compensate for differences in
needs. Other options, which would need to be further considered, such as resource
equalisation in respect of property rates only. This would benefit authorities
which were relatively wealthy, at the expense of those which were not

(paragraphs 257 to 262).

Central control of expenditure

Y

39. It would be possible to set limits on the rate of supplementary tax. If this
were done for all authorities, it would imply a general system of control similar
to the interim scheme. As indicated in paragraph 37(i) above a predetermined
ratio between the two taxes as a means of securing equitable resource
equalisation would in itself imply a general system of control. Alternatively, a
scheme to control only exceptionally high spending authorities might be devised,
based on options previously examined by MISC 79. Any control system would have

the same issues as the interim scheme.
G OTHER MATTERS
Structural  Reform

40. Both the interim scheme, if it ran until 1987/88, and the final scheme,

would interact with any decision to alter the structure of the upper tier of

local government. The Group foresee no insuperable technical difficulties

(paragraph 232)4

Reform of the Rating System

L

41. Ministers will need to consider whether to pursue any of the reforms of the

existing rating system which were recommended by MISC 79. (paragraph 281 to 283).
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D. LEGISLATIVE/CONSULTATIVE TIMETABLE

42. An interim scheme could be brought into force in April 1985, if Ministers
take a decision in principle by early summer 1983, enter into public consultation
on subordinate detail shortly thereafter, introduce a Bill by January 1984, and
secure its enactment by Summer 1984. Provisions on minor rating reforms could be
dealt with at the same time. If it were thought essential to provide for direct
Government intervention in case of default it might prove necessary to make
provision for this in a separate Bill introduced in the 1984/85 Session and
enacted by March 1985 (paragraphs 95 and 140(xii)).

43. The introduction of a final scheme would need to be preceded by
consultation, presumably based on a decision in principle to put a ceiling on
rate levels and to introduce a supplementary tax or taxes. The EC complication as
regards LST (see paragraph 18 above) suggests that any consultative document

should discuss both LST and RFD/VED as alternative options.

44. If LST were to be introduced in 1988 or RFD in 1986, detailed planning on
either would need to be started within the next few months. If VED were to be
introduced in 1988, prior planning would not need to start until 1986
(paragraph 215).

45, If LST or RFD/VED combined were to come into force in April 1988, a Bill
would have to be introduced no later than the beginning of the 1986/87 Session.
If RFD were to come into force in April 1986 a Bill would have to be introduced
no later than the beginning of the 1984/85 Session (paragraph 199).

46. Separate legislation would be necessary for Scotland, except in respect of

the supplementary tax provisions.

T M HEISER

Department of the Environment
18 April 1983
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THE SUPPLEMENTARY TAX OPTIONS COMPARED

Tax Base

Taxgazers

'Steps' in

rates

Fiscal Implications,

RPI effect

Timetable
(earliest)

Manpower

Compliance

Enforcement
Collection

Cross=border

Shopping

Perceptibility

EC Implications

Predictability of
local Yield

National yields
(1983/84 prices)

'

(1)
LST

VAT coverage

(include business
services but not
goods for resale)

40m adults plus
children

0.1%Z desirable

Affects VAT

very small
increase

1988

CG: 2000-3000
LG: 'few hundred’

costs high for
upto lm outlets

by Customs
by Customs

ma jor issue for

all retail
businesses
(especially if on
district area base)

Poor

Possibly
significant;

difficult to
predict

0.1%Z = £175m

RFD

petrol and derv
(business and
domestic)

15-20m

O.1p per litre

Affects national
RFD

very small
increase
1986

CG: small
LG: 500-1000

minimum

costs high for
50,000 outlets

by LG
by LG
ma jor issue for

petrol/derv
retailers

very difficult
to predict

O.1lp per litre
= £34m
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VED

cars, vans
motorcycles

15m

£l minimum cars
and vans

Transfer of tax,

made up from other
revenues

very small
increase

1988

CG: say 700

(200 new)

LG: 1000 (all new)

additional costs
negligible

mainly by LG

by DTp

minor problems:
registration of
fleet-hire cars in
low tax areas

Good for taxpayers
None

relatively easy to
predict

£l = £174m
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REPORT OF THE INTERDEPARTMENTAL GROUP ON LOCAL TAXATION

INTRODUCTION

1. The Secretary of State for the Environment was invited to arrange for

officials to report on:

an interim scheme designed to achieve a freeze on domestic rates or a

strict limitation on rate increases, with any necessary increase in
the Exchequer contribution by Rate Support Grant (RSG) or otherwise;
followed by -

" '

a final scheme based on a permanent ceiling on rates, coupled with a

new supplementary tax or taxes on expenditure, and perhaps a continued
control over either expenditure or the maximum level of local

taxation.

(E(LF)(83) 1st, of 16 February, as modified by E(LF)(83) 2nd, of 14 March).

The Group Have interpreted the first part of their remit as applying to both

domestic and non-domestic rates, and not only to domestic rates as recorded in
E(LF)(83)2nd, because if domestic rates alone were controlled local authorities
would be able to make good any loss of income through unlimited increases in

non-domestic rates.
2. This report relates to Great Britain. Except where otherwise stated, England
and Wales are dealt with together, and Scotland separately. The special

circumstances in Northern Ireland have not been examined at this stage.

3. The membership of the Group is set out in Annex A.
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. LOCAL GOVERNMENT EXPENDITURE AND FINANCE

4. The broad features of the present structure, functions and financing of

local government in England and Wales are set out in Annex B.

(i) Performance since 1979

5. Since the Government took office it has sought to contain and reduce local

government expenditure by a policy of increasing local government accountability:

(a) Aggregate Exchequer Grant (AEG) has been reduced from 61% of planned

relevant expenditure for rate support grant purposes in England and
Wales in 1979/80 to 52.8% in England and 70.4% in Wales, which gives
an England and Wales figure of 53.8% in 1983/84 - equal to 58% of
actual expenditure in 1979/80 and 52% of budgetted expenditure in
1983/84;

the block grant system together with Grant Related Expenditures
(GREs) is intended to discourage high spending. Additional pressure

is applied through expenditure targets and grant holdback.

mandatory provisions have been introduced for publication of

information on manpower etc;

a mandatory accounting and competitive regime has been established

for direct labour organisations;

encouragement has been given to the contracting out of services to

the private sector;

an Audit Commission for local government in England and Wales has
been established, with a remit to expand value for money gudit, and
to increase the proportion of local government audit undertaken by

the private sector.

6. Annex C (i) shows how expenditure and manpower have changed in England and
Wales since 1979 (with a longer term comparison with the mid-1970s). It also
shows the rate increases and the rate of inflation experienced by local

government over the period.
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T The long term growth in current expenditure in volume terms has been ha‘d

and is now slightly less than the peak in 1979/80. In cost terms (using GDP
deflator) local authority expenditure has continued to rise. Manpower (full time
equivalents), the major constituent of local authority costs, has fallen by
nearly 5% since its peak in June 1979. Numbers employed (full time plus part
time) are now lower than at any time since 1975. On the other hand, local
authorities have continued to spend more than the Government has allowed for in
its public expenditure plans - in 1983/84 they are planning to overspend by
£750m (3.8%) in England and £20m (1.7%) in Wales. But the vast majority of
authorities have responded to the Government's expenditure targets, and most of
the overspending is the responsibility of a few authorities. For example, in
1982/83, half the budgetted £1400 m overspend in Englaﬁa was accounted for by 16
authorities. In 1983/84, half is accounted for by two authorities - GLC and ILEA.

8. Until this year, rate increases have been running well ahead of the general
level of inflation. In England rate poundages increased by about 777% between
April 1979 and April 1983, whilst the RPI increased by about 55%. Over the same
period rates in Wales increased by 44%. Rate increases would have been lower had
local authorities spent in line with Government plans. Because they did not, the
reductions in grant percentage, which were intended to go hand in hand with

expenditure cuts, actually added (perhaps a third) to the rise in rates.

(ii) Income and Expenditure

9. In 1982/83 local authorities' estimated gross revenue expenditure in England
and Wales was £33 bn. (The broad distribution in percentage terms between the
main services for each class of authority in England and Wales for 1981/82 is set

out in Appendix I to Annex B.) This is expected to be financed by:

England Wales
Government grants 447% 55%
Domestic rates 13% 9%
Non-domestic rates 18%
Rents, fees and charges

Other income 6%
The detailed income and expenditure account for 1981/82 (the latest year for

which full details are available) is set out for England at Annex D(i) and for

Wales at Annex D(ii). Rate levels (or the precept issued by the upper tier) are
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.ed in the light of what an authority judges to be acceptable locally to

finance its chosen level of expenditure, after taking into account likely income
from government grants, rents, fees and charges and internal sources of income
(eg transfers from special funds). Within limits an authority may choose to use
balances to influence its rate or precept increase, perhaps to stabilise year by
year changes. Alternatively, an authority may decide to build up its balances as

a cushion for use in future years (including local election years).

(iii) Aggregate Exchequer Grants

10. Local government revenue expenditure in England and Wales is supported by:

(a) relevant specific and supplementary grants for services thought to
justify additional support, such as the police (at settlement these

totalled £2,200 million in 1982/83);

domestic rate relief, which reduces the local general rate by lS%p in
the pound over £700m: £703m in 1982/83;

block grant (estimated at £9080m after holdback in 1982/83).

certain specific grants defined as non-relevant for RSG purposes,
mainly grants in support of mandatory student awards and housing

benefit. (Housing expenditure also attracts a general housing subsidy.)

The first three of these (a, b and c) taken together are known as the Aggregate
Exchequer Grant (AEG). Domestic Rate Relief and block grant are together known as

Rate Support Grants (RSG).

11. Block grant is calculated with reference to the Government's expenditure
plans for the local government services for the year, but is paid as an
unhypothecated sum. Local authorities remain free to choose their own relative

priorities between services.

12. Block grant does two things. First, it provides flat rate financial
assistance to local authorities to keep the rates down. Secondly, it incorporates
mechanisms to ensure that any two local authorities providing a similar level of

service to their ratepayers will be in a position to levy the same rate
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poundages. Without these mechanisms, first, authorities with low expenditure.

needs (eg relatively fewer schoolchildren) would be able to provide a standard
level of service for lower rate poundages than those with high expenditure needs
(eg relatively more old people). And secondly, authorities with high rateable
resources (eg on account of more offices) would be able to provide a standard
level of service for lower rate poundages th;n those with low rateable resources
(eg on account of low quality housing). This compensation for differences between
authorities' expenditure needs and resources is known as "equalisation”. Of the
£8,600m block grant in England before holdback in 1982/83, £2,600m (30%) will be
used to equalise needs. £1,600m (19%) will be used to equalise resources. The
remaining £4,400m (52%) effectively will be paid as a..subsidy to produce a

standard reduction in rates across the country.

13. Without this compensation for the differences in the needs and rateable
resources of authorities, rate burdens across the country would change
dramatically. Assuming the whole of block grant were paid as a standard amount
per head, and that authorities made no use of balances, then 1982f§3 rates in
Tandridge (Surrey) would have fallen by 65p (-48%) and in Westminster by 29p
(-20%). On the other hand, rates in Liverpool would have increased by 56p (+28%)
and in Wandsworth by 36p (+24%).

14. The equalisation of local authority rateable resources has come under strain
because of the use of rateable values as a measure of local wealth. Local
authorities whose high resources are due primarily to high domestic rateable
values argue that rateable values are not a good measure of the relative capacity
of their ratepayers to pay higher rate bills. Local authorities with high
non-domestic rateable values point to the absence of a general rating revaluation
in England and Wales since 1973 and argue that the relativities in the values of

shops, factories and offices between different areas are out of date.

15. For each authority block grant is paid at a constant proportion of each
pound of expenditure, depending on the relationship between its total rateable
resources, its population and its needs assessment (GREs). Where an authority is
spending at or above a épecified threshold in relation to its GRE, its marginal
rate of grant is reduced. This is known as the "taper”. There are technical
differences between the mechanisms in England and Wales, but the principles are
the same. Where an authority chooses to spend at levels above its needs

assessment, subject to a reasonable tolerance, it has to find a larger proportion
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’the cost from the rates or other sources. Since 1980/81 in England and 1982/83

in Wales authorities have also been subject to individual expenditure targets,
principally derived from the Government's expenditure plans. Where authorities do

not plan to spend in line with their targets they have been subject to holdback

of block grant.
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IIT CONTROL OF LOCAL AUTHORITY RATES IN THE INTERIM SCHEME

16. The object of the interim scheme would be either (a) to freeze rate levels

or (b) to permit rate increases subject to a limit or set of limits. The term

“rate” in this section includes precepts by the county councils, the 3 park
authorities, and ILEA. Special considerations apply to the Metropolitan Police,

whose precept is fixed by the Home Secretary.

17. For the reasons discussed in paragraph 42 and 43 below it would not be
practicable to make the 11,000 parish, town, and community councils and the 260
internal drainage boards directly subject to control; but their expenditure might
be indirectly influenced through the rate limits set for the bodies on which they

precept.

18. A control scheme for local authorities would need to be based on general
rules. But there would inevitably be cases requiring exceptional treatment; and
the tighter the rules were drawn the more such cases there would be. The scheme
would therefore have to provide for a system of derogations, to be granted by the

Secretary of State.

19. The issues raised by the interim scheme are considered below in relation to:

Limits on rates or rate increases
"Safety valves"

Applications for derogations

Public expenditure and Exchequer grant
Transition

Intervention

Other Issues

Manpower implications

Annual timetable

Scotland

Issues for Ministers
LIMITS ON RATES OR RATE INCREASES

20. Local authorities have three main sources of income: (a) rates, (b) grant,
and (c) fees and charges (including rents). Income from fees and charges is

CONFIDENTIAL




CONFIDENTIAL

netted off gross expenditure; and cannot in any case readily be made subject ,

direct control (see paragraph 53 below). Thus any control system has to take

account of the fundamental equation:
net expenditure = rates + grant

If any two of these are controlled directly, the third will also be controlled
consequentially. There are thus three basic models for a control scheme: A, in
which expenditure and rates are directly controlled; B, in which rates and grant
are directly controlled; and C in which expenditure and grant are directly

controlled.

21. A control scheme could also build on the existing arrangements for
influencing expenditure: in particular on GREs (which are formula based measures
of the cost of providing a standard level of service), and on the expenditure
targets (which are formula based measures of what the Government regards as a
“reasonable level” of expenditure for each authority, to exceed which incurs loss
of grant). In practice each of the basic models could be developed in a variety
of ways, making different use of this established machinery. Each of the schemes
described below starts from one of the basic models, and incorporates particular
features which seem to be useful and practicable; but other variants are

possible.
(1) Description of Schemes
Scheme A(i) — A freeze on rate levels:
22. Scheme A(i) would involve:
- freezing rate poundages;

- setting "reasonable budgets” for net expenditure (equivalent to

"expenditure targets” under the present RSG system);
.~ paying a deficit exchequer grant to each local authority equivalent to the

difference between the income from the frozen rate (allowing for increases

or decreases in rateable value), and "reasonable budget" expenditure.
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B.( grant would be suspended in favour of the new exchequer deficit grant.

Scheme A(ii): Limitation on rate increases
23. Scheme A(ii) would be the same as Scheme A(i) except that maximum permitted
rate increases would be specified, either nationally or for each class of
authority.
Scheme B(i) — A freeze on rate levels
24, Scheme B(i) would involve:

- freezing rate poundages;

- allowing the present block grant system to operate independently;

- leaving each authority's permitted expenditure to be derived from its rate

income and its grant entitlement.

There would be no "reasonable budgets'" approved by Government but there would be
expenditure assumptions for individual authorities underlying the grant

distribution.

Scheme B(ii): Limitation om rate increases

25. Scheme B(ii) would be the same as scheme B(i) except that maximum permitted
rate increases would be specified nationally, or for each class of authority, as
in scheme A(ii).
Scheme C: Limitation on rate increases
26. Scheme C would involve:

- setting ''reasonable budgets'" for net expenditure;

- maintaining the block grant system;

= leaving each authority's permitted rate limit to be derived from its block
grant entitlement for spending at the "reasonable budget" level.

CONFIDENTTAL
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27. Where derogations were granted under schemes which froze rate poundages.

(A(i) and B(i)), extra grant would be payable. Under schemes which controlled
rate increases, (A(ii) B(ii) and C), the granting of a derogation would entail a

higher rate increase than permitted under the general rules.
(ii) The Base Line for Controlling Rates

28. 1In both versions of Schemes A and B, decisions would be needed on a base
line for calculating the frozen rate poundages or rate increase limits. The
choice is between the rate levels of 1983/84 or of 1984/85. There would be
advantages in using those of 1983/84. Rates for that year have now been. set, and
it would thus be possible to avoid validating any increase in rates made in
1984/85 by authorities seeking to anticipate the introducgion of a control scheme
in 1985/86. If rates were to be frozen, they could be set either at the general
level of 1983/84 (thus implying a requirement to reduce rates where they had been
increased between 1983/84 and 1985/86), or at the 1983/84 level updated by a
factor to allow for inflation. If there were to be maximum rate increases, those
allowed in 1985/86 would need to take account of local authority cost' increases

for both 1983/84 and 1984/85.

29. It might be necessary to make a general adjustment to the 1983/84 rate
levels to discount that element of rates which was attributable to grant
"holdback” in that year. Otherwise authorities which had increased their rates as
a result of high spending in 1983/84 would be given an unjustifiably high rate
base. The nature and scale of the adjustment would depend partly on whether there
had also been a system of targets and holdback in 1984/85. Ministers have not yet

taken a decision on this.

30. Under scheme C, there would be no need for a base line for the rate increase
limits. As explained above, the rate limits for individual authorities would be
derived from their "reasonable budgets" and their block grant entitlements. The
base year for calculating “"reasonable budgets" would be 1983/84. This would
discount any advantage from expenditure increases in 1984/85 which might

otherwise occur.
(1ii) Rate reductions

3l. 1If rates were to be frozen, as under schemes A(i) and B(i), some authorities
could well be able to levy rates below this level. There seems a good case for
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.owing year on year fluctuation in rates; provided they remained below the

ceiling. This would give the more responsible authorities more flexibility in
operating their finances. The Group have assumed that rate reductions would also

be allowed under schemes which limited rate increases.

(iv) Assessment of schemes

Rates freeze/increase limitation

32. Under scheme A, the frozen rate or permitted rate increase would be set
directly on the basis of general rules for all authorities or classes of
authority, by reference back to actual rate poundages in a base year. There would
thus be no allowance for the extent to which the rate levied in the base year was
influenced by contributions from balances. Authorities which levied low rates in
the base year by drawing on balances (as often happens in years of local
elections) would tend to continue to have lower rates throughout the interim
period; conversely for authorities which rated to add to balances in the base

year.

33. Under scheme B the rate limit would be set in the same way as in scheme A;
and would similarly take no account of any use of balances in the base year. But
whereas under scheme A grant would be specifically adjusted to ensure that each
authority's income was sufficient to meet its "reasonable budget”, under scheme B
there would be no explicit setting of "reasonable budgets". (It would however be
technically necessary to make an assumption about the expenditure levels of
individual authorities in making the RSG settlement). As a result, the rate
limits would allow differential year on year expenditure changes between
authorities, regardless of their original levels of expenditure and changes in
their needs. An authority losing block grant, or which kept rates down by using
balances in the base year, might have to reduce its expenditure, whereas an
authority gaining grant, and/or which increased its rates to allow for additions

to balances in the base year, would be allowed larger expenditure increases.

34. In contrast, under scheme C rate limits would be determined as a consequence
of reasonable budgets and the operation of the grant system. In effect, they
would be equivalent to the rate required to bridge the gap between an authority's
"reasonable budget” and its grant entitlement. In this way, scheme C would be

fairer to authorities; any differences in permitted year on year expenditure
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increases would be the result of explicit decisions on how to set the "reaso‘le

budgets” (ie whether they should be "skewed", see paragraph 36 below). But
because the rate limits in scheme C would be determined as an output from the
system, they would imply different year on year movements in actual rate levels
between authorities. In other words, the more that "reasonable budgets” are
"skewed” and the greater the changes in grant distribution (eg due to GRE

changes), the more uneven the resulting pattern of rate changes under scheme C.

35. 1In all the schemes, the frozen rate or permitted increase would be set in
terms of the rate poundage rather than in terms of the bill paid by the
ratepayer. If rate poundages were frozen across the board,.the bills paid. by
ratepayers would also be frozen, unless the rateable value of their property

changes.
"Skewing”

36. Under both schemes A and C there would be a strong case for authofities'
“reasonable budgets" to be "skewed” both to allow different year on year
expenditure changes for low spending authorities and high spending authorities
relative to their expenditure needs and to take account of changing needs; GRE
assessments could be used for this latter purpose. Under scheme A, differences in
year on year expenditure increases would be wholly reflected in year on year
changes in grant, since rates would be either subject to the initial rate freeze
or allowed to increase to the same extent for all authorities. Under scheme G,
differences in year on year expenditure increases would be reflected in different
implied changes in rate poundages. Under scheme B the option of "skewing” would
not arise in the same way since there are no explicit "reasonable budgets”. Under
schemes A and B it would be possible to skew the permitted rate increases (as

distinct from the "reasonable budgets”) should that be judged desirable.
Definition of permitted rate increases

37. Under Schemes A(ii) and B(ii), which would limit permitted rate increases,

the maximum increase could be set either as a uniform poundage increase for each
class of authority (eg 5p for shire counties, lp for shire districts, etec), or as
a percentage increase on each authority's poundage in the base year. Uniform flat
rate poundage increases would give more headroom to low rating authorities; they

would also allow greater percentage increases in rate bills in such areas.
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Ut‘;rm percentage increases in base poundages would give more headroom and more
cash to those with higher rates. This is illustrated in the following tables
related to the shire districts and counties in England.

Table A. 5p increases on 1982/83 poundage

Shire Districts ) Shire Counties

Lowest 6p + 5p = 11p (up 83.3%) 1173p + 5p = 122%p (up 4.3%)
Highest | 51p + 5p = 56p (up 9.8%) 156p + 5p = 161p (up 3.2%)

Table B. 5% increases on 1982/83 poundage

Shire Districts Shire Counties

Lowest 6p + 5% = 6.3p (up 0.3p) | 117%p + 5% = 123.4p (up 5.9p)
Highest | 51p + 5% = 53.5p (up 2.5p) 156p + 5% = 163.8p (up 7.8p)

38. Insofar as the increase limits were intended to reflect changes in costs,
there would be an argument for setting them in percentage terms. On the other
hand, this could have the effect of widening disparities in levels of service and

would put no pressure on extravagant authorities to reduce their spending.

39. For Scheme C the choice between uniform flat rate poundage increases and
percentage increases does not arise. As explained above, the permitted rate for
each authority, which might be an increase or a decrease on the previous year's
poundage is a residual, filling the gap between each authority's block grant

entitlement and its "reasonable budget" level of expenditure.

Implications for transition from interim scheme into final scheme

40. Schemes B and C, unlike scheme A, would preserve the block grant system and
equalisation of needs and resources. This would make the transition to the final
scheme much easier if it were desired to preserve these features of the grant
system in the final scheme (see paragraphs 239-262 in Section 1v).

Derogations

41. Local authorities are likely to seek derogations from the limits and/or
challenge them in the courts on the grounds - among others - that they do not

take account of the varying circumstances of individual authorities, There are
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two aspects to be considered here. The first concerns the operation of the gra.

system. Scheme A would be more vulnerable to risk of legal challenge than schemes
B or C, unless authorities' "reasonable budgets' were 'skewed' to take account of
changing circumstances (see paragraph 36). The second aspect, concerns how the
rate limits are set. In this respect, Scheme B would be more vulnerable than
schemes A and C, since the rate limits would not be based on "reasonable budgets"
and would permit differential year on year expenditure increases (and in some
cases reductions) for authorities. Authorities losing grant, or whose rates in
the base year were artifically depressed by the use of balances, might be
required to make expenditure reductions that could not be defended as-
"reasonable'"., Scheme C has the advantage over the two other schemes that the rate
limits would be an outcome of both "reasonable budgets" (which ;ould be skewed)
and the operation of the grant system. The overall number of derogations might

therefore be lower.
Lower tier authority precepts

42. Precepts by the lower tier authorities (ie mainly by parish, town or
community councils and by internal drainage boards) levied on rating authorities
vary from authority to authority. In 1982/83, lower tier precepts were equal to
0.3% of all rate income in England and Wales, but in some instances were equal to
as much as 50% of the district level rate. It is clearly impracticable to set up
a control scheme applicable to over 11,000 such lower tier authorities. It would
also however be undesirable to exclude the lower tier precept from the control of
the relevant local authority rate in which it is now reflected, especially as a
rating authority might be able to evade the control by securing the agreement of
a lower tier authority to carry out expenditure it might itself otherwise carry
out under concurrent powers., The most significant concurrent activities are the
provision of recreation facilities (swimming pools, community halls, parks and

allotments) and parking places, footway lighting and bus shelters.

43. A simple solution would be to allow the rating authority to take the strain
of any increase in the lower tier precept within its frozen rate or permitted
rate increase, and for the Secretary of State to take this factor into account
when an application for a derogation is made (see paragraph 70(g) below). This
solution could well produce inequities. The Group consider, therefore, that
additionally a uniform limit might be set on the precepting powers of all
parishes. Such a limit, set in terms of a rate poundage, would have' to be set

high to avoid the need for derogations, given the wide disparity between the

CONFIDENTIAL




CONFIDENTIAL

’ishes in terms of the present levels of activity and rate, and would therefore

be too broad an instrument to have much effect on the aggregate level of
precepts. But it might help to restrain any tendency for individual parishes to
rate excessively and thereby jeopardise district rate limits. Another alternative
might be to place a low, absolute poundage ceiling on parish powers to precept
(as was the case before 1972) but to give a power for the District Council to

transfer some of its limited rate poundage to its parishes.
(v) "Reasonable Budgets” and rate increase limits”

44. Rates and Exchequer grant together accounted for 75% of local authority
gross revenue income in England in 1982/83. Another 18% was attributable to fees,
charges and rents, the remainder being accounted for by interest receipts and
other income. The comparable figures for Wales are 77% and 17%. By controlling
both rates and Exchequer grant the Government would therefore exercise an
important influence on local authorities' gross expenditure; and would constrain
their net expenditure, which is defined as being net of income from fees, charges
and rents. The use of balances to finance expenditure is discussed at paragraphs

54-56.

45. The "reasonable budgets" under Schemes A and C or "expenditure assumptions"
under Scheme B would need to be comsistent with the Government's public
expenditure plans for local government services. They would need for instance to
incorporate the Government's assumptions about pay and price movements. It would
be necessary to ensure that the net public expenditure provision was set at a
level within which local government could reasonably be expected to remain,
otherwise there might be a very large number of applications for derogations and
the Government could find itself obliged to grant a substantial proportion of
them in order to minimise the risk of successful legal challenge (see paragraphs
70-79 below). In the transition to the first year of the control scheme it could
therefore probably be necessary to "write off" any overspend in 1984/85 and
increase the public expenditure provision for 1985/86 accordingly.

46. For schemes A and B the frozen rate poundages or rate increase limits would
be derived from the total public expenditure provision and the total provision
for Exchequer grant. They too would need to be set realistically in order to keep
the number of applications for derogations within manageable limits. In 1982/83

rate .changes in England varied from -40p to +46p, ie from -44% to over +90%. (See
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Annex E(1i)). There was an even wider range in 1981/82. For 172 authorities (.
41%) in f§82X83 the rate increase was greater than the average increase in local
authority costs; for 188 it exceeded the Government's pay and price provision of
6%. Rate changes in 1983/84 seem to be less widely spread and 147 authorities

have increased their rates by more than the current rate of inflation (5%)s

47. The range of rate changes in Wales for each period is significantly narrower
than for England. In both 1981/82 and 1982/83 the changes varied from about +10p
to +35p (about +9% to +34%). Only 11 out of the 45 authorities in Wales had a
rate increase in 1982/83 in excess of either the average rise in local authority
costs, or the Government's 67 provision for pay and prices. In 1983/84 the’range
of rate poundage changes is -16p to +16p (-11% to +12%). Indeed only 7
authorities have increased their rates for the forthcoming-year by more than the

going rate of inflation (5%).

48. The number of authorities with rate increases in 1982/83 above the average
increase in costs of the Government's pay and price provision would have been
lower if the expenditure and grant provision had allowed for actual cost
increases effecting local authorities and if the overall grant percentége had not
been reduced. Much of the variation in rate increases remaining after discounting
the factors noted in paragraph 5 of Annex E(i) is attributable to the individual
decisions of authorities on the use of their balances in setting their rate

levels in a particular year.

49. The interaction of public expenditure provisions and the rate increase

limits is further discussed in paragraphs 80-90 below.
“SAFETY VALVES"

50. Apart from rates and RSG, authorities would still be able to look to a

number of other sources to finance their spending levels.
Specific and Supplementary grants
51. There is some scope for using specific or supplementary grants in support of

revenue expenditure. Some specific grants, eg for police expenditure, are

'open-ended'. In practice they would be limited to the extent that control of
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r.s influenced expenditure on the services subject to such grants. It might be

necessary to consider further Government action, for example by cash-limiting or

relating grant to specific projects.

52. Of the supplementary grants, the most important in England is the Transport
Supplementary Grant (TSG), which is in the control of Central Government. In

Wales, TSG is paid only in support of capital expenditure,
Fees, charges, and rents

53. Local autﬁorities would remain free to determine their fees, charges, and
rents, which in 1982/83 accounted for 18% of gross revenue income in England and
17% in Wales. But in considering applications for derogations Ministers would
need to take a view on the extent to which each authority could be expected to

finance its proposed expenditure from these sources.

(a) The scope for rent increases varies between different authorities, and
all such increases are ultimately governed by the requirement that rents be
reasonable, and that authorities are seen to be exercising their local
discretion in setting rent levels. The scope for increasing rental income is
likely to be least in the case of those authorities whose rents are already
relatively high, a number of which happen to be those that would be placed

under the greatest pressure to reduce rate-borne expenditure.

(b) There would be scope for some significant increase in public transport
fares in the metropolitan counties; but a decision to refuse a derogation on
the grounds that fares should be increased instead could attract criticism,

particularly in London.
(c) Local education authorities might be required to increase charges for
school meals; the effect on gross expenditure would depend on the effect on
demand.

Balances

54. Over the years local authorities in England have accumulated a surplus of

revenue account income over expenditure (ie revenue balances) of about £1500m by

the end of March 1983, These funds have been 'loaned' temporarily to the .
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authorities' capital accounts to finance capital expenditure. Since authorit’

have the power to refinance these loans with external borrowing (from money
markets) the revenue balances are potentially available to finance additional
revenue expenditure without recourse to additional income (from rates, grants
etc). In a similar way authorities have accumulated surpluses on special funds
(£1000m) and capital accounts (£2300m) that are temporarily invested internally.
But only some £500m of special funds and capital account balances could be made
available to finance additional revenue expenditure. The maximum expenditure
potentially at risk in England from revenue and other balances is therefore
around £2000m - equivalent to about 10% of net current expenditure in 1983/84 -
although authorities could increase this by rating up in 1984{85. In Wales
authorities are estimated to have carried forward into 1983/84 balances of the
order of £130m. When the accumulated surpluses on special funds,and capital
accounts that could be available to finance additional revenue spending (about
£20m) are taken into account the aggregate of revenue and other balances amounts

to £150m (or 12% of estimated net current spending in 1983/84).

55. 1In practice authorities need balances as a reserve against unforeseen
shortfalls in income or increases in expenditure. On past performance, author-
ities might be expected not to reduce balances. But the Group cannot predict how
they might respond to a control system, and believe they might use some but
probably no more than around £500m of the balances in England and Wales (ie 2%
of net current expenditure) presently available to circumvent the new controls,
and probably less. Moreover this money can be used once only, so it would quickly
be sweated out of the system. To the extent that authorities do use balances
there would be a corresponding increase in the Local Authority Borrowing Require-
ment (LABR) as internal loans were replaced with market borrowings. What will
actually happen to balances will however depend on the aggregate of local
political decisions rather than purely professional judgements by Chief Financial
Officers.

56. It would be very difficult to control the creation or use of balances by
legislation. There is a fundamental operational problem insofar as it is only
possible to calculate actual balances after the close of a financial year, and to
provide very broad estimates of the closing balance before the end of that year.
Moreover it would involve breaking new ground in defining in statute in great
detail the content and operation of all local authority accounts. It is very
unlikely that such legislation could be developed in watertight form for
introduction by January 1984.
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M 1 aid

57. There is some scope for 'mutual aid' between sympathetic authorities (ie
with concurrent powers in different tiers in the same areas) to maximise their

collective headroom, but this seems very limited.

Conclusion

58. In general apart possibly from some further restraint on the use of specific
grants (paragraph 51) the Group consider that it would be very difficult to take
effective action to block off the sources of finance set out in paragraphs 50-57

above. Moreover there might be some positive virtue in regarding these as 'safety

valves' which would tend to reduce the number of applications for derogation and

provide good grounds for rejecting many such applications.

APPLICATIONS FOR DEROGATIONS

59. Local authorities unable to meet their spending plans within their frozen
rates or rate increase limits would have to apply for derogation to the Secretary

of State for the Environment (or Wales).

(i) Parliamentary procedure:

60. The first question to consider is the form of Parliamentary authority for

derogation. There are two possibilities:

(a) Parliamentary approval of the Secretary of State's recommendations in
individual cases, as under the current arrangements in Scotland, where the
Secretary of State may specify rate or grant reductions for individual local

authorities.

(b) A power for the Secretary of State to decide whether or not to grant

applications for derogations, subject only to judicial review.

61. Parliamentary approval of individual cases might help to reduce the
involvement of the courts and the risk of adverse decisions. But there is no
reason of principle why the courts should accord a greater degree of authority to

a statutory instrument approved by Parliament than to any other executive act;
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and in a clear case of absence of power or procedural impropriety it is .

inconceivable that they would disregard irregularity of substance merely on
account of its being formally subject to Parliamentary approval. Moreover
anything more than a handful of individual cases would be impracticable in terms
of the demands on the Parliamentary timetable. The Group therefore consider that
the scheme must be developed on the basis of (b) above. It could be argued in
support of this approach that the Scottish system is based on rate reductions
and/or withdrawal of grant, whereas the proposed control system would be based on
conceding either more grant, borrowing approval or more rate income if a

derogation is approved.
(ii) Ministerial responsibilities

62. Local authorities are responsible for certain services of national
consequence, such as education, personal social services, police, fire, transport
and highways. The imposition of a rate control scheme could have implications for
Government policies in relation to those services, since in varying degrees
successful implementation of those policies depends critically on the
co-operation of the local authorities concerned. The tighter the control of rate
increases, and therefore of net revenue expenditure (which has implications for
the capital as well as the current account) the greater the risk of refusal of
co-operation by individual authorities, or of difficulty in meeting the
requirements of service Ministers. These risks could arise in the case of

responsible low spending as well as high spending authorities.

63. Service Ministers at present give a variety of advice and guidance with
expenditure implications to local authorities, who would be ready to exploit any
apparent divergence in the approach adopted by individual Government
Departments. For example, given Government priorities, a high spending authority
might well base an application for derogation on the effect the rate limit would
have on law and order or civil defence spending. If a control scheme were
introduced, it would be necessary to undertake a review of the requirements
placed on local authorities by service departments, to ensure consistency with

the requirements of the control scheme.

64. It would be an essential feature of any rate control scheme that the
Secretary of State for the Environment, after consulting other Ministers

concerned with individual services where relevant, must (as the Attorney General
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a!vised MISC79 on 7 January) decide himself whether to grant a derogation and if

so how much additional grant or rate increase, or temporary borrowing, to allow.
Decisions would need to have regard to the statutory duties placed on service
Ministers (see Annex F(i)). For example, the Secretary of State's decision
whether to allow a derogation might need to override, at least by implication,
advice given by HM Inspector of Constabulary or of the Fire Service about the
standards of the police or fire service in an individual local authority which
the Home Secretary is at present statutorily obliged to take into account. The
Home Secretary also authorises police force establishments and is required to
give or withhold approval, having regard to public safety, to reductions in
numbers of firemen. He also approves the Metropolitan police and certain other
budgets. Under the Transport Act 1983 the Secretary of State for Transport sets
protected expenditure limits for public transport revenue support. These limitsg
are themselves be open to legal challenge. The Secretary of State for Education
and Science is required to consider complaints made under the 1944 Act asking
whether he is satisfied that an LEA has failed to discharge any of its duties
under the Education Acts or has acted unreasonably in exercising any duties or
powers. Consequently, even though legislation would need to confer on the
Secretary of State for the Environment authority for deciding whether a given
level or expenditure should be permitted, and the final decision would be his
alone, it is essential that there should be close consultation between the
Department of the Environment and the other service departments concerned in the

case of individual applications.

65. The same issue arises in Wales but is restricted to Home Office Services,
the Secretary of State for Wales having final overall responsibility for all

non Home Office local authority services. It does not arise in Scotland where the
wide service responsibilities of the Secretary of State have facilitated the
existing comparatively limited scheme of direct control over local authorities'
spending (see Annex F(ii)). Indeed, the level of service provision has played
only a minor part in the consideration of excessive and unreasonable expenditure

in Scotland.

(iii) Extra grant, additional rate increases or temporary borrowing

66. Where an application for derogation is successful, additional expenditure
will be approved. If rates were frozen (as in Schemes A(i) and B(i)) this

expenditure would have to be financed by extra Exchequer grant.
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67. In the case of the permitted rate increase schemes CA(11), BCLL),; and C .,

the additional finance required might be met either by temporary borrowing or by
allowing a higher rate increase. If the additional finance were to be met by a
higher rate increase this would mean resurrecting in England and Wales and
introducing in Scotland a power to levy what would be in effect a supplementary
rate. This need would arise because of the time required to examine applications
for derogations and ensure consistency of decisions. If permitted rate increases
were announced in December, it would almost certainly be impossible for Ministers
to decide on all the applications for derogations before precepts are set in
February and rates in March. It would therefore be necessarf\to allow authorities
to levy a provisional rate to take effect in April and a final rate to be fixed

some time into the financial year.

68. There is a case for conceding temporary borrowing to meet non-recurring
expenditure, for example on emergency works, or where the sum involved is
relatively small and would not justify the substantial administrative cost of
levying a supplementary rate, and to concede a higher rate increase in other
circumstances. On the other hand, it could be argued that if temporary borrowing
only is available in response to an application for derogation, this might put
greater pressure on authorities to make economies and avoid applications for
derogation. Whichever choice Ministers make, they might want to consider whether
it is necessary or desirable for the same rule to apply in England and Wales and

in Scotland.

69. In either case, the derogation thight be made subject to conditions (eg to

end contractual commitments or achieve redundancies.)
(iv) Legal Challenge

70. Local authorities would be likely to advance a very wide range of arguments

in support of applications for derogations:

(a) 1legal obligations to provide services and to have regard to public

health and safety etc;

(b) Government advice and guidance based on Government policies and the

specific duties of service Ministers (eg see paragraphs 63 and 64);
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(c) pay settlements, especially those to which the Government is party such
as teachers and police, where the settlement was above the level assumed

when rate limits were set;

(d) evidence of local needs which influence expenditure (eg size of client

groups, social and physical characteristics, GRE assessments) ;

(e) comparisons with other authorities (either neighbours or in some
cluster analysis of 'comparables'). As derogations proceed these will be

joined by arguments of precedent;

(f) contractual commitments, including redundancy payments and other

employment items (some statutory);

(g) lower-level precepts over which rating authorities have no control (see

paragraphs 17, 42 and 43);
(h) contingencies and emergencies (weather etc);

(1) various local factors which have in the past either created an
"unfairly” low present rates baseline, or led to an "unavoidably" high

present rates baseline;
(j) an electoral mandate.

71. Departments would need to develop a series of criteria for the consistent
consideration of such applications - a form of 'case law' - in order to minimise
the grounds for challenge. The basic judgement would have to be made by reference
to the aggregate financial position of a local authority rather than the
circumstances of an individual service. Departments would therefore, for example,
have regard to the GREs and previous spending behaviour of the authority
concerned. Even where the authority's case for a derogation was based on the
implication for a single service, it might be necessary to look at its budget
service by service, to ensure that the derogation was justified by the
authority's financial position overall. Such consideration would involve

consultation with service Ministers before any application was refused.
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72. Some authorities may challenge in the courts the decisions of the Secreta.
of State on applications to him for derogations. Legal arguments will probably
focus on whether such decisions are unreasonable because the Secretary of State

has:
(a) failed to take into account relevant con;iderations;
(b) taken irrelevant matters into account;
(c¢) had a closed mind or fettered his discretion;
(d) exercised his powers incorrectly or exceeded them;
(v) Implications of risk of legal challenge

73. A major issue arises over paragraph 70(a). The imposition of rate ceilings
or limits on permitted rate incr;ases is complicated by the existence of
statutory duties placed on local authorities in relation to the various services
they provide, including police, fire, education and PSS (See Annex F(i)). In
general such duties are not expressed in terms of minimum standards.
Nevertheless, they would certainly be adduced by local authorities in support of
applications for derogations and in subsequent legal challenges. It does not seem
practicable, even if it were acceptable on policy grounds, to revise all such
legislation so as to eliminate the risk of conflict between statutory duties and
the limits to be imposed under the interim scheme. In Scotland it has been
possible to reduce the risk of conflict by demonstrating that a particularly
high-spending authority subject to control has been spending more freely on
particular services than a selected group of "comparator" authorities. This would
be less easy in a scheme of general rates control, such as the Group is asked to
consider, which is to apply to all authorities and would therefore be likely to

affect relatively low as well as high spenders,

74. An equally important issue arises on paragraph 70(b). As suggested in
paragraphs 62-65 above, it would be necessary to review the advice and guidance
given to local authorities by service Ministers where there are expenditure
implications, to seek consistency with the control scheme, and to secure
interdepartmental consultation on applications for derogations, to seek

consistency in decisions,
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75. The Group have considered whether it would provide a further safeguard
against legal challenge if the Secretary of State were empowered to seek reports
on applications for derogations from the Audit Commission or a management

consultant from an approved list. The Group advise against this because:

(a) it could hinder the Audit Commission from developing good working
relationships with local authorities, which are essential if it is to

secure greater value for money in local government services;

management consultants may not have enough detailed knowledge of
local authorities to produce in the initial years of a control scheme
reliable and relevant reports; and applications for derogations may
raise policy issues for Ministers on which management consultants

could give only limited help;

the problems of reaching defensible decisions in good time would be

increased if this further step in the procedure were introduced.

76. The risk of successful legal challenge would depend to a large extent on the
number of applications for derogations that had to be dealt with. The greater the
number, the greater the risk of inconsistency in the decisions taken. The number

of applications would not of course be within the Government's control. It would

depend partly on the tightness with which the limits were drawn (on which see

also paragraphs 80 to 85 below), and partly on the nature of the scheme chosen.

77. 1f rates were frozen and successful applications for derogations led to
extra Exchequer grant (as under Schemes A(i) and B(i)), it is reasonable to
assume that most authorities would apply, since they would have nothing to lose

by doing so.

78. 1If a derogation entailed a higher permitted rate increase (as under Schemes
A(ii), B(ii) and C) it is reasonable to assume that fewer authorities would
apply. Some would wish to support Government policy; some would want to avoid
higher rates even though they could try to lay the responsibility on the
Government. Some might in any event be able to live within their increases. But
there would probably be a substantial 'hard core' of very complex cases from
local authorities hostile to the scheme, and seeking to disrupt it. Some

applications might come from authorities responsible for substantial budgets and
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a wide range of services, eg there were 73 authorities with budgets over £1$ in

England and Wales in 1982/83, each responsible for upwards of 10 major services.
There is no reliable way of estimating the likely number of applications, but on
the assumption that the limits were set fairly tightly it would be imprudent to
take it for granted that the number would in any case be much fewer than half the

total (ie about 200).

79. It would of course be possible to reduce the number substantially by
restricting a control scheme to local authorities spending well in excess of
their GREs - for example, as in the scheme considered in MISC 79(82)20 whereby a
few authorities would be selected for scrutiny and a limit placed'on the rate
increases those authorities were allowed to make. But such schemes appear to fall

outside the Group's terms of reference, which concern all authorities.
PUBLIC EXPENDITURE AND EXCHEQUER GRANT
(i) Public expenditure

80. The level of actual local government revenue expenditure achieved under the
control scheme would be powerfully influenced by the levels of planned
expenditure provided for by the Government in the "reasonable budgets" or
expenditure assumptions for individual local authorities, the amount of grant
provided, and the levels of permitted rate increases in the rate increase

limitation schemes.

I81. For schemes involving permitted rate increases (A(ii), B(ii) and C), it was
suggested in paragraphs 44 to 49 that the Government's public expenditure plans
for local government services would have to reflect estimates of actual
expenditure in the preceding year, in order to minimise the risk of successful
legal challenge to the control limits. This does not in itself imply higher
public expenditure than would otherwise be the case, but it may imply higher
figures in the published expenditure plans.

82. The higher the permitted rate increases under Schemes A(ii), B(ii) and C the
less the pressure there would be on lower spending authorities to rate and spend
well below average levels. Experience when English authorities (in 1982/83) were
allowed to treat the higher of GRE or their 'expenditure target' as the 'penalty

free' level of expenditure suggested a tendency for authorities to take advantage
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of any headroom available to them, but this could be offset to some extent by

reductions made by the higher spenders.

83. But the lower the initial 'reasonable budgets', grant and permitted rate
increases, the greater would be the constraints on actual local government
revenue expenditure; but the larger would be the number of applications for

derogation and the greater the risk of successful legal challenge.

84. On balance the Group consider that while a control scheme based on a freeze
on rates should eliminate rate increases, and one based on rate increase
limitation should block off very high rate increases, it is not self-evident that
such control schemes would secure lower aggregate expenditure than if the current
block grant system were applied with rigour. Moreover, the more weight that
Ministers give to the need to minimise the number of derogation applications and
the risk of legal challenge, the more headroom they will need to give in terms of
reasonable budgets, amounts of Exchequer grant, and size of permitted rate
increases; and the greater the headroom, the higher the expenditure that a
control system will permit. No scheme avoids this problem, although Scheme C

would not give additional headroom to those authorities in a position to hold or

to cut rates whereas schemes A and B which involve uniform rate limits or a rates

freeze, would. On the other hand the block grant system alone cannot eliminate
rate increases, or constrain their size, in the way that a rates control could.
With block grant and no control scheme, a local authority is free to increase
expenditure if it chooses to pay the price in loss of grant and higher rates;
and/or to increase rates for other reasons such as building up balances in

non—-election years.

85. The Group have recommended in paragraph 58 above that no specific
counter-action should be taken in respect of higher expenditure financed by
increased charges, fees and rents; or by running down balances. The former would
not increase net public expenditure, since such income is netted off gross
expenditure. The latter would increase public expenditure to the extent that they
are used up over time, but the sum at risk is relatively small - £500m or 2%% of

current expenditure in England and Wales.
(ii) Exchequer grant

86. If rates were frozen, or if rate increases were kept below the rate of
increase in local authority expenditure, more Exchequer grant would be needed.
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The amount of extra grant needed would depend on a) the increase in e:~<per:ditr\1'l

and b) the nature of the limit on rates. It would also take into account the fact
that, even with frozen rate poundages, rate income would continue to grow at

about 1%% a year, as a result of the underlying growth in rateable value.

87. Annex G sets out some detailed figures, on various assumptions, for both the
interim and the final schemes. A basic illustrative assumption is that
expenditure increases at 5% a year from 1984/85 onwards. The main subordinate
illustrative assumption is that in the case by comparison with which the extra
grant is calculated AEG also increases by 5% a year; in other words, the grant.
percentage remains constant. (The Group makes no policy assumption about an

appropriate level of grant).

88. On that basis, if rate poundages in 1985/86 were reduced to the 1983/84
level and frozen there, then in 1987/88, the last year of the interim period,
£2.3 billion more grant would be needed than if rates had been allowed to
increase in line with expenditure. If however rate poundages in 1985/86 were.
reduced to the 1983/84 level and then allowed to rise at 3%% a year throughout
the interim period, no extra grant would be required in 1987/88 since the annual
increase in the rateable value base would make up the difference, provided that

there was no fundamental valuation change which would affect the rateable base.

89. The comparisons would be different with different assumptions about the
annual increase in expenditure. If for example, expenditure rose by 8% a year,
then rate poundages would have to rise by over 6% a year if increases in the
grant percentage were to be avoided. Smaller increases in rate poundages would
mean that the grant percentage would have to be increased. This is shown in the
following table; which shows the increase in the annual changes in percentage
compared with a constant grant percentage, for different combinations of a)

annual increases in expenditure and b) annual increases in rate poundages.

Increase in expenditure

3% 5% 8%

Increase in rate poundage Annual change in grant percentage
0% (rate ceiling) +0.8% +1.6% +2.7%
3% -0.6% +0.37% +1.5%
6% -2.0% -1.0% +0.37%
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Each percentage point on the grant percentage represents between £300m and EAOdﬁ
(depending on the growth in expenditure). With a 5% growth in expenditure, the
initial cost in 1985/86 of reducing rate poundages to their 1983/84 levels would
be an increase in grant of about £l.2bn compared with holding the grant
percentage constant at the 1984/85 level. It can be seen from the table by
1987/88, the cost would have increased by £1.lbn (approx 1.6 x 2 x £340m) to
£2.3bn. With an 8% growth in expenditure, the initial cost would be about £2bn,

increasing by another £2bn (approx 2.7 x 2 x £375m) to £4bn in 1987/88.
(iii) National Taxation

90. Additional Exchequer grant would imply higher national taxation. The £2.3
billion cost in 1987/88 of a rate ceiling at 1983/84 levels would be equivalent
to 2 percentage points on the National Insurance Surcharge, about 2p on the basic

rate of income tax, or about 3 percentage points on the national VAT.
TRANSITION

91. Since proposals would have to be announced well before April 1984,
authorities would have an incentive to rate up in 1984/85, so as to have balances
in hand when the control scheme came into operation. However, increased rates for
the express purpose of pre-empting the control scheme could be vulnerable to
legal challenge on the ground that this was not consistent with the reference to

contingencies in the General Rate Act 1967. The tendency to increase rates in

1984/85 might also be limited in practice:

(a) by the fact that the GLC, shire and metropolitan counties face

elections in 1985;

(b) if it were made clear well in advance that the size of balances would

figure in the assessment of applications for derogations;

(c) if the control scheme reflected an explicit or implicit 1983/84

baseline (see paragraphs 28-30 above).

There is also the possibility that authorities determined to embarrass the
Government would rate low in 1984/85, with the intention of leaving themselves
unable to meet their financial commitments and stay within their permitted rate

45
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increase for the following year. They might then seek to force large deroga’ans

or Government intervention. Alternatively some authorities might decide to rate
up and spend up in 1984/85, before the control scheme took effect. But with a
rates baseline of 1983/84 announced in advance they could derive no permanent

benefit from doing so.
INTERVENTION

92. Authorities refused derogations or allowed smaller increases than they had
asked for would have to reduce expenditure or, in cases where ghey were deter-
mined to seek confrontation, to "become bankrupt”. The latter could take various
forms, including spending until they ran out of cash to fulfil statutory duties
and meet contractual commitments (including payment of salaries and wages to
employees.) Councillors would be exposed to the risk of surcharge and
disqualification where they acted illegally. But this might not be enough to

deter certain authorities.

93. The Group examined three main options for responding to full default by a

local authority. These are discussed in detail in Annex H, but in summary are:
(a) no intervention except in emergencies;
(b) appoint a Commissioner to run the authority's finances only;
(c) appoint a Commissioner to take on all the authority's functions.

Option (a) would leave the authority firmly responsible for the breakdown of
local services and for dealing with creditors, who might pursue the authority in
the courts. But the legal processes for the recovery of civil debts, and local
democratic pressures to bring the authority back into line, would work too slowly
and uncertainly to prevent events getting out of hand, eg through the breakdown
of services widely seen by the public as essential, and the problem of large
numbers of employees (perhaps tens of thousands in the larger authorities,
including teachers, policemen and firemen) remaining unpaid. The pressure on the
Government to act could become irresistible. Option (b) would solve some of these
problems by the limited use of a Commissioner who could only exercise the
authority's financial powers, including budget and rate-making, borrowing, the

letting of contracts and the payment of bills and wages. The Government would be
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kept at one remove. But even this basic range of functions would depend on the
active co-operation of some of the authority's staff (mainly in Treasurers'
Departments) and the acquiescence of many others and, therefore, the local
government unions. Where an authority was determined to maintain its challenge,
perhaps with some support from its staff, their unions and the public, a finance
Commissioner might be unable to function. Moreover, such a Commissioner would not
be able to control the running and delivery of services, some of which the public
would regard as essential, if the authority and the departmental staff did not do

Sol

94. This leads the Group to the conclusion that, in cases of determined
challenge through default, the Government would have to be ready, and have
available the necessary powers, to appoint a Commissioner to run all the
authority's functions and meet its statutory obligations to provide at least the
essential services like police, fire, some personal social services, schools and
public health functions. A Commissioner in these circumstances would undoubtedly
have a formidable task. Even if authorities defaulted on a very limited scale
there would be significant implications for central government departments with
responsibility for local authority services both in terms of manpower numbers and

staff costs, particularly for DOE.

95. Ministers would need to consider whether to provide from the outset for
default arrangements as part of the interim control scheme, or to wait for the
local authorities' response before deciding whether to take powers. If they
wished to make provision at the outset, legislation might be prepared which

either (a) set out the detailed machinery for default action or (b) made

provision for the Secretary of State to specify default arrangements in an

Order subject to affirmative resolution of the House of Commons. There might
however be Parliamentary objection to an order making power on such a major
issue. The Group do not consider however that there can be any certainty of
developing detailed default legislation in time for introduction by January

1984. A possible compromise would be to deal with default legislation in a
separate Bill introduced at the beginning of the 1984/85 session for enactment by

March 1985, just before the control system would start.
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OTHER ISSUES
(i) Creditworthiness

96. Rate limits would in theory restrict the ability of local authorities to pay
creditors, and might make it harder and more expensive for authorities generally
to borrow. The markets would certainly expect the Government to step in and
prevent the bankruptcy of authorities where this might otherwise follow from the
control system. It might be necessary for the Government to state éxplicitiy that
it would do so. Uncertainty about the creditworthiness of loeal authorities would

reduce their status as borrowers and add to the burden of interest on their

debts.
(i1) Interaction with structural reform of local government

97. 1If an interim scheme ran for not one year — 1985/86 - but for say 3 years -
1985/86 to 1987/88 - it could interact with any reforms affecting the upper tier
of local government. Rate limits would have to be set for successor authorities,
whether in place in 1986/87, or in existence in "shadow” form; the base line for
calculating the limits would have to be calculated by reference to the
expenditure or rates of the bodies being abolished. If there are any new
single-service "upper tier” precepting bodies it is probably the case that the
budget would have to be determined by central government. Any extra costs arising
from reorganisation would also have to be taken into account. Normal boundary
changes proposed by the Local Government Boundary Commission would also need to
be accommodated. These issues also interact with the possible shape of the final
scheme, in particular the question whether a supplementary local tax can be

operated by two tiers (see paragraphs 153~166 below).
(iii) 1Interaction with Metropolitan Police Precept

98. The Metropolitan Police precept is fixed by the Home Secretary. Further
consideration will be needed to ensure consistency between the precept and the

control of rates overall.
MANPOWER IMPLICATIONS

99. The Group have not been able to identify a suitable precedent on which to
base a manpower assessment. The Scottish experience of intervention and control
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is not a reliable guide because the Scottish office was dealing with only a
handful of authorities drawn from a small total number. Scottish Ministers did
not have to consult colleagues with responsibilities for services; they were in a

position themselves to take an overall view.

100. On the assumption that fewer than 200 applications for derogations are
received (ie with a rate increase rather than a rate ceiling scheme, see
paragraphs 76-78 above) the Group suggest that DOE might need at least four new
administrative divisions and one new legal division. Other professional skills,
such as accountancy, might also be required. If each administrative division had
three sections headed by a Principal or equivalent, this would imply some 60
staff overall. The staff would need to be experienced and of high quality, in
order to ensure fair and consistent decisions and minimise the risk of successful
legal challenges. In handling derogations it would be necessary for the Secretary
of State to have powers to require local authorities to provide specified
information in some detail (eg information on manpower, including wastage and
redundancy costs, and other service information; and on finance including
balances etc) in addition to any material volunteered by authorities in support
of their applications. Other Whitehall departments would probably need at least
the same number between them to deal with representations about specific service
responsibilities. The Welsh Office estimate that on the same basis they would

need about 20 extra staff.

101. Any scheme of control therefore has substantial manpower implications for
central and local government - perhaps over 100 experienced and qualified staff
in central government Departments in England and Wales and 300-500 in local
government, together with heavy additional demands on Ministers and elected

members.

ANNUAL TIMETABLE

102. If the necessary legislation could be in place by July 1984 the timetable

for the operation of the interim scheme in the first year could be as follows:

(1) provisional "reasonable budgets” (if appropriate) and rate poundage
freeze/permitted rate increase formulae (as appropriate) set in July

1984 (if necessary before Royal Assent);
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preliminary representations received from authorities from Septem!er

1984 onwards;

RSG settlement and firm rate poundage freeze/permitted increase
formulae announced in December 1984 and confirmed by Parliament in

January 1985;

applications from authorities for derogations (ie frozen rate level
ad justment s/more grant in Schemes A(i) and B(i); or higher rate
levels in Schemes A(ii), B(ii) and C): January 1985 onwards;
initial rates for 1985/86 set on government limits: February/March
1985 (final rates in cases where authorities accept Government

calculations);

decisions on derogations (March to (say) September 1985), length of

time depending on number and complexity of cases:

a) for a rates freeze (Schemes A(i) and B(ii)); in year 1 the
granting of a derogation would lead to additional grant being

paid as appropriate;

for permitted rate increases (Schemes A(ii), B(ii) and C); the
granting of a derogation would mean either approval for temporary

borrowing or a controlled supplementary rate increase;

April/May 1985 onwards: authorities not accepting the Secretary of
State's decisions on derogations apply to the High Court for judicial
review (cases and consequential work will continue well after

1985/86);

provisional permitted rate increase formulae announced for 1986/87

(Schemes A(ii), B(ii) and C): July 1985;

late applications for 1985/86 derogations continue to come in as
unforeseen circumstances arise (to be run into 1986/87 applications

once 1985/86 is closed);
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The !ey differences between schemes which freeze rate levels and permitted rate

increase schemes are set out in (vi) above. The timing considerations are broadly

the same except:

(a) more applications will be received in the first year for schemes

which freeze rate levels (see paragraph 77);

the first year for such schemes will probably require additional
staff effort to determine each derogation because of the "final"

nature of a frozen rate poundage.

SCOTLAND

103. This section describes proposals for changes in Scotland parallel to those
proposed earlier in the Report for England and Wales but taking account of

Scottish circumstances.

(i) Local government Structure and Finance in Scotland

104. Local government organisation and functions in Scotland are described in

Annex B.

Performance since 1979

105. Since the Government took office it has sought to control and reduce local
authority expenditure in Scotland by a policy of general pressure on grant levels
and selective action against individual authorities. General pressure has been
applied by reducing Aggregate Exchequer Grant as a percentage of planned
expenditure. For 1979/80 AEG was 68.5% of relevant expenditure. For 1983-84 the
percentage is 61.7. In addition general abatements of grant have been made in

specific years to bring further pressure to bear on local authority expenditure,

106. The Secretary of State for Scotland has also taken powers in the Local
Government (Miscellaneous Provisions) (Scotland) Act 1981 and the Local
Government and Planning (Scotland) Act 1982 to enable him to take selective

action against individual high spending authorities. These powers were used in
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both 1981 and 1982 to achieve guaranteed expenditure reductions among certain
individual high spending authorities. In 1982 the use of the power led to a rate
reduction of 167 in Lothian Region and almost a halving of its planned
expenditure excess. Action against another authority (Stirling District Council)
led to a substantial reduction in its planned excess and a freezing of its rates

at the level of the previous year.

107. In Scotland as in England other measures have been taken to increase local
goverment accountability. A Code of Practice has been issued on the Publication
of Manpower and Financial Information. A mandatory accounting and competitive
regime has been established for direct labour organisations. Encouragement has
been given to the contracting out of services to the private sectof. The
Commission for Local Authority Accounts in Scotland (established in 1974) has
carried out a number of value for money studies in co-operation with local

authorities.

108. Annex C(ii) shows how expenditure and manpower have changed in Scotland

since 1979 (with a longer term comparison with the mid-1970s). It also shows the
rate increases and rate of inflation experienced by local government over the

period.

109. Manpower has fallen by 4.2% since its September 1980 peak. Individual high
spending authorities have been brought back into line. The rapid increases in
rates which took place in 1980/81 and 1981/82 have now been replaced by

smaller rate increases for 1983/84; the average increase is 2%. For 1983/84
planned overspending in Scotland will have been reduced from almost 8% in 1982/83
to 4.6%.

Income and expenditure

110. In 1982/83 the estimated gross revenue expenditure in Scotland of local

authorities is £4.2 billion. This is expected to be financed by:

Government grants
Domestic rates
Non-domestic rates
Rents, fees and charges

Other income (including receipts)
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111. Local government expenditure is supported by:

(a) Specific grants (£166 million in 1982/83);

(b) Domestic rate relief which reduces the local general rate by 3p in
the £ (£14.1 million in 1982/83);

(e) Rate Support Grant (£1620 million in 1982/83 after grant abatement).

112, In Scotland there is no block grant system. Aggregate Exchequer Grant (AEG)
is paid by way of specific grants and rate support grant consisting of domestic,
needs and resources elements. AEG is calculated with reference to the
Government's expenditure plans for local government services for the year but
apart from specific grants is paid as an unhypothecated sum in aid of
authorities' net revenue as a whole. Local authorities remain free to determine

their own relative priorities between services.

113. The needs and resources elements of rate support grant are distributed so as
to compensate for differences in spending needs and to equalise rateable
resources between authorities. The aim is to enable authorities to provide the
same standard of service for the same rate poundage. This requires large amounts
of grant given the present differences in resources and needs in Scotland. In
1983/84 about £216 million is to be spent on resource equalisation and £1514
million on needs equalisation. Without compensation for the difference in needs,

rate burdens across the country would change dramatically.

(11) Interim arrangements for control of Rates and Rate Support Grant in

Scotland

114, This section deals with the interim period in Scotland from 1985/86 until
the new local tax 1is in operation. It looks at the two options of (a) a freeze of
rate levels (which does not rule out the possibility of rates going down) and (b)
strict control over annual rate increases. It assumes that any deficit between
frozen or controlled rate income and acceptable total net expenditure by local

authorities will be met by increased rate support grant.
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115. The interim scheme would require legislation on the same timetable as t!at

for England and Wales (introduction in January 1984, enactment summer 1984) to

enable it to be implemented by April 1985.
Description of Schemes

116. Three possible schemes for controlling rates in Scotland are offered. Two
are based on existing rate levels, in the third, rate levels would be controlled
at one remove through control of grant and expenditure. The first would involve a
substantial change to a deficit grant system. The second and third would retain
the present equalising system of grant distribution. The first two schemes could
take two main forms (although it is possible to construct other variants), one in
which rates are frozen, the other in which a limitation is put on increases.
Under the third a rate level would emerge for each authority to fill the gap
between grant and permitted expenditure. Under all the schemes it would be
necessary to approve expenditure levels for each authority, explicitly in I and
III, implicitly in II. Such a step has not hitherto been taken in Scotland: but
the construction of approved expenditure levels would be feasible on the basis of
client group assessments of expenditure need which underly the current
expenditure guidelines, which are issued each year by the Scottish Office. This
method has been much criticised by the Convention of Scottish Local Authorities
and individual authorities, although they are now cooperating in its

improvement. The schemes are as follows:
I (a) and (b)

This scheme corresponds to A in the section on England and Wales. Rates
would be either (a) frozen or (b) allowed to rise to a percentage or
poundage limit placed on annual increases. Individual expenditure levels
("reasonable budgets”) would be set for each authority. A deficit grant
(replacing RSG) would be paid on the difference between maximum forecast
rate income and the approved expenditure level (which could be ad justed to
reflect the past expenditure performance of the authority). Rate limits
under (b) could be set at varying levels so that the rates of high spending
authorities were allowed to rise less. Past performances could be taken as

the preceding year's budget judged against current expenditure guidelines.
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I,(a) and (b)

This corresponds to B in the section on England and Wales. Rates would be
either (a) frozen or (b) allowed to rise to a percentage or poundage limit
placed on annual increases. Rate Support Grant would be distributed on the
existing formula though needs and resources elements with an ad justment in
the distribution formula which would have the effect of (a) linking grant in
part to past expenditure performance (an innovation for Scotland) so that

some selective control would be exercised over individual expenditure levels

or with (b) permitted increases in rates could be limited to past

expenditure performance.

An approved expenditure level would be set for each authority. Rate support
grant would be distributed on the existing formula through needs and
resources element with an adjustment linking grant in part to past
expenditure performance. Each authority's rate would be the amount it needed
to raise to bridge the gap between grant and approved expenditure. In
outline this is the same as Scheme C in England and Wales but the lack of a
block grant system in Scotland means that its outcome would be different.
Rates would make up the deficit and thus would have no necessary relation to
the authority's present rate. It thus cannot be considered as a direct rates

control scheme, as can I and II.

Assessment of Schemes

117. (a) When the Secretary of State grants derogations under schemes which
freeze rate levels (I(a) and II(a)) extra grant would be payable.
Under schemes subject to permitted rate increases (I(b) and II(b))
additional rate increases would be allowed before the start of the
financial year. Otherwise temporary borrowing, to be recouped in a

rate increase the following year, would have to be allowed.

I moves to a new deficit grant system. II and III retain the existing

system.
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All systems equalise needs and resources, II and III through the.

existing system distinguishing needs and resources, I under a new
system of meeting the deficit between local resources and approved

expenditure.

Schemes I and II would control each authority's rate income and
Exchequer grant and thus constrain its net expenditure. Income from
rents, fees and charges would not be controlled nor would expenditure

from balances.

Under schemes I and II rates would be frozen or permitted rdte
increases set directly on the basis of general rules for all
authorities or classes of authority by reference to actual rate
poundages in a base year. Under III an entirely new rate would be set
for each authority depending on the gap between grant and expenditure

- this rate could be above or below its existing rate.

In Schemes I and II the frozen rate level or permitted increase would
be set in terms of the rate poundage rather than in terms of the bill
paid by the ratepayer. If poundages were frozen across the board, the
bills paid by ratepayers would be frozen, unless there were a change

in the valuation of their property. Under III there could be

significant changes in rate bills.

Schemes I and II have the same starting point - actual rates in a

given year. Neither takes account of the extent to which these are
affected by local factors and, in particular, by balances, though

II(b) could be tuned to performance or local factors. Scheme III

produces an entirely new rate,

Under all schemes expenditure levels would be set by using the client
group assessments of need used for guidelines of current expenditure
issued at present. There is a strong likelihood of challenge by
authorities to expenditure levels set in this way, just as there has
been much criticism over the use by the Secretary of State of

guidelines.

Since under all schemes expenditure levels would be set, there would
be no scope for using the Secretary of State's existing selective
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action powers which are based on excessive and unreasonable
e

expenditure.

It is possible under all schemes to make adjustments to reflect
expenditure performance. Under I(b) and II(b) permitted rate

increases can be linked to expenditure performance.

118. Where rates were frozen and the Secretary of State granted derogations,
extra grant would be payable. Under schemes allowing limited rate increases
additional rate increases would be allowed. If the limits were too tight, there

would probably be a large number of applications for derogations. If the limits

were generous, authorities might increase their rafes and expenditure-

accordingly. The range of recent rate increages in Scotland illustrates the
problems in setting a limit which will avoid a large number of derogations. In

1983/84 the changes varied from -10p to +16p and from -36% to +35%.

119. Within classes of authorities (regions, islands and districts) there is a
very wide range in rate poundages. Poundages vary among the 9 regional councils
from 76p to 93p, from 72p to l4lp among the three islands councils and from 8p to
6lp among the 53 district councils (Annex E(ii)). If rate increase limits were
set at a uniform poundage - say 5p — there would therefore be considerable
variation at ratepayer level. Percentage increases would give equal headroom to
high and low spending authorities. Percentages could be varied to take account of
spending performance. So could poundages - but less flexibly. In Scotland as in
England and Wales the advantage lies with using 1983/84 as the base year for

controlling rates.
Possible local safety valves

120. The safety valves available to Scottish local authorities are generally
speaking the same as those available in England and Wales. The main difference is
that in Scotland balances are much smaller — about £50 million in 1982/83. This
represents 1%% of net current expenditure; the equivalent English and Welsh

figure is 10%.
Statutory duties and powers

121. Statute places duties on the Secretary of State and on local authorities for
the provision of local services. The possibility of conflict between those duties
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and any measures which have the effect of reducing local expenditure must be
borne in mind. The Secretary of State has power to reduce payments of rate
support grant if satisfied, inter alia, that local authorities have failed to
achieve or maintain a reasonable standard in the discharge of any of their
functions. He may make regulations prescribing standards and general requirements
in relation to local authority functions and have regard to those and any other
standards or requirements provided in statute in determining whether there has
been a failure properly to discharge a function. None of these powers has been
exercised,
122. Powers also exist to make regulations for specific services, eg for the
government and administration of police forces and to prescribe stamdards and
general requirements for the provision of schools and education. These powers

have been exercised.

123. Details of duties and related advisory functions and regulation making

powers are set out in Annex F(ii).
Legal challenge

124. The same considerations apply in Scotland as in England on legal challenge

in regard to application for derogation as set out in paragraphs 70 to 79.
Financing increases in expenditure by temporary borrowing

125. Under a rate increase limitation scheme, if a derogation allowed an
expenditure increase after the rate had been fixed, there would be a choice
between allowing the increase to be financed from temporary borrowing or a
supplementary rate. In Scotland there has never been a power to raise
supplementary rates and the discipline which the absence of such a power exerts
is not to be lightly abandoned. Temporary borrowing is in general more expensive
for the ratepayer than a supplementary rate (unless the extra income to be raised

is small) and that in itself could exercise restraint.
Applications for derogations

126. There are no special points of principle which would be different in

Scotland. The preferred course would be a power for the Secretary of State to
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dgde whether or not to grant applications for derogations without recourse to

Parliament and subject only to judicial review. However, if national percentage
or poundage limits were applied, they would almost certainly have different
effects north and south of the Border. It would be reasonable for Scottish limits
to be different. It is impossible to estimate the number of applications there
might be but using the same assumptions as in paragraph 78 there might be about
30.

Expenditure Implications

127. The general expenditure implications are the same for Scotland. High rate
increases would be controlled but aggregate expenditure would not necessarily be
lower than under present arrangements. Scotland differs in that under present
arrangements there is already a selective power to deal with high expenditure in
the case of individual authorities by requiring them to bring down their rates.
However, unlike England and Wales, there is no power to control the expenditure

of authorities generally through losses of grant related to expenditure levels.

Intervention

128. There is a general default power in section 211 of the Local Government
(Scotland) Act 1973 but no power to appoint commissioners. The problems of
intervention are the same in Scotland. In Scotland the power to surcharge
councillors has the same drawbacks - it takes too long to work to be an effective
means of ensuring that an authority resumes its statutory duties. In Scotland
there is the additional problem that the decision to surcharge has to be made by
the Secretary of State on a report by the Commission for Local Authority Accounts
in Scotland, and not by the courts on the basis of the Auditor's report, as south

of the Border.

Transitional problems

129. There are no major special Scottish transitional problems.

Manpower implications

130. Appreciable extra staff effort, both administrative and legal, would be

called for - say one administrative division headed by an Assistant Secretary to
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deal with the legislation and subsequently expanded in order to cope with .

derogation applications and the interaction of the new tax with the RSG system,
and some extra effort in Solicitor's Office - 10-12 staff in all. Another 8-=10
would be required in Departments dealing with services to give advice on
derogations. No scope can be seen for redeploying existing staff to cover the new

workload. Additional staff would also be needed by local authorities.
Annual timetable

131. If the necessary legislation is in place by July 1984 the timetable for the

operation of the interim scheme in the first year could be as follows:

(1) provisional individual authority expenditure levels and frozeh rates

level or permitted rate increases formula set in July 1984
representations from authorities from September onwards

RSG settlement and firm frozen rates levels/permitted increase
formulae announced in December 1984 and confirmed by Parliament in

January 1985

Applications from authorities for derogations from January 1985

onwards

In the case of rate limitation schemes as many applications as
possible would be dealt with before the final date for fixing local

authority rates (late February/March).

Decisions on applications for additional grant (under schemes which
freeze rates levels) and for borrowing consent or permitted rate

increases (if supplementary rate introduced) dealt with by July.
ISSUES FOR MINISTERS
132. The Group conclude that it is possible to construct an interim scheme which

freezes rates or places a limit on permitted rate increases. Such a scheme must

involve arrangements for considering applications for derogations, which would

Go
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h!e to be decided by territorial Secretaries of State, in consultation with

other service Ministers. The Scheme could have implications for Government
policies in relation to certain services of national consequence for which local
authorities are responsible, since in varying degrees successful implementation
of those policies depends critically on the co-operation of the local authorities
concerned. The scheme would eliminate or reduce rate increases, but it is not
self-evident that it would secure lower aggregate expenditure than if the current

block grant system were applied with rigour (paragraph 84).

133. The issues on which decisions are required are set out below. If a control
scheme is to be implemented in April 1985, decisions on the form it should take
are required very soon. This would permit a public announcement early in the
summer, a brief period of consultation, the introduction of separate Bills for
Scotland and for England and Wales by January 1984, and their enactment by summer
1984. The same principles could apply to Wales and Scotland, although some

differences of detail would be required.

134. The main operational problems which would arise are:

(G ) the risk of successful legal challenge on rejection of applications

for derogation (paragraphs 70-79)

the risk of the Government being forced to take over a local

authority's service if it refused to co-operate (paragraphs 92-95)

potential conflict between advice and guidance with expenditure
implications given by service Ministers and the indirect constraint

on expenditure applied by a rate control scheme (paragraphs 62-65).

England and Wales

135. If Ministers do wish to exercise direct control over rate levels the main
prior issue is whether it should take the form of a freeze on rate poundages
(that is an absolute limit for each authority related to the rate poundage set in

a base year) or a set of limits on increases?
136. If Ministers want a freeze the choice is between:

A(1) B(i)
(deficit grant) (block grant operating independently)
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137. Scheme A(i) could be simpler and more comprehensible than Scheme B(i).
However, the longer it ran the more difficult it would be to reinstate a block
grant system which equalised differences between authorities in needs and

resources.

138. Schemes for freezing rates would require more Exchequer grant because
authorities would also be more likely to apply for derogations, since they would
stand to gain extra grant if they were successful. The more applications, the
greater the prospect of successful legal challenge because of the difficulty of
ensuring consistency of treatment as between applications. For these reasoﬁs, the
Group consider that schemes of rate increase limitation (A(i%), B(ii) or C) are

to be preferred.

139. If Ministers want a limit on rate increases then the choice is between

A(ii) B(ii) C

(deficit grant as in A(i); (block grant, as in (block grant;

rate increases based on B(i); rate increases permitted rate limits

past actual rate levels) based on past actual derived from block

rate levels) grant entitlement for

spending at
"reasonable budget"
levels)

The choice depends on how far Ministers wish a) to limit rate increases by
reference as closely as possible to actual rate levels in a base year; and b) to
preserve an equalising grant. Schemes A and B use actual rate levels; Schemes B
and C preserve an equalising grant. Scheme C would probably create fewer

anomalies between authorities and minimise grounds for derogations,

140. A number of other decisions will need to be taken:

(1) the base year to use for the frozen rate poundages and/or the rate

increase limits. The Group propose 1983/84 but it would be necessary
to consider adjustments for the use of such things as balances

(paragraphs 28 and 30);

whether to allow rates to fluctuate up and down below the limit

(paragraph 31);
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whether, when setting '"reasonable budgets'" or permitted rate increase
limits under the various options, to "skew" these to allow different
implied year on year changes in expenditure for low spending and high
spending authorities (eg to reflect changes in expenditure needs)

(paragraph 36);

whether, if a rate limitation option A(ii) or B(ii) is chosen, to
define permitted increases in uniform flat rate poundage or
percentage terms. As explained in paragraph 39 the issue does not

arise in the case of Scheme C (paragraphs 37-39);

whether lower tier (parish) precepts should be dealt with by

including them in the overall limit for each rating authority;
whether to commission further work on the option of setting a uniform
limit on the rate poundage of all parish and community councils;

(paragraph 42-43);

whethér, as part of the process of setting "reasonable budgets", the
published public expenditure provision should be adjusted accordingly
to a level which local government could reasonably be expected to
achieve. The Group consider this would be necessary in order to
provide sufficient headroom to avoid an unnecessary number of
applications for and concessions of derogations, and to minimise the
risk of legal challenge. A consequential would then be the "writing
off" of any excess over planned expenditure in the year before the

control scheme commenced, ie 1984/85 (paragraphs 45 and 81);

whether it is necessary to commission a further study of the scope
for limiting the use for revenue purposes of specific grants

(paragraph 51);

whether to agree that no action should be taken to control the
various "safety valves" open to local authorities such as rents,
fees, charges, fares (paragraph 53), and balances (paragraph 54). As
regards balances, the Group's view is that watertight legislation
could not be introduced by January 1984 (paragraph 56). But it could

be made clear well in advance that the size of balances (eg those
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applications for derogations when the control scheme began (paragraph

91(b));

built up in 1984/85) would be taken into account in deciding

the form of procedure for approving decisions on applications for
derogations; ie separate Parliamentary approval for each case, or a
general power for the Secretary of State to decide, subject to
judicial review. In view of the potential demand on Parliamentary
time, the Group conclude that a general power should be taken

N,
-

(paragraph 61);

whether, if a control scheme is adopted, it is also necessary to

review the advice and guidance with expenditure implications for
local authorities issued by service Ministers, to ensure consistency
with the control scheme. The Group consider that it is (paragraph

63);

whether to provide for temporary borrowing or supplementary rate
increases as sources of additional finance where a derogation is
granted, or to make provison for either according to the

circumstances (paragraph 67-68);

whether to provide from the outset for default arrangements, and in
what form. The Group consider that the Government should be ready to
deal with full-scale default (paragraph 94). It is for decision
whether to provide detailed legislation at the outset (probably
through a separate Bill) or to provide the Secretary of State with an
order-making power. The Group note that legislation would probably
not be possible until the 1984/85 session and would hence be
available only shortly before a rates control scheme started

(paragraph 95);

the content of any statement about local authorities'
creditworthiness if control proposals are to go ahead, in order to

reassure the money markets (paragraph 96).

141. Of these consequential issues, the Group consider it would be desirable for

Ministers to take decisions in principle, along with their main decisions on

CY
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ra!s in the interim period and before any public announcement of proposals, on

the following:
150 1 St % and  Raie

142. The remainder could be decided later and in general would need to be decided

before the enactment of legislation:
11, A, i Swd it S e fand. xiiy
Scotland

143. If Ministers wish to control rates they have first to choose between a

freeze on rate poundages or a limit on permitted increases.

144, If Ministers want a freeze the choice is between:

1(a) I11(a)
(deficit grant) (rate support grant continuing)

While I(a) is simpler, II(a) maintains the present grant system equalising
differences between authorities in needs and resources. Derogations under a
frozen rates scheme would be made through increasing grant. All authorities would
be likely to apply, raising administrative problems and increased risk of local
challenge. Schemes of rate limitation are therefore to be preferred (Schemes I(b)

and I1(b) (paragraphs 116 and 117).

145, The choice with limits on rate increases is between:

I(b) 11(b)
(deficit grant) (rate support grant continuing)

The grounds for choice are similar to those in the paragraph above and the
continuance of the present grant system under II(b) seems to make it preferable
since, once abandoned, even temporarily for a deficit grant system, it would be

difficult to return to it (paragraphs 116 and 117).

146, Similar consequential decisions follow for Scotland (as in paragraph 140

(i)=(xiii) above except v). The only difference is that in Scotland it is also

(S
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for consideration whether under rate limitation schemes (I(b) and II(b)) the.

level of increase should be related to expenditure performance and used as a

mechanism for holding rates down more in high spending authorities.

CONFIDENTIAL




CONFIDENTIAL

THE FINAL SCHEME FOR LOCAL TAXATION

The object of the final scheme would be:

i) to set final ceilings on rate poundages (if not already done in the

interim scheme); and

to introduce a new supplementary local indirect tax or taxes on
expenditure to finance local authority expenditure not met from

grants, rates, and other local sources.

The major issues are:

(1) the choice of supplementary tax or taxes;

on what basis Exchequer grant should be distributed; in particular
whether the present system of compensating for differences in needs

and resources (“"equalisation”) should be retained;

whether the level of the supplementary tax or taxes should also be

subject to central control.

This section considers the issues under the following headings:

Local tax options and dates of introduction

Local revenue yields required

County or district area tax

Local sales tax

Road fuel duty and vehicle excise duty

Comparison of the supplementary tax options

Implications for structural reform of local government

Rates in the final scheme

Equity between local taxpayers and implications for Exchequer grants

Central control of expenditure

o S T o H < - U > - - B - B = T <> VA - M

General conclusions

This section refers to England and Wales, but applies in broad terms to Scotland
also. Specific Scottish considerations are discussed in paragraphs 167 and

230(4) - _
6T
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A. LOCAL TAX OPTIONS AND DATES OF INTRODUCTION

150. The Group have identified two main options for local supplementary taxes on
expenditure: a local sales tax (LST) and a combination of a supplementary local
road fuel duty (RFD) on petrol and derv and the transfer to local control of
vehicle excise duty (VED) on cars, motorcycles and light vans. Both packages of
taxes could be introduced only from 1 April 1988. It would however be possible,
as a variant of the second option, to introduce local RFD alone from April 1986,

to be followed at a later date by VED.

151. The Group looked also at a third option, a combination of RFD with local
supplementary duties on alcohol and tobacco, on which there are at present 12
rates of duty on alcoholic drinks and 4 on tobacco products. But although the
yield from such a combination might be enough initially to serve as a
supplementary tax, but there are a number of major disadvantages, set out in more

detail in Annex M:

(a) the yield would proably not be adequate to support local government

expenditure into the 1990s on the assumptions in paragraph 152;

the burden of compliance would fall disproportionately on small

retail businesses;

tobacco and alcohol products are already highly taxed, and tobacco
products are of particularly high value in relation to weight; this
raises major questions of cross-border shopping and evasion, and

would lead to disproportionate costs of control and enforcement in

relation to around 300,000 retail outlets;

significant local supplements to the present large national duties
would have major implications for overall demand, for national
revenue, the levels of output and employment in the industries, and

the Chancellor's scope for fiscal ad justments;

There would also be even greater complications in devising an equalising grant
with a system of supplementary taxes, including not only property rates and RFD
but also all the different alcohol and tobacco duties. The Group consider that

this option is not worth pursuing further.
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B. LOCAL REVENUE YIELDS REQUIRED

152. The yields required from supplementary taxes depend upon (a) the date from
which rates are frozen, (b) the growth of local authority expenditure in cash
terms (which is partly dependent on the rate of inflation) and (c) the level of

Exchequer Grant (AEG) support. The table illustrates a range of possibilities:

SUPPLEMENTARY TAX REVENUE REQUIRED IN 1993/94

Local expenditure increase
from 1983/84

Rate poundages frozen at 1987/88 levels £bn cash (£bn 1983/84
price terms*)

1% pa 5% pa 8% pa

AEG Growth Rate
Equal to Expenditure Increase

Yield required 1993/94

AEG Growth Rate 2% pa
Lower than Expenditure Increase

Yield required 1993/94 15(1%) 7(4%) 12%(6)

At 1983/84 price levels a LST of 1% would yield £1%bn to local
authorities, a VED of £1 would yield £17%m and a RFD of 1 p per
gallon would yield £75m.

*Assumes general inflation equal to the annual percentage increase in
local expenditure (in cash). Further assumptions are set out in
Annex G.

In the first year of supplementary tax, a revenue of up to £1bn would be
required. If rates were frozen at 1985/86 levels up to £3bn (which is reached
with an 8% per annum expenditure increase) would have to be added to the cash
figures in the table. If rates were to be frozen at 1983/84 levels, and grant
allowed to rise until 1987/88, somewhat less supplementary revenue would be

required unless it were decided to recoup the additional rise in grant between
1983/84 and 1987/88.

C. COUNTY OR DISTRICT AREA TAX
153. The new supplementary tax needs to be compatible with whatever structural

(S
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revision of local government may be undertaken. Each of the options considered
below could continue to operate if the GLC and metropolitan counties were
abolished. The tax must also be capable of supporting the uneven pattern of
distribution of expenditure between tiers of local authority. The main spending
tier in the shire areas is the county council, and in the metropolitan areas the

districts and London boroughs.

154. The options discussed below are:

(1) District area tax: each county and district to be able to levy its

own variable rate of supplementary tax; this, option comes closest to
the requirement set by Ministers (E(LF)(83) lst) to look for indirect

supplementary taxes with the same general application as the rates.

County area tax: a single rate of tax to be levied in each county

area, following consultation between the upper tier authority and the

constituent districts.

Main spending tier: the new supplementary tax to be available only to

the main spending tier in each area with the other tier retaining
either complete rates freedom or the power to increase rates subject

to the controls discussed in Section III.

(i) The District Area Tax:

155. The simplest arrangement would be to allow each county and district to levy
its own rate of supplementary tax, the total tax rate charged in each district
being the composite of the rates charged by the upper and the lower tiers. Each

authority would retain the yield of the tax rate which it set.

156. Alternatively,counties could determine their requirement for income from the
supplementary tax in cash. Each district might be required to raise a portion of
that amount from the supplementary tax. The relative shares might be determined
in proportion to the districts' GREs, or by population or by some other
appropriate formula. This would mean that counties would have certainty about
their income from supplementary tax. But the district would need to hedge still

more against the uncertainty of the tax yield. This arrangement would be
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radically new, and would affect the arrangements for exchequer grant. The
perceptibility of the county element of the local tax rate would be very low,

damaging accountability. This variant is not further discussed.
157. The district area tax option would:
(a) require a separate tax base to be defined for each district;
(b) involve the possibility of a composite rate of tax in each district;

(c) permit a wide range of tax rates within each county area as well as

between county areas.

In any district there might be either a composite rate of supplementary tax (if
both county and district were levying the supplementary tax), a single rate of
supplementary tax (if only one of the tiers were levying the supplementary tax),
or no supplementary tax (if both tiers were spending within the amount permitted
by the rate ceiling). The second and third of these possibilities would be
unlikely.

158. In practice some convergence of tax rates within each county area might be
expected to occur, as a result of market forces and the desire of the district
authorities to avoid variations in tax rates which would encourage cross-border
shopping and distort the natural patterns of trade. It is impossible to predict
how much convergence there would be, nor over how long a period. It would be
limited by the varying spending patterns of the authorities concerned, by the
varying rate ceilings, and by variations in the size of the tax base at local
level, in so far as these variations were not compensated - or were only
partially compensated - by Exchequer grant (on which see paragraphs 239 to 262
below). In the short run, at least, some disruption of trade seems likely,
expecially for large consumer items and petrol. And the fear amongst traders of
potential disruption is likely to be widespread. The problem of cross-border
shopping is greater for the district area tax option, since authority boundaries
(ie tax zone boundaries) are by definition closer together than for counties. It
would be most acute in the metropolitan areas and Greater London, and in

districts adjacent to them.
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(ii) The County Area Tax:

159. The potential for disparities in rates of local supplementary tax and hence
the cross-border problem might be reduced by providing for only a single rate of
tax to be levied in each county area. In order to give both the county and the
districts some responsibilities for determining the tax rate, it would on this

approach be set through joint consultation.

160. This arrangement could in theory take either of,_two forms. Version A would
require a separate tax base to be defined for each district area, as under the
district area tax. The county would levy whatever rate of tax it needed for its
own purposes; in addition the districts would each levy a rate of tax determined
by the district with the greatest need for supplementary revenue, each district
retaining its local yield. The total rate of supplementary tax would be a
composite of the two rates. For example, if the county needed a 2% tax it would
levy it throughout the county area; if one district needed a 4% tax, while all
other districts could get by with 3%, the district component would be 4%; the

total tax rate in the area would be 62.'

161. Under Version B, a separate tax base would not be defined for each district
area. Instead there would be rules - which would need to be prescribed: in the
legislation - for sharing the yield of the supplementary tax between the
authorities in a county area. For example, it might be apportioned in relation to
each authority's GRE. The county wide tax rate would then be set through joint
consultation, as in Version A, except that the county wide rate would be
determined by the authority (county or district) with the greatest need for
supplementary revenue. For example; if one authority needed a 6% rate of tax - on
the basis of the apportionment formula - to supplement its yield from property
rates, while all other authorities could get by with less, then 6% would be fixed

as the county wide rate.

162. The effect in either version would be to give some authorities in a county
area more revenue than they needed to finance their spending, were their property
rate to be set at the frozen level. Such authorities would be able to reduce
their property rate, provided that the county wide supplementary tax rate was
declared before authorities fixed their property rates. It would be possible for

a low spending authority to receive more revenue from the supplementary tax than
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it required even with property rates reduced to zero. In some cases the authority

might choose to pay a dividend to its ratepayers instead of collecting rates from

them.

163. The county area tax would have some advantages:

(a)

the number of cross—-border differences in tax rates would be much
smaller, and the risk of distortion of markets and disruption of

businesses would therefore be much less, especially in the densely

settled areas;

it would not be necessary, under Version B, to define a tax base at
district level. This would reduce the administrative costs of the

scheme.

164. But there are major objections to this approach:

(a)

there would be much less local accountability for the supplementary
tax. Most authorities would find that their rate of supplementary tax
was effectively determined by the spending decisions of another
authority. The tax rate in outer London boroughs could be that set by

individual inner London boroughs;

the county wide rate of supplementary tax would give some authorities
more revenue than they needed. This could lead to additional and
unnecessary expenditure, unless an effective system could be devised
for requiring a reduction in property rates in such circumstances.
This would probably imply a detailed system of control, even more
complicated than that described in section III (since to be
watertight it would require a statutory definition of an authority's
accounts, to ensure that surplus revenue fed through directly to a

reduced rate poundage);

the consultative procedures would involve authorities of perhaps
widely differing political views and policy perceptions, and

negotiations would need to be completed before the property rates

were set. The system would be vulnerable to delay and breakdown;

3
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an equivalent to the county level (ie consultative) approach could
operate in London and the metropolitan areas if the upper tier
authorities were abolished and replaced by single-service bodies with
powers to raise local revenue. But it would seem particularly

artificial in such circumstances.
(iii) Supplementary tax for the main spending tier only:

165. Under this option only the main spending tier would have access to the new
tax or taxes; ie the shire counties, the metropolitan districts and the London
boroughs. - This option is not strictly within the Group's remit (see paragraph’
154(1)). But it is worth considering briefly, since it would aveid the
considerable complications of the alternatives of introducing one or more new
local supplementary taxes for both tiers, whether operated at district or county
level. The main new complication is the effect on the property rates on
authorities in the minor spending tier. Unless they could permanently live within
their frozen level of rates or precept, which is unlikely, the shire districts
and upper tier bodies in the metropolitan county areas and in London would have
to increase their rate demands each year, presumably under a continuation of the
Section III control scheme (including the derogations procedures). (The
alternative would be to give extra Exchequer grant). The ratepayer effect might
be reduced to the extent that the main spending tier raised enough by way of
supplementary tax to reduce its own property rate. But there would still be the
presentational problem that some authorities, the numerous shire districts and
the metropolitan upper tier precepting bodies, would in practice be allowed to
increase their rates year by year indefinitely, even if only by a controlled
amount, and would continue té rely on the rates as their only local revenue.
Moreover, this option would not help reduce the problem of cross-border shopping

where it would occur most acutely; in the metropolitan districts and London

boroughs.
(iv) Conclusion:

166. The Group consider that an independently variable tax for all authorities
(ie the district area tax) comes closest to the prime objective of providing an
effective supplement to the present rating system which can progressively provide

a greater share of the local revenue. Its biggest disadvantage is the instability
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of revenue, and the threat, real and perceived, to businesses (particularly to
those selling high value consumer goods and road fuel) due to cross-border

shopping.
(v) Optioms for Scotland

167. The structure of local govermment in Scotland is different from that in
England and Wales with (apart from the three all purpose island authorities) two
tiers — regions and districts. Within the two tier system the same options for

the final scheme apply as described above for England and Wales. In particular:

(a) each region and district could set its own area rate of supplementary

tax, as at present with property rates; or

a single rate of tax could be set by each region with revenue
distributed to districts either on the basis of the district's own

tax base or according to some central formula (eg guidelines); or

the new supplementary tax could be made available only to the
regions, with the districts retaining complete freedom to levy

property rates.

168. It follows that the same considerations would apply for the two tier areas
of Scotland which are discussed for England and Wales in paragraphs 155-165
above, and option (a) therefore comes closest to the objective of providing a
supplementary local tax which can progressively provide a greater share of local

revenue. Its major disadvantages are those set out in paragraph 166.
D. LOCAL SALES TAX

General

169. The following paragraphs outline the options for a LST as the supplementary

tax. A fuller description is at Annex I. No other country which operates a
national VAT attempts to operate it in combination with a LST, although some
other countries, notably the USA and Canada, operate LST at low rates without a

VAT. Foreign practice is described in Annex J.
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advised that LST appears to be compatible with Community requirements. But they

170. As regards the law of the European Communities, the Law Officers have

also consider that if a case challenging the legality of LST were eventually to
come before the European Court, the Court would be likely to be particularly
influenced by the views of the Commission, and it might therefore be advisable
for the Government to seek the views of the Commission before taking a final
decision to introduce LST. This could reduce the risk of an adverse ruling
leading to the Govermment having to make large-scale repayments of tax
subsequently found to have been collected illegally. The Group's view is that if
proposals for the various tax options in the final scheme were put forward on a
consultative basis it would be possible to include this as part of the process
leading to a firm decision to proceed with LST. Theresis the possibility that an
adverse reaction from the Commission might call in question the feasibility of
LST, which is an argument for basing consultation on at least one other
supplementary tax option (eg RFD and VED). If the Commission were consulted, it
would be advisable at the same time to seek a derogation from the EC to allow VAT

and LST to be charged on a mutually exclusive basis to minimise the calculations

required of traders (see paragraph 189 bélow).

Models

171. Two possible models for a single stage sales tax were identified in

paragraph 5.4 of the Green Paper:

Model 1 Tax administered by Customs and Excise under national rules of
coverage; local authorities free to set the rate (possibly within limits

fixed by Parliament).

Model 2 Tax collected and administered by the local authorities themselves,
possibly with the power to determine which goods and services should be

taxable.

Paragraph 8 of E(LF)(83)2 suggested that Model 1 should be the front runner. The
Group have so assumed, because it would be simpler, cheaper to administer and
would enable central government to determine the tax coverage. The Green Paper
rejected the option of allowing lower-tier authorities to set independent rates
of LST on the grounds that it would be disproportionately costly both for the tax
collecting agency and for traders (especially multiple traders). The Group
suggest that this view should be reconsidered.

T¢ CONFIDENTIAL




CONFIDENTIAL
172. Since non-domestic ratepayers would benefit as much as domestic ratepayers
from limiYs on rates, the Group conclude that LST should apply in general to
business purchases, but exclude both goods for resale and, if problems of
definition could be overcome, probably capital goods, semi-manufactures and

components (paragraph 15 of Annex I).
Yield & RPI

173. A 1% LST, with the same coverage as VAT but levied both on final consumption

and on business services, would yield about £1%bn for local authorities, in

1983/84 price levels. There would be offsetting losses to Exchequer revenue of
about £%bn mainly because demand for taxed goods falls as the total tax rate
rises. If authorities levied property rates at their ceilings, the average rate
of LST theoretically required could be in the range 2% to 3% by 1993/94 on the
assumptions in paragraph 152. This would be in addition to the national rate of
VAT. In practice the actual average LST rate would be slightly above this level,
since authorities would tend to round their tax rates up in order to minimise the
risk of shortfall. The effect of rounding would depend on the size of the "steps"
in which the tax could be varied (see paragraph 189). If authorities chose to
levy property rates below their ceiling, rates of LST could be correspondingly

higher. Local rates of LST would vary widely round the actual average.

174. A supplementary tax in place of an increase in rates with lost Exchequer
revenue restored by national indirect tax increases might produce a very small
addition to the RPI spread over several years. The main effect would be neutral;
one indirect local tax would replace another which has similar effects on

prices. However, part of the present burden of non-domestic rates is thought to
be borne by businesses and landlords rather than passed on in higher prices. With
LST or another supplementary local tax, more would be expected to be passed on to

the customer.

Fiscal implications

175. Increases in indirect taxation would not be incompatible with the
Government's fiscal strategy, but the Group noted that in practice the
introduction of LST could lead to problems of fiscal management. Although as
explained in paragraph 173 the average LST rate would not be much above 2% - 3%

into the 1990s, a combined VAT/LST rate several points above the present 15Y%
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services. It would be bound to restrain the freedom of future Chancellors in

national VAT rate would raise prices and reduce demand for taxed goods and

relation to changes in VAT rates and structure. The taxation of business services
etc would be highly perceptible to the business sector. In the field of final
consumers' expenditure it might become more difficult to maintain the levying of
both VAT and LST on one-half of consumers' expenditure while the rest remained
zero-rated or exempt. There could also be increased pressure for additional
reliefs from the many sectional interests who consider that the present 15% rate

of VAT is already too high.

Gainers & Losers

176. Each 1% average rate of LST substituted for the equivalent rate yield would
result in a direct shift of up to £%bn of tax burden from the non-domestic
ratepayer to private households. Further, rates are rebated for poor households
but LST is not. The overall effect would be to produce more losses than gains for
private households. The table below shows the likely distribution of gains and
losses, in terms of changes in personal disposal income, for each 1% rate of

LST. It assumes that the burden of rates on the non-domestic sector is not at

present passed on to final consumers, whereas the burden of LST on businesses

would be (these are extreme assumptions - see paragraph 174). It also assumes

that any loss of Exchequer revenue resulting from the introduction of LST would
be made good by a corresponding increase in the rate of national VAT. These are
therefore maximum estimates of losses. The effects might be expected to be spread

over about 2 to 5 years.
HOUSEHOLD GAINS AND LOSSES FROM 1% LST, RAISING £1%bn

Changes as % of disposable income % of Households (E&W)

LOSS More than 6% 0.2
3% to 6% 1.0

1.5% to 3% 5.4

1.5% loss to 1.5% 93.0

GAIN 1.5%2 to 3%
3% to 6%
More than 6%
(Average change; p per week)
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177. The percentage losses would be greatest for the 3 million or so households
on Supplementary Benefit (SB), whose rates are now paid for them. If no »'s
ad justment were made to SB, their average loss (53p per week in 1982/83) would
under 1% of their disposable incomes. Whether or not there was any adjustment to
SB, accountability would be increased in that the tax burden on these households
would vary with increases or decreases in local expenditure. For households not
in receipt of SB the effects would be smaller. Losses would tend to be greater
for large families than for small. Apart from these cases, there would be no

marked effects on the distribution of income.

178. The total number of individuals directly paying the supplementary tax would
be about 40 million adults plus a substantial number of children, compared with

the present 20 million or so domestic ratepayers.

179. Within England, some of the local tax burden would tend to shift from London
to the rest of the country. This is because equalisation of rate poundages
between London and the rest of England, combined with high London rateable
values, results in rate bills in London which are high relative to the amounts
Londoners pay for the goods and services which would be covered by LST. This
shift of tax burden could, if Ministers wished, be reduced by adjustments to the

Exchequer grant distribution.
Timetable

180. Customs and Excise have taken the view that 1 April 1988 would be the
earliest date for the introduction of a Model 1 LST. The immediate priority is
the current programme for the replacement of the main VAT computers, which is
essential in order to safeguard the revenue. This, together with the complexities
involved in combining LST and national VAT systems, would prevent an earlier
start. It is unlikely that a model 2 system could be introduced any sooner. Such
a date would mean that introduction would probably coincide with or follow the
abolition of the GLC and Metropolitan counties. This might reduce but would not
eliminate such transitional problems as the allocation of local tax yields to

successor bodies.
Manpower

181. A model 1 LST would require between 2000 and 3000 extra staff for Customs

and Excise, for collection and enforcement. About 1100 would be needed at the VAT
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headquarters in Southend, the rest in local offices. Some small addition to staff
numbers would be needed elsewhere in central government. Local government would
need far fewer extra staff, perhaps several hundred in all, as they would have to
estimate the local yield and fix the local rate. The total administrative cost of
the scheme might be about £40m—-£60m at 1982/83 prices, additional to the present

costs of rate collection of £156m (GB).
Compliance

182. The Group conclude that the same registration threshold should be adopted as
for VAT (currently £18,000). The scheme would then apply to up to 1 million
businesses but would exclude some hundreds of thousands of very small businesses
which would otherwise make only a very small contribution to the revenue and in
many cases would not be well equipped to cope with the accounting burdens of

LST. At the same time it would have to be recognised that exclusion from LST
would increase the competitive advantage such very small businesses enjoy by
comparison with others above the threshold, which would be obliged to register

for LST as well as for VAT.

183. The introduction of LST would result in a substantial addition to
compliance costs on top of those incurred under the present system of rating and
VAT. As with VAT, the burden of compliance costs would fall most heavily on
smaller businesses particularly those just above the registration threshold. The
extent of the additional compliance burden which would be imposed by LST cannot

be estimated reliably.
Enforcement

184. Collection and enforcement would be the responsibility of Customs and Excise

(paragraph 171 above), but the costs would be recovered from local authorities.
Cross—border shopping

185. Cross-border shopping could be a significant consideration. The development
of hypermarkets and regional shopping centres, in conjunction particularly with
the motorway network, has led to an irregular pattern of major retailing outlets
in or near urban areas. This would lead to distortions in the yield of a sales

tax to individual authorities which might have to be compensated for by

J0
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complicated adjustments to Exchequer grant. There would also be a risk of
diversion of trade to areas where the tax was low. These factors could produce a

tendency for tax rates to converge over time.

186. It might also be difficult to identify the correct tax rate for some classes
of trader, eg service traders operating across local authority boundaries or mail
order firms. Mail order firms would have an incentive to site themselves in low
tax areas in order to secure a pricing advantage in relation to multiple stores

and other traders in high-tax areas.
Perceptibility

187. LST would be less perceptible as a local tax than rates. With a district
area tax, the multiplicity of tax rates within each county area could be
confusing to the public. Traders might be required to display notices giving
details of the various LST rates currently in force in their area but this could
add an unacceptable additional burden of compliance costs on traders and
businesses. However, it might help to improve perceptibility to require

authorities to write annually to each household to explain their rate of tax.
Frequency of changes in tax rates

188. Any change in the rate of tax presents problems for business, both in the

uncertainty it causes and in additional work; stock repricing and computer

reprogramming, for example. To minimise the disruption, the Group consider that

local authorities should not be able to vary their local sales tax rate more than

once a year.

"Steps™ in tax rates

189. Paragraph 5.21 of the Green Paper suggested that local authorities should be
allowed to charge tax in steps no smaller than 1%, in the light of the problems
which many smaller businesses experience in accounting even for VAT, which has
normally been charged in whole percentage points. Whole point changes would also
be clearer for taxpayers. But such large steps would pose severe budgetary
problems for authorities because of the lumpiness of the .tax yield (eg at a 3%
tax rate a change of one percentage point in the rate would change the tax yield
by as much as a third). It would also add substantially to the difficulty of

=
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retaining the concept of resource equalisation between authorities (paragraph
249) . Whether rates could be allowed to vary by steps of 0.1%, in an age when
pocket calculators are widely available, might be made an issue for
consultation. To ensure that steps were no less than 0.1%, it would be necessary
for VAT and LST to be charged on a mutually exclusive basis. This would require a

derogation from the EC (paragraph 170).

Points for Consultation

190. The Group have reached the following provisional conclusions about the
detailed operation of an LST scheme based on paragraphs 169 to 189 above and
Annex I, which might be included in any consultation document:

(a) it should be a single-stage tax;

its coverage should be determined nationally, and should apply to the

same range of goods and services as VAT at the retail stage;

it should extend to business services, but not to goods for resale;
exports should as far as possible be exempted;

imported goods should be charged at the point of sale_like goods
produced domestically (any charge on non-finished goods should be

compatible with the postponed accounting system for VAT on imports);

the registration threshold should be the same as for VAT (currently
£18,000);

the operational problems for Customs and Excise and for traders need
to be balanced against the case on financial and Exchequer grant
grounds for allowing the tax to increase in 'steps' of less than 1%,
say to a minimum of 0.1%;

rates should be changed no more than once a year;

administration and enforcement would be by Customs and Excise and the

costs recovered from local authorities;
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traders would be required to make returns quarterly identifying

separately each district authority area in which they trade;

for reasons of perceptibility, traders might be required to display
LST rates and local authorities might be required to send to
householders an annual notice of the LST rates to be in force in the

coming financial year.

ROAD FUEL DUTY AND VEHICLE EXCISE DUTY

General

191. The second option, which could yield the £4 bn a year (at 1983/84 prices)
which might be needed by 1993/94 (on the basis of 5% annual growth in expenditure
and the other assumptions in paragraph 152) is a supplementary Road Fuel Duty on
petrol and derv (RFD), either alone or more promisingly in combination with a
transfer to local authorities of Vehicle Excise Duty (VED) on cars, light vans,
and motor cycles. The Group have assumed that the Government would retain VED on
lorries, since it is an instrument of national transport and fiscal policy. (The
Green Paper ruled out RFD and VED as alternatives to domestic rates; RFD on the
grounds that it was impracticable, and VED because of the problems of accounting,
accountability, control and enforcement. But the Group consider that they merit
consideration as possible supplementary taxes since in combination their

potential yield is of adequate size and they are taxes on expenditure.)

Road Fuel Duty (RFD)

Models for a RFD

192. Possible models for RFD are fully described at Annex K. At present the
national RFDs are charged at a relatively small number of duty points (about 220
nationally) such as refineries. A local RFD would instead need to be collected at
the retail stage, so as to enable each authority to retain the revenue collected
in its area. It would therefore be necessary to collect the duty from about
25,000 petrol stations and also perhaps as many more distributors and contract

customers for derv.
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193. It is assumed that the duty would be set by both tiers of authority. It

could in theory be collected by both tiers, but it would be more efficient for

only one authority to act as collector. If this task could be combined with other
functions (eg weights and measures) it might be undertaken at district level; if
not, establishing a collection service at county level should provide economies

of scale. If local rates of RFD rose to a high level generally, providing a big
incentive to evasion, it might eventually become desirable for Customs and Excise

to collect part of the local duty at an earlier stage, acting as agents for the

taxing authority, in order to minimise loss of revenue. RFD could well cost in

the range of £10m to £15m a year to administer.

Yields and RPI

194. Petrol duty at about 74p per gallon, plus duty on derv at about 63p per
gallon, is expected to raise nearly £5%bn in 1983/84. A local road fuel duty
averaging 30p to 40p a gallon (ie 34%p to 46p on the VAT inclusive pump prices)
would yield about £2%bn to £3bn to local authorities, with a loss to Exchequer of
about £%bn; and produce a rise of, say, 20% to 25% on a £1.70 per gallon pump

price.

195. RFD might produce sufficient revenue to stand as the sole supplementary tax
into the 1990s. If it were introduced in 1986/87, then by 1993/94 average rates
of local duty could be (at 1983/84 price levels - on a specific basis see Annex K
paragraph 16) about 40p per gallon; this would be in addition to the national
rate, which is at present 74p per gallon. In the later 1990s the local rates of
duty could easily be equal to the present national duty per gallon (all in
1983/84 terms) (see Annex G, Case III). The RPI effects would be similar in kind
to those noted for LST in paragraph 174.

196. The variations in the local levels of RFD are hard to predict. There would
be limits to the differences in punp price that could be supported by

neighbouring authorities, especially if the tax were variable by district area.

Fiscal implications

197. RFD would have a much smaller impact on the national Exchequer than VED

(see paragraph 213), perhaps under £%bn in 1983/84 terms. The national RFD would

L%
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be maintained, but the Chancellor's ability to raise additional revenue from this

tax would be reduced by the superimposed local RFD.
Gainers and Losers

198. The gainers and losers under RFD are discussed jointly with VED at

paragraphs 223-228 below.

Timetable

199. Provided that legislation was introduced in 1984/85 and enacted by the
summer of 1985, RFD could be introduced on its own as a supplementary tax in
April 1986 (see paragraph 229).

Manpower

200. Perhaps 500-1000 local authority staff might be required to collect,

administer and enforce a supplementary RFD, assuming collection by county

authorities. Numbers would depend upon the frequency of visits required to retail
outlets necessary to minimise evasion, and cannot be estimated precisely. The
total administration costs might be in the range £10m to £15m at 1982/83 prices

(Annex K, paragraph 14).

Compliance costs

201. The total costs for some 50,000 road fuel outlets cannot be estimated. Each
establishment would need to keep detailed records and separate duty returns, in
addition to those already required for VAT.

Enforcement

202. Enforcement would be the responsibility of the taxing authorities but
should, for reasons of economy, be exercised by one tier only. Economies of scale
should be achieved if the responsibility were placed at county level.

Cross-border shopping

203. Motorists already 'shop around' for cheap petrol. If rates of local duty
diverged noticeably, retailers in high tax areas could be expected to lose
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substantial business, especially were rates to differ from district to district,
and particularly in and around metY¥opolitan areas and along motorways. If
divergence persisted, large business users would have an incentive to set up

their fleet fuelling depots in low tax areas.
Perceptibility

204. The perceptibility of a supplementary RFD would depend very much on the
range of divergence in local rates of duty. This in turn would depend on the
extent to which authorities tried to harmonise their rates of duty in order to
minimise cross-border shopping. Since road fuel prices are set as single figures
inclusive of VAT and RFD it might be possible to take special measures to promote
perceptibility, for example by requiring local rates of duty for each tier of
authority to be prominently displayed in filling stations. The rates of duty
could also be notified to property ratepayers with the annual rate demand, but
many taxpayers will of course live outside the area of the authority levying the

duty.
Frequency of changes in tax rates

205. For ease of administration, the Group consider that local authorities should

not be able to vary their RFD rate more than once a year.
"Steps”™ in tax rates

206. Unlike LST, changes in the rate of duty can be very small (set in terms of

0.1 per litre), avoiding problems of "lumpiness".

Points for Consultation

207. The Group have reached the following provisional conclusions about a local
RFD scheme, based on paragraphs 192 to 204 and Annex K, which might be included

in any consultation document:

(a) the duty should be charged on all petrol and derv (as with the

national duty, with the same exemptions);

the possible extension of stage bus fuel grant to cover local RFD on
local bus services should be considered:
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RFD should be charged on a specific basis of price per litre (not ad

valorem) ;

the tax point would be at the retail stage;

collection and enforcement would be by one of the taxing local

authorities, probably the county tier (except in metropolitan areas);

where the tax exceeds a given minimum, Customs and Excise might, to
minimise evasion, collect part of the duty at national duty points
and distribute the revenue to local authorities om a formula basis

related to local RFD yield;

RFD rates should change no more than once a year;

traders would be required to make returns quarterly for each retail

station.

for reasons of perceptibility, traders might be required to display
RFD rates and local authorities might be required to send an annual
notice of RFD rates to be in force in the coming financial year to

householders.

Vehicle Excise Duty

General

208. The transfer to local authorities of VED on light vehicles is discussed at
Annex L.

Models for a VED

209. Local authorities would levy their own rates of VED annually. But the

coverage of the tax and its collection should continue to be reserved to central

government and the central register kept by the Driver and Vehicle Licensing

Centre (DVLC) at Swansea retained, since it is used extensively by the police and
for safety purposes. The model assumed therefore is for DVLC to continue to
collect locally variable VED on behalf of authorities. The present arrangements

27
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for the issue of licences would be kept broadly unchanged; the payments would go
first to the DVLC, which would reallocate them to the appropriate local authority

on the basis of the local tax rates and the place of registration of the vehicle.

210. Each tier of local authority could set its own tax rate. DVLC would
aggregate the upper and lower tier rates of VED for the purpose of issuing bills
to registered keepers of vehicles assigned to district areas on the basis of

their postal address.

211. Many motorists mistakenly perceive payment of VED as equivalent to the old'
Road Fund Licence, and think it ought to be spent on roads. If logal VED were
transferred to non-highway authorities, district councils, the Department of
Transport considers that this would lead to particular criticism by motorists of
VED. However, the general arguments against a transfer of a local tax to the
county-level only still apply (paragraph 164 above), and therefore this report

concentrates upon the implications of a two tier tax.
Yield and RPI

212. A VED on cars and light vans of £85 yields about £1%bn. This would have to
be transferred entirely to local government; producing, together with the local
RFD, revenue of about £4bn by the mid 1990s (see paragraph 152). With local
authority expenditure rising at any annual rate up to about 8%, this option could
yield sufficient revenue into the mid 1990s. However, this source of revenue is
not as buoyant as LST, and if local authority expenditure increased and would not
sustain higher rates of growth in local authority expenditure. The RPI effects

would be similar in kind to those noted for LST in paragraph 174.

Fiscal Implications

213. The costs to the Exchequer from handing over VED would be about £1%bn to

&2bn (at 1983/84 prices) by the 1990's. A corresponding increase in national
taxation (eg of about 2p on basic rate income tax or about 2%7 on VAT) would be
needed to maintain Exchequer revenues at any given level. VED changes would be
entirely removed from the Chancellor's control; it would no longer be possible,
for example, to review the recent decision to abolish VED and recoup the revenue

through increased national RFD.
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Gainers and Losers

214. The gainers and losers under VED are discussed jointly with RFD at

paragraphs 223-228 below.
Timetable

215. The main computers at DVLC are being replaced between 1983 and 1986. It is
essential to avoid changes which would delay this programme in order to safeguard
the revenue. The introduction of a computer based local VED would probably take
until April 1988 to leave time to develop and test the new systems. It is
unlikely that a local VED could be introduced more quickly by setting up a manual
system. The fallibility of the previous manual system led to its abandonment in
1965.

Manpower, Compliance and Enforcement

216. The main burden of initiating and operating a local VED would fall on DVLC.

An immediate task, which might be sub-contracted, would be to refine the list of
addresses of registered keepers, so that they can be assigned to the appropriate
district authority. A permanent increase of some 120 staff on the approximately
500 at present running VED, at an annual cost of £800,000, would be required to
operate the scheme (ie to implement changes in VED rates). The work would 'peak'’
sharply over the short period when authorities draw up budgets and set their
local tax rates which would result in a requirement at DVLC for 100 temporary
staff at an annual cost of £110,000. But authorities might need to do more work
on management and more particularly on enforcement, perhaps requiring an
additional 1,000 staff, possibly in some cases adding the work to the duties of
traffic wardens. There might be some offsetting savings in central government
staff. Overall, there could be an addition of some £10m to £20m to the present
costs of about £50m (now borne by central government) for collecting and
enforcing VED. The bulk of the present cost is for cars and would be transferred
to local government, for which the total cost could therefore be in the range

£50m to £60m. Compliance costs for taxpayers would be negligible.
Cross—border Registration

217. Businesses would, if there were no control, be able to register all vehicles
in their ownership at whichever of their addresses was most advantageous for tax
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purposes. It would be necessary to seek to ensure that wherever possible vehicles
were registered at their place of use. But in the case of business fleets, for
example hire cars, it is probably impossible to prevent such "cross-border
shopping”. The extent to which such behaviour would encourage the convergence of

tax rates is impossible to predict.
Perceptibility

218. A local VED would be highly perceptible to those who paid it; there would be
a demand note sent by DVLC to each registered keeper, indicating to which

authorities the duty was payable.

Frequency of changes in tax rates

219. To minimise administrative costs and uncertainty for taxpayers, the'Group

consider that local authorities should not be able to vary the local rate of VED

more than once a year.

"Steps™ in tax rates

220. For administrative convenience, authorities should change the rate of duty

in minimum steps of £1 for cars and vans.

Points for Consultation

221. The Group have reached the following provisional conclusions about a local

VED scheme, for inclusion in any consultation document :

(a) the duty should be levied on all cars, motorcycles and light vans

(reserving VED on lorries as a national tax);

changes in the structure of the tax should be reserved to central

government;

registration should be at the main place of use;

to enhance the perceptibility of VED, the demand note sent to each
registered keeper should show the authorities to which duty was
payable;
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local authorities could change the rate of duty in minimum steps of

£1 for cars and vans;

rates should be changed no more than once a year;

collection should be by DTp and costs recovered from local

authorities;

local authorities should have some responsibility for enforcement;

no rebate or additional tax should be given to or required by
domestic payers of VED who move between tax areas with differing

rates until the next payment becomes dues.
RFD and VED
A tax for each tier

222. Rates of duty for both supplementary RFD and local VED could be set
independently by both tiers of authority. Although this improves flexibility, it
could cause some confusion to taxpayers, who could then find themselves paying
three different taxes, in each case to two different authorities. The Group have
therefore considered whether it might be possible to allocate one of the
supplementary taxes to each tier, say RFD to the shire counties and to the
metropolitan districts (the major spending tiers) and VED to the shire districts
and upper tier bodies in the metropolitan areas and London, since RFD has the
higher potential yield. Such an arrangement would simplify tax bills and perhaps
enhance accountability, but it would lead to unacceptable inflexibility. It would
also be more difficult to allocate the two taxes between tiers of authority and
other precepting bodies in the metropolitan areas, where the districts have the
larger expenditure. On balance, the Group concluded that it was inadvisable to

restrict the operation of the tax in such a way.
Gainers and Losers

223. If RFD and VED were introduced simultaneously, to raise the same revenue as
a 1% average rate of LST would initially require a small local RFD on top of the
transfer of VED. However, the balance between the two taxes could be expected to

9]
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alter over time. The initial yield of VED would be between £1%bn and £2bn at

1983/84 price levels. The additional yield required from RFD would be less than

this into the 1990s; and with 5% growth in both local expenditure and grant the
division between the yield of the two taxes could be about 45% RFD and 55% VED in
1993/94. At that point local RFD could average 30p per gallon and VED £85, at
1983/84 price levels. On that basis, the introduction of RFD and VED would entail

a direct transfer of about £% to %bn in tax burden from the non-domestic

ratepayer to the personal sector for each £1%bn raised; the burden on businesses
from the new local taxes would be less than from rates, and the new taxes would

not be rebated. The overall effect would be to produce more losses than gains for

private households.

224. The table below shows the likely distribution of gains and losses, in terms

of changes in personal disposable income, for each £13%bn raised (equivalent to
the yield of a 1% LST, for comparison with paragraph 174). It assumes that the
burden of rates on the non-domestic sector is not at present passed on to final
consumers, whereas the burden of RFD and VED on businesses would be (see
paragraph 174). It also assumes that the loss of Exchequer revenue would be made
good by a corresponding increase in the rate of national VAT. These are therefore
the maximum estimates of losses. The effects might be expected to be spread over

about 2 to 5 years.
HOUSEHOLD GAINS AND LOSSES FROM RFD PLUS VED RAISING £13%bn

Changes as 7% of % of Households (E&W)

Disposable Income

VED RFD (45%)+
VED (55%)

LOSS More than 6% . 0.1
3% to 6% 0.7
1.5%2 to 3% ' 355

1.5% loss to 1.5% gain

GAIN 1.5% to 3%
3% to 6%
More than 6%

(Average change; p per week) ~48p
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,. (Differences of under 1% in the columns of this table can be disregarded.)

RFD and VED produce different effects because the RFD would be an additional tax
on road fuel whereas the transfer of VED to local authorities would require a
corresponding increase in national taxation, assumed to be a 2% increase in VAT.
For individual taxpayers a VED could be higher or lower than at present depending
on the amount by which their local authority had increased its spending. And for
some households the effects of RFD and VED may offset one another. Thus the
combined RFD/VED figures and the consequential changes in other taxes appear very

close to those for VED alone.

226. As with LST, the losses could be greatest for households on SB, whose rates
are now paid for them (paragraph 177). Motorists would tend to lose on average 17%
or less of their personal disposable income. Non-motorists' losses would be
substantially smaller. The number of people paying substantial amounts of RFD/VED
cannot be precisely assessed because some of the relevant information is

lacking. But the number is probably rather fewer than the 20 million who pay

domestic rates.

227. Rural households now tend to pay lower domestic rates than urban ones; and
rather more in national VED and RFD because of higher car ownership and greater
car use. Present rate poundages reflect local authority spending, and (assuming
that an equalising grant continued, see Section I) local VED and RFD levels would
also come to reflect spending levels. Local VED and RFD levels would therefore
tend to be lower in rural areas than in urban areas. Preliminary analysis
suggests that the net effect on rural households of a move to local RFD/VED might

be no greater than the effect on urban households.

228. However, this analysis compares only the more rural two-fifths of English
and Welsh households with the more urban three-fifths. No estimate has yet been
made of the effects in the most remote areas, including of course large parts of
Scotland and Wales. There the cost of petrol is substantially higher
(differentials of 30p and 48p a gallon have been reported from Orkney and
Shetland); and reliance on private vehicles is also high. Taxes on motoring are
taxes on a higher proportion of total households expenditure in those areas than
elsewhere; and also bear more of the character of taxes on a necessity. Further
analysis is in hand to investigate this aspect, and to show any likely shift of

tax-burden between regions.
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Early introduction of RFD

229. If early introduction of the supplementary tax were considered of overriding
importance, it would be possible to bring in RFD alone in April 1986 as a
district area tax. But the Group consider that RFD could not serve indefinitely
as the whole supplementary tax. The tax base is too narrow and it might be
perceived (whether or not correctly) as bearing particularly heavily on motorists
in rural areas (including large parts of Scotland and Wales). Moreover, the yield
of RFD at district area level may prove hard to predict, making it ‘difficult for
local authorities to budget. The Group therefore consider that, even if RFD were
introduced on its own, VED should be transferred to local control soon after. The

earliest date practicable appears to be 1988.
F. COMPARISON OF THE SUPPLEMENTARY TAX OPTIONS

230. In comparing the two options of LST and RFD/VED, the following points are

relevant:

(a) impact on individuals: LST would be paid by some 40 million adults

plus children; VED by some 15 million motorists and motorcyclists and
RFD as regards its direct effects by the same group plus other
drivers, fewer than 20 million all told. In both options there would
be some shift in the tax burden from the non-domestic to the domestic
sector. But for most people the impact would be marginal, after
taking account of the effects the scheme would have on property rates
and national VAT (on the assumptions VAT had to be increased to
offset any loss in Exchequer revenue through the new local tax, and
to pay for any extra grant which might be required). Since it is paid
by more people, LST might be perceived as a fairer tax than RFD/VED,
which bears heavily on motorists and might be seen, even if
mistakenly, as being particularly unfair to rural motorists. But
supplementary benefits would need to be adjusted to take account of
the extra net burden of LST on SB recipients if it were not to be

regressive;

impact on business: overall, the non-domestic sector would benefit

from the switch to supplementary taxes from property rates. But LST

would impose large compliance costs additional to VAT requirements on
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a wide range of businesses including virtually all retailers (perhaps
500,000), and RFD on retail and trade petrol and derv outlets
(perhaps up to 50,000 all told). In either case, retailers would be
concerned about the threat to turnover represented by the prospect of
cross-border shopping arising from differing tax rates in adjacent
district areas. The extent to which the threat materialised would
depend upon how far tax rates converged in practice. VED does not
present similar problems. To ensure that LST would not disadvantage
exports, and that imports were charged on a comparable basis, would

be administratively complex;

accountability: LST and RFD are not as "perceptible" as rates to the

electors of the authority concerned (VED would be no less visible
than rates, but would apply to fewer electors). Steps could be taken,
more easily with RFD than LST, to ensure that notices showing the

relevant tax rates were displayed at the point of sale;

tax base: either LST or RFD/VED would give an adequate yield of tax
nationally through the 1990s, although the latter is a less buoyant
source. But if the taxes were to apply to district areas, yield would
be unpredictable and, in the case of LST, possibly 'lumpy’ .
Authorities would be concerned about whether taxable capacity was
adequate at the district level, and about uneven distribution between
authorities (eg the irregular distribution of hypermarkets in the
case of LST);

fiscal implications: the Chancellor's discretion to change national

rates of duty would be affected in the case of VAT by LST and of
national road fuel duty by local RFD. The transfer of part of a
national tax, VED on light vehicles, to local control, would have a
proportionately greater affect. In the 1990s, the introduction of
either option would imply an increase in national taxation of roughly
2p on the basic rate of income tax or 3% on VAT. Neither option would

have a marked effect on the RPI;

EC Implications: only LST is significantly affected by EC

requirements. The Law Officers have said that it would be advisable
to consult the Commission before taking a firm decision to proceed

i
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with LST, in order to minimise the risk of a subsequent adverse.

judgement. (A derogation from the Commission to set LST and VAT at
mutually exclusive rates would also be needed is LST were to be set

at decimal points rather than whole numbers;)

structure of local government: either LST or RFD/VED could operate if

the GLC and metropolitan county councils were abolished. The Group
consider that, in the RFD/VED option, both taxes would need to be

made available to both tiers of authority;

administration: both options raise problems of collection and of

enforcement. The numbers of staff required for LST, chiefly in
Customs and Excise, are a firmer estimate than for RFD/VED where the
main staffing implications are for local government. Numbers may be
somewhat greater for LST, but this depends critically on the extent
of the enforcement effort required for RFD/VED. The overall gross
costs of the alternative schemes are broadly comparable (LST in the
range of £40m to £60m as against RFD/VED in the range £60m to £75m).
The net costs of RFD/VED are rather lower (£20m to £30m) if the
existing costs of running VED on cars etc centrally are taken out of

the comparison.

timing: LST, and RFD/VED as a package, could not readily be
introduced before April 1988. RFD/VED could be staged, with RFD
introduced by April 1986.

Scotland: Comparable esti;ates of the gains and losses to

households in Scotland for the proposed supplementary taxes have not
been made. Preliminary calculations, however, suggest that higher
rates of LST and more particularly RFD and VED would be necessary to
substitute for a given rate yield in Scotland than in England and
Wales and that there could be a greater relative shift in the burden
of local taxation from businesses to households. Rural residents in
Scotland (27% of the population as opposed to 10% in GB as a whole
are likely to see themselves as being particularly affected therefore
by RFD and VED, especially since RFD will add to the price of petrol

which is already significantly higher than that in urban areas.
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’. The Green Paper "Alternatives to Domestic Rates" canvassed LST as one of the

main options. (RFD and VED were mentioned only to be dismissed and elicited few
comments.) As an alternative to rates, LST was criticised by representatives of
business (large and small), ratepayers associations and all the local authority
associations. It was generally unpopular with other respondents, including
private individuals (see Annex B to MISC79(82)3). But some of the criticism might
not apply with equal force to LST as a supplement to rates rather than a

replacement.

Ge INTERACTION WITH STRUCTURAL REFORM OF LOCAL GOVERNMENT

232. By retaining the maximum flexibility in the application of supplementary
taxes, whatever structural reform of local government may be undertaken should be
compatible with the reform of local government finance. Specifically, if the GLC
and metropolitan counties were abolished, this should not affect either the

option of LST or of RFD/VED, each with locally variable rates.

H. RATES IN THE FINAL SCHEME

233. The Group assume that the ceilings on rate poundages set under the final
scheme would be intended to last for at least several years. It would be possible
either to set permanent ceilings in the main legislation or to take powers to
prescribe them by Order. The latter course would allow greater flexibility. In
this case, the ceilings might be subject to further adjustment by means of

further Orders.

234. In setting the final ceilings Ministers would no doubt wish to have regard
to the permitted levels of rates in the final year of the interim scheme. But the
variations between authorities in permitted rate levels under the interim scheme
might not be generally accepted as fair and defensible as a basis for a long term
reform of local taxation. This would apply especially if rates had been frozen at
a base year level (as in Schemes A(i) and B(i)), or if permitted rate increases
had been governed by a simple formula which took little or no account of local
circumstances. (This would be more likely to happen under Schemes A(ii) and

B(ii) than under Scheme C - see paragraphs 33 and 35).

235. It would therefore probably be necessary to provide for individual local
authorities to make representations about the rate ceilings to be set for them.
under the final scheme.
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236. The Group have assumed that each authority would be free to reduce its rates
below the ceiling figure. It would alternatively be possible to provide that once
a rate had been reduced, it could not rise again; this might be thought
appropriate if the objective were to move as quickly as possible towards the
permanent abolition of rates. On the other hand such a provision could act as a
disincentive for authorities to reduce rates, since they would thus be
permanently reducing their local room for manoeuvre. Moreover the yield of the
supplementary tax or taxes is likely to be more unpredictable than that of rates,
and possibly more "lumpy"” (if it is thought difficult to vary the rate ﬁf tax in
very small steps). Authorities may therefore need to err on the high side in
setting the rate of supplementary tax, and may find that it produces more revenue

in the year than they require.

237. This points towards allowing rates, which have a relatively predictable
yield, to be used as a regulator to even out year to year fluctuations in local
tax yields. On this basis each authority's rate poundage would be allowed to move
up or down each year, provided that it remained at or below the relevant ceiling

poundage.

238. This arrangement would have the advantage of reducing the extent to which
authorities inadvertently acquired surplus tax revenue which could be used to
finance extra expenditure. Changes in rate levels could however become even more
unpredictable than at present; changes in either direction below the ceiling

could be substantial.
i EQUITY BETWEEN LOCAL TAXPAYERS AND IMPLICATIONS FOR EXCHEQUER GRANTS

239. The introduction of a supplementary tax would make it necessary for
Ministers to consider how far, and by what means, to ensure that ratepayers and
taxpayers in different authorities paid the same rate of tax for the same level
of local services. This raises complex technical problems; but the issues are
fundamentally political, in that they concern the incidence of the new system of

local taxation on different groups of local taxpayers.

240. The present block grant System compensates individual authorities for
differences both in their needs and in their rateable resources. (The basic
principle of "equalisation" of needs and resources is explained in paragraphs

12-13 above.)
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1.. There would be no new problems in continuing the equalisation of differences

in needs under a system of multiple local taxes. The existing GRE system could

continue unchanged.

242. But equalisation of differences in resources would inevitably be more
complex, since it would have to take account of differences both in rateable
value and in the tax base of the supplementary tax or taxes. The existence of a
rates ceiling, which is a basic feature of the final scheme, would also make for
complexity. For ease of exposition it is assumed in the rest of this section a)
that LST is adapted as a single supplementary tax, and b) that it is levied as a
"district level tax" as defined in section C above. The same principles would
apply, mutatis mutandis, to a system with RFD plus VED and to a system with a
"county level tax" see (Section D), although the practical difficulties would

increase with multiple taxes.
(1) Equity between local taxpayers

243. Questions of equity between different groups of local taxpayers would arise
even if the ratio of the two tax bases (rateable value and retail sales) were the
same in each authority's area. For if Authority A decided to raise a higher
proportion of its revenue from rates, and a lower proportion from retail sales,
as compared with Authority B, it could be argued that the ratepayers in Authority

A and the shoppers in Authority B were being unfairly disadvantaged.

244. But in practice the ratio of the two tax bases is likely to vary widely
between authorities. On the one hand are authorities with high rateable value per
head but low retail sales; on the other are authorities with low rateable value
but high retail sales (due, for example, to the presence of a regional shopping
centre). The former would tend to minimize their aggregate local tax rate by
loading more of the tax burden on to the tax base - rateable value - in which
they were relatively wealthy; the latter would tend to tax retail sales more
heavily. This would produce disparities in both rate poundages and rates of LST
which it would be difficult to defend. Since many of those who shop in an area
are not resident there, it would be difficult to argue that it made no difference

to local taxpayers whether they paid more in rates or in LST.

245. There are two possible ways to solve these problems of equity: one direct,

the other indirect, by means of the grant system. Both raise major policy issues.
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a) The direct approach: a fixed ratio between the two taxes .

246. Under the direct approach the government would impose a requirement that the
two tax rates should be maintained in some given relationship to each other in
those authorities which levy a supplementary tax. For example, for every 25p of
property rate levied by an authority it might be obliged to levy 1% of LST. (This
particular ratio would be equal to the present national average, since in 1982-83
a 25p property rate and a 1% rate of LST would both yield about £1750m). The use
of this ratio would mean that authorities would have a rate poundage below their
ceiling. If it were desired to reduce the relative burden o} rates over time, a
different proportion between the two rates of tax could be prescribed each year,
with the supplementary tax rate increasing progressively relative to that of

property rates.

247. If all authorities were thus constrained to maintain the same balance of
local taxation between ratepayers and shoppers, the distortions referred to above
could be avoided. Block grant could then be paid on much the same basis as at
present, compensating for differences in the total taxable resources of each
authority, ie rateable value plus retail sales. However, there are three possible

objections to a centrally prescribed ratio between the two tax rates.

248. First, it would involve limiting the freedom of individual authorities to
determine their own mix of local taxes. It might however be possible to allow

some limited local discretion in this.

249. Second, it would not be possible for central government to prescribe a
uniform ratio, nor for local authorities to observe it, unless the rate of LST
could be varied in steps of less than 1%. This is because the yield of LST is
much more "lumpy" than that of rates; that is, a change of 1% in the rate of the
tax produces a very large change in the national yield - £1750m, compared with
£100m for a 1% change in rate poundage. A fixed ratio between the two taxes could
thus only be prescribed if LST were variable in much smaller steps than 1%. If it
were variable in steps of 0.1%, each change would vary the yield by £175m at
national level. In applying the national ratio to their rate poundage,
authorities would have to round the rate of LST to the nearest 0.1%, and the
yleld of the two taxes would differ from the national ratio is so far as rounding
took place. But the system could probably operate with this degree of roughness.
(The problem would be smaller in the case of RFD plus VED, since their combined
yield wou;d be less "lumpy".)
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’. The third problem arises from the proposition that there should be a rates

ceiling as a basic component of the final scheme. If the ratio of the two taxes
were fixed nationally, the limit on an authority's rate poundage would impose a
limit on its rate of LST. This would be consistent with a general system of
control of local authority expenditure or taxation (on which see section J
below); but not with a system in which each authority was free to determine the

total size of its local tax levy.

251. If there were no overall control of expenditure and taxation, any general
rule prescribing the ratio between the two local tax rates would have to be
subject to exception when an authority reached its rates ceiling. Above that
level, grant could be paid so as to equalize for differences in the yield of the
supplementary tax. This would make the system more complicated, but not

unworkable.

252. A nationally prescribed ratio between rates and LST may not be considered
acceptable. In that case an indirect approach, via the grant system, would be

needed.
b) The indirect approach: retrospective adjustment through the grant system

253. Under this approach there would be no fixed ratio between the two taxes, and
authorities would remain free to determine their own mix of local taxation,
subject to the limits on rate poundages. Grant would initially be calculated as
if authorities levied the assumed national mix. It would be adjusted
retrospectively to take account of the actual local mix, to remove any financial
advantage an authority may have derived by loading the tax onto that source in
which it was relatively wealthy. In this way, the financial incentive for
authorities to exploit one group of local taxpayers would be reduced. In so far
as authorities exercised their freedom to vary the local tax mix, equity between
ratepayers and shoppers or motorists in different areas would be achieved. An
arrangement of this kind would be complicated, and would require large scale -

though predictable - adjustments of grant entitlements in respect of prior years.

254. For any system of resource equalisation it is necessary to define the tax
base for each authority which has power to raise revenue. In the case of LST
levied as a "district area tax" it would be necessary to collect data of retail

sales by district area. This would have to be done during the interim period, so
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that an adequate data base was available for establishing an equitable gran.

distribution in the first year of the final scheme. (The same requirement would

apply to RFD plus VED).

255. It would be much more difficult to predict the yield of LST than of rates,
since the size of the tax base - retail sales - would be likely to vary from year
to year both nationally and between individual authorities. It would be necessary
to decide how far Exchequer grant should be paid to authorities to make up any
shortfall on the yields predicted at the time of the annual grant settlement. (A
similar issue would arise in relation to RFD plus VED.)

256. Resource equalisation under a two-tax sfstem thus requires either a) a
centrally determined ratio between the two tax rates or b) a complex system of
retrospective grant adjustment. If neither of these 1is acceptable, it would be

possible to consider options providing a more limited degree of equalisation.
(1i) Alternatives to full equalisation

257. One option would be to retain the present arrangements for equalising needs
and rateable resources between areas, while making no arrangements for equalising
in respect of LST or RFD/VED. This would mean that authorities providing a
standard level of service would be able to levy the same rate poundage, but would
need to levy different supplementary tax rates to meet an assumed local
contribution from this source. The effect would be to benefit taxpayers in those
areas with a high level of retail sales at the expense of those in areas with a
low level of sales. In practice authorities would try to minimise their combined
tax rates by loading more of the tax burden on to that base in which they were

relatively well endowed.

258. Alternatively, resource equalisation might be abandoned completely. This
would involve reversion to a separate needs equalising grant, like the pre-
1981/82 Needs element; in current terms only some £2600m in England (30% of the
existing block grant) would be required for this purpose. The remaining grant (of
£6000m) would then be distributed on a non equalising basis, perhaps in
proportion to population or reasonable budgets. However, abandonment of
equalisation for differences in rateable value between authorities would produce
some large changes to the existing pattern of rates between areas, with large

increases in low resource areas like Cumbria, Durham and Lancashire and big
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!uctions in London. It would make the maintenance of a rate ceiling in these

circumstances very difficult. More generally, the abandonment of resource
equalisation would widen disparities in both tax rates and levels of service
provision between areas; authorities with low rateable income and low retail
sales might find it difficult to fulfil their statutory duties. In the longer
term, this form of grant system would encourage out-migration of businesses and
population from highly taxed areas; it would tend to accelerate the decline of
many inner city and sparse rural areas, which currently benefit from resource

equalisation.

259. If resource equalisation were abandoned, it would no longer be possible
through the grant system to put equal pressure on marginal spending for high and
low resource authorities. Instead, authorities with high rateable value and/or
retail sales would be able to increase their spending for a smaller increase in

local tax rates than authorities with low rateable resources and/or sales.

‘Consequently, the former would find it easier to disregard spending guidelines.

(iii) Conclusion

260. The only way to secure full equalisation of resources - ie equity between
both ratepayers and shoppers (or motorists) in different local authority areas -
would be by means of a nationally prescribed relationship between the local tax
rates, with special arrangements to deal with the existence of frozen rate
poundages. Ministers will need to take an early decision on whether this approach

is acceptable, since it would be a major feature of the final scheme.

261. If it is not acceptable, the next best way of promoting equalisation would
be by means of a retrospective adjustment of grant to claw back any advantage
that an authority sought to obtain by loading the local tax on to the tax base in
which it was most wealthy. But in so far as an authority still chose to tax
ratepayers and shoppers differentially, equalisation would not be achieved.

262. Other options include

(a) equalisation of needs plus resource equalisation in respect of property

rates only;

(b) equalisation of needs only.
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If Ministers do not favour either of the approaches summarized in paragraphs 260
and 261, but wish to retain a measure of equalisation, these options would need

to be further developed.
Je CENTRAL CONTROL OF EXPENDITURE

263. At E(LF) on 14 March it was suggested that the final scheme might include

direct central control of expenditure by individual authorities. The. Group have
assumed that this would be implemented by means of a power for the Secretary of
State to set limits on the rates of supplementary tax;\alongside the rates

ceiling.

264. There would be two possibilities: either a general system of control,
applying to all authorities, or a system designed to prevent exceptionally high

rates of tax and exceptionally high levels of spending.

265. A general system of control would be similar in concept to the interim
scheme described in section III. Rules would have to be devised for putting an
absolute upper limit on the rate of the supplementary tax or taxes, or for
limiting periodic increases in them. If the rates of the local taxes were
required to be levied in a prescribed ratio, in order to secure equity between
groups of taxpayers in different authorities (see section I above), the property
rates poundage and the prescribed ratio would together determine the limit on the
rate of the supplementary tax. In either case, as under the interim scheme,
Ministers in setting the limits on the tax rates would be making judgements -
explicity or implicitly - about "reasonable budget"” levels for individual
authorities. It would thus be necessary to provide for a system of derogations,
and the same problems of enforcement, legal challenge, and administrative cost
would arise. With a permanent scheme of control a detailed body of precedent
would build up, and the apparatus of central intervention would become

established. Local independence and accountability would tend to disappear.

266. It would be possible to operate a permanent system of general control
without any supplementary tax. If a fixed ceiling were set on property rates (ie
with no fluctuations upwards or downwards below it), then expenditure could be
controlled through the supply of Exchequer grant on the same basis as in interim
schemes A or B. This would be a simpler approach than that of controlling the

rate of a supplementary tax.
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2’. A scheme to control only exceptional cases might be based on the outline

scheme discussed as Option B in the earlier report by officials annexed to
MISC79(82)16. Individual authorities, selected on the basis of past spending
and/or rating decisions, would be required to submit their budget proposals for
detailed scrutiny, and the Secretary of State would have power, after examining
the proposals, to prescribe a maximum rate of supplementary tax. (If the ratio of
the two tax rates were fixed, the authorities selected for scrutiny might be
already up against their rate ceiling and thus able to levy a higher rate of
supplementary tax under the provision for exceptions referred to in paragraph
251. But this would not necessarily be so). Problems of enforcement, legal
challenge, and administrative cost would still arise, but not to the same extent
as under a general system of control. With a scheme of this kind it would be
possible to maintain something more like the present balance between central and
local responsibilities. Local accountability would be preserved, because
substantial differences in local tax rates would still be possible. The effects
on public expenditure are difficult to predict; authorities might tend to
increase local taxes and/or expenditure as a precaution in case they were

selected for scrutiny and control.

268. Further work on options for control under the final scheme will be needed in
the light of Ministers' decisions on a) any system of control under the interim

scheme, and b) the long term strategy for local taxation.
K. GENERAL CONCLUSIONS
269. The Group have assumed that Ministers will wish to take and announce an
early decision in principle on the shape of the final scheme. The announcement
would provide the basis for public consultation, especially with representatives
of business and local government, before the details are settled.
Supplementary Taxes: County or District Area?
270. There are three options:

1) each county and district to be able to levy its own rate of

supplementary tax (the rate paid by the taxpayer would then be a

composite);
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(1i1) a single rate of tax to be levied in each county area, followin’

consultations between all the taxing authorities within 1t

the new supplementary tax to be available only to the main spending
tier in each area (the counties in the shire areas and the

metropolitan districts and London Boroughs)

271. The Group consider that the first option comes closest to the objective of
providing an effective supplement to the present rating system which can \
progressively provide a greater share of the local revenue (paragraph 166). Its
biggest disadvantage would be the uncertain yield to individual authorities and
the threat, real and perceived, to businesses due to cross-border sh0pping; The
second option would require that the tax rate be set throughout the county at

the highest of the levels needed by individual districts. It might lead to
unnecessary expenditure and a difficult process of consultation between disparate
authorities. The third option is unsatisfactory because rates would need to
continue to increase for that tier to which the supplementary tax was not

available.

Which supplementary tax?

272. The Group considered three options for a supplementary tax or taxes, all of
which could be levied at rates independently variable by both tiers of authority:

(paragraphs 150 and 151).

i. local sales tax; the Group conclude that this should be additional to,

but levied on the same range of goods and services as, national VAT and
apply not only to domestic but to certain business purchases (excluding
goods for resale etc). It should be collected nationally by Customs and
Excise acting as agent for the local authorities (see points for

consultation in paragraph 190);

ii. 1local road fuel duty, collected by one of the taxing authorities

concerned, preferably, in the Group's view, the county. It should, the Group
conclude, run either (a) from the outset, or (b) after an interval, in
combination with the transfer of local control of Vehicle Excise Duty (VED)
on light vehicles, collected by DVLC as agents for local authorities (see

points for consultation in paragraphs 207 and 221);
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. iii. RFD in combination with local supplementary duties on alcohol and

tobacco. The Group consider that this option is not worth pursuing further
the cost of control and compliance in relation to an estimated 400,000
retail outlets would be disproportionately high and because of the further

complications of an equalising grant (paragraph 151).

273. Either LST or RFD/VED would yield sufficient revenue to serve as
supplementary taxes through the 1990s; RFD/VED would not be as buoyant (paragraph
212).

274. On timing LST and RFD/VED could be available in 1988 (paragraphs 180, 215
and 229); RFD could be introduced alone before VED in 1986 (paragraphs 199 and
229).

275. The two options are compared at paragraph 223; Points which the Group
consider should be discussed in public consultation are set out for LST in
paragraph 190 and for RFD/VED at paragraphs 207 and 221.

Rate ceilings in the final scheme

276. The Group consider that the final rate ceilings should take account of the
levels reached in the final year of the interim scheme. It would probably be
necessary to provide for individual authorities to make representations about
their final ceilings. The Group also consider that authorities should be free to
reduce or increase rates, as long as they were below the ceiling. This would
allow rates to act as a regulator to even out year to year fluctuations in local

tax yilelds (see paragraph 237).

Equity between local taxpayers and implications for Exchequer grants

277. The Group conclude that the only way to secure full equalisation of
resources ie equity between ratepayers and shoppers in different local authority
areas, would be by means of a nationally prescribed relationship between the
local tax rates, with special arrangements to deal with the existence of limits
of rate poundage. One effect would be that authorities levying a supplementary
tax would have property rates below their ceiling. An early decision would be
needed on this point (see paragraph 260).
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278. The next best way of promoting equalisation would be by means of a .

retrospective adjustment to clawback any advan¥age that an authority sought to
obtain by loading the local tax onto the tax base in which it was most wealthy
(see paragraph 261). There are options short of full equalisation which could be
developed further if neither of these approaches is acceptable (see paragraph

262) .
Central control of expenditure

279. A general system of control would be similar in concept ta_ the interim
scheme described in Section III.

(see paragraphs 265-266).

280. A scheme to control exceptional expenditure cases only might be based on the
outline scheme in the earlier report by officials annexed to MISC79(82)16.
Individual authorities would be selected on the basis of past spending and/ﬁr
rating decisions, and their budgets scrutinised before rates were set (see

paragraph 267).
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' REFORM OF THE EXISTING RATING SYSTEM

281. Ministers may wish to be reminded of the reforms to the existing rating
system recommended by the MISC79 Group, and to consider whether any need to be

pursued further. They were:

(i) Discounts for households consisting of one adult without children (to
relate rate payments for domestic ratepayers more closely to the

consumption of local services (legislation needed)

Separate billing of ratepayers by the different tiers and separate

notification of council tenants (legislation needed)

Statutory obligation on local authorities to consult local

representatives of industry and commerce (legislation needed)

Revaluation of the non-domestic sector (earliest date April 1987; no
legislation needed. MISC79 rejected a revaluation of the domestic

sector)

Changes to the administration of the rating system designed to
achieve staff savings in the Valuation Office (recommendations from a

Rayner Scrutiny report; consultation and primary legislation needed)

If Ministers wished to implement any of these reforms and took an early decision
- to do so it would be possible to legislate, where necessary, in the 1983/84

session.

282. A consequential issue concerns the future of water charges, based on
rateable values. If rateable values are not reassessed, then any unfairness as
between individual ratepayers will apply also to the incidence of water charges.
But the general policy is to move towards metering which, where used, severs the

link with rateable wvalues.
Scotland

283. The reforms to the existing rating system which were recommended by the
MISC79 Group for Scotland are fewer because a number of those recommended for
England and Wales have already been carried out.
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284. The reforms recommended were:
(i) Discounts for single person households (legislation needed)

(1i) Statutory obligation on local authorities to consult local

representatives of industry and commerce (legislation needed)

Separate billing of ratepayers by the different tiers and separate notification
of council tenants is already done in Scotland. A full revaluation is ‘to be
carried out in 1985. No staff savings equivalent to those following on the Rayner
Scrutiny of the Valuation Office can be made since valuézion is carried out

differently in Scotland (by independent local assessors).
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LOCAL GOVERNMENT STRUCTURE, FUNCTIONS AND FINANCE
BACKGROUND AND PRESENT ARRANGEMENTS

(i) England and Wales

1. Local government in England and Wales is organised in two main tiers.
Outside the metropolitan areas the upper tier consists of 46 shire county
councils, and the lower tier of 333 shire districts. There are six metropolitan
counties in England, with 36 metropolitan districts at the second tier. In London
the arrangements are similar to those in the metropolitan areas, with the GLC as

the upper tier authority and 33 London boroughs forming the second tier,

2 In addition, a small number of special purpose authorities (eg 3 park
authorities) issue precepts for finance.to the upper tier authorities, and a very
large number of "lower level'" bodies (nearly 11,000 parish, town and community
councils and 260 internal drainage boards) hdve powers to issue precepts to the
district and borough councils. In London the Inner London Education Authority and

the Metropolitan Police Receiver (not a local authority but financed as such)

issue precepts to the London Boroughs and a few adjacent shire districts,

B In all areas, the "second tier" main authorities are the rating
authorities. The rates they collect are used to finance their own spending on
revenue account, (net of income from grants, charges and other sources), and to
pay the mandatory precepts (ie cash demands) received from the upper tier, the
special purpose authorities and the "lower level" bodies requiring finance in

their areas.

4. Since the Local Government Finance Act 1982, local authorities in England and
Wales have not been able to levy a supplementary rate. This brings them into line

with the position in Scotland.

Functions

5 The table in Appendix 1 to this Annex shows the main services by class of
authority and theestimated distribution of revenue expenditure in 1982/83. The
tables in Annexes D(i) and D(ii) show summary national income and expenditure
accounts for England and Wales (1981/82 - the 1982/83 figures are not yet

available),
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6. Local government functions in England and Wales have been substantially
changed since 1945. The public utilities run by some of the larger urban
authorities have been transferred to the nationalised industries: electricity
(1947), gas (1948), and water (1974). Major health functions, including hospitals
in some areas, were transferred to the NHS in 1948, and the 9 colleges of
advanced technology were transferred from the local authority sector in 1961.
Passenger transport in the metropolitan areas outside London went to the PTEs in

1968.

7 In the same period, local authorities' responsibilities have been increased
P 3 P ’

for example in the areas of personal social services, land use planning and

development control, building control, public sector housing, the national parks,

conservation, recreation and leisure. Although on balance local government has
lost more responsibilities than it has gained, the emphasis has shifted from

utilities towards manpower-intensive "personal" services to the public,

8. Local government services form a spectrum. At one end are services
essentially national in character, where the Government and the public expect a
reasonable minimum standard and some uniformity of provision. These include
school education, police, and fire. At the other end are local services, the
provision of which is more at the discretion of local authorities. These include
leisure and recreation facilities, parks and open space. The former are more
likely to be the subject of specific statutory duties and various forms of
central government guidance, and some of them are supported by specific Exchequer

grants.,

(ii) Scotland

9. Local government in Scotland is organised in two main tiers; 9 regional
councils whose services include education, police and social work and 53 district
councils whose services include housing, leisure and recreation and cleansing. In
addition there are 3 islands area councils providing the full range of local

services. Each authority levies a rate,

10. 1In addition joint boards administer the police and fire services in the
Highlands and Islands and Lothian and Borders. The costs of each board (after
specific grant) are shared by the constituent authorities in proportion to

population.
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11. The rating authorities are the regional and islands councils. The rates
collected by the islands councils are used to finance their own spending on the
revenue account (net of income from grants, charges and other sources). Regional
councils collect rates in respect of their own spending and that of all the

district councils in the region.

12. The table in Appendix 2 to this Annex shows the main services by class of
authority and estimated distribution of expenditure in 1982-83. The table in

Annex D(iii) shows in broad terms the financing of gross expenditure in 1982-83.

13. 1In Scotland also local government functions have been substantially changed
since 1945 although not in exactly the same ways as in England and Wales. The
main differences are that in Scotland water remains a local authority function.
Certain advanced further education colleges and colleges of education are
centrally financed in Scotland and there are different arrangements for students

awards. In Scotland probation is a local authority service provided by social

work departments. There is only one PTE (Strathclyde). In Scotland as in England

and Wales local authority responsibilities have been increased in other areas,

such as the personal social services.
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l"’ 1"’ ANNEX B - APPENDIX 1

MAIN SERVICES BY CLASS OF AUTHORITIES AND ESTIMATED DISTRIBUTION OF RATE FUND
GROSS REVENUE EXPENDITURE (INCLUDING RF CONTRIBUTION TO HRA) 1981/82

ENGLAND AND WALES - PERCENTAGES

Service Shire | Shire Met Met Boroughs | ILEA/Met
Counties|Districts|Counties |Districts Police

Education, School
meals and milk 61 62 100 ILEA

Libraries, Museums
etc

Personal Social
Services

Police

Fire

Other Home Office

Local Transport

Refuse collection/
Disposal

Recreation etc

General admin
(after recharges)

Other (other
environmental
services, consumer
protection,
employment, etc)

Housing including
HRA support

TOTAL

860 ILEA
TOTAL (£m)(l)

690 Met Pol

(l) The sum of this row differs from the sum of gross rate fund revenue expenditure
in England and Wales given in Annexes D(i) and D(ii) which excludes rate fund
contributions to HRA (£430m).
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MAIN SERVICES BY CLASS OF AUTHORITIES AND ESTIMATED DISTRIBUTION OF RATE FUND
REVENUE EXPENDITURE (INCLUDING RF CONTRIBUTION TO HRA) 1982-83

SCOTLAND — PERCENTAGES

Regional District Islands
Service Councils Councils Councils

Education, school meals and milk 51 39
Libraries and Museums 1 1
Personal Social Services

Police

Fire

*0ther Law and Other Services

Road and Transport

Refuse Collection and Disposal

Leisure and Recreation

Other Environmental and
Miscellaneous Services

Central Administration

Rate Fund Contributions to
Housing (incl HRA) 23

TOTAL 100 100
TOTAL (£m) ; 2,578 582 80

Note: Figures are net of income from fees and charges but include loan charges.

* Expenditure (which is largely offset by fire income) does not register to
one percentage point.
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LOCAL AUTHORITY EXPENDITURE AND MANPOWER (ENGLAND AND WALES)

1974/75 1978/79 1979/80 1980/81 1981/82 1982/83 1983/84
(Budgets) (Estimated)
Budgets
Net current expenditure

England

(i) £ million, cash 6080 11042 12976 15682 17459 16260(1)  20450(1)
(ii) volume terms(2) 94 100 101.8 100.7 99.9 101.7¢(1)  101.9(¢1)

Wales

(i) £ million, cash 824 980 1085 1163(1) 1230(1)
(ii) volume terms (2) 100.9 98.8 96.7 96.4(1) 97.2(1)

Mangower

FTEs (000s) - Dec 2088(3) 2088 2092 2053 2012 2003
Index 100(3) 100 100.2 98.3 96.3 2329

General rate increase 7%

England 40(%)
Wales 50(4)

RPI(?) (% increase
over previous year) 18

Increase in LA costs
% over previous year(?) 30

Domestic rate bills
as % of personal
disposable income

(1) Before shortfall of perhaps 1% to 2% in both 1982/83 and 1983/84. No allowance
made for the 3% reduction in NIS between 1982/83 and 1983/84. Expenditure
figures for 1983/84 based on incomplete information.

Defined here as current expenditure deflated by the costs of local authority
inputs ie the series shows the volume of inputs.

March 1975

Approximate figures; year of local government reorganisation.

The table shows changes between financial years, The index of retail prices
(RPI) measures the changes in the prices of a '"basket of goods and services"

purchased by households in the United Kingdom. Local authority domestic rates
are included and represent about 3% of the value of the "basket".
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This shows the changes in the costs of inputs (manpower and other running

expenses) to local authority expenditure. In most years, the increases in

these costs are within 1% or 2% of the increase in the GDP deflator (which
1s a measure of the changes in costs throughout the UK economy). In 1979 and
1980, local authority costs increased faster than the GDP deflator mainly
because of the effect of the Clegg awards on local authority wages and

salaries.
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LOCAL AUTHORITY EXPENDITURE AND MANPOWER (SCOTLAND)

1974/75 1978/79 1979/80 1980/81 1981/82 1982/83 1983/84
Budgets Budgets

(prov.)
Net current expenditure

(i) £ million, cash 1,415 1,695 2,156 2,386 2,633(L)  2,784(1)
(i1) volume terms(2) 100 102.8 104.5 102.9 105.1(1) 105.2(1)

Manpower

FTEs (000s) = Dec
Index

General rate increase %

RPI(é) (% increase
over previous year)

Increase in local
authority costs % (°)

Present estimate of shortfall from budgets for 1982/83 is 1%%, and possibly 1%
for 1983/84. No allowance is made for the %% reduction in NIS between 1982/83
and 1983/84.

Defined here as current expenditure deflated by the costs of local authority
inputs ie the series shows the volume of inputs.

Approximate figures.

The table shows changes between financial years. The index of retail prices
(RPI) measures the changes in the prices of a "basket of goods and services"
purchased by households in the United Kingdom. Local authority domestic rates
are included and represent about 3% of the value of the "basket".

This shows the changes in the costs of inputs (manpower and other running
expenses) to local authority expenditure. In most years, the increases in
these costs are within 1% or 2% of the increase in the GDP deflator (which is
a measure of the changes in costs throughout the UK economy). In 1979 and
1980, local authority costs increased faster than the GDP deflator mainly
because of the effect of the Clegg awards on local authority wages and
salaries.
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ANNEX D(i)

LOCAL AUTHORITY GROSS REVENUE EXPENDITURE AND ITS FINANCING - ENGLAND 1981/82
(A1l revenue accounts)

Expenditure

Rate Fund Account

Education

School meals and milk
Museums and Libraries
Health and Social Services
Police

Fire

Other Home Office

Public Passenger Transport
Other Transport

Housing (Non-HRA)

Refuse disposal/collection
Recreation etc
General Admin
Other

(after recharges)

All rate fund services

Housing Revenue Account

Supervision, management, repairs etc
Debt charges

Trading Services Account

Transfers to capital accounts etc and

changes in balances

E' Revenue Expenditure

*from incomplete information

f million

1981/82
10700

1982/83
(Estimates)¥*

31500

Income

£ million

Rate Fund Account 1981/82 1982/83

(Estimates)*
Rates - domestic 3910 )
non—domestic 5170 ) 10400

Rate Rebate Grant 300 400
Rate Support grants
- block 8370 8300
- domestic rate relief 650 700
Specific service grants 2450 2700

Police 970
Transport 210
Education 730
Housing (non-HRA) 250
Other 290

Sales, Fees and Charges
Other income (including interest

receipts; excluding recharges)

Housing Revenue Account

Rents

Government subsidies, grants
Other income (including
interest receipts)

Trading Services Account

Sales, Fees and Charges
Other income (including interest
receipts and Goverment grants)

Total Revenue Income
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ANNEX D(ii)

LOCAL AUTHORITY GROSS REVENUE EXPENDITURE ARD ITS FINANCING - WALES 1981/82
(All revenue accounts)

Expenditure

Rate Fund Account 1981/82

Educat ion 666

School meals and milk 40
Museums and Libraries 16
Health and Social Services

Police

Fire

Other Home Office

Public Passenger Transport

Other Transport

Housing (Non—-HRA)

Refuse disposal/collection

Recreation etc
General Admin
Other

(after recharges)

All rate fund services

Housing Revenue Account

Supervision, management, repairs etc
Debt charges

Trading Services Account

Transfers to capital accounts etc and
changes in balances

Total Revenue Expenditure

*from incomplete information

£ million

1982/83
(Estimates)*

1840

Income

£ million

Rate Fund Aecount 1981/82 1982/83

(Estimates)*
) '
) 408

Rates - domestic 147
non-domestic 233

Rate Rebate Grant 12 15
Rate Support grants

- block

- domestic rate relief 48 25
Specific service grants

Police 49
Transport 19
Education 43
Housing (non-HRA) 21
Other 17

Sales, Fees and Charges
Other income (including interest

receipts; excluding recharges)

Housing Revenue Account

Rent s

Government subsidies, grants
Other income (including
interest receipts)

Trading Services Account

Sales, Fees and Charges
Other income (including interest
receipts and Government grants)

Total Revenue Income
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LOCAL AUTHORITY GROSS REVENUE EXPENDITURE AND ITS FINANCING — SCOTLAND 1979/80
(A1l revenue accounts)

Expenditure

Rate Fund Account 1979-80

Education

School meals and milk

Museums and Libraries and Galleries
Social Work

Police

Fire

Other Law, Order and Protective
Services

Roads and Transport

Housing (Non-HRA)

Planning

Leisure and Recreation

Central Admin

Other

All rate fund services

Housing Revenue Account

Supervision, management, repairs etc ) 498
Debt charges )

Trading Services Account

Transfers to capital accounts etc and
changes in balances

To Revenue Expenditure

*frim incomplete information

£ million

1982/83
(Estimates)*

Income

Rate Fund Account 1979/80

Rates - domestic ‘ 257
non-domestic 460

Rate Rebate Grant 25
Rate Support grants

- block

- domestic rate relief
Specific service grants

Police 75
Transport J
Education 2
Housing (non-HRA) 46
Other 16

Sales, Fees and Charges
Other income (including interest

receipts; excluding recharges)

Housing Revenue Account

Rents

Government subsidies, grants
Other income (including
interest receipts)

Trading Services Account

Sales, Fees and Charges
Other income (including interest
receipts and Government grants)

Total Revenue Income
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1982/83
(Estimates)*

470
930

60




CONFIDENTIAL

RATE INCREASES IN ENGLAND 1981/82 0 1982/83

1. The attached histogram shows the spread of rate poundage (percentage) changes
between 1981/82 and 1982/83 in English local authorities. The changes include
precept changes for the counties (metropolitan and non metropolitan), GLC, ILEA,
and the Metropolitan Police, and the local rate changes for districts and

boroughs.

2. The figures underlying the histogram indicate that rate changes varied from

=40p to +46p or from -44% to over +907%.

3. The central government cash limit factor for the period was about 6% (based
on 9% for prices and 4% for pay settlements). In 1982/83, on average, local
authorities budgetted for an increase in their current expenditure costs of 8.3%
(1981-82 to 1982-83). Actual inflation was about 1 percentage point lower,

4. Most rate changes were concentrated around these levels of inflation. But the
histogram shows the large number that exceeded them. The rate increases of 172
authorities (41%) were greater than actual inflation; and the rate increases of

188 authorities exceeded the government's cash limit factor.

5. The range of rate increases reflects a number of pressures on local
authorities. These include:

Central Government influences

(1) changes in aggregate Exchequer support,

(i1) changes in the distribution of grant,

(iii) targets and holdback.

Local influences

(iv) expenditure decisions by local authorities,

(v) financing decisions by local authorities (eg use of balances),

(vi) differring impact of the rate of inflation on individual authorities.
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. . ANNEX E(ii)

RATE INCREASES IN SCOTLAND 1981/82 TO 1982/83

1. The attached histogram shows the spread of rate poundage (percentage) changes

between 1981/82 and 1982/83 in Scottish local authorities.

2. The figures underlying the histogram indicate that rate changes varied from

=12p to +23p or from -16.7% to +47.5%.

3. The central government cash limit factor for the period was about 6% (based
on 9% for prices and 4% for pay settlements). In 1982/83, on average, local

authorities budgetted for an increase in their current expenditure costs of 7%

(1981/82 to 1982/83). Actual inflation was about 1 percentage point higher.

4. The histogram shows that rate increases are not closely related to the actual
rate of inflation. Less than one quarter of authorities had rate changes below
the actual rate of inflation. The range of rate increases reflect a number of

other pressures on local authorities in Scotland. These include:

Central Government influences

(1) reductions in aggregate Exchequer support,

(ii) changes in grant distribution,

(iii) mid year adjustments to grant in response to high levels of local
authority expenditure. These are intended to secure commensurate
expenditure reductions, but experience suggests that authorities are

rating for the grant shortfall in the ensuing year.

Local influences

(iv) expenditure decisions by local authorities,

(v) financing decisions by local authorities (eg use of balances),

differing assumptions about the rate of inflation on individual

authorities.
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Other Influences

(vii) effect on local rating base and rate income of Court decisions on

appeals against revaluation of property at 1 April 1978.
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STATUTORY DUTIES AND POWERS - ENGLAND AND WALES
INTRODUCTION

1. Section III(c), at paragraph 59, sets out some of the issues which the
Secretary of State would have to take into account when considering derogations
from a formula control on rates. The arguments for special treatment could
reflect the various statutory obligations placed on local authorities, and the
policy guidance of Ministers and Departments about the provision and standards of
services. This Annex lists statements by the main service Departments about the
more important duties imposed by statute on Ministers and local authorities in
England, their powers, and any other functions which might have implications for
the control of local authority rates. In Wales local authorities are in the same
position as those in England. The Secretary of State for Wales has duties and
powers which mirror those in England of the Secretaries of State for Transport,
Education and Science (excluding pay and conditions of service of teachers),

Social Services, and the Environment.

NOTE BY THE HOME OFFICE

2. Duties of the Secretary of State

Police general statutory responsibility to promote efficiency
in all forces; police authority for Metropolitan

police, answerable to Parliament.

Magistrates' courts Ministerial responsibility for the law in respect of

the powers and procedures of magistrates' courts.

Probation no direct statutory responsibility for the
administration of the probation service, but is
answerable in Parliament for the legal framework within
which the service operates, for the exercise of his
statutory powers (including the administration of the
specific grant towards the cost of the service) and for

any guidance on policy that he gives.

central responsibility for fire service in England and
Wales.,
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Coroners responsible for the law under which coroners work.

Civil Defence responsible for determining the civil defence functions
of local authorities and for ensuring that these

functions are discharged correctly.
Powers of the Secretary of State

Police authorises force establishments; fixes pay and
allowances; determines police authorities' contribution
for common police serviceg; authorises capital
expenditure on land and buildings; may withhold
specific grant if force is inefficient; approves
Metropolitan Police budget and precept on boroughs and
districts in Metropolitan Police District (Inner London
for magistrates' courts and probation); determines
contributions and benefits under the Police Pensions

Scheme;

Magistrates' courts approves determinations of Committee of Magistrates for
Inner London, including pay awards; decides on appeals
by local authorities against decisions (mainly
involving expenditure) taken by magistrates' courts
committees; approves payment of specific grant on pay
awards to magistrates' courts staff outside Inner
London; approves appointments of additional staff and
expenditure on computers and other equipment;

authorises capital expenditure on land and buildings.

Probation approves pay awards for probation officers;

decides on appeals by local authorities against
determination of budgets by probation committees;
approves numbers of posts of Chief, Deputy Chief,
Assistant Chief and Senior Probation Officer;

approves appointments of Chief Probation Officer made
by probation committees; authorises capital expenditure

on land and buildings.
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approves reductions in numbers of operational firemen,
and appliances and closure of fire stations, makes
establishment, reinforcement or combination schemes 6
necessary; makes arrangements for the purchase of
equipment if necessary, prescribes by regulations:

é) discipline code,

b) qualifications for appointment and promotion of

officers and, termination of their appointment,

c) design or performance of equipment,

d) standards of training,
appoints Inspectors, holds public enquiries into
certain matters, constitutes an Advisory Council,

makes and varies a Pension Scheme.

Coroners considers appeals in respect of coroners' salaries;
prescribes jurors' and witnesses fees and allowances,

and post-mortem fees.

Electoral registration makes regulations about the procedure to be followed in

the preparation of the register.

Civil Defence approves payment of specific grant towards authorities'

expenditure in performing civil defence functions.
4. Other functions of the Secretary of State

Police HM Inspectors of Constabulary, his professional
advisers, inspect each force annually and advise on
ways of improving efficiency; advises police
authorities and chief police officers on wide range of
policing matters, many of which have expenditure

implications.

Magistrates' courts circulars issued to justices' clerks and clerks to

magistrates' courts committees about appointment of
additional staff, expenditure on computers, the keeping
of accounts and on expenditure which will rank for

specific grant.

CONFIDENTIAL




CONFIDENTIAL
® O
Probation the Probation Inspectorate, his professional advisers,
visit each probation area at least annually and report;
they also serve as a means of communication with areas
about government policy; Departmental circulars and
other letters of guidance issued to Chief Probation
Officers, Secretaries of Probation Committees and local
authority treasurers (as appropriate) explaining
changes in legislation and giving guidance about
practice of probation officers in exercising their

statutory functions and about levels of minor and

incidental financial support for probationers and

others.

through regular inspections by Fire Services
Inspectorate ensures that local authorities fulfil
their statutory duties; in consultation with local
authority and fire service interests issues advice on
operational and fire prevention matters, equipment and
training and minimum fire cover standards, the
requirements of which are taken into account in
relation to reductions in establishments; establishes

and maintains a central training institution.

Coroners circulars of guidance are issued to coroners which may

have expenditure implications.
Electoral registration the Department's memorandum of guidance advises
procedures which add specifically to the cost of

producing the register.

Civil Defence Departmental circulars convey advice and guidance, the

implementation of which involves expenditure.

CONFIDENTIAL




5.

CONFIDENTIAL

Duties of local authorities

Police

Magistrates' courts

Probation

Coroners

the police authority, a committee of the county council

consisting of 2/3 councillors and 1/3 magistrates, has

a statutory duty to maintain an adequate and efficient
police force; for a police authority for a county
police area the county council must approve overall
expenditure but it is obliged to provide for pay and
allowances (about 75% of total); the police authority
for a combined police area is a body corporate and

precepts upon the constituent councils.

required to provide necessary funds, which are eligible
for 80% grant, for magistrates' courts committees,

subject to appeal procedure described in 3 above.

as for magistrates' courts.

GLC and county councils required to provide a fire
brigade to meet efficiently the normal fire fighting
requirements of their area (covering training,
communications, salvage, collection of information);
join in schemes for mutual reinforcement; ensure
adequate supply of water for fighting fire; organise
brigade for civil defence purposes; inspect premises
and impose fire precautions requirement; issue fire
certificates in respect of premises designated by the
Home Secretary; advise district councils on plans for
new buildings and on fire safety in various classes of

licensed buildings.

County councils are statutorily responsible for the
appointment of coroners, for their salaries and office
expenses and for reimbursing expenses incurred in the

exercise of their duties.
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Electoral registration District and London borough councils appoint an
official who is required to prepare and publish an
annual register, complying with any general or special

directions given to him by the Home Secretary.

Civil Defence GLC and county councils are under statutory duty to
make specified plans for civil defence purposes and, on
request, to take preparatory steps to ensure that those
plans can be carried out; and to carry them out. Other
local authorities are requireq to assist. New statutory
duties are in prospect relatiné to physical provision,

training and exercising.

6. Powers of local authorities The powers of local authorities in this area

of little importance when compared with the duties that are placed on them.

7. Implications of control The law and order services and civil defence are
subject of specific grants because of their national dimension. Under present
arrangements local authorities have met their statutory duties, having by and
large set their priorities so as to provide adequate levels in these and the
other Home Office services, including fire. A rigid ceiling on local authorities'

expenditure could change that.

8. The Home Secretary takes specific decisions, for example on police and
certain other groups' pay, budgets for magistrates' courts and probation
committees when the appeal procedure is invoked, and the Metropolitan police
budget and preceipts, which translate directly into local authority expenditure,
and his decisions on establishments have an almost equally direct effect.
Additionally he sets standards of service by qualitative and quantitative advice
and where applicable may withhold specific grant if local authorities fail to

provide an efficient service.

9. Local authorities seeking derogations would have wide scope for quoting the
Home Secretary's decisions or advice in support of their spending plans. The Home
Secretary's statutory responsibilities, which are generally part and parcel of
the present nature of the services, would not permit him simply to retract in the
face of an awkward derogation application and there would be conflict with other

Ministers.

13
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10. Local authority budgets for the Home Office services are not subject to
examination by Home Office officials. The scrutiny of budgets and passing
judgement on them would require additional staff, who would need to be trained
for the work, and would place the Home Secretary in a new relationship with the

services for which he is responsible.

NOTE BY THE DEPARTMENT OF TRANSPORT

11. Duties of the Secretary of State Those transport functions which need to be

carried out on a national basis are the responsibility of central government or
the nationalised industries. The Secretary of State has no specific duties in
respect of local transport which traditionally has been the responsibility of

local government.

12. The Transport Act 1983 provides for the Secretary of State to give initial
guidance to transport executives on the level of revenue support on which they
should plan and then to give guidance on the maximum appropriate level of subsidy

- protected expenditure levels (PELs).

13. Powers of the Secretary of State The Secretary of State has no powers of
control or default or appellate powers to ensure general or minimum levels of
local transport services, although he has an overall responsibility for road
safety, reflected in regulatory powers relating to speed limits, traffic signs
etc. Like other Ministers, the Secretary of State contributes to capital control

by deciding an annual allocation for transport.

14. Other functions of the Secretary of State The Department has few formal
advisory functioms. It exercises considerable influence over technical standards

etc, but this is achieved informally, mainly through professional leadership.

15. Duties of local authorities Local authorities have a specific duty to
maintain highways. Under Section 56 of the Highways Act 1980 any person may apply
to the Courts for remedial action and (under Section 58) authorities are liable
for any damage resulting from failure to carry out their duties. They also have a
general duty to prepare and carry out programmes to promote road safety which may

involve lighting, maintenance and traffic control.
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promote the provision of integrated and efficient services. The interpretation of

16. For public transport the GLC and metropolitan counties have a duty to

this duty has been the subject of recent judical review. The duties of the
authorities interlock with those of the transport executives. Under the Transport
Act 1983, now before Parliament, they have a duty to break even each year. A
reduction in subsidies to the executives resulting from a limitation on rate
increases could place the executives in breach of their statutory duty and at the
extreme, could leave them unable to meet their commitments. The executives in the
metropolitan counties also have a special duty under Section 20 of the Transport

Act 1968 to enter into agreements with BR for local rail services; which ‘they

might be unable to fulfil. Shire counties have a duty to make plans for public

transport in their areas and to enter into agreements with operators, but there

is no specific duty to subsidise them.

17. Powers of local authorities For highways local authorities have wide powers
to carry out construction, improvement, maintenance, lighting, signing etc. The
other powers are mostly permissive, but where authorities have provided street
lighting, traffic signals etc, if they decided as a matter of policy not to keep
them alight they might be liable for any damage which resulted, eg in an

accident.

18. For public transport the legislation provides powers for the GLC and
metropolitan counties to subsidise public transport services through the medium
of the PTEs and London Transport. The shire counties also have powers to
subsidise bus and rail services. Both tiers of local authorities have powers to

pay transport operators for concessionary fares for the elderly and disabled.

19. Agency functions of local authorities The Secretary of State delegates
trunk road maintenance responsibilities to local authorities acting as his
agents. Agent authorities are reimbursed for this work, but if their staff were
greatly reduced they might no longer be able to carry it out. The Secretary of
State would then need to transfer the work to the private sector, possibly at
much higher cost for some types of work, eg where a lot of stand-by time is

involved,
20. Implications of comtrol The requirements of local authorities' transport

duties are not precisely defined. Authorities which were trying to comply with a

limit on rate increases might therefore cut transport spending more sharply in
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or!er to meet more explicit duties. But authorities which wanted to show that a

limit was unreasonable would have plenty of scope for claiming that they could
not fulfil their responsibilities. The results of the latest national road
condition survey show a significant deterioration and some authorities could make
out a strong case for increased expenditure to meet their maintenance

obligations.

21. On public transport the initial advice to be issued under the Transport Act
and the setting of PELs will give the GLC and metropolitan counties ample
opportunity to seek derogation or judical review. Withdrawing from agreements
with BR could leave the Secretary of State with a choice between supporting the

services through the PSO grant or deciding on an application for closure.

22. Controls could also affect capital expenditure. Several authorities have
claimed that the revenue effects of capital spending up to their allocation would
push them over their targets for 1983/84. Although it is unlikely that an
authority could demonstrate that the allocation and the target were
contradictory, the revenue implications of the Government's capital allocations
will need to be borne in mind when devising controls. It would be particularly
embarrassing for the Department if authorities refused to go ahead with schemes
which provided necessary links to the trunk road system or otherwise supported

Departmental policies, eg 'Armitage' by-passes.
NOTE BY THE DEPARTMENT OF EDUCATION AND SCIENCE

23. Duties of the Secretary of State The Secretary of State has a general duty
"to secure the effective execution by local authorities, under his control and
direction, of the national policy for providing a varied and comprehensive
education service in every area'. He has various specific duties regarding the
training, employment and remuneration of teachers. He also has a duty to cause
inspections to be made of educational establishments. The government has recently
introduced the policy of publishing reports by HM Inspectorate; these reports
generally include an account of the level of resources observed in the

institutions concerned.

24. Powers of the Secretary of State The Secretary of State has various powers

to assist in discharging his general duties regarding the education service. He
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is empowered, if he is satisfied that a local education authority (LEA) has
failed to discharge any of its duties under the Education Acts, or has acted
unreasonably in exercising any duties or powers, to direct the LEA accordingly.
These powers have been used on a small number of occasions only, but they have
made it necessary for the Secretary of State to examine in great detail
allegations by parents and others in a number of areas that their LEAs were not
carrying out their duties. These allegations frequently refer to the level of
resources provided by the LEA in particular parts of the service. There would no
doubt be many more such complaints, some perhaps justified, if LEAs' spending

were directly controlled under a new Act.

25. The Secretary of State has powers regarding certain specific'éspects of
LEAs' provision. For example, his approval is generally required for proposals to
establish or close schools. These proposals, which can generate intense local
controversy, frequently have financial implications, notably through the savings
LEAs plan to achieve by closing schools. The introduction of tight rating limits
might make it more difficult for the Secretary of State to give proper weight to

the broader educational considerations raised by such proposals.

26. Duties of local authorities LEAs have a duty to secure the provision of
primary and secondary schools "sufficient in number, character and equipment to
afford for all pupils opportunities for education offering such variety of
instruction and training as may be desirable in view of their different ages,
abilities and aptitudes and of differgnt periods for which they may be expected

to remain at school”.

27. LEAs have various duties regarding specific aspects of education in schools,

and some of these have direct financial implications, for example, duties

to secure that school premises conform to standards prescribed by the

Secretary of State;

to make arrangements for the provision of such free transport as the

authority thinks necessary or the Secretary of State directs;
to provide a careers service;

to pay teachers' salaries in accordance with current regulations;
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Ve to provide free school meals for pupils whose parents are in receipt

of supplementary benefit or family income supplement.

28. LEAs have duties also regarding the provision of adequate facilities for
further education, in accordance with schemes submitted by them and approved by

the Secretary of State.

29. Powers of local authorities LEAs have a wide range of powers to enable them
to discharge their duties, subject in many cases to the approval of the Secretary
of State or in accordance with Regulations made by him. LEAs' ability to exercise
their powers within rating limits might be relevant tovapplications for
derogation, since it is arguable that in conferring these powers, Parliament
intended them to be exercised. Refusal of a derogation based upon a disregard of
discretionary expenditure might prove vulnerable on the grounds that this was a

failure to take relevant considerations into account.

30. Other functions of local authorities LEAs have a duty to pay awards to
eligible students in higher education. This expenditure attracts Exchequer grant

at the rate of 90%.

3l. Conclusions The main implications for these duties and powers if controls

were introduced on rates would probably be the following:

the Secretary of State's general duty would be affected if the rating
limits set for a particular authority implied a level of expenditure
below that necessary for "a varied and comprehensive education
service". This must be a matter of judgement in the light of the

Government's national policies for education.

the Secretary of State's ability to give proper weight to
non-financial considerations when considering LEAs' statutory

proposals would be impaired.
the Secretary of State would be likely to receive complaints or

appeals under the Education Acts from parents and others in areas

where tight rating limits had led to a restricted education service.
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local authorities with educational responsibilities would be likel! to l

refer to their duties (and powers) as LEAs when applying for
derogation from rating limits (education accounts for more than 60 per
cent of the total expenditure of such authorities and nearly 100 per
cent in the case of ILEA), and to refer to any relevant reports of HM

Inspectorate.

32, Consultation between the Secretaries of State for Education and Science and
for the Environment would thus seem necessary in relation to the fixing of rating
limits and the consideration of applications for derogation by local authorities
with education responsibilities. Special arrangements might be neceésary in the

case of the Inner London Education Authority (or any successor body).
NOTE BY THE OFFICE OF ARTS AND LIBRARIES

33. Duties of the Secretary of State (exercised where appropriate by the
Minister for the Arts) The Public Libraries and Museums Act 1964 requires the
Secretary of State to superintend, and promote the improvement of, the public
library service provided by local authorities, and to secure the proper discharge
by authorities of their functions under the Act. There is no corresponding duty

in respect of local museums and art galleries,

34. Powers of the Secretary of State If, after holding a local inquiry, the
Secretary of State is satisfied that a local authority has failed to carry out
its duties in respect of public libraries, he may make an order specifying how
and when these duties are to be discharged. This power has so far not been

exercised.

35. Other functions of the Secretary of State The Secretary of State appoints
members to the advisory council (LISC) established under the Act to advise him on
all library matters. Financial assistance from Voted funds towards the purchase
of objects for local museums and galleries is provided. The Museums and Galleries
Commission (MGC), a non-statutory body appointed by the Prime Minister and funded
by OAL, has certain advisory and executive functions in relation to local museums
and galleries. The Minister for the Arts also has a general policy interest in

promoting the arts at the local as well as national level,
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36. Duties of local authorities Every library authority is required to provide
a comprehensive and efficient library service for all persons desiring to make

use of it.

37. Powers of local authorities The duty imposed by the 1964 Act in respect of
library services is so general that no additional powers of provision are
conferred on authorities. Authorities are prohibited from charging for library
services other than those specified in the Act: in particular, charges for
ordinary book-borrowing are not permitted. County and district councils have
powers to provide and maintain museums and art galleries. The 1964 Act empowers

them to charge for admission subject to certain conditions.

38. Other functions of local authorities Library authorities may provide on an
agency basis library services to prisons, hospitals, and schools. Many
authorities also provide (under separate powers) for other arts facilities in
which the Minister for the Arts has a general policy interest. They may also
provide assistance for institutions which are jointly funded eg by universities

and local authorities.

39. Implications of controls over rates Controls over individual authorities'
rates would not have a predictable impact on each service, as authorities would
have to establish their own priorities within the limits set. It may be assumed
that statutory duties would be considered a first call on resources. There is a
potential risk of conflict between the library service duties and rating limits.
How far this would occur in practice would depend on the tightness of the limit,
the existing level of provision, and the relative priorities attached to
different services. In general, however, it would be difficult for an authority
to argue that a failure to provide a 'comprehensive and efficient' library
service was caused by a particular overall rating limit, given the relatively
small expenditure on this service compared with others; although it would also be
difficult for the Secretary of State to make an order requiring more expenditure
on this particular item without facing challenge. The Secretary of State has not
so far made such an order, and the very general wording of the Act means that it
would be difficult to demonstrate against legal challenge whether or not the

duties were being fulfilled,

40. The local museums and '"other arts'" services of interest to OAL are

discretionary and so pose no legal problems in this context. They would however
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be likely for this reason to suffer disproportionately if authorities reacted to
rating controls by concentrating on statutory services, and this could put
increased pressure on the parallel central sources of financial assistance
towards them. There would also be a risk of criticism from the LISC and MGC if

they perceived that, overall, resources and standards were being reduced.
NOTE BY THE DEPARTMENT OF HEALTH AND SOCIAL SECURITY

PERSONAL SOCIAL SERVICES

41. Duties of the Secretary of State He has no direct regbonsibility for the

provision of personal social services. These are the responsibility of local

social services authorities acting under his general guidance,

42. Powers of the Secretary of State

a. Powers of direction Powers of direction in relation to the main
providing statues (eg Schedule 8 of the National Health Service Act 1977
(for mental disorders) and Sections 21 and 29 of the National Assistance Act
1948) enable the Secretary of State to direct the extent to which

authorities shall exercise certain of their statutory functions.

b. Power to hold enquiries:

(i) The Secretary of State has power under Section 54 of the National
Assistance Act 1948 to cause an enquiry to be held as he may deem
necessary in respect of services for the elderly and disabled provided

by local authorities under the Act;

(ii) The Secretary of State also has power under Section 84 of the
National Health Service Act 1977 to cause an enquiry to be held in
connection with any matter arising under that Act. This applies mainly
to local authority services for the mentally disordered provided under

Schedule 8 of the Act;
(iii) In the children's field, Section 76(1) of the Child Care Act 1980

gives wider powers of enquiry to the Secretary of State. This would

appear to include a power of enquiry into whether or not an authority
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had made sufficient provision. Though there are no associated powers of
direction, publication of findings would no doubt have a powerful

influence on the authority's policy.

Default powers

(1) Under Section 36 of the National Assistance Act 1948, if the
Secretary of State is of the opinion that a local authority have failed
to discharge their functions under that Act, and under Sections 1 and 2

of the Chronically Sick and Disabled Persons Act 1970 (Services for the

Elderly and Disabled) he may, after enquiry into the matter, declare the

authority to be in default. He may then direct them to remedy the
default, and if they fail to do so, he may make an order transferring to

himself such of the functions of the local authority as he thinks fit.

(ii) The Secretary of State has similar powers under Section 85 of the
National Health Service Act 1977 in respect of local authorities' duties
relating to the provision of services mainly for the mentally disordered

under Schedule 8 to the 1977 Act.

(iii) These default powers cannot, however, be used to enforce
compliance with anything except the statutory provisions themselves ie
over most of the field, they could be used where any authority was not
providing any of the services; or, in the case of services where there
are statutory provisions governing standards etc, where provision was
inadequate in standard. But where the Statutory powers are discretionary
or vague as to the quantity of provision (ie most of the field, with the
partial exception of the Chronically Sick and Disabled Persons Act
1970), they cannot be used to reduce authorities' discretion under the
statute. This applies also to court orders sought against authorities by

other interested parties (eg voluntary bodies).

d. Powers of inspection The Secretary of State has extensive powers to
inspect the whole range of personal social services provided by local social
services authorities. He would undoubtedly be pressed to operate such powers
in relation to any authorities which made large reductions in spending on

personal social services.
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e. Guidance The Secretary of State is given power in Section 7(l) of the
Local Authority Social Services Act 1970 to give guidance to local
authorities on the exercise of their social services functions, but these

powers could not be used to enforce any particular quantity of provision.

43. Other functions of the Secretary of State In relation to local authoritigs

they include the power to promote research in the Health Visiting and Social Work

(Training) Act 1962. .

44. Duties of local authorities Local authorities have general duties under
statutes and regulations to provide services for children, the elderly, disabled

and mentally disordered.

45. 1In addition to these general duties to provide services, local authorities
have certain duties in relation to individuals. Some of these arise in relation
to children in care and adoptions, and may be triggered off by the courts (about
one half of the children in care have been referred by the Courts). Others arise
from the Chronically Sick and Disabled Persons Act 1970 which requires local
authorities to make certain specified arrangements (including, for example,
practical assistance in the home; provision of television, telephone or holiday)
for individual persons whom the authority assesses to be in need. The Act also
requires authorities to take certain positive steps to assess whether there is a

need.

46. Powers of local authorities In wide fields of the Personal Social Services,
especially for the elderly, disabled, and mentally disordered, local authorities'
functions are expressed in terms which confer a discretion on a local authority
in the provision of that service. This discretion is circumscribed by the
Secretary of State's power of discretion (exercised through Departmental

circulars) referred to above in paragraph 42e.

47. Implications of control of rates The local authorities responsible for
Personal Social Services are the Shire County Councils and the Metropolitan
District Councils (or London Boroughs). In arguing for derogations from control
they could cite both the duties laid on them by statute, and the discretionary
powers which the public have come to expect them to exercise, as arguments for
increased resources. Arguments would also centre on numbers in the client groups
to which the duties relate (the elderly, children, the disabled, referrals from

the courts etc).
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48. There could also be implications for the priorities attached to different

services, with statutory duties having to be fulfilled at Eﬁe expense of

discretionary services (eg social work support). It is also possible that
expenditure could actually increase in the area of services provided under the
Chronically Sick and Disabled Persons Act 1970. Expenditure is contained at
present by a sensible common approach by local authorities and central
government. If this common interest disappeared and authorities chose to follow
the letter of the law, expenditure might increase, particularly if reinforced by
court cases (eg prompted by pressure groups) to test what constituted a
reasonable or minimum level of services to be provided by local authorities in

sensitive areas like the elderly, the disabled, and children in care.

NOTE BY THE DEPARTMENT OF THE ENVIRONMENT

49. Duties of the Secretary of State

Housing He must make arrangements, in consultation with the district

council, for the appointment of rent officers in each area. He
must hear statutory appeals in some building regulations cases.
He must hear statutory appeals in some planning cases. He may
also, in practice, be expected to take a general interest in how
services are carried out in his policy area, even though he is not
usually required to do so.

Powers of the Secretary of State

Housing to intervene to enable council tenants to exercise their right to

buy;

to require district councils to collect refuse;

to direct authorities to discharge duties under the Public Health
Act 1936;

to require an authority to perform, or to assume himself, its

functions under the Control of Pollution Act 1974;

to direct the provision of sites for gypsies.
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51. Other functions of the Secretary of State He issues guidance about service
provision and authorities are required to have regard to some of this (eg on
homelessness). But this does not involve detailed specification of manpower or

level of service required.
52. Duties of local authorities

Housing  district councils are obliged to consider local housing and

conditions and needs with respect to the provision of further

accommodation; they are obliged to help homeless people and to

secure accommodation for those in priority need;

they must fix reasonable rents and manage the council houses

provided;
as landlords, district councils are obliged to provide tenants
with information about their tenancies and to consult them about

matters of housing management;

they are obliged to sell houses to qualified tenants on favourable

terms and, if requested, to provide the purchaser with a mortgage;
they must undertake slum clearance and make unfit houses fit;

they are obliged to make intermediate grants for basic

improvements and associated repairs;
district councils must clean the streets;

county councils must license waste disposal sites, control

movements of special waste, and draw up waste disposal plans;
Inner London Boroughs must collect refuse;

district councils have to enforce the Clean Air Acts, inspect for
statutory nuisances, serve notices requiring nuisances to be
abated and enforce them (Public Health Act 1936), and tackle noise

nuisance (Control of Pollution Act 1974);
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district councils must "endeavour to make arrangements” to

discharge the sewerage function of water authorities;
these councils must also ensure buildings have adequate drainage
and they have minor duties in connection with markets, public

baths, upholsterers and cemeteries;

district councils must run and enforce the system of building

regulations;
local authorities must also produce development plans, process
planning applications and follow specified procedures when
enforcing against breaches of planning control.

53. Powers of local authorities

Housing district councils may provide mortgages;

they may also provide grants for ma jor improvements and for

providing homes by conversion;

they may declare general improvement areas and housing action

aredas.

district councils may collect refuse (seen by many as a duty);

county councils may operate waste disposal sites.

54. Other functions of local authorities Most district councils act as water

authorities' agents for sewerage.

55. Implications of control Though large in number, the duties imposed in this

area are unlikely to require specific commitment from authorities in terms of
type or quality of service, and hence cost. Were arguments for derogations based

on any of these duties they would probably centre on:
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i. the need to maintain manpower intensive organisations of a sufficient
size to carry out housing, planning, refuse and pollution control functions

'adequately'; and
ii. priority areas for spending set by Ministers such as council house

sales, speeding up planning procedures, publishing manpower and financial

information; and

iii. the revenue expenditure implications of previous capital commitments

and new capital programmes encouraged by Ministers.
RESPONSIBILITIES OF OTHER GOVERNMENT DEPARTMENTS

56. A number of other Government Departments have overall policy responsibility

for services provided by local authorities. These have not been investigated as

they are likely to be of relatively minor importance. They would include:

i. Department of Trade: Consumer services, weights and measures,
protection of copyright, airports (a trading service expected to cover its

costs);

ii. Ministry of Agriculture, Fisheries and Food: Hygiene in the

preparation of food for human consumption;

iii. Department of Employment/Health and Safety Executive: enforcing the

Health and Safety at Work Act in offices and shops.
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STATUTORY DUTIES AND POWERS - SCOTLAND

NOTE BY THE SCOTTISH OFFICE

15 This Annex lists the more important duties imposed by statute on the
Secretary of State and local authorities, and the main categories of regulations,
central advice and guidance on performing duties which have expenditure

implications for local authorities.

20 POLICE

i The Secretary of State is broadly speaking responsible for law and order in
Scotland. His most important statutory duty is to make regulations about the
government and administration of police forces and to determine pay and
allowances. He is also responsible for approving numbers of constables, cadets
and non-police employees, appointments and senior officers and provision of

equipment and buildings.

1i. The Secretary of State has power to direct HM Inspector of Constabulary to
enquire into the state and efficiency of police forces and buildings and
equipment; to withhold police grant (50% of approved expenditure) on grounds of
inefficiency; to require amalgamations, mutual aid collaboration over the

retirement of chief constables; to obtain information and to hold enquiries.

iii. Advice and information is provided to chief constables in the form of
circulars. The annual reports which Inspectors are required to make are required

to be published by the Secretary of State.

iv. The basic function of a police authority is to maintain and equip an
efficient police force and ensure its proper administration. The authority are
responsible, subject to approval by the Secretary of State, for numbers of
constables, cadets and non-police employees, appointment of senior officers and

the provision of necessary equipment and buildings.
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Ve Sub ject to the Secretary of State's approval, police authorities have power

to require retirement of senior officers in the interests of efficiency but have

no direct power to interfere in operational matters; they can exert considerable
influence through financial control because chief constables have to justify to

them new methods of policing or items of equipment.

vi. Police are provided, mainly for crowd control, for football matches and

other public events.

Implications of Control

The statutory responsibilities laid on police authorities to maintain and equip

efficient police forces and the Secretary of State's duties and powers to control
and prescribe how this is to be done may combine to conflict with imposed
expenditure restrictions. These responsibilities, duties and powers account for
between 80 and 90 per cent of police expenditure; the scope for reduction is
therefore marginal. Cuts affecting efficiency would be subject to adverse report
by the Inspectorate. There seems ample scope for authorities to claim that
expenditure reductions could not be implemented without failure in meeting the
statutory duties and requirements by the Secretary of State or loss of
efficiency. It is difficult to see how a reduction in an agreed establishment
could be defended when the effect would be to impair the performance of duties

for which the establishment has been estimated in the first place.

3. FIRE

i. The Secretary of State is responsible for the fulfilment of duties laid on

local authorities by the Fire Acts.

ii. A fire authority may not vary its approved establishment without the

approval of the Secretary of State.

iii. Advice about satisfactory standards is given through HM Inspectorate of Fire

Services who carry out annual inspections.

iv. The main statutory duty placed on local authorities is to make provision for
fire-fighting which provision would include the services of a fire brigade and

equipment to meet normal requirements efficiently.
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Implications of Control

To control expenditure below the level required to meet statutory duties could
occasion adverse comment in a report by HM Chief Inspector. Reductions in numbers
of firemen and appliances and closure of stations could only be made with the
Secretary of State's consent. This would be difficult to give in the face of
advice or criticism from his official advisers that any reduction in an approved

establishment must compromise a fire authority's ability to carry out its duties.

4. ELECTIONS

The procedures to be followed by electorial registration officers and returning

officers are strictly prescribed in legislation. Local authorities must perform
these functions and have little or no freedom in the manner of their

performance. Costs which arise have to be met.

5. CIVIL DEFENCE

.

i. At present certain functions, mainly planning, are directly laid on local

authorities by statute. A specific grant of 75 per cent is paid.

ii. Ministers are considering extension of local authorities' functions in

accordance with directions by the Secretary of State.

Implications of Control

Cuts in civil defence are not likely at present. There is already complaint that
expenditure for current functions is prescribed. Increased expenditure on civil
defence by direction of the Secretary of State would increase complaints.

6. ROADS AND TRANSPORT

i. The Secretary of State has no duties in respect of the roads functions of

local authorities.
ii. He has power to issue recommendations on road construction standards and
requires authorities to confirm that roads built or improved meet those

standards.
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iii. Guidance, which is little short of mandatory, is issued on traffic signs and

road markings.

iv. Local highway authorities have a statutory duty to manage and maintain
public highways and streets and a common law duty to keep roads safe. They also
have duties to secure expeditious convenient and safe movement of traffic,

provide for parking and for road safety.

Ve Maintenance of trunk roads and some construction and improvement are carried

out by local authorities for the Secretary of State on an agency basis.
Implications for Control
Local authorities are obliged to incur expenditure to keep roads in reasonable

condition and clear of hazards. They also have duties with regard to traffic

management and safety measures. A conflict of interest might arise between the

standards of construction required by the Secretary of State and the imposition

of expenditure control on authorities. Expenditure within the duties laid on
local authorities would be undertaken largely in accordance with the authority's
judgement of the spending level needed to meet statutory and common law

requirements.

74 TRANSPORT

i. The Secretary of State has no duties relating to local authorities'

transport functions.

ii. Authorities generally have a duty to develop policies which will promote the
provision of such a co-ordinated and efficient system of public transport as
appears to the authority to be desirable and a Passenger Transport Executive
(Strathclyde Region) has a further duty to review railway passenger services in

its area and to enter into agreement to secure their provision.

iii. Authorities have power to make grants to operators in respect of the

functions for which they have duties.
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Implications for Control

It could be argued that authorities have discretion to make grants for public
transport and rail services. In practice local and, perhaps even national
political pressures tend to rule out such action being taken quickly or on a

large scale.
8. EDUCATION

1 The Secretary of State has power to make an order declaring an authority in
default in respect of any educational duties placed on it by statute. The
Secretary of State is enabled by regulation to prescribe standards and general
requirements and standards of premises. These regulations are mandatory and all
authorities must conform. Power is also available to the Secretary of State (but
is unlikely to be exercised by him) to require the appropriate negociation

committee to review the pay and conditions of teachers.

ii. As distinct from England and Wales, the Secretary of State lays down
recommended staffing standards for primary and secondary schools. These are not
monitored at school level nor has the Secretary of State set a recommended
complement of teachers for each authority. Regulations made by the Secretary of
State cover the inspection of schools by HM Inspectors, who may report on the

adequacy of provision.

1ii. Education authorities have a duty to secure "adequate and efficient
provision of school education and further education". Standards prescribed by the
Secretary of State regarding discharge of authorities' functions constitute
statutory duties governing the level of provision of education. Statute also lays
down a range of duties - eg provision of adequate facilities for physical

education and for social, recreational and cultural activities, provision of

child guidance centres and of clothing for needy pupils. For certain functions,

eg help with transport, statute specifies minimum standards but also allows

discretion for levels above the minimum.
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Implications for Control

No case is known of any link between an authority's failure to perform an
educational duty and the Secretary of State's control of expenditure. Some
authorities have referred to the possibility of legal challenge to the use of the
Secretary of State's power to claw back rate support grant on the grounds that it
conflicted with statutory duties. Reports by Inspectors could lead to
consideration of an order by the Secretary of State declaring an authority in
default of a particular educational duty. This could be followed by legal

challenge if the Secretary of State did not exercise his default powers.

93 ENVIRONMENTAL SERVICES

Ly The Secretary of State has a general duty to promote the conservation of
water resources and the provision of adequate supplies and a duty also to promote
cleanliness of rivers through the River Purification Boards. He has a duty to

secure the performance of authorities' duties in case of default and to settle

appeals against authorities' decisions not to provide services.

ii. Ministers have recently agreed to set up a Hazardous Wastes Inspectorate who
could make recommendations on waste disposal requiring expenditure to be
incurred.
iii. Local authorities have statutory duties to provide
a. a wholesome and adequate water supply;
public sewers and treatment of sewage and other effluent;
for waste collection and disposal;
for public health; and
e. for minor functions, eg coast protection, clean air and nuisances. But
for water and sewage duties are constrained in that authorities are not

required, subject to appeal to the Secretary of State, to do anything that

cannot be done at reasonable cost.
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Implications for Control

Decisions by the Secretary of State in appeal cases could lead to higher
expenditure by authorities. Pressure by the public for improved standards (which
until now has, broadly speaking, been met) for implementation of EC Water
Directives and for implementation of the Control of Pollution Act might also give

rise to conflict of interest for the Secretary of State.
10. HOUSING

i The Secretary of State's duties mainly relate to the payment of Exchequer

contributions.

ii. Housing statutes do not impose any general obligation on local authorities
to meet housing needs. There is a private alternative. They have limited
obligations, eg to provide accommodation for homeless persons, to pay specific

grants for improvements and repairs, to take action to remedy below standard

housing and to deal with over-crowding.

Implications for Control

The limited obligations of authorities are unlikely to cause problems in the
current situation of overall surplus of houses where the main provision of houses
is from private sources. Government policy in recent years has aimed at a
significant reduction in the cost of housing met by the national taxpayer and
local ratepayers. There is no reason to suppose difficulty will arise from

further reductions.

11. SOCIAL WORK SERVICES

1 Specific duties imposed on the Secretary of State relate to comparatively

minor matters, eg to decide on placement of children considered to need training.
ii. The Secretary of State is empowered to make regulations dealing with a

variety of matters relating to the statutory provision, under general guidance of

the Secretary of State, by local authorities of social work functions.
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iii. A central advisory service provides professional advice on the development
and regulation of social work services in Scotland to the Secretary of State,

local authorities and voluntary agencies.

iv. A general duty is imposed on local authorities under the general guidance of
the Secretary of State to enforce and execute statutory provisions relating to
social work. They have a general duty to promote social welfare and to offer
appropriate advice, guidance and assistance and to maintain such residential

accommodation as may be required. They also have specific duties, eg to provide

an adequate home help service and to receive into care children who cannot be

adequately looked after by their parents.

Other social work functions may be discharged at authorities' discretion.
Implications for Control

The nature of the statutory provisions is such that challenge of imposed
financial restraint would be likely to depend largely on judgement of the level
of service which could then be provided. But there would be a serious risk of
challenge if it could be demonstrated that one authority was prevented from
discharging specific duties. There is reason to believe that priority would be
given to protection of existing services at the expense of new or extended

functions.
12. OTHER SERVICES
A number of other services are within the responsibility of the Secretary of

State and other Ministers. These have not been investigated because they are

likely to be of relatively minor importance.
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EXCHEQUER AND LOCAL TAX CONSEQUENCES OF INTERIM AND FINAL SCHEMES

1% This Annex presents estimates of Exchequer and local tax consequences of
various possible interim and final schemes. The figures start from certain common
assumptions and explore the implications of the various alternatives. Three cases
are presented in the Table.

ASSUMPTIONS

Common to All Cases

(a) All figures derive from the same estimates of the aggregate position for

GB in 1983-84 (based on early budget information).

1984-85 expenditure figures are projected from 1983-84 adjusting for NIS

changes; poundage is assumed to increase by 43%; grant is determined as

a residual.

The interim scheme runs for three years from 1985-86, except in case III
when it runs for only one year before a final scheme with a local tax is

introduced.

The national -total of rateable value increases at 1% pa (ie rate yield

increases at 1%% pa with a fixed poundage).

Cash expenditure rises at 5% pa from 1984-85 throughout the period. This
purely illustrative assumption does not take account of any effects of

different methods of financing or of methods of control.

These aggregate figures behave as if all local authorities were at the
assumed average. Actual outcomes of the different schemes would vary

from the assumptions in the directions indicated in the report text.

Part 1 - Cases I and II

(g) Aggregate Exchequer grant (AEG) is restricted after 1984-85 to either,
in case I, a 3% pa growth rate or, in case II, a 5% pa growth rate. Case
I reflects a continuation of the recent trend of grant increase below
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the rise in expenditure, (and from 1984-85 grant percentage is assumed
to fall by about 1% pa); case II provides a rate of growth which matches
the rate of growth in expenditure, (thus assuming that grant percentage

remains constant (at 51.37%) from 1984-85).

Rates make up the difference between expenditure and grant in the
interim period. The poundage is then frozen in 1987-88 at the then

existing level and the supplementary local tax takes up the balance.

b Part 2 - Case III

(1) Case III is a variation of Case II above. Grant is similarly restricted
to a 5% pa growth rate and rates make up the difference between
expenditure and grant in the interim period. However, the interim period
runs for only one year before the supplementary tax is introduced (in
1986/87) and the poundage ceiling is at the then existing 1985/86 level;
leading to a shift of £li{bn pa tax burden from rates to the

supplementary tax from 1987/88 on.

Part 3 — Case IV

(j) Rate poundages are frozen in 1985-86 at the 1983-84 level (rate yield

increases by virtue of 14%Z pa increase in the rate base).

(k) AEG takes up the balance during the interim scheme.

(1) In the final scheme, AEG is constrained to grow at either (i) 3% pa or
(ii) 5% pa after 1987-88. The supplementary local tax takes up the

balance.

Local Tax Yields

(m) LST yields are based on a figure of £1,750 million for a 1% LST in
1983-84, assuming that yields are buoyant with price inflation of 5%.

(n) RFD/VED yields are based on a figure of £92}% million for one unit in
1983-84 (eg lp on a gallon of petrol and DERV, £1 on VED for cars) and
assume yields increase with annual revalorisation on the basis of price
inflation of 57%.
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(o) All estimates are based on local authorities sharing in the average
yield. No assessment is provided of the Exchequer cost resulting from

marginal yields being below average.

The Interim

Tis Cases I, II and III illustrate permitted rate increase limits (Schemes
A(ii), B(ii) and C and in Scotland Schemes I(b) and II(b)). In these cases grant
is restricted during the interim period and the rate income limit is determined
as the difference between grant and expenditure. Case IV illustrates frozen rates
(Scheme A(i) and B(i) and in Scotland Schemes I(a) and II(a)), with grant meeting

the difference between the rates yield and expenditure.

8. The presentation is highly stylised. It is clear that for the interim
schemes, assuming a common increase in expenditure, the choice lies between
Exchequer finance through AEG or additional rate income. In order to measure the
additional Exchequer cost of alternative schemes it is necessary to postulate a
baseline level of support which would have obtained. The Table effectively
provides two alternative approaches: either (Case I) AEG would be constrained
below expenditure (as in the recent past) or (Case II) its growth rate matches
that of expenditure. I is a limiting case for the interim illustrations in that
greater reduction in grant would lead to rate increases in excess of inflation.
Lower growth in AEG might remain a policy option, and is referred to under the

final scheme at paragraph 13 below.

2 The Table provides an alternative (Case IV) whereby rate poundages are
frozen at the 1983/84 level and AEG takes the strain. Comparison of IV with each
of T and II is provided in the Table. As against Case I, the extra cost of
freezing rate poundages at the 1983/84 level would be over £3 billion by
1987/83. This would save annual increases in rate poundages of over 53%. L, on
the other hand, "the baseline" were viewed as keeping grant percentage constant
from 1984/85 (Case II), the additional Exchequer cost would be nearly £2%

billion, saving annual rate increases of approaching 4%.

10. The costs of freezing rate poundages are particularly sensitive to

inflation. At zero increase in local authority cash expenditure, a rate poundage
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freeze would be compatible with falling AEG support. (New and improved buildings
coming onto the rating list would produce an expanding rates yield, so that grant
- determined as the difference between expenditure and rates - could be reduced.)
However, if local authority cash expenditure rose 8% pa the extra AEG support

needed by 1987/88 would be £5bn compared to Case I and £4bn compared to Case II.

The final scheme

l11. In Case III the final scheme is introduced 2 years earlier. Thus poundages
are frozen at 1985/86 levels rather than 1987/88 ones (Case II) and an extra tax
burden of about £1%bn at current prices is shifted from ratds to the

supplementary tax from 1987/88 onwards.

12. The table explores a continuation of each of cases I to IV. In case IV,
where AEG has hitherto been the residual item, it is assumed that either a 3% or
5% pa growth limit would now be imposed. The Exchequer cost is presented as a

continuation of the interim series.

13. The table presents the necessary local tax yields as residuals. These are
converted into supplementary tax levels. The necessary minimum average tax levels
to provide local income required are indicated. Actual average supplementary tax
levels would exceed these minima, and average rates would be below the frozen
rate poundages, in all schemes because of rounding up of supplementary tax

rates. With a county area supplementary tax a substantial amount of burden would

be likely to be transferred from rates to the supplementary tax. The marginal

yield of an addition to existing taxes is lower than the average yield: thus an

addition of say one percentage point to expenditure taxes would reduce the yield
per percentage point. The figures here assume local authorities would receive the
tax income on a pro rata basis. No estimate is made of the losss in tax yield for

the Exchequer that this implies.
Alternative assumptions and expenditure increases
14. The table below summarizes figures of alternative expenditure growth

assumptions and illustrates the sensitivity of the supplementary tax yield

required.
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EXPENDITURE 1987/88 AEG GROWTH 1998/99 |
GROWTH pa £bn pa AFTER £bn
1987/88

Cash Expenditure 31 43

36 85

AEG (rate poundage 17 24
frozen, as Case IV) 19

22 52
42

Rates Yield 16

Min Supplementary 3
Tax Yield 8

17
27

Inflation and Expenditure in Cost Terms

15. The supplementary tax rates shown assume that inflation was at the same rate
as the assumed 5% growth in cash local expenditure. This expenditure is net of
rents, fees and charges. If they were rising faster than cash expenditure, they

could provide a limited further cushion for grant and rate increases.

Graphical presentation

16, Figure 1 presents the AEG burden on the Exchequer in graphical terms. This
shows, in effect, the envelope of schemes, with a 5% expenditure growth. It would
be possible to choose a path between the outer options of case I and case IV.
(Case III would follow a path parallel to case II, starting 2 years earlier.)
Case IT (5% increase in AEG) is one such option; another would be to place some
specific percentage limitation on rates rather than imposing a total freeze. On:
the general assumption that local authorities could be constrained to behave in

the required manner, therefore, any particular path could be chosen.

17. The presentation of the final scheme in figure 1 relates to Exchequer cost

of AEG. For cases I and II it is assumed that grant continues to grow at the same

rate. For case IV there are two options about AEG after 1987/88. If AEG were

restricted to 3% at this point, it will be seen that the Exchequer cost would

finally fall below the cost of a steady 5% rise in grant (in the 1990s).
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18. Figure 2 gives the various local tax yields required to make up revenue
shortfall in each of the final schemes. It brings out, in particul'dr, the
relatively similar effects of cases I and IV(i) on the one hand and schemes II
and IV(ii) on the other. Thus although AEG has grown as a residual in case IV
during the interim scheme, the dominant factor is the rate of growth of AEG in
the subsequent period. Rate poundages are at a higher level in cases I and BT
but are frozen in all cases. AEG starts from a correspondingly higher level for

1987/88 in case IV.
19. Assuming local expenditure growth of 5% pa, Figure 3 shows for the two

extreme cases the local tax requirements at constant 1983/84 price levels and

illustrates how rates would fall in real terms.
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FIGURE 2
SUPPLEMENTARY LOCAL TAX REQUIREMENTS OF ALTERNATIVE FINAL SCHEMES
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CONSEQUENCES OF DEFIANCE BY LOCAL AUTHORITIES

1% Under a scheme to freeze rates or control rate increases, local authorities
might decide on political grounds to defy the control and continue spending until

funds dried up.

2. The first effect of this might be that they would need so much short-term
borrowing to meet current expenditure that they would be unable to repay it from
the current year's revenue. If so, the Council would be warned that they were in
danger of a surcharge by their Auditor. If they persisted, the surcharge itself
could be levied after the year's accounts were audited and it was shown that they
had had to borrow excessively to meet current expenditure. Since they would claim
that the surcharge only arose because of the Secretary of State's refusal to
grant an adequate derogation from control, the Courts might take the view that
the borrowing was justified. But in any case, the problem might arise again in
the following year, when they would need to raise a rate sufficient to repay the

previous year's overspend as well as to meet the new year's expenditure,
3. However, an authority is more likely simply to spend until it could no
longer operate one or more services, or meet its other obligations. In that case,
the Secretary of State could either

(a) take no action to intervene except to deal with emergencies;

(b) appoint a Commissioner to take on the authority's finances only; or

(c) appoint a Commissioner to take on all the authority's functions,

NO INTERVENTION

4, This course would leave responsibility for any breakdown in services firmly
in the authority's hands. The aim would be to allow the local electorate to exert
pressure on the Council to reinstate services. Central government would only bail
the authority out if it accepted a rates freeze or rates increase for Year 2 to a

level consistent with a "reasonable budget" plus whatever extra might have been
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granted had a derogation been sought. It would not intervene until a council
would accept this condition. Law and order would have to be maintained, and
limited emergency action taken to mitigate the worst effects of any local
breakdown, but intervention would be kept to a minimum and central government
would have to be prepared to face out uncomfortable local consequences without

getting involved.

s Creditors would probably have some redress against a defaulting authority.
Unpaid contractors could sue for payment and obtain execution against the
authority's goods; secured creditors, mortgagees and precepging authorities could
apply through the courts for a receiver to be appointed. However, the receiver
would, almost certainly have to borrow temporarily to cover the authority's
debts. There is nothing in local government law which corrésponds with the
procedures whereby a company may be put into liquidation or an individual be made

bankrupt.

6. This course would protect the Secretary of State from direct responsibility

for a breakdown in local services in the hope that in the end the normal
democratic pressures would bring the authority back into line. But one problem
would be maintaining distance: hard cases would come forward and it would become
increasingly difficult for central government to decide when and when not to take

emergency action.
A COMMISSIONER FOR LOCAL AUTHORITY FINANCE

AT This approach would involve the transfer of a local authority's financial
powers to a Commissioner (or alternatively the powers might still vest with the
local authority but be exercisable only with the Commissioner's consent or at his
direction). The functional responsibilities of the authority would remain with
the Council, but the Commissioner would receive all revenues and the authority's
remaining rate-making and borrowing powers would be exercisable by him. His

consent would be required for all new contracts and undertakings.

8. This course would keep central government one step away from direct control
over functions and might ease the problem identified in paragraph 6 above.
However, there would be a risk of local electoral sympathy for the Council and

non-cooperation by the officers.
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I ! COMMISSIONER FOR ALL LOCAL AUTHORITY FUNCTIONS

9. This course would involve in effect suspension of the authority,
transferring its powers to the Commissioner. It would put respomsibility for
services in his hands and could therefore expose the Secretary of State more

directly to blame for any breakdown.

10. Some local authority officers (either individually or through their unions)
might refuse to co-operate with the Commissioner, even if they were given a
statutory duty to do so. The experience of Clay Cross - where the Commissioner
was in the end unable to operate even a single service (housing) and where the

electorate generaily supported the Council - illustrates this difficulty.
RETURNING TO NORMAL

11. 1In the end there would have to be a return to normal, with the local
authority again taking responsibility for its functions. In the event of default
by a local authority, unless central government backed down this could only

happen

if agreement was reached with the existing Council on the levels of

future expenditure; or

1f the existing Council resigned; elections were held; and agreement was
reached with the new Council (or the old, if re-elected) on the level of

future expenditure,

When agreement had been reached, the Secretary of State might have to allow
higher rates, extra grant or temporary borrowing to see the local authority
through the remainder of the financial year and to resolve any outstanding

problems from previous years.

12. Once a local authority had taken the path of confrontation to this point
there would be no easy return to normal. There would probably be a greater chance
of a quick return to normal if intervention by the Secretary of State were kept
to a minimum. But if it is thought that the pressures on central government to
intervene would be too great, giving a Commissioner power over finance only might
be the better course of the other two.
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LOCAL SALES TAX

12 This Annex examines the possible form and the technical implications of a
local sales tax introduced as a supplementary tax under the final scheme
described in our main report. Issues such as the potential yield and fiscal

implications and the prospective gainers and losers are discussed in Section IV.
A COMPARISONS WITH OVERSEAS PRACTICE

2. In introducing a sales tax the United Kingdom would be treading a new path
in aiming to combine a national VAT with a local sales tax system. No other EC
Member State does so nor, as far as we can trace, does any non-EC country. As far
as the EC is concerned, those Member States which used to operate forms of sales
tax abandoned them many years ago in favour of VAT. Elsewhere, local sales taxes
are commonplace in the United States and Canada, but operate at relatively low
rates of tax and there is no VAT. Annex J explains this foreign practice in

greater detail.
MULTI-STAGE OR SINGLE STAGE TAX?

3 In theory, a local sales tax could take the form of a multi-stage tax, like
VAT, which would be levied locally at all stages of manufacture and

distribution. This would, however, require uniform rates of taxation and would be
impracticable if local authorities were to be free to set the rates of tax
locally. The reasons are as follows. It is an inherent feature of a value added
tax system that businesses should be able to reclaim input tax on purchases of
goods and services made for business purposes. Under a system of local taxation
businesses could be expected to acquire goods and services from a number of
different local authority areas at different rates of tax. If the system were
akin to VAT, this would impose a very considerable burden on traders in producing
an appropriate analysis of their input tax deductions in their tax return, and it
would entail a major responsibility for central government in allocating input
tax deductions to local authority accounts. Hence, the Group remains of the view
expressed in para 5.2 of the Green Paper that a VAT-type system would prove

unworkably complicated, and that a single stage model would have to be devised.

(71
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EC CONSTRAINTS

4, Article 33 of the EC Sixth Council Directive on VAT prohibits the
introduction in Member States of turnover taxes other than VAT. It has long been
clear that a multi-stage tax akin to VAT would contravene the provision, but the
position in relation to a single stage tax has been a matter of greater doubt.
The Law Officers have recently advised that the introduction of such a sales tax
would not prima facie be contrary to the Sixth Directive. They added that this
was a matter, however, on which the European Court, if the matter ever reached
them, would be likely to be particularly influenced by the views of the
Commission. It might be advisable therefore to seek the views of the Commission

before reaching a final view on the introduction of the tax.
POSSIBLE MODELS OF A SINGLE STAGE TAX

55 Two possible models for a single stage sales tax were identified in
paragraph 5.4 of the Green Paper. Under Model 1 the tax would be administered by
Customs and Excise, but local authorities would be free to set the rate possibly
within limits prescribed by Parliament. Under Model 2 the new tax would be
collected and administered by local authorities themselves. It would be for
consideration whether under Model 2 the local authorities would also be given the
power to decide which goods and services should be taxable. For example, in
theory at least, they might decide to tax food, heating and light, new building,
public transport and young children's clothing, all of which are currently

zero-rated for VAT purposes,

6. The Group took the view that the VAT-based model (model 1) should be
regarded as the front-runner for detailed examination, but we have covered model

2 aspects in this Annex where significant points of distinction arise.
TIMETABLE

7 Paragraph 5.13 of the Green Paper indicated that a local sales tax under
either model could not be achieved before 1987/88 at the earliest. The loss of
one year's planning time since the completion of consultations on the Green Paper

means that 1 April 1988 would now be the earliest date achievable.
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8.

organisational and systems planning effort which would be required to intermesh a

The long lead time is necessitated for Model 1 by the complexity of the

centrally collected sales tax with the existing, highly sophisticated VAT.
Preparation for the new tax would also coincide with the current programme of
replacement of Customs and Excise's main VAT computers which are now reaching the
end of their working life. This would involve major reprogramming prior to the
changeover of computer systems and the introduction of a sales tax would not be
feasible until the new computers were fully operational and additional capacity

could be grafted on. The computer preparations would then run in parallel with

the legislative, recruitment, accommodation and training programmes which would

be necessary for a complex new operation.

9. As explained in the Green Paper, a Model 2 tax would require local
authorities to set up their own tax administrations which would almost certainly
need to be computer-based. It would be unlikely that these could be completed

much earlier than five years from the decision to proceed.
TAX COLLECTION AND MANPOWER REQUIREMENTS

10. Collection of a Model 1 local sales tax would require tax payers to make
periodic returns and payments to Customs and Excise Headquarters at Southend, as
happens now for value added tax. Because of the prospective differences in
coverage (see paragraphs 14-15 below) and the lack of an input tax credit
mechanism a return document separate from the VAT form would be necessary,
Consideration would also have to be given to requiring separate returns for each
local authority area for the many multiple traders who currently make a single
VAT return to cover their activity nationally, (The alternative would be a single
return with a requirement for a detailed analysis to be attached.) In the
interests of simplicity of administration it is highly desirable that the same

basic quarterly accounting periods should be followed as for VAT.

11. The additional Customs and Excise manpower requirement for a Model 1 sales
tax would be in the range of 2,000 - 3,000 additional staff, depending on the
precise form of the new tax. Of these, approximately 1,100 would be employed at
the VAT Headquarters in Southend dealing with the computerised handling and
processing of returns, credibility checking and so forth. This would represent a

virtual doubling of the size of the VAT Central Unit (from a reduced base which
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paper-handling requirement. The rest of the additional staff would be employed

takes account of recent efficiency savings) in line with the doubled

locally in dealing with the increased control and enforcement work, and dealing
with taxpayers' enquiries and problems. The Group assume that local authorities
would be required to meet the central administrative costs of running a Model 1

sales tax.

12. For a Model 2 sales tax businesses would make their returns direct to the
local authorities concerned. Questions such as the length of accounting periods

could either be left to local authorities to determine or could be prescribed by

Parliament in the interests of securing a measure of harmonisation with VAT. It

is impossible to estimate the aggregate manpower requirements for local
authorities under Model 2, but it can be said with confidence that they would be
a good deal higher than for Model 1. On the other hand, a Model 2 sales tax would
be less vulnerable to industrial action than Model 1, which would concentrate a
large extra slice of revenue collection at Southend (chosen twice in recent years

by the unions as a prime target for selective strikes).

G. BUSINESS COSTS

13. Introduction of a sales tax would inevitably involve substantial additional
compliance costs for businesses particularly for smaller traders who are already
the most vociferous in complaining about the accounting burden of VAT. No
official study has been made of the compliance costs incurred by businesses
because of VAT, but an academic study made by Professor Sandford and his fiscal
studies unit at Bath University in 1977/78 estimated gross compliance costs at
about £400 million in that year. The report also confirmed that VAT compliance
costs are highly regressive - the average compliance costs of traders with less
than £20,000 turnover (which includes many voluntarily registered traders) was
estimated at some thirty or forty times more as a proportion of taxable turnover
than of traders with over £1 million taxable turnover. The compliance costs of a
local sales tax would also tend to bear disproportionately heavily on small
businesses. The political objective would be to compensate for the increased
compliance burden on businesses through the ceiling on non-domestic rates; the
regressivity of compliance costs in relation to smaller businesses would be a

complicating factor in this regard.
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DEFINITION OF A SALES TAX: BUSINESS PURCHASES
14. Paragraph 5.5 of the Green Paper recognised that a major problem with a
sales tax would be that of defining the transactions to which it applied. In
principle, if a sales tax were to act as a supplement to both domestic and
non-domestic rates, it should be so designed that an effective burden fell on
both households and business consumers of goods and services alike. It could be
argued in theory that since businesses could normally be expected to pass on the
burden of indirect taxation in the form of higher prices, the coverage of the tax
should be limited in its application to goods and services purchased by
households; but in that case the rate of tax would have to be higher than it
would be for a more comprehensive coverage including businesses, and it might be
regarded as imposing an unacceptably large direct burden on households by

comparison with domestic rates.

15. At the same time it has to be recognised that the coverage of a sales tax
could not be totally comprehensive. If no relief were to be given for business
purchases under a sales tax, there would be substantial economic distortions
because of the cumulative effect of charging tax at successive stages in the
process of manufacture and distribution, which would tend to give an artificial
fiscal incentive to vertically integrated industries and to imports. It is not
easy to strike the appropriate balance, but we think that in order to minimise
distortion it would be necessary to exclude from the coverage of the tax at least
goods for resale and, if the problems of definition could be overcome, probably
also capital goods, semi-manufacturesand components for incorporation in other
goods. On the other hand, some items which are widely purchased by businesses
should almost certainly be included in the coverage. A list would include road
fuel, stationery, telephones and virtually all services which are at present
subject to VAT. From the point of view of the business consumer this would be
part of the price to be paid for a ceiling on non-domestic rates, but there would

inevitably be gainers and losers as between individual businesses.

16. Customs and Excise are examining two ways of achieving the desired coverage
effect. One way would be to apply the tax to the business of "retailers'". This
would virtually automatically exclude most business purchases of goods at the
semi-manufacture and wholesale stages, but a wide and to some extent artificial
definition of such terms as "retailer'" or "retail sale" would need to be adopted

in order to tax business services and other business purchases of quasi-retail
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character. Further deeming provisions would be needed to reduce the incidence of
anomalies and the scope for avoidance - eg in order to tax reduced price sales of

cars by a car manufacturer to its own employees.

17. The alternative approach would be to start off with a very wide charging
provision on the lines of VAT, and then specifically to exempt those transactions
such as the supply of goods for resale etc which it was intended not to tax. The
main problem with this approach would be to minimise the opportunities for
avoidance and evasion since there have always been difficulties.in requiring
traders to determine liability to indirect tax accordlng to the use to which the
customer intends to put the item supplied. Most American States are thought to
deal with these problems by the issue of exemption certificates to authorised
businesses. The use of such a device here would not, however, sit entirely
happily with VAT which relies on the input tax credit mechanism ef fectively to

exclude most transactions in the business sector,

18. Further work will be needed to evaluate the respective merits and drawbacks

of these two approaches and to determine which should be preferred.
EXPORTS AND IMPORTS

19. Exports of goods and certain international services would be exempt from

sales tax, probably under similar arrangements to those which provide zero-rating
for exports under VAT. There would almost inevitably be some burden of "sticking"
tax on exported goods, which could be more visible than in the case of rates, The
extent of this burden would depend on the scope of exemptions for transactions in

the business sector (paragraphs 14-15 above).

20. As explained in paragraph 14 above, there is a risk that a sales tax could

discriminate in favour of imports, particularly of finished goods which would

suffer no sticking tax burden. There seems to be no practicable form of
compensatory taxation here. As regards non-finished goods, if there were wide
exclusions from the sales tax base for intermediate transactions within the
business sector, these would have to be matched for importations; but equally if,
say, domestically manufactured components were to be taxed, the same should apply
to imported components. A compensatory tax of this nature should not in principle
be contrary to our international obligations in the European Community, or more

widely under GATT provided the import charge could be shown to do no more than

n CONFIDENTIAL




CONFIDENTIAL
QO

offset the burden on domestically produced items, but there could be practical
difficulties in its operation which would need to be examined. There would also
be problems in determining the rate of tax to apply at importation. There seems
to be no logical reason why this should be the rate in force for domestic sales
in the area in which the port or airport of importation is located. Consideration
would have to be given to alternative solutions: one possibility might be to fix
the rate nationally (possibly as a weighted average of current local sales tax
rates). It would then be for consideration whether the tax collected in this way
should form part of ordinary central Government revenues, or whether it should be

redistributed by the Department of the Environment to authorities as an

appropriation in aid of the rate support grant.

21. Careful consideration would also need to be given to the compatibility of
treatment of imports for sales tax purposes with the postponed accounting system
for tax on imports which operates for VAT, and which we are currently seeking to
encourage as a Community-wide standard, through our support for the draft
Fourteenth Directive on VAT. There would clearly be no problems if there were no
sales tax charges on importation. On the other hand, if certain categories of
goods were to be chargeable on importation, it would be desirable in the
interests of simplicity of administration to explore the scope for deferring the
charge for sales tax as for VAT. Otherwise the normal Customs and Excise handling
of import transactions would be considerably complicated. Further examination

will be needed of the practicalities of integration with the VAT system.
REGISTRATION THRESHOLD

22. The Group's view is that it would be necessary in the interests of
simplicity to have the same registration threshold as for VAT, which is currently
£18,000 a year. The adoption of a lower limit for sales tax purposes would
involve the registration of some hundreds of thousands of very small businesses
who have been purposely kept out of the VAT system, since they offer little
revenue potential and in many cases would not be well equipped to cope with the
accounting requirements which VAT entails. At the same time it would have to be
recognised that adoption of the VAT registration threshold for sales tax would
exacerbate the distortive effects of the tax between small businesses on either
side of the borderline (which have already led to complaints in some sectors such
as the construction and hotel trades) since unregistered businesses would then
enjoy a greater competitive advantage.
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RATE OF TAX: ROLE OF LOCAL AUTHORITIES
23. 1In principle this would be left to the local authority to determine under
either model, possibly subject to a ceiling to be fixed by Parliament. For the
reasons explained in para 5.22 of the Green Paper in order to avoid excessive
disruption for taxpayers it would be necessary to consider the possibility of
limiting the frequency with which authorities could make variations in the rate

of tax (eg to once a year).

"LUMPINESS"
24, Paragraph 5.21 of the Green Paper suggested that local authorities should be
allowed to charge tax in steps no smaller than 1%, although steps of whole
percentage points would cause budgeting problems for authorities because of the
"lumpiness" of the tax yield (eg at a 3% tax rate a change of one percentage
point in the rate would change the tax yield by as much as one third). Many
businesses, particularly the smaller ones, already experience difficulty in
accounting for VAT: according to their circumstances they may be required to add
VAT to tax-exclusive prices or to work from tax-inclusive prices. They would
undoubtedly have problems in operating a tax rate which involved fractions of a
percentage point, and the incidence of error and confusion could rise
appreciably. This would inevitably add to the unpopularity of the tax system.
From the point of view of tax administration it would therefore be highly
desirable to avoid fractional rates or percentage points. On the other hand,
steps of whole percentage points would pose severe budgetary problems for local
authorities because of the lumpiness of the sales tax yield. It would also make
it much harder to retain the concept of resource equalisation between
authorities. Section IV of the report suggests that the scope for allowing rates
of tax to vary by up to a single decimal point of 1% could be made an issue for

consultation.
TAX BASE

25. As explained in paragraph 5.7 of the Green Paper, the interaction between
the rate of local sales tax and the VAT rate would be a probable source of
difficulty which it would not be easy to resolve. Under the EC Sixth
Directive,VAT has to be charged on a base which includes all other duties and
taxes. If this rule were to be applied to sales tax, it would involve

(1%
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considerable additional difficulty for retailers who would have to work with a
composite rate of tax involving a figure set to several decimal places (contrary
to the arguments explained in paragraph 24 above). The Group therefore believe it
would be desirable to seek a derogation from the EC Commission to allow VAT and
sales tax to be charged in parallel. It cannot, however, be guaranteed that it
would prove possible to obtain this derogation; and even a tax base operated in
this relatively simple way would not be free from difficulties for the retailer

who worked from tax-inclusive prices.
NUMBER OF AUTHORITIES

26. The problem of collection of a model 1 tax would not be qualitatively
different whether sales tax was charged at county or district level, or even on a
joint basis provided the rate of tax could be composited. (It would be highly
undesirable to have separate county and district systems of sales tax running in
parallel and requiring separate returns.) However, the administrative costs under
either model would be increased if the tax was to be operated at district level,
and compliance costs would probably also be greater, at least for multiple stores
and others with a wide geographical distribution of retail outlets. The

implications for local authorities are discussed in Section IV.
PERCEPTIBILITY

27. Like VAT, a Model 1 sales tax would not be very perceptible. For the reasons
explained in paragraph 5.16 of the Green Paper, a requirement for traders so show
sales as a separate item on bills and receipts would be impracticable. An annual
local authority explanation, as discussed in paragraph 5.17, seems a much more
promising solution. A Model 2 sales tax might be regarded as rather more
perceptible in the sense that collection by local authorities could create a
greater link with local expenditure, but cross-border shopping could render

accountability less than complete.
REVENUE YIELD

28. The revenue yield from a sales tax at any given rate would be very difficult

to forecast both nationally and for individual authorities. It would vary with

national and local economic conditions, but the difficulties associated with

cross-border shopping would make the yield even more difficult to predict. This
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uncertainty could tempt authorities to pitch rates too high, in the early days of

the tax. The problems of anticipating yield accurately are likely to prove

particularly difficult if over time sales tax were to replace rates completely,

and not just act as a supplement.
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SALES TAX: PRACTICE ABROAD

£ As explained in paragraph 2 of Annex I, none of our EC partners operate a
local sales tax. Some do, however, have minor local excises and other taxes of
very limited scope. In the United States, state (but not federal) revenue is
largely funded by retail sales taxes. As we understand it, nearly all of those
operating a general retail sales tax have adopted the legislative approach to
imposing tax on all sales of tangible personal property and then making
exemptions for social reasons (eg food, medicine) or to reduce the burden on

- business costs (eg goods for resale). Nevertheless, it appears that a not
inconsiderable proportion of business purchases are subject to tax and that some
"cascading'" occurs. The states also operate a '"compensating use tax" at a rate
equal to the sales tax which applies in principle to all purchases by state
residents in other states or from abroad. In practice, however, we understand

that the revenue authorities have great difficulty in enforcing this requirement.

24 Sales taxes are also found in Canada and, at the national level but with
limited coverage, in Japan. The so-called Commonwealth sales tax in Australia is

a wholesale stage tax very similar to the former UK purchase tax.

3. Brief details of the US and Canadian taxes are as follows:-

State sales taxes in 45 states (and extensive local sales taxes in
Alaska)
26 states also have additional local sales taxes
Maximum combined rate 8%
Maximum state sales tax rate 7%
Maximum local sales tax rate 4%, except in Alaska, where 5%
Range of various exemptions, mostly covering food
- drugs
= manufacturing equipment
- agricultural equipment
In most cases, local sales taxes collected by the State authorities (2 or

3 exceptions, most notably Louisiana).
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Provincial sales tax in all but 1 province
Rates range from 5% to 11%

No other local sales taxes

Fairly wide range of exemptions, including - food

= drugs
- some clothing

Tending more towards semi-luxury consumption taxes.
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SUPLEMENTARY LOCAL EXCISE DUTY ON ROAD FUEL

1% This Annex examines the form and technical implications of a supplementary
local excise duty on road fuel as a source of local authority revenue under the
final scheme described in the Group's main report. Issues such as the potential
yield and fiscal implications and the prospective gainers and losers are

discussed in Section IV.

PREVIOUS CONSIDERATION

2 Layfield looked at the road fuel duties as possible sources of local
government finance and rejected them for reasons of lack of accountability and
burden on business costs. The 1981 Green Paper rejected (Annex A, paragraphs 2-6)
the idea of local duties on petrol, together with alcohol and tobacco for reasons

of practicability and costs.

GENERAL

37 The concept of a supplementary local duty on road fuel would be new to ‘the
United Kingdom, but not unprecedented. In the United States, for example, there
are both federal and state excise duties on gasoline, albeit at lower levels of
taxation then apply in the UK. The addition of a supplementary local duty would
be bound to lead to some reduction in central government revenue because of the
consequential fall in demand. Moreover, the effect of a duty with both a central
and a local government element would inevitably be to complicate the

administration of the tax for traders and the tax-collecting authority alike.

SCOPE AND DEFINITION

4. Any attempt to restrict the application of local rates of duty of any size
solely to petrol would encourage a switch to locally untaxed derv-driven
vehicles. We think it would therefore be necessary to charge both. This would
result in a charge on freight as well as passenger transport, but there would be
some competitive effects in the transport sector. Long distance coaches would
bear increased costs, as would taxis, but at present local bus services are

effectively exempt from duty through the stage bus fuel grant. Railways and
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"rebated" rate (of 3%p a gallon) which we envisage would not be subject to local

airlines would also be unaffected since they rely on heavy oils taxed at the

duty,

S The question of definition of a local duty would need careful consider-
ation. The national duty on petrol is not an excise duty on use as a road fuel;
it is a duty on light oils. Thus it falls on petrol used, for example, by

foresters, but it may be reclaimed by fishermen. Light oil used as solvents or in

manufacturing processes is exempt and, subject to conditions, oil used as furnace

fuel bears duty at only 3%4p a gallon. Derv, on the other hand is dutied
specifically as a road fuel, but other heavy oil, such as that used in farmers'
tractors, is dutied at 33p a gallon. For ease of administration and collection
there would be a case for requiring the pattern of charge of a local duty to

mirror exactly the national excise duty charge and relief pattern.

6. An alternative form of the duty would be to seek to charge petrol as well as
derv directly as a road fuel. There are two possible approaches to doing this.
One would be to define petrol technically by reference to its physical
characteristics, as is done at present for light oil. This would require further
technical examination; it would involve difficulties, and Customs and Excise
would have to consult the Government Chemist. The second possibility would be to
limit the charge to oil used as road fuel. This would circumvent difficulties of
definition for petrol, but the end-use criterion would give rise to serious
practical problems of control and administration in order to prevent abuse. These
problems would be much more severe for petrol than are currently experienced with

derv.

p i The Group has examined three possible ways in which a supplementary local

duty might apply. These are:

(1) maintain the present duty point and collect the national duty and
local duty together, simultaneously allocating the local duty to the
local authority in which the duty point is situated. Because of the
high rates of the duties and the incentive for evasion, duty is
currently charged at an early stage, ie when the goods leave

refineries or other specially approved premises for distribution to
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the UK market. The total number of duty points is therefore
relatively small (about 220 in all) and so this scheme would be
relatively cheap to operate. The distribution of revenue according to
the location of refineries and other premises would, however, produce
very inequitable results (eg there are very few approved premises in
the GLC area), and it would almost certainly be necessary to collect
the revenue centrally and redistribute it between all authorities
according to a pre-determined formula. This would result in a scheme

closer to an assigned revenue than to a genuine local tax.

maintain the present duty point, but allocate revenue from the local
duty on the basis of the destination of deliveries. This method, like
(1), would minimise evasion before the duty point, and would attempt
to relate the allocation to the authority in which the road fuel was
sold. The point of sale could not, of course, be an accurate proxy
for consumption (see paragraphs 9-10 below), and there would be major
difficulties both in principle and practice in requiring traders to
allocate tax on a destination basis. It could be politically
difficult to lay responsibility for allocation of tax to traders, and
they may well lack the necessary information to do so accurately.
Moreover, there would be a substantial practical reduction in scope
for local variations in rates of tax. With a locally variable duty,
there would need to be a considerable co-ordinated control effort to
ensure that goods dutied on the basis of delivery on a low-taxing
authority were not diverted to a high-taxing authority. Unless the
allowable latitude in rates of duty was strictly limited, we consider
that this form of evasion might prove insuperable. We are driven to

conclude, therefore, that this method is not a practicable one.

Move the tax point for the local duty to the retail stage. This
method would allocate revenue to the authority in which road fuel was
sold by retail. It would greatly increase the number of duty points

and therefore the problems of accounting and control. For the trader,

it would require separate records to be kept and separate returns to

be completed, in addition to those already needed for VAT. For the
tax collecting authorities, it would require the control of about
25,000 petrol stations together with substantial additional numbers

(possibly about as many again) of distributors and contract customers
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current amount of duty, but the maximum opportunity and incentive to

for derv. Each trader would have a responsibility to declare the

under-declare it. If control was to be effective, it would impose a
substantial manpower requirement on the collecting authority and

would therefore be costly.

4 The Group's view is that, notwithstanding the difficulties, a supplementary
local duty to be used as a local revenue would have to be collected at the retail
stage. It noted, however, the advice of Customs and Excise that, if as a result
of further work or over time, the rate of duty needed to provide sufficient
revenue to local authorities was found to be mbre than the equivalent of a few
pence per gallon, consideration might have to be given in the interests of
security of the revenue to a two-tier arrangement. This would aim to reduce
evasion at the retail stage by collecting part of the "local" duty (which in
prdctice would need to be less than the minimum rate levied by any local
authority) at the limited number of national duty points, presumably by Customs

and Excise staff, leaving retail stage collection to cope essentially with the

local variable element in the duty, The first s}age of the duty would then be

distributed by means of a formula related to the tax base in each local authority
ara as verified from returns from the retail stage part of the duty. Local
authorities would be re-charged the collection costs attributable to their share

of the revenue.

ACCOUNTABILITY, PERCEPTIBILITY AND CROSS-BORDER SHOPPING

9 The criteria which have been followed since Layfield are that the level of
any local source of revenue should be set locally, be related clearly to local
expenditure, and the effective burden should not be borne substantially by people
outside the area concerned. If these criteria are applied to the preferred method
(iii) scheme of collection, there is no doubt that this would allow the level of
the duties to be set locally and could be related to local expenditure, provided
that the authority did not seek to meet local needs by setting much higher rates
than those prevailing in surrounding authorities. If it did so, there would be a
falling off in purchases of the goods involved, because consumers would arrange
to top-up their petrol tanks whenever they visited another authority (which for
commuters, might be every day). In addition, firms would be likely to try to set
up their fuelling depots within low taxing authorities (and it must be remembered
that a substantial proportion of derv is purchased by users direct from oil
companies and never passes through the "retail" stage).
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10. In general, because of the narrowness of the tax base and the inherent
mobility of cars and lorries, we would regard the scope for cross-border shopping
as greater than with a more widespread sales tax. Road fuel has been very
price-competitive in recent years, and the motorist could prove to be highly
sensitive to even small variations in the rate of local road fuel duty feeding
through into prices. There would be a limit therefore to the extent to which
rates of road fuel duty could be increased to meet local needs. The problem would
be most acute if lower tier authorities were allowed to set rates of duty, when
duties would be paid by many non-residents, eg in urban shopping or office
centres in shire counties. But even if only top tier authorities set rates, a
substantial proportion of the duties would be paid by non-residents. In either
case the garage petrol supply trade could be affected substantially because of

the fortuitous location of a boundary.

l11. In the absence of special measures a local duty on road fuel would not be
very perceptible. Prices of road fuel would increase on introduction or upward
variations of the local duty, but it seems unlikely that most consumers would be

conscious of how much local duty they were paying. A statutory requirement for

the issue of itemised invoices would be burdensome and unpopular. Consideration

might be given, however, to a requirement for display of local rates of duty at
filling stations in reasonably prominent positions where they would be seen by

most customers.

DISTRIBUTIONAL CONSIDERATIONS

12. About two-thirds of all petrol is purchased by consumers, about one-third by
businesses. Virtually all derv is purchased by businesses. Assuming both
commodities were taxed, this would result in slightly more than one-half of total
duty accruing from consumers, and slightly less than one-half from businesses.
This would reverse the present relative contributions from rating. The effect on

household incomes is discussed in Section IV.

RESPONSIBILITY FOR COLLECTION

13. The Group's view is that responsibility for collecting a local duty on road
fuel should rest with the local authorities. A case could be made out, given
appropriate charging provisions, for using HM Customs and Excise, which already

has an infrastructure of VAT and excise duty controls, but a local duty would
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inevitably impose an additional manpower requirement and there seems to be no

reason of princple why this should not be taken on by the local authorities
themselves. Moreover, a control responsibility vested in the local authority

could provide a greater link with the provision of local services and improve the
perceptibility of the tax. As noted in paragraph 8, however, with a two tier
collection arrangement Customs and Excise would probably be best placed to

collect the first national tier of duty, recharging authorities for the service.

ADMINISTRATIVE COSTS

14. The cost to Customs and Excise of administrating the excise duties on road

fuel in 1981-82 was about £8 million or 0.2% of the revenue., The duty is one of
the cheapest indirect taxes to collect. A supplementary local duty collected by
local authorities at the retail stage would inevitably, however, be more
expensive. It would require individual retailers to be visited and their
operations tightly controlled. Any estimate of costs is inevitably 'speculative,
but the current cost of controlling garages for VAT purposes is about £1% million
a year and this would probably need to be grossed up several times for sales

tax. VAT control visits take place at intervals varying from annually to once
every eight years; under a local excise duty the objective would probably be to
visit all traders at least annually. Allowance would also need to be made for the
central costs of collection in each local authority area. The Group think it
unlikely that aggregate costs of collection would be below a range of £10 million

= £15 million.

COMPLIANCE ‘COSTS

15. The present national duty is charged at about 220 central points. A retail
stage local duty would inevitably impose considerable additional compliance costs
on the 50,000 or so distribution points in the UK which, as explained in
paragraph 7(c) above, would need to keep detailed records and complete separate
duty returns in addition to those already required for VAT. The total costs are
impossible to estimate, but would no doubt be significant in relation to the

businesses concerned.

FORM OF NEW DUTY

16. The Group has considered whether a new duty would be better charged on a
specific or an ad valorem basis, and has concluded that a specific duty (like the
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present national excise duty) would be preferable. Such a duty would be expressed
at a rate of pence per litre and it would be effectively revalorised annually as
local authorities determined their revenue needs for the coming year. Subject to
that, however, it would provide a more certain and readily verifiable basis of
taxation. Retail stage collection would, in principle, lend itself to the
alternative approach of an ad valorem duty, but there would be a number of
difficulties. An ad valorem duty would exacerbate existing price differences
between various forms of retail outlet or between regions (in contradistinction
to the views of the Select Committee on Scottish Affairs which last year

recommended the zero-rating of VAT on petrol in order to reduce regional

differences). It would also be vulnerable generally to further price discounting

(particularly for bulk purchasers of derv) at the partial expense of the revenue,
and this could add to the problems of forecasting for local authorities. For

these reasons the Group does not recommend it.
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LOCAL VEHICLE EXCISE DUTY

g% This Annex examines the possible form and the technical implications of a
local vehicle excise duty used as a supplementary tax under the final scheme
described in the main report. Issues such as the implications for the
Government's fiscal strategy and the potential gainers and losers are discussed

in Section IV.

A A SUPPLEMENT TO A NATIONAL DUTY OR A LOCAL DUTY?

2. The total yield from Vehicle Excise Duty (VED) in 1983/84 at current duty
rates is expected to be about £1940 million, of which about £1500 million would
accrue from VED on cars, motor cycles and light vans (under 1% toms). If local
VED were to operate as a supplement to national rates of duty it would be
necessary in order to raise, say, £l billion revenue to add about £60 to the cost
of a car licence. At present rates of VED, the level of evasion is probably just
within the bounds of ensuring that VED as a tax does not fall into disrepute. An
increase of £60 in the cost of a licence would be likely, however, to lead to a
very significant increase in evasion. The Group concludes that this points to one

duty which, subject to paragraph 3 below, might predominantly be a local duty.

COVERAGE OF LOCAL DUTY

3. VED essentially performs two functions: in its application to cars and light
vans it is basically a revenue raiser; while its application to heavy goods
vehicles is a policy instrument designed to ensure that each class of lorry at
least covers its allocated road costs through the taxation it pays (derv duty and
VED) in line with stated policy and the recommendations of the Armitage
Committee. To allow local authorities to set VED rates for lorries would mean
losing control of a major plank in this policy, and would make it impossible for
the UK to comply with the proposed EC Directive on Adjustment of National
Taxation Systems for commercial vehicles (ANTS). There would also in any case be
practical problems for local authorities in devising and publishing comprehensive
schedules of VED rates for the many and varied types of heavy goods vehicles on

the roads. The Group suggest that a practicable way of preventing these
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difficulties from arising would be to preserve a national rate of VED for hea!!

goods vehicles, set by central Government; but to devolve to local authorities

VED on cars, motor cycles and light vans.
LOCAL RATES OF VED

4.  Although the rate of VED on cars has tended to be altered in units of £5,
there is no reason why smaller variations should not be made - although for

simplicity changes of under £1 might be ruled out.

B In practice, because of the possibility of registered keepers of cars
attempting to pay their VED in the most favourable tax area, the rate of VED on
cars would probably tend to be set at roughly the same level by local
authorities. It would nonetheless be necessary to consider whether special
arrangements were needed to ensure that company cars were registerd at their
place of use and not at the place most financially advantageous to the company.
It would probably have to be accepted that other fleets - eg of hire cars and

distributors' vans would be registered in those areas with lower levels of VED.

6. VED is currently charged at a flat rate, rather than based on engine size or
any other criterion. If local authorities were allowed to change the structure of
the tax, this would lead to serious administrative complications for post offices
and DVLC. For this reason the Group believe it would be necessary to reserve

changes in the structure of VED to Central Government.
ADMINISTRATION

7% Currently the Department of Transport's Driver and Vehicle Licensing Centre
at Swansea (DVLC) maintains a central register of all vehicles, and keepers, from
data collected as a by-product of VED licensing, and sends out VED renewal
reminders to all keepers. The central register is used extensively by the police
and for safety purposes and it would be essential under any system of local VED

for the central register to be retained.

8. By the time the necessary legislation was enacted, the existing records of
DVLC could be analysed to produce a fairly accurate allocation of the VED revenue

to counties in which cars were registered. But considerably more work would be

9]
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!eeded to break down the records by districts, since postal addresses do not

precisely match local government boundaries at this level. It would not be

possible at present to reflect local variations in the rate of duty.

9. However, with the new computers due to be installed, and a simple question
on licence application forms, DVLC will be able to offer allocation precisely, as
stated by individual motorists, according to counties or districts in which cars
were reported to be registered and be able to pick up in the allocation local

variations in the rates of duty. This new, full system would be possible from

1988. The distribution would be made by reference to records held by DVLC so
there would be no need to limit the present freedom of choice about where and how

VED is paid.

10. There could be problems when a registered keeper moves house and when a car
is sold. These would be greatly multiplied if the duty were levied at the
district level. Adjustments of duty paid to reflect movement to an area with a
lower (or higher) rate of duty would be too complicated to administer; the duty
would have to be paid for a fixed period on the basis of the rate of duty
relevant at the time of payment. If as a result more people chose to take out 6
month licences there would be a considerable increase in handling costs by the
Post Office and staffing at DVLC. It would be important that the register was
kept up-to-date, especially by registered keepers notifying changes of address,
and it might be necessary to strengthen the powers requiring keepers to do this.
There would nonetheless be some who chose not to notify their moves to higher
duty areas but, if other pressures (see paragraph 5) led to relatively small
variations in levels of duty, the problem should not be too serious. General
enforcement measures would help ensure that at least some level of duty had been

paid,
SUITABILITY AS A LOCAL TAX

11. Ministers would need to consider whether the public acceptability of VED as
a local tax would require it to be linked to the services which local authorities
provide for motorists. Overall, motorists pay in taxation about 23 times their
road costs. Fuel duty is generally accepted as a means of raising revenue, but
VED is still widely seen as the successor to the 'road fund licence'. There could
therefore be considerable objections to handing it over to local authorities and

allowing them to increase it in order to fund their general expenditure,
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particularly if it were given to district councils, which do not have any direct

highway responsibilities. The feasibility of introducing a local VED therefore

depends on an assessment of the strength of these objections.

BUOYANCY OF VED

12. Because VED is charged as a specific duty, the yield does not increase
automatically in line with changes in prices or incomes. However, VED is no less

buoyant than local authority rates.

PERCEPTIBILITY AND ACCOUNTABILITY

13. A local duty would be quite perceptible, but this would increase the

pressure on owners to register vehicles in low taxed areas which would weaken

accountability. Although about 30 per cent of cars, and most light Gans, are

operated by businesses there is no reason for excluding such vehicles from a
local duty since businesses will benefit from any general action to limit local

authority rates.

COSTS OF ADMINISTRATION

l4. Tt is estimated that the current annual cost of collecting and enforcing VED
is about £50 million. The lion's share of this relates to the cost of collecting
VED on cars. If a local duty were introduced it would be appropriate to ensure
that DVLC's costs were fully recovered from local authorities. (The cost of

maintaining the central register would continue to be borne by DVLC.)
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LOCAL EXCISE DUTIES ON TOBACCO PRODUCTS OR ALCOHOLIC DRINKS

1 The Group considered whether the possibility of a local excise duty on road
fuel discussed in Annex K could be extended to cover tobacco products or
alcoholic drinks. This Annex explains why the Group have decided not to recommend

this.
PRACTICABILITY AND COSTS

2. The formidable problems involved in using either methods (i) and (ii)
described in paragraph 7 of Annex K would be equally applicable to tobacco
products or alcoholic drinks. At the same time, the control problems involved in
collecting tax at the retail stage (method (iii)) would be worse: there are about
150,000 retail outlets for alcoholic drinks and 250,000 for tobacco products.
These include many small businesses who already find the requirements of VAT
accounting and returns burdensome and difficult. The costs of effective control
for the taxing authorities and of compliance for the retail businesses concerned

would be very substantial.
ACCOUNTABILITY, PERCEPTIBILITY AND CROSS-BORDER SHOPPING

3. Local taxes on tobacco products or alcoholic drinks would not be very
perceptible, and it is not easy to see how they could be made so. Assuming the
national structure were to be followed, there would be at least four rates of
duty for different tobacco products and about a dozen for drinks. Notices
displaying tax rates on retail premises would therefore be a less practicable

solution than for road fuel.

4, Both tobacco products and alcoholic drinks would be the subject of
considerable cross-border shopping. Cigarettes might be especially vulnerable
since they are of high value but low weight. Although a strong incidence of
cross-border shopping might create pressures for convergence of tax rates over
time, it would also lead to an inevitable lack of local accountability in the
short term. The tax yield for individual local authorities would also be

unpredictable.
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FAIRNESS

Si Tobacco products and alcoholic drinks are almost entirely purchased by
consumers. The duty on tobacco is regressive and that on beer mildly regressive.
On the other hand, the duties on wines and spirits are progressive measured
against expenditure. In terms of equity between individuals local duties on
tobacco and drinks would, of course, discriminate in favour of non-smokers and
tee-totallers. This would exacerbate the effects of the existing national duties,
but the reinforced element of selectivity might attract particular adverse
comment if they were to become new sources of local authority income. The
indirect effects which would feed through in the case of road fuel duty on

businesses purchases would not be present here.
TAXABLE CAPACITY

6. In general, tobacco products and alcoholic drinks are alréady highly taxed,
The weight of tax is particularly high on cigarettes and in the off-licence and
supermarket price of whisky, accounting for about three-quarters of the price in
each case. The scope for local taxation as an addition to the national duties is
further constrained by the substantial losses in output and employment which the
tobacco and drinks industries (with the exception of wine, which is largely

imported) have already suffered as a result of the recession.

74 In the Group's view it would be well-nigh impossible to match the potential
yield of a local excise duty on road fuel from tobacco products or alcoholic
drinks, used either singly or together. The table below illustrates a package
designed to yield close to £2,000 million to local government, but the
sensitivity of demand to price for most items (combined with the high weight of
tax in price) would result in substantial effects on national taxation revenue,
and in political and industrial terms the rates of duty illustrated might well be
judged intolerably high. The estimates (which are however subject to substantial

margins of error for such large changes) are as follows:-
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VAT-

inclusive Revenue Net

price to local loss to

change authorities Exchequer
£m £m
Tobacco 23p 1,000 = 300
Beer 5.75p 550 25
Wine 23p 150 40
Spirits 115p 250 160

£1,950m £525m

(Notes: (1) Packet of 20 cigarettes; (2) typical pint at 1037°; (3) table
wine. Consequential increases pro-rata for other products.)

COMPATIBILITY WITH THE GOVERNMENT'S FISCAL STRATEGY

8. Like the duty on road fuel, the duties on alcoholic drinks and tobacco
products are important sources of central government revenue. As noted in
paragraph 7 above, the imposition of local duties would have considerable
implications for central government by reducing overall demand and, therefore,
the national revenue. As in the case of road fuel, local duties would also reduce

the scope for any real increases in the level of the national duties and could

inhibit the use of the regulator between Budgets to vary central Government

income.
CONCLUSIONS
9. For these reasons the Group concluded that the approach of the 1981 Green

Paper in rejecting local duties on tobacco products and alcoholic drinks remains

valid and should be reaffirmed.
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