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COMMUNITY CHARGE

As you Know, our icials have been discussing the
implications for Retail Prices Index of the introduction
of the community rge. Officials of DOE and CSO have also
been involed. I am advised that all concerned agree that
there will have to be some discussion on the RPI Advisory
Committee, whose recommendations have provided the basis of
all previous changes in methodology concerning the RPI. But
there is not yet agreement on the substantive issue and,

therefore, on the terms in which the Committee should be asked

to advise. I attacn a paper, in draft form, which reflects
the work officials have so far been able to do, although it
reaches no firm conclusi

I know that there are very difficult issues involved for you
and that you are seeking to resolve these as quickly as
possible. But the matter is now becoming urgent, if my
statisticians are to have a decision in time for the
introduction of the community charge in Scotland. [ have
Lherefore come to the view that my officials should now
approacn potential members of the Retail Price Index Advi
Committee in advance of any decision on its precise terms
reference, with a view to setting up a series of meetings
starting, if possible, in September.

[ hope that you can agree to this course of action. I can
no alternative to proceeding in this way 1f we are to have
hope of receiving timely advice from the Committee, on
whatever issues we put to them. [ will not, of course,
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announce publicly that we have reconvened this Committee until
we can agree on the terms of reference.

I am copying this letter to the Secretaries of State for the
Environment, Health and Social Security and the Scottish
Office as well as to Sir Robin Butler and the Head of the

Government Statistical Service.

NORMAN FOWLER
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TREATMENT OF RATES AND THE COMMUNITY CHARGE IN THE

incorperating
by Treasury,

(orepared 22

Introduction

1 The introduction of the community charge has implications for the Retail Prices

Index which raise potential politfcal and market-sensitive issues. The central
question is whether or not the community charge schould be included within the scope

of the RPI, as rates are, or excluded like iIncome tax and national Iinsurance

contributions.

The main considerations in faveour of exclucion are:

‘a) Payments such as the community ¢ : though wvery rare

tionally, have been 5 y 1 international bodies

set standards
compiling national
agrees; /Sy S the community charg
8s 3 ¢ as ratec) but cannot
housing expenditure (which 1{s how
construction of price
follows national accounts practice on such matters,
imply exclusion of the <ommunity rze from the

income tax and national are excluded

Rates are treated f index purpozes as an

consumption of housing services. Like VAT on

services, they wvary wuith 2 level of consumption

the local rate poundage: ha larg the house the greater the

consumption 2f hous rerviczes 3 tha higher the rates bill.
t the price of a service
course the money

nf local services




but this does not imply that these <cervices themselves are
within the scope of the index. This too {s akin to the position
with VAT, which is included because it is an {ndirect tax and
part of the price - not because the =ervices it finances are
within the RPI's scope. The crucial difference between rates
and the community charge {s that the latter will not be related

to the consumption of specific goods or services and therefore

- - —_—
does not form part of any particular price. It should therefore

~

3s 3 tax which raises money for the provision of

and as such, like income tax, it has no place In

3. The main argument«for including the community charge in the RPI is that, though

the nature of the funding will have changed, the services for which rates are now
charged wi continue to be provided and the "man in the street" will continue to
of his take-home pay. From his perspective little will have
to see the RPI continue to include the expenditure.

and benefits this view will be reinforced by the use
they will need to finance their share of the community
to be taken into account in the
particularly if C . y @S have in the past, faster than
Excluding E zive the wholly false iImpression that an

beinz ma ’ the covera: £ th ndex deliberately to produce

lower of save ney on penzions and other benefits.

In addition, business rates wil e uprated in ure dy an amount net greater
than the Increase in the RPI Exciudis ammun ity charge could be seen az 3
meancs of further depressing the non-domestis contributinr to local 3uthority coste

and {ncreasing the burden on community charga navora

Under current RPI methodology the community charge could replace rates,
tollowing very similar computational procedures However, this would raise {important
nceptual problems The Incluslion of a direct tax in tha ‘overage of the -D.P_[_. ‘:’\"‘.41
nature, open the aquestion of what ¢*‘he Inde=x f»;hf)v'lld cover and micht
ryvernment an pizk and choose wha inrlude A further problsr

will continue to be tinancad partly from national taxation

irgied that if the community charze were to be included in




RPI on the grounds that the services it finances are within the scope of the index
then so should be that part of income tax which goes to finance local services. This
in turn would raise the question of how to treat other serwvi which are funded

through direct taxation (e.g. national insurance and health services).

6. Inclusion as a payment for services also prese

the payments are not directly related tc the services

different with rates, which sare iIncluded as an In b tax on the consumpticn
housing. The average poundage 1is taken as the price irdicator and the

rateable value 1is regarded as the "quantum" of liability on which the tax is leviec.

ana logous in index terms to the physical volume of purchases which by definition is

held constant in compiling the RPI - for example a loaf of bread or a kilogram of

sugar.

Great importance i{s attached to preserving the concepts of price and quantum,
as they underpin the whole construction of the RPI and give it legitimacy as
scientific and robust way of measuring price change. In recent
attention has been paid to the problem of defining an appropriate quantum
alia) owner-occuplers' housing costs and items affected by

now stands the RPI can fairly 1 to measure
of purchases liabilities,

the confidence of informed opinion as

8. One objection to including the community

way of defining a meaningful quantum.

changes in the average expenditure incurred by househslds on the community charze
but in doing so one would not be able to differentiate, even conzeptually, between =2
change in the unit price and a change in the volume of zarvices for which the pric=
was being charged As the distinction 1s fundamental to *the construction of a
index 1t can be argued that Introducing the community <:h : radically 3i*=:

the nature of the RP! and make {t more difficult 5 efernd f{rom accusations

manipulation.

9. In considering the llkely impact on t f 3 ar ) ‘ wcludinz *+=
community charze 1t haz not proved p o devis yitable indirg*~-
Instead expenditure on *the community

{1lustrative purpcss though this

) il
(o}
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10 [t is for consideration how much importance =zhould be attached, in the context
of the RPI, to the conceptual arguments set cut above 3 to the more
practical issues raised in paragraphs 3 and 4. [t shculd ted that, whatever

treatment {s agreed for the RPI, the tax and price index (which reflects both direct

and indirect taxation, national and local) will include the community charge.

Public presentation of chan

11. The question of the treatment of the community charge is politically sensitive
because the decision will affect the future movement of the RPI and may also affect

the public perception of the communfty charge. The argument that the charge should

not be in the Index because it is a direct tax may be unpersuasive to those who seek
-

to misrepresent the Government, accusing it of manipulating the figures. Such critics

may also make something of the fact that, in dealing with the public perception of
the community charge, attention 1is being focussed on it being a payment for services

rather than a direct tax.

f the community charge is taken
RPI. Since 1947 all significant
of the Index have been
Index Advisory Committee.
its rdommendations
require explanation. The nitt which is convened by
Employment, includes representatives of industry, the trade
and consumers as well 3s academics and Government Departments. Althouzh
advisory its recommendations have always been accepted ¢the latest in July 1986) with
exception in 1971 when j &, P regional price indices were not taken up
grounds that the . =h i not been unanimous). The Department's usual
{s that the Index is what e RP \dvisory “ommittee =ays {1t should be, and

Ir‘rr:"t"‘_”j an effective answer g critd wer the vaars

13 A further problem rizes becaus support (formerly supplementary
benefit) is uprated ucing t \dex ! i the RPI excluding housing cos
and therefore rates) whereas ctate pensions and index-related national savings ar
ik O Rossi Index {z appropriate because
of recipientz of income suppert are covered by housing benefit but,
ryone will be liable * 3t least 20 per cent of the community

srgued that this should be included in the Rossi{ index




CONF IDENT IAL

14.

Against the above background there are three main options.

Rates reduced to zero and the community charge not included in the RPI

The charge would be treated as a direct tax ; indirect tax. - This
would be the reverse of the situation which occurred when the Government reduced
income tax and increased VAT in 1979 and thus increased the RPI. The effect
would be to reduce the level of the RPI by 4 per cent and possibly to produce

negative annua! ({nflation figures and a reduction in iIndex-linked benefit

Clearly this option would be politically unacceptable.

Rates removed from the Index without introducing a major discontinuity, and the

community charge not included

The RPI would be replaced by an index which excluded any payments (other than

direct charges) for local authority services. The numerical impact of this is

impossible to predict but {f rates had been excluded from the RPI over the past
then the Index would have risen by an average of 0.1 tc

percentage points per annum less than it actually did. Because the abolition

rates is being phased "Option B" raises technical issues of

questions of general index methodology and could
9

Advisory Committee. The main alternatives for consideration under

are outlined in Annex I.

Community charge included in the RPI, replacing rates

The RPI would be computed in th way
weekly payments per household

This would result in a onz=-fo

quarter of one per cent T

and  those {t excludes, - fNigher-income
smaller share of the total community charge

correspondingly higher share will therefore fall on "index househnl!ds"
Annex II.) After this initial {mpact the RPI might not be much affected if
community charge ware to »olace restraints on local authority spending.
cutcome clearly depends how fast the charge Increases relative to prices
a rule of thumb, iY the community charge rose one per cent faster

than the generality ¢ 2ther orices then {te inc

PPI {ncrease




15. Offlicials have discussed the 3above options but hava

Central Statistical Office and the Department

practice and the princt
Department of the Environment, on the other hand. 8 035 Lol g S el

grounds that the community c is essentially a payment

has always been ‘ d : and should continue to bhe

position is, as

Officlals are agreed that it would be in the Interests of public acceptability

the matter to be put to the RPI Advisory Committee but they are undecided on how

-
this should be done. ™Treasury have argued that Ministers should decide on an agreed

Government line and that Departmental representatives should support this in the
sovernment line were that the community charge should be included
reference might limit the Committee's involvement to

implementation. I[f on the other hand it wer

excluded then th ( uss ior more wi

finally committing

Important issues are involved.

(@) Whether the RPI Advisory Committee chnuld csnvened

consider the matter ot the community charge at all. (Officials

recommend that {t should.)

[f the Committee is convened, whether it .erms of referenze
should be such a: > commit the Gov r 0 including the
community char: i ) (limiting

technical detalls) or whetha he Committee

regarding
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PHASING-OUT OF RATES FROM THE RPI

h

[f the community

&

arge
paper) then a question arises 3bo

he Index, bearing in mfnd that

in England & Wales

that the

English/Welsh do

phase the exclu

of Great

January or March of

are revised as a matter

that opportunity to omit

the

would be to anticipate the

actual]

trom the March when thev

the vyear but, Mar

sections of the Index

{

o

the firest two months

increasine during thnce
3 - ) e

is not ,t

they are to disappear in Scotland

routine

rates

o be included in the RPI (“Option B" in the main

ut the time at which rates should be dropped from

in April 1989 and

the RPT in 1989 (except for Nerthern

=Y~

orn

avery January convenient
) )

somponent (whether in part), but

~hange It would be possible to exclude rates

e
e

npeared, hy 'ing them a weigh®t at ths

ch, “eoreading"

tom=" QPT

v ~
wou ld

thereafter.

would

the wear as

he exactly

a¢t¢tarhad ¢t 4t




4 Combining these choices 1988 or 1989 and January

possible sub-options within "Option B"
of alternatives, and

Other variants

sufficiently {llustrate the

tollowing table together with their numerical effects

disadvantages. The numerical effects

1990. Though shown to a high degree

of

estimates but as indicators

RATES DPROPFED

RATES DROPFED
FROM AFRIL

FROM TANUARY

Cption B2

All GB rates dropped
as from April 1989

WHOLE CHANGE
MADE IN 1989

on RPI change
April 1990
cent less

Rates dropped as soon

rating system ceaces t

evervone

them; may

HANGE PHASED
WER 1989-90

Scottizsh rates dropped

1280 E‘nq-lir;v- S

from April

Englich &

1990 -

from April 1990

chanege
.__change

changce
L 4 chang
to April 1990

with Qotion C

dvantages
Oper ~onvenient % from PPI wher
presentationally attractive

Nissdvantazec
2153 ntazes
Still doesn't match timing

I “hanges

' - L =

presentation to avoid

Each of

ndermining p
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ANNEX 11

THE "INDEX HOUSEHOLD" EFFECT

The RPI reflects the expenditure of all households except the 4 per cent with the

highest incomes and the 14 per cent comprising pensioners mainly dependent on state

benefits. These two groups currently account for 16 per cent of all rates payments

but their share of community charge payments will be lower. How much lower has not
been precicely estimated but the proportion might well fall by about a quarter, to 12
per cent. The share borne by index households would correspondingly increase, from
84 per cent to 88 per cent. f.e. by about S per cent. Without any change In
total "take" the average bill for ! uthority services which i{s reflected

RPI would accordingly increase 5 1 . This element accounts for about 5 per

cent of the whole index weizht so the 2ffect would be to raise the "all {tems" RPT h«
5 per cent of 5 per cent, i{.e. about a quarter of one per cent.




