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E(LF) on~3 November raised a number of points about my proposal
for a reserve power to impose prudential ratios. My more limited

proposal to enable the District Auditor to act pre-emptively
against unlawful or improper conduct, instead of having to wait
until after the event, was agreed in correspondence in the

summer.

We agreed last week that the development of prudential ratios
should be as swift as possible. The two constraints are that
rules to self-regulation have to be developed through full public
discussions; and that workable ratios will have to be based on
the approved accounting practice introduced into the local
authorities this year. The first full set of improved accounts
become available in Autumn 1988. April 1989 is therefore the

—— oy

earliest practicable date to have prudential ratios in effect.

——— ——

I suggest therefore that we postpone legislation on that until

the 1989/90 session. The reserve power that I proposed could

still be effective during the 1989/90 financial year if we
legislated for it then rather than in the current Local
Government Bill. That timetable would allow us to see more

clearly the emerging detail of the prudential ratios next Spring.
I suggest we take the paper that I promised for E(LF) at that

time.

If we legislate in the next session, the relation between

prudential ratios and our capital controls will also be evident.

The new capital controls will be designed as far aéPBossible to
remove the advantages of creative accounting. However these are
annual controls and will not in themselves be a complete

guarantee of prudent financial behaviour by authorities.
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The prudential ratios will therefore reinforce them by acting to
prevent individual authorities accumulating spend-now, pay-later

commitments.

In the meantime I believe it is important not to miss the

opportunity of legislating in the Local Government Bill on the

more limited proposal to enable the District Auditg;’to_ggg’

pre-emptively against unlawful or improper conduct. I am

B

therefore initiating a short period of pubiiéwgéhsultatfgn on
this aspect alone with a view to introducing provisions into the

Local Government Bill at Commons Report.

Copies of this minute go to the other members of E(LF) and to Sir

Robert Armstrong.

o

‘f November 1987
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I have seen a copy of your minute of uf November to the
Prime Minister setting out revised proposals for stopping
local authorities entering into creative financing deals.

I very much support the principle of preventing 1local
councils accumulating further spend-now, pay-later
commitments through creative financing. I recognise however
that further work in this area is needed to try and develop
self-regulation and statutory schemes - not least on the
definition, interpretation and statistical robustness of
the prudential ratios. As this work develops, we will
be better able both to determine whether the self-regulation
and statutory schemes are 1likely to be practicable, and
if so to Jjudge whether the statutory scheme might be
introduced at the outset. We should 1look again at the
respective merits of these options in E(LF) once the position
on prudential ratios and other aspects is clarified.

In the meantime, however, we face a hiatus - possibly
until the new capital control regime can come into effect
- with inadequate powers to prevent creative financing
deals in general. I appreciate that the flow of such deals
appears to have slowed down in recent months. But small
changes in the political balance on certain councils could
quickly renew their interest in creative financing.

beiieve that we must take action on specific types
of creative financing where we can. I understand we can
make it more difficult for 1local authorities to arrange
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some types of sale and leaseback deals if we bring property
leases of less than twenty years within the scope of the
existing capital control system. I hope you will therefore
agree to do so. We should look again at interest rate swaps
once the Haringey Court case has «clarified the legal
position. But whatever steps prove practicable to 1limit
particular types of deal, we also need to take a high profile
in public pronouncements in opposing further creative
financing. Moreover we should encourage the Audit Commission
to continue publicising the need for prudent financial
conduct by local councils, and to reinforce their
condemnation of spend-now pay-later deals, as financially
irresponsible.

In the meantime, the work on developing practical
schemes to promote prudent financial conduct needs to go
forward quickly; I would wish my officials to be involved
in this exercise.

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

A "STOP" POWER FOR THE DISTRICT AUDITOR

[Letters of 6 and 29 October from Mr Ridley and of 12 October
from the Chief Secretary]

DECISIONS

The Environment Secretary wants the Government to table a

Government amendment to the Local Government Bill which would give

him a new power to impose prudential requirements on local

authorities. The Audit Commission is currently trying to develop

~§ucﬁ a system in the form of prudential ratios which would limit an

authority's borrowing in the light, presumably, of its revenues and

assets (although the details of what they envisage seem unclear).

Mr Ridley hopes that local authorities will accept such a regime

voluntarily, but he wants a power in reserve to.zapose i il s

necessary. s
_—
BACKGROUND

2 Ministers agreed in correspondence in July that the Local

Government Bill should include new provisions to give the auditor

pre-emptive powers to stop unlawful spending by local authofzzies,

o
in addition to the auditor's existing power to act after the event.

But Mr Ridley's colleagues reserved judgement on a second proposal

to impose a new prudential regime on local authorities: the

underlying concept at that time was to require local authorities to
balance the interests of present and future rate or community
charge payers when they undertook borrowing or other financial
liabilities. Doubts were expressed about whether such a system

would be workable in practical or legal terms.
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MAIN ISSUES

35 Mr Ridley's new proposal has much the same aim, but is

entirely different in form. It appears to avoid the difficulties

of interpretation and eﬁE%rcement associated_;;;g his earlier
proposal, but it is far from precise. All that the note attached
to his letter of 6 October says on the actual technical substance
is that the limits of financial prudence defined under the

s L ——
regulations would be likely to be in terms of ratios between

Tinancial commitments and the means to meet them; but that the

proposed power would not prevent other possibilities. This seems
; ; “"—-—\ . ? . ;
sensible so far as it goes, but it appears that prudential ratios

for local authorities are still only a broad concept, and much

work is required to make them a reality. T

4. The main issue therefore is whether it is wise to take the
power which Mr Ridley proposes in the Local Government Bill in view

of the work which remains to be done. You may wish to explore

where the Audit Commission have got to. Mr Ridley's latest letter

of 29 October mentions that the Commission is setting up a new

joint working party with the local authorities. You might find it

helpful to know how long the work of this working party is likely

to take, and what are its chances of success.
e

—

5. Mr Ridley is likely to argue that it is worth taking a power
now to show that the Government means business. He points out that
) . . . S

legislation might in itself persuade authorities to agree to a
voluntary regime. On the other hand the power would presumably be
broad and unspecific which might raise suspicions in Parliament and
elsewhere about the Government's intentions; and the power might
turn out not to do what was wanted. The choice appears to be

between taking the power as Mr Ridley proposes, or deferring any

legislation in the hope that local authorities will accept

prudential ratios voluntarily or ?ﬁggjiif they do not, a suitable

slot could be found in a futu?g_fégislative programme to deal

e e te——
—
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with the problem in an authorltative manner. You will want to

decide whether Mr Ridley's arguments are strong enough to justify

legislation in the present Session.

VIEWS OF OTHER MINISTERS

6. The Chief Secretary, Treasury is likely to suggest that the

benefits of Mr Ridley's proposal depend entirely on the success of
the Audit Commission in developing workable prudential ratios. He
will probably press the Environment Secretary to do everything he
can to push this work forward quickly. He may nevertheless agree
that it would be helpful to take a reserve power at the earliest

opportunity. The Secretary of State for Wales will be concerned

that any powers can be operated separately for Wales if necessary.

HANDLING

Vi You will want to ask the Environment Secretary to speak to his

proposal. The Chief Secretary, Treasury and the Secretary of State

for Wales will want to comment. You may also want to ask the

Business Managers whether the amendments which Mr Ridley would have

to introduce would measurably affect the Parliamentary handling of

the Local Government Bill.

R T J WILSON
Cabinet Office
30 October 1987
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My ref:
Your ref:
The Rt Hon John Major MP
Chief Secretary
HM Treasury
Parliament Street
LONDON

SW1P 3AG 29 october 1987
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A "STOP" POWER FOR THE DISTRICT AUDITOR . -~
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My letter of 12 O ober proposed a reserve power to reinforce the
Audit Commission” initiative for self-regulation on local
authority financial prudence. This is linked to the main (Part I)

"Stop" power proposals, which it is already agreed should be
included in the Local Government Bill.

Your reply of 12 October acknowledged the time pressures, noted

the discussions between officials that have now ‘taken place, and
asked for a discussion with colleagues. We are meeting in E(LF)

next Tuesday, and taking this item on the basis of our exchange

of letters. Our officials have exchanged further details.

The Audit Commission have now approached the local authority
associations for a joint working party on their self-regulatory
proposals. It is important that I back this initiative with
consultation on my "Stop" power and reserve power proposals. I
hope that you and other colleagues will agree next Tuesday that I
may press ahead with public consultation, and with drafting
clauses for the reserve power. At best, there will only be five

weeks available if we are to be ready for report stage of the
Local Government Bill in mid-December.

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

Qonnes Nc% ;
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A "STOP" POWER FOR THE DISTRICT AUDITOR

Your letter of 6 October to Willie Whitelaw set out revised

for a power that will enable Auditors to stop imprudent £i
transactions by local councils. I note that you now envis
proposed S power bein in reserve on the ©basis k
Audit Comm ' able to secure 1local authorities suppcrt

O D
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important
of graduated
regime. . I would Y
colleagues this approach to the stop power in
I think we should consider how far you envi
the prudential regime, such as the overse
voluntary or self-regulatory rather than statutory framework.
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However, even under the proposed
the effectiveness of the scheme would in large part
the development of suitable prudential ratios; and we v
see on an empirical basis how the Audit Commission propose to make
these work. I understand my officials are meeti
20 October, under the aegis of the Working Group on
Financial Prudence, to discuss inter alia prudential
am aware of the time pressures if you are to consult the local
authorities and introduce the necessary legislation before Christmas.
I therefore hope we will be able to meet and discuss these proposals
once our officials have had these further discussiocns.

I am copying this 1letter to Willie Whitelaw,
of E(LA) and Sir Robert Armstrong.
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JOHN MAJOR
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A "STOP" POWER FOR THE DISTRICT AUDITOR

Thank you for your letter of 23 July agreeing to the inclusion in
the Local Government Bill of my'proposal to give the auditor

pre- en““ch powers to stop unlawful acts by local authorities.
This was pported by John Major and hvn Roberts and I shall be
sending instructi to Parliamentary Counsel shortly.
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I believe th rudential ratios repr
development I would like to give
encouragement to make them a success is Ot a svstem
self-regulation. I therefore propose nake xnown when I
introducs the 3rov:sions cn part 2 in the B8ill that will
refrain from ﬂaﬁl. the order to bring them into effect provided
that local \ment moves spe=dily towards self-regulation. I
am sure tha ls reserve power will act as a sp;r to progresse.
ss is lacking, the order can be made putting in
place the p llow the auditor to take action acainst
authorities i irresponsibly piling up forw
commitments.
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le new duty on local authorities to balance the interests of
érious groups which I had proposed and which was set out in my
etter of 17 July was framed in very wide terms. I think it would
pe difficult presentationlly and politically to enact a general
uty of this kind with the express intention of holding it in
reserve. It could also create problems in the courts to have in
reserve a duty which local authorities are in part required to
abide by anyway as part of their common law fiduciary duty. The
reserve power I am now proposing will be defined in much narrower
terms. This is described at greater length in the annex to this
jetter. It would simply require local authorities to abide within
such levels of future commitments as I may specify in
requlations. If local governrment signs up to a voluntary system
of ratios which works well in practice, then no action need be
taken. If, on the other hand, the Audit Commission initiative on
prudential ratios fails to gain local government backing, I could
then make regulations on the matter setting out my own criteria
for prudence or I might require the Commission to produce a set
of prudential ratios, which I could then adopt in regulations.

I believe that provisions defined in these narrower terms would
not raise any fundamental gquestions of legal principle nor
present the same enforcement difficulties in the courts to which
the wider duty might have given rise.

We have discussed our thinking with the Chairman of the Audit
Ccmmission who believes that a reserve power along these lines
would fit well with what the Commission has been saying about the
need for local government to put its own house in order.

I hope that if necessary we can meet with colleagues as scon
possible after the Conference to discuss these proposals SO

we can work up instructions to Parliamentary Counsel and con
local government in time for introduction at Report stage.

I am copying this letter to members of E(LA) and to Sir Robert
Armstrong.
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A 'STOP' POWAER FOR THE DISTRICT AUDITOR
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In the absence of Peter Walker I am responding to your-correspondence with
Willie Whitelaw. Your letter of 17 July proposed two measures to extend
auditors' powers. Willie Whitelaw's letter of 23 July, commenting on your
suggestions, said he was content with the first proposal but felt that the
second needed more detailed consideration.

I am sure Willie is right. We shall shortly have the full report of the
Working Group, promised in your letter of 26 June. This should allow us to
consider a comprehensive package of measures, including possible
clarification of local authorities fiduciary duty to balance the interests
of current and future ratepayers among other considerations. Only then can
we decide the best way to progress. In doing so we shall also have to pay
regard to the interest of the great majority of local authorities who
behave responsibly.

I am copying this letter to the Prime Minister, members of MISC 109 and
E(LA), the Attorney General, First Parliamentary Counsel and Sir Robert

Armstrong.
\

-

by ~ -

The Rt Hon Nicholas Ridley MP
Secretary of State for the Environment
2 Marsham Street

LONDON

SW1P 3EB







