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THE TREATMENT OF THE COMMUNI Y CHARGE IN THE RPI

We now have a revised draft of DEmp's paper on the treatment of
the Community Charge in the RPI. (A copy is attached - top copy only.)
It is an improvement on the original, though it is still not as good as
we would like. However, I suspect, it is as good as we are likely to
get. There is probably not much to be gained by going back to the
drafters for fundamental revisions, though we can suggest some
tightening up in various places. Once it is agreed (by correspondence)
it will be circulated by Mr Fowler to certain Ministers.

Options

2 The DEmp draft suggests three main options for treating the

community charge:

Option A. Replaces rates with the community charge in the RPI.
This would have the effect of raising the level of the RPI in
April 1990 by about % per cent. It would also increase faster

et thereafter than under Options B or C if, as seems likely (and as

has been the case with rates), the community charge rises faster

than prices generally.

Option B. Rates removed from the RPI without introducing a
major discontinuity. The community charge is not included in
the RPI. The RPI would rise more slowly, perhaps by 0.1-0.2 per
cent per annum, than in Option A.

cc-rpi29.3
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Option C. Rates reduced to near zero in April 1990 and the
community charge not included in the RPI. This would lead to a
step reduction of about 4 per cent in the RPI for the year
beginning 1990Q2. Thereafter, as with Option B, it would grow
more slowly than in Option A.

Existing RPI Methodology

X In terms of existing RPI methodology the general issue seems
clear. Rates are an indirect tax, on imputed housing services, and
thus have a place in the RPI along with other indirect taxes. The
Community Charge, on the other hand, is not an indirect tax, since &g o
does not vary with the consumption of any particular service. L A T
more akin to a direct tax and does not belong in the RPI. It should
not replace rates in the RPI when rates are dropped. Rates should be
left in the index, but be given a zero price, when the community charge

is implemented.

4. This argues for Option £, or, if that 'is regarded as
impractical, for some version of Option B. (There are various
versions of Option B presented in the Annex to DEmp's latest draft.
They simply represent different profiles for phasing out rates.) This
was the approach strongly favoured by you when we last approached you
on the subject. (Alex Allan's minute to Peter Sedgwick - 18 January.)
However, it presents some particularly acute problems.

Indexed Gilts

5% The Indexed Gilts prospectus says:

"If any change should be made in the coverage or the basic
calculation of the index, which in the opinion of the Bank of
England constitutes a fundamental change in the index which
would be materially detrimental to the interest of stockholders,
Her Majesty's Treasury will publish a notice ... informing
stockholders and offering them the right to require Her

Majesty's Treasury to redeem this stock."
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.6'. The question is, what constitutes a change to the coverage or
calculation of the index? We could arque that Option C is the only
option that strictly represents no change to existing methodology. But

Ordw {Option C would require Ministers to argue that the Community Charge is
%ﬁﬁgwﬁ‘a direct tax and not a charge which may vary with the consumption of
J some service. It would also require a clear and unambiguous view from
W 7 statisticians in all the Departments concerned - something we seem
“ _unlikely to get. Moreover, it would involve losses for social security
p// beneficiaries and IG holders (see below). It may be, therefore, that
it should be set aside as an unrealistic option. If so, Option B is

the closest we can get to no change. It may, arguably, represent a
change, but it is a change that benefits IG holders, relative to

Option C.

Y We have not yet formally consulted the Bank; we thought it might
be unhelpful to do so before our own views are f;ggL\\But we believe
that they are likely to take the view that any \Egange“!— ie either
Option B or Option C - which removes rates from the index and does not
replace them with the Community Charge, will constitute a fundamental
change "materially detrimental to the interest of stockholders". It

would then trigger the redemption clause.

8. We could press the Bank hard on this. We would argue for Option

v///C on the grounds that it represents no change in the coverage or
calculation of the index; this looks unpromising. Failing that we
could press for Option B. Though it represents a change, it is one
that would benefit IG holders compared with Option C, which we would
argue to be the strict no-change Option.

9. Our guess is that the Bank would argue that both Options B and C
represented changes in the coverage or calculation of the index; and
that both were detrimental in comparison with Option A, or with the
present situation. It is hard to predict whether we could persuade
them off this; it 1is a question of how the proSpectus would be
interpreted in law and we cannot be sure that we are on firm ground.
Before proceeding any further ourselves, we should probably consult the
Treasury Solicitors' Department. And the Bank would want to consult
Freshfields. Even if TSD pronounce in our favour, we still cannot
rule out that some IG holders might subsequently test it in the courts.
And we might lose.
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:j?;ﬁ in the RPI in order to reduce future upratings, since, like rates, the
1 Community Charge may be expected to rise faster than prices generally.
,There is a serious risk that the RPI would be discredited and that the
’ pressure on Ministers to uprate pensions (especially) by earnings

-
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It is worth spelling out what redeeming IGs would mean. We
would have to offer stockholders the right to redeem their stock at
current redemption values. Since the redemption value of all IGs
stands above their current market value, all stockholders would take
advantage of this. It would mean:

wuh;uj\ (a) redeeming around £15 billion of stock;

5 (b) at a cost, measured in terms of the difference between
redemption and market value, of £2.8 billion;

{e) and, no doubt, in the process destroying the IG market -
which we continue to regard as one of the Government's
cheapest forms of borrowing.

11. There is no comparable provision in the case of index-linked
national savings certificates. The prospectus there simply states that
index-linked valuation will be related to the RPI or any index which
replaces it. However, repayment is available at eight days' notice: so
the risk here is that it a general lG redemption were Lrigyered that
also cause a rush for repayment of the £3.6 billion of stock

outstanding.
/')
Social Security Upratings & %L'“k N
\V 3
32, Around two thirds of social sgcurity benefits, including
pensions, are uprated by the RPI. Option B would undoubtedly be

difficult for the Government to sustain,’' though support from the RPIAC
(if forthcoming) would help. (If Option C were adopted the 4 per cent
loss would have to be made good in the wupratings.) Social security

ig;iébeneficiaries and their supporters would claim that, by excluding the

Community Charge, the Government was deliberately depressing the growth

instead of prices would become irresistible. That would be very
expensive for public expenditure, even if it only meant an earlier
switch to earnings upratings than might otherwise be the case.
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.13. Most of the remaining, income-related, social security benefits
are uprated by the Rossi index (the RPI 1less housing costs). The
components of the Rossi index are at Ministerial discretion. We could
make an allowance for the community charge in the Rossi index without
raising the same methodological issues as in the total RPI. It might
then be possible for the Government to argue that the poor (including
poor pensioners) were having their benefits uprated adequately. But
that would not help the nearly poor pensioners, as ‘:?itics would

[
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14. There is a proposal that the community charge be banded relative
to income. If Ministers counter this with the argument that the
community charge is, as its title implies, a charge and not, by
implication, a tax which should properly be related to income, this
would present further ammunition for those who want the community
charge included in the RPI ie Option A.

Conclusion F% ) Al iy@,ﬁﬁzjc .

152 16 notw1thstand1ng thisg. dlSCHSSlQn,/ you remain of the view
that Option B ‘is the right approach, we need to present our case as
convincingly as possible to the Bank, and the other Ministers involved,

including the Secretary of State for Health and Social Security
(neither he nor his officials have been party to any of the discussions
between officials so far). The Prime Minister, too, will presumably
wish to be involved. There is considerable scope for disagreement.
Apart from the Bank, the Secretaries of State for Environment and
Health and Social Security are likely to favour Option A strongly.

16. We have now got to the point where these issues must be resolved
by Ministers. It is essential that officials are able to present a
united approach when the subject goes before the RPIAC, which now
seems unavoidable. You may wish to hold a meeting after Easter to
discuss this. We will then give DEmp any comments on their 1atest
draft, in the light of that discussion.
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TREATMENT OF RATES AND THE COMMUNITY CHARGE

paser by the Department of Employment
il The introduction of the community charge has implications for tne
retail prices index which raise potential political and market sensitive
issues. The centrazl guestion is shether or nct *the comnunity chkarge
should be included wifhin the scope of =ne RET - hocs Re GESMi Sl iEa L

excluded like income 1lax andé national insurzance contributions.

Main arguments

o The main considerations in favour of exclusion are:-

(a) Payments such as the community charge, though very rare
internationally, have been classified by the international bodies

th

)

t set standards as direct taxation Sfon the purposes of
compiling national accounts. They are likely to be so treated in
the United Kingdom though +the Central Statistical Office has not
yet adjudicated on this. The construction of price indices
usually but not necessarily follows the national accounts
treatment on such matters, which would imply exclusion of the
community charge from tne RPI just as direct taxes such as income

tax and national insurance contributions are excluded.

{b) Rates are presently regarded for index purposes as an
sindire +ax on housing, akin to VAT on other goods and services,
and are considered as part of the. price of housing. Like YAT they
are therefore included in the RPI. The commurity charge on the
other hand is not related to the consumption of a specific good or
service and therefore has no place in the RPL.

255 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 will continue to be provided and the

"man in the street" will continue to meet their cost out of his
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n,as they will need to finance their
share of the community charge out of their pensions and benefits and mayv

well expect it to be taken into accocunt in the uprating. A relazed

in future might well attempt was being made
to restrict the coverage of the index deiiberately to produce a lowsr

rate of inflation and thus save money on pensions and other benefits.

Conceptual problems

4. Under current RPI methodology the community charge could replace
rates following very similar computation procedures. However , this
would raise important conceptual problems. The inclusion of a direct
tax in the coverage of the RPI would cnange its nature, open the
question of what the index should cover and might suggest that the
Government can pick and choose what to include. Inclusieon ot stne
community charge as a payment for services equally presents conceptuzal
problems since payments are not irectly related to the amount of
services received. Also local services will continue to be financed
partly from national taxation and it could be argued that Pfasvthe
community charge were included in the RPI then so should be that part of
national taxation which is devoted to local purposes. It should be

noted that whatever treatment is agreed for the RPI, the tax and price

L

index (which refleclts both direct and indirect taxation, national an:

| €

local) will include the community charge.

Public presentation of changes to the RPI

5. The question of the treatment of the community charge in the RPI
is politically sensitive because the decision materially affects the RP.
and may also affect the public perception of the community charge. The

argument that the community charge should not be in the index becausc it
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is a direct tax is unlikley to be an effective counter 1o the accusation
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6. The way in which the decision on the +treatment of the community
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harge is taken may be important for the public credibi

o

Erece 1947 all significant jssues affecting the method of construction
and calculation of the index have been jecided on the basis of advice
from the Retail Prices Index Advisory Commictee. A decisior not %o
consult this committee (or not to ol ilowiE1ES recommendations i
consulted) would of itself require explanation. The (Committee. which 1is
convened by the Secretary of State for Employment, includes

representatives of industry, the trade unions and consumers as well as

I\

cademics and government departments. Although advisary its

Y]

recommendations have always beerl accepted (the latest in July 1986) with
one exception in 1971 when the Committee's proposals for regional price
indices were not taken up (on the grounds that the membership had not
been unanimous) . The Department's usuall stance: 1S that *he index is
what the Retail Prices Index Advisory Committee says it should be, and

this has proved an effective answer to criticism over the years.

7% A further probiem arises Dbecausc supplementary benefits are
uprated nSsRels the "Rossi index" which excludes housing costs {and
therefore rates). whereas state pensions and index linked national
savings are uprated using the "all items" RPIL. The Rossi index 1is
apprcpriate because the housing costs of supplementar benefit
recipients are covered by housing benefit but, 2s everyone Wil lewbe

liable to at least 20 per cent of the community charce, it may be argued

that this should be included in the Rossi index.

ey - (o & 0] nlm o (4981 > £4-90.
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Main Optiens
8. Against the above background there are three main options:-—
A. Communitly charge included in the RPI replacing rates

The RPI would be computed in the same way as at present hut replacing
average weekly payments per roushold on rates DV eae

charge payments. The change would rave the effect of adding up to A DET
cent to *he irdex, mainly in April 1290. Thereafter the index movement
would decend cn the increase in the community charge relative to cther
prices. If as the Government intends the community charge places
res<raints on local authority spending then +he RPI might not be much
affected. Lowever, LL seems more likely that the community charge
would increase the measured rate of inflation at least in the shortT
term. This is particularly the case because non—-domestic rates will in
future be uprated by no more than the increase in the RPI and if local
authority spending 1is rising more quickly then there will be further

upward pressure on the Community charge.

o

: Rates removed from the index without introducing a Tajor

discontinuity and the community charge not included

The RPI would be replaced by an index which excluded any payments for
local authority services. The effect would be an index which, on past
experience, would rise by 0.1 or 0.2 percentage points per annum less
than with Option A. Because the abolition of rates is being phasad TR LS
option raises certain technical issues of timing which would need to Dde
resclved. These raise questions of general index methodology and could
apparently be referred to the Advisory Committee. The main alternatives

for consideration are outlined in the Annex of this note.
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. Rates reduced to zero and the community charge not included in the
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The charge(}s would be treated as a direc acing an indirect taX

is the reverse of the situation which occured when the

(e}
s |
e
O
=
m
e
=3
{11¢]
3
o
Y
n
4

Government reduced income tax and increased VAT in 1979 and thus
increased the RPI. The effect of Option C would be 10 reduce th
of the RPI by 4 per cent and possibly Lo precduce ncgativ

reduction in index iinked benefits.
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this option would be politically unacceptable.
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9. CGfficials have discussed the above options but have not reached

Treasury, the Central Statistical Office and the

o

greement. Th

M

@)

epartment of Employment tend to favour option B excluding the commuriily
charge while the Department of the Envirunment +tends towards option A
including the charge.

10. Officials are agreed that it would be in the interests of public

acceptability for the matter to be put to the Retail Prices Index

0}

Advisory Committee. They are, however, undecided on how this should b

(-

done. Treasury argue that Ministers should decide on an agreed centra
government line, either to include or exclude +the community charge, and
thaz Derartmental representatives should support this 1line inieeTEe
Committee's discussions. Should Ministers wish to agree a line
beforehand then the Committee's terms of reference might 1limit its
involvement to advising on the technical issues of implementation.

Against this approach it might be argued that such unanimity amongst
officials would be seen as ccontrary to past practice and therefore
suspect; also that the Committee's discussions have in the past cast 2
different perspective on the issues and Ministers might prefer to

consult before taking a decision.
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Decisions required

1 Important political issues are involved. Ministers will wish to

consider:-

(a) whether their preference is for the community charge to be
included or excluded from the RPI;
(b) whether the RPI Advisory Committee should bec asked to

consider the issues, as officials recommend;

and if so

(c) in what terms the issue should be put to the Advisory

Committee, that is to say before or after a final Government view

has been taken, and for consideration of the issue of substance
or simply how to implement the decision if taken one way or the

other.
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PHASING OF THE RPI1 TREATMENT OF RATES AND THE CONMUNITY CHAPGE

Introduction: when to change the RPI

il A major issue, arising if the community charge is to be excludad from the
RPI once rates have been abolisked, concerns the phasing-in nf the new index
treatment. The charge is being introduced in Scctlard in April 1982 arnd irn
England and Vales generally in April 1980, but with phasing over four yeare in
some London boroughs. Decisicns are needed on how to deal with this timing

aspect, which cculd significantly affect the RPI. One way would be tc make the
change as if rates were being replaced across the whole of Great Britain from
April 1989; alternatively 1990 could be taken as the operative date, with the
earlier chzngeover in Scotland being coped with by taking thke level of +the
community charge there as a temporary proxy for rates. Again, the introduction
could be phased in progressively over the whole period though. as ratez in
Scotland and the London boroughs affected account for less +han 15 per cent of
all rates in Great Britain, a case can be made for rejecting this third option
and adopting a practical solution which minimises ocperational difficulties.
2 Having decided in which year (or years) the index treatment is to be
changed it will be necessary to determine at what time of year this is to
bappen. Whereas rates will be abolished from April of the ye=ar in which the
community charge is introduced, the RPI by convention measures price changes
with respect to a January baseline, and from an operaticnal point of view

(o

would be approprizte to take rates out of the index from January rather than
April. This would result in a slightly larger RPI increase ‘because it would
remcve from the index an item which would not have beer increasing at that
time of year)> but the numerical effect is very small - abocut 0.04 per cent oncsz
and for all.
+—+ imr

3. It should be noted that deciding to exclude the community charge in the
long term need not necessarily imply exclusion of ite immediate impact. It
could be argued that, though it is inappropriate for the RPI tc cover the

community charge on a regular basis, it would undermine confidence in the ir dex
if the charge were ruled out of scope at the very time that the changeover fron
rates was 1increasing index households' payments to local authorities. The
decision reached on this point has some numerical cignificance since, though
the total "take" from the community charge may be similar to that from rates,
its incidence will be such as to fall less heavily on the categories excluded
from the general RPI (namely high-income households and one- and two-perscn
pensioner households mainly dependent on state benefits) and correspondingly
more heavily on "index househclds". The excluded households currently account
for about a sixth of all rates (before allowing for housing benefit) so, if
their average liability were to be reduced by a quarter the average liability of
index households would rise by 5 per cent, on top of ths normal annual
increase. 1If the average index household's total community charge were regarded
as the direct equivalent of what it used to incur by way of rates then this
Increase would feed straight into the index as a price change, raising it by
about 0.2 per cent, and also serve to increase expenditure and thereby bcost the
weight for the community charge in the next year (though the latter effect
would be very small).
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4. This outcome would reflect index households' payments bt
to give undue csignificance to the definition of such houcse
bigh-income housebolds are excluded from the generzl RPI

of bringing the weighting of the index clo er +o the ex
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Possible alternatives

5 The following table presents four possitle ccurses of actien.. Thece ‘are
not exhaustive but are intended to illustrate the range of optione 3v jdablc

3
The ectima‘ec of numerical impact assume that the 12-month chazge for all
: } .

items awcent rates/comtunity charge will remain st 4 per cent, fhat Toe
community charge will increase at 8 per cent per annum, and that dts iatrc-
duction will affect index households in the way gzested in paragraph 3 above.

CHANGE MADE
IN 1989

CHANGE MADE

RATES s CONMUNITY CHARGE
EXCLUDED FRON JANUARY

Option A

Neither rates nor comnunity
charge affects indey after
January 1989

Effect
Probably gives lowest RPI
increase of any option

EHvanf:ge
Operaticnal & pressntational
simplicity

Qjﬁaavan$ﬁ?e

Drops rates from the RPI
while they are still being
paid in most of UK

by

Option C

INITIAL COXMUNITY CHARGE
USED AS PRCXY FOR RATES

Hp‘.“nn B
Index reflects rates and ccm
charge (whichever apclies)
in 1989 but not thereafter

RPI rises by 0.2 per cent more
than for Option A in 19£0

Advantace

of administrative changs
Diszdvantagze

Inconcictent treatment of
community charze as between
Scotland and elsewhere

Qption D

IN 1990
Rates taken out of the RPI Index reflecte rates znd ccm.
in January 1989 for Scotland charge (whichever appliesd im
and a year later elsewhere 1980 & 1990 but not theresfter
ot Effect

RPI rises marginally less Similar to including ccmmunity
than with Option B in 1989 charge in short term
Advantaze Advantage
Avoids drawbacks of A and B Avoids drawack of Option C
Disadvantage icadvant
Removes index households' Inconsistent treatment of
local authority payments community charge over time.
from the index just when including it initially but
they are increasing most excluding it for the future

6. Each of the options would require careful presentation tc avoid the

danger of undermining public confidence in the RPI. If statistical ccnvention
were to be the determinant then Option A would be preferable to any other but
it is recognised that other factors also need to be taken into account.



CONFIDENTIAL

FROM: A C S ALLAN
DATE: 7 2pril 1988

MR HIBBERD cc PS/Chief Secretary
Sir P Middleton
Sir T Burns
Mr Anson
Dame A Mueller
Mr H Phillips
Mr Scholar
Mr Culpin
Mr Hawtin
Mr C W Kelly
Mr Odling-Smee
Mr Sedgwick
Mr Peretz
Miss Peirson
Mr Turnbull
Mr Potter
Mr Cropper

THE TREATMENT OF THE COMMUNITY CHARGE IN THE RPI

The Chancellor was grateful for your minute of 30 March, and will

want to hold a meeting soon after his return from Washington.

2 He was not at all persuaded by the arguments in paragraph 12
and 13 about the difficulties for social security upratings if we
adopted option B. What is happening is a major tax reform, in which
an indirect tax (rates) is being replaced by a direct tax (the
community charge). This makes option A a nonsense (unless we go
over to the TPI), option C strictly correct, but option B the only
sensible Cowise

B He feels that we need urgent legal advice, from the Law

Officers, on the indexed jilt points as soon as possible.

A C S ALLAN
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THE TREATMENT OF THE COMMUNITY CHARGE IN THE RPI : PUBLIC SERVICE
PENSIONS

We had a word about the minutes by Mr Hibberd of 30th March 1988
and Mr A C S Allan of 7th April which Dame Anne Mueller has
brought to my attention.

2ie Option B' = not inecluding the community charge. in the RPI -

would have serious implications for social security upratings, as
Mr Hibberd has argued. Thiisy ‘datEfichlty. . wollld., appliye ailis el ibo
public service pensions upratings, which are all based on the RPI.
I have no doubt that the row that would occur would far outweigh
the one that 'has arisen ' over the recent RPI error. LES wibil il ihe
recalled that, colincidentally, the. error was 0.l per cent, that is
very similar to the forecast slower rise in the BPIL, 0.1 fo 0.2
per cent, compared with Option A (including the community charge
in the RPI).

BSie Bulb sunlikessthe Mpresent Sreowsarwhich «d s gtdil 1. s Ethnree “months
later, generating a heavy MP's postbag, the 0.1 to 0.2 per cent

shortfall would be a continulng one every year. The current RPI
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error of 0.1 per cent will be put right by April 1989. So I am in
total agreement with Mr Hibberd when he says (para 12) that the
RPTI could become discredited, and that pressure could arise to
move to uprating according to earnings rather than prices, with a

consequential increase in public expenditure.

4., The main purpose of this minute is to ask you to associate the
public service pension issue with any comments that you may make
about social security upratings. In my view, there would be a
considerable row on both fronts. You will recall that the Order
uprating (according to the RPI) public service pensions must state
exactly the same percentage as the Order uprating social security

benefits.
5 In Mr Hibberd's conclusion (para 15), he says 'There is
considerable scope for disagreement'. There 1is a further

difficulty, 1in that Ministers from most of the public service
would be briefed about the effect upon their pensioners (teachers,
NHS, armed forces, police, fire, local government, and so on), as
well as on the social security pensioners, who are mainly DHSS'

concern.

TD.

J DIXON



