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Such a draft is now attached. Whilst it has substantially the
cture as the versicon annexed to my minute of 15 March,

it covers both housing and other services and endeavours to take

ccount of the helpful points which colleagues made at the E{(LF]

discussion. I would draw attention to the following points:-
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assurances were given). The 1986 proposals were not

criticised on the grounds of incompatibility and thus the
present (less restrictive) proposals should not attract

this criticisn.

d. The draft includes (in paragraph 30) a reference to the
scheme for the voluntary transfer of spending power from
housing authorities to other authorities providing
services in the same area, which we are discussing. I do
not think we need to go into greater detail about this
scheme at this stage, but I propose the paragraph should

stand unless colleagues see any difficulties.
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The technical annex is be

b

ng cleared by officials.

The main propocsals, namely that controls shculd in future

y to the use by local authorities of credit to

[
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al expenditure and that they should bg free, though
subject to the discipline of the community charge, to

capital expenditure from revenue contributions, will be welcomed,
and not least by our supporters in local government. Indeed, the
proposals are in many respects rather similar to those that I
would expect to find favour with the Association of District

Councils.

There are pressing reasons for issuing the cons ultation paper as
soon as possible. We need a new capital control system to replace
the existing ramshackle provisions which we are constantly having
to amend. If the new system is to come into effect from 1 April
1990 along with the community charge, then we need to legislate

next Session and to have gone through the consultative processes

before then. If you and colleagues are content with the present

draft, then I would ain ter this month. To achieve
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this, it would be helpful to have clesarance by Thursday 16 June.
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I am minuting separately on the guestion which we discussed at

E(LF) about the use of in-year receipts.

I am sending copies of this minute to the other members of E(LF)

and tec Sir Rchin Butler.
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DRAFT OF 9 JUNE 1988

LOCAL GOVERNMENT IN ENGLAND AND WALES
CAPITAL EXPENDITURE AND FINANCE
A CONSULTATION PAPER
DEPARTMENT OF THE ENVIRONMENT

WELSH OFFICE
[DATE]

FOREWORD

This consultation paper is about capital investment by local authorities and
the means by which they pay for that investment. This year, councils in
England and Wales will spend about £6 billion on home improvements and new

“house-building, on new roads, schools, health centres, and other buildings, on

vehicles, computers, and other plant and machinery, and on derelict land
reclamation and urban renewal. They will raise about £2.8 billion by selling
houses and other property; the remainder will be paid for by borrowing, or
from Government grants, or from revenue.

Over the years, councils have built up a very large stock of capital assets.
Much of this was paid for out of borrowed money. Their borrowings are now

about £45 billion, which is roughly 25% of the total national debt. Debt

charges, which fall to ratepayers and tenants, amount to £6 billion a year.

Local authority capital expenditure and finance is a major component of the
national economy. It has to be regulated as part of the Government's task of
managing the economy as a whole.

During the 1980s, our control system has focussed on the capital spending
itself. But the system has been unsatisfactory for both central and local
government. Everyone agrees that we need a change.

The reform of local government finance from 1990-91, and in particular the
accountability which will be brought about by the community charge, gives us
the opportunity to make a radical change. This consultation paper proposes a
switch from controlling capital spending as such to controlling the money used
to finance it. The main sources of finance for capital spending, and the way

they would be treated under these proposals are:- ‘
. Borrowing. Money raised through borrowing and other forms of credit

would be controlled within annual limits set by Central Government.
This 1is necessary because of the impact of such borrowing on the
1 "
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Public Sector Borrowing Requirement and the national economy, and in
order to control the extent to which some local authorities have

sought to spend now and pay later. We propose that authorities
should receive provisional credit limits up to three years in
advance.

h? Government grants. The Government would continue to pay grants

towards some capital expenditure.

X Revenue contributions. Local authorities would be free to pay for
capital spending from revenue. They could thus balance the benefits
of capital and revenue spending against each other, though in each
case subject to the accountability of the community charge.

* Capital receipts. Between 1981-82 and 1987-88, local authorities
raised about £17 billion by the sale of capital assets. Of this,
£12.5 billion were housing receipts and £4.5 billion came from the
sale of other property. Of the £17 billion, about £11 billion has
been spent, either on new capital investment and on the repair and
modernisation of property (about £6% billion) or on the redemption
of debt (about £42% billion). But at the end of the last financial
year, local authorities still had £4.4 billion of unused housing
receipts and £1.8 billion of other unused receipts. We expect
authorities to continue to realise receipts at a rate of about £1.9
billion a year from council house sales and about £1 billion a year
from other sources. And, within the last year, it has beccne
apparent that there are real prospects of the transfer en bloc to
new landlords of whole council estates or even of the whole stock of
individual local housing authorities. The benefits of the success
of local authorities in realising receipts should be returned to the
residents of the areas concerned, either by way of new capital
investment or by way of a reduction in debt interest falling to be
met from the community charge. The paper proposes a framework
within which part of the cash from existing and future receipts will
be used for the repayment of debt or as a substitute for future
borrowing and part will be available for capital expenditure which
will benefit the areas of the local authorities concerned.

These proposals will provide the Government with control over the effect of
local authorities' <capital programmes on the public sector borrowing
requirement. They will also provide a sound basis for local authorities to



plan their capital programmes, in particular through the provisional credit
limits for future years and the flexibility provided by the free use of
revenue contributions and a proportion of capital receipts. :

NICHOLAS RIDLEY PETER WALKER
Secretary of State 7 Secretary of State
for the Environment for Wales

INTRODUCTION

Purpose and scope of consultation paper

This consultation paper invites comments on the Government's proposals for the
reform of the legislation which regulates the capital expenditure and finance
of local authorities in England and Wales. In very broad terms, the existing
system of controls on the amount of capital expenditure by local authorities
and on the use that they can make of capital receipts (referred to in this
paper as the "1980 system") and the existing system regulating borrowing by
local authorities (referred to as the "1972 system") would be replaced by a
system (referred to as the "new system") which would control the amount of new
credit obtained by local authorities and which would incorporate requirements
for a proportion of capital receipts to be applied to the redemption of debt
or to be set aside to meet future commitments. The new system would take
effect from the beginning of the financial year 1990-91, in parallel with the
new system of local authority current finance in the Local Government Finance

‘Bill now before Parliament.

The paper first describes the circumstances which led to these proposals and
the defects that have become apparent in the legislation as it now stands. It-
then describes the objectives which the Government is seeking to achieve, and
provides a broad outline of the new system and how it will meet those
ohjectives.

The Annex to the paper describes the new system-in-detail and, in particular,
indicates:-

a. the local authorities to which it will apply;

b. the definition of capital expenditure that will be adopted;

(38 the methods which will regulate local authority capital expenditure
financed by credit; 3 s

d. the other sources of finance (including revenue contributions and

part of their receipts from sale of assets) that authorities will be
able to use to finance capital expenditure;

3



e. the provisions for investment by local authorities of temporarily
surplus funds;

i the regime which will apply to borrowing by local authorities from
external sources; and ;

g. the transitional arrangements proposed.

In this consultation paper, references to "the Secretary of State" are
references to the Secretary of State for the Environment in the application of
the new system to England and to the Secretary of State for Wales in its
application to Wales. References to "Departmental Ministers" are references
to the Ministers with policy responsibility for particular services on which
local authorities incur capital expenditure, including not only the Secretar-
ies of State for the Environment and for Wales but also the Secretaries of
State for Transport, Social Services, Education and Science, and the Home
Department, the Minister of Agriculture, Fisheries and Food, and certain
others. The Glossary summarises the abbreviations and other special termi-
nology used. ;
The White Paper "Housing: The Government's Proposals" (Cm 214) stated that the
Government would be bringing forward proposals for a new financial regime for
council housing which would reinforce the present statutory distinction
between the provision of housing and other local authority functions. This
paper sets out the special provisions which it is proposed that the new regime
should include in relation to capital expenditure by local authorities on
housing of which they are or will be the landlords and capital receipts from
the disposal of such housing. It does not deal with the revenue aspects of
the new housing finance regime. The new system will apply to capital
expenditure in connection with other local authority housing functions,
including home improvement, renovation, and insulation grants, slum clearance
and area improvement, assistance to owners of defective housing, mortgage
lending to private persons (other than to those purchasing council houses),
and development loans to housing associations, in the same way as it applies
to non-housing services.

This consultation paper does not deal with the question of capital expenditure
and borrowing undertaken by companies which are controlled or influenced by
local authorities. A separate consultation paper has been issued covering all
aspects of local authority companies.

Submigsion of responses to consultation paper

Comments on the general principles of the proposals and on their implications
for capital programmes of English local authorities should be sent to:-



Department of the Environment
Finance Local Capital

Room N9/04

2 Marsham Street

LONDON SW1P 3EB

Comments on the general principles of the proposals and on their implications
for capital programmes of Welsh local authorities should be sent to:-

Welsh Office
FL1 Division
Room 2-001
Cathays Park
CARDIFF CF1 3NQ

Comments should be submitted not later than 30 September 1988. It would be
helpful if, when sending comments to either Department, respondents would say
whether copies have also been sent to the other.

Availability of further copies

|
!
i

Further copies of this consultation paper can be obtained from the addresses
above, telephone 01-276 3042 (England) and 0222-825307 or 825668 (Wales).

Public release of responses to consultation paper

Those who respond to this consultation paper are asked to indicate whether
they propose to publish their responses, or to make them available to the
media, and whether they would be content for the Departments to make their
responses available to Parliament and to the public by placing copies in the
Libraries of both Houses of Parliament and in the Departments' libraries.
Respondents who wish their responses to be made available are asked to provide
four extra copies for this purpose. (Otherwise, the Departments do not
undertake that responses will be released.) Unless respondents indicate that
they wish their responses to be made available, the Departments will assume
that they wish them to be treated as having been given in confidence.
Summaries of views received which are published but which do not identify the
views of individual respondents, may, however, incorporate such responses.




LOCAL AUTHORITY CAPITAL EXPENDITURE AND FINANCE

Background

1. Capital expenditure by local authorities accounts for about 40% of all
civil capital expenditure by the public sector. In England and wales, it is
about £6 billion a year, that is £170 per adult. It covers the purchase, con-
struction, renovation and improvement of buildings and roads; the purchase of
land, vehicles, plant and equipment; and the making of grants and loans to
other people and bodies for capital purposes.

2. Local authorities have traditionally financed most of their capital
expenditure by borrowing. But Table 1 shows how the capital receipts
generated by local authorities have grown during the 1980s.

TABLE 1 LOCAL AUTHORITY CAPITAL EXPENDITURE AND RECEIPTS
ENGLAND AND WALES (£m)

Gross Receipts Net
expenditure expenditure

1981/82 4078 1348 2730
1982/83 5214 2174 3040
1983/84 6046 2244 3802
1984 /85 6248 2257 3991
1985/86 5707 2276 3432
1986/87 (provisional) 5669 2752 2918
1987/88 (forecast) 6088 3259 2829

Some of these receipts have been used to repay debt or have been held as
balances. But Table 2 shows how capital receipts have come to finance an
increasing proportion of gross capital expenditure.

TABLE 2 FINANCING OF LOCAL AUTHORITY CAPITAL EXPENDITURE
ENGLAND AND WALES

1981/82 1985/86
% (rounded) of expenditure financed by:-
Borrowing . 70

(including advances from
capital funds)

Capital receipts 7
Government grants 12
Revenue contributions 9

(including transfers from
special funds)
Leasing 2




3. Because of the extent to which local authorities borrow for capital
expenditure, the Local Authority Borrowing Requirement (LABR) has always been
an important element of the Public Sector Borrowing Requirement (PSBR),
accounting for more than a quarter of it in some years. Notwithstanding the
importance of capital receipts as a source of finance, borrowings by lucal
authorities in England and Wales from banks, the Public Works Loan Board, and
other sources had grown to £45 billion by the end of 1986/87. The cost of
servicing that debt amounts to about £170 a year for each adult.

b, Controls on borrowing and capital expenditure by local authorities have
been exercised by Central Government ever since local authorities in their
modern form were constituted in the last century. The reasons for these
controls include the need to manage the national economy in view of the effect
on public spending and the PSBR discussed above; to ensure that investment by
local authorities responds to national priorities; to maintain accountability,
since the financial effect of expenditure financed by borrowing is felt only
to a very limited extent when it is incurred; to safeguard the interests of
future local tax payers; and to maintain the high credit standing which local
authorities generally still enjoy.

5. Since local government reorganisation in 1974, the control on borrowing
has been operated under the Local Government Act 1972. But, during the later
1970s, it became clear that the 1972 system alone offered the Government of
the day too little influence over either capital expenditure or the LABR.

6. The Local Government, Planning and Land Act 1980 introduced, beginning
with the financial year 1981-82, the present system of controls on capital

expenditure and the use of capital receipts by local authorities.

The problems of the 1980 system

7. The 1980 system has suffered from four major problems.

8. First, it has failed to bring about net capital expenditure consistent
with the Government's public expenditure plans. Table 3 shows outturn since
1981/82 against the DOE/LA1 and WO/LA1 cash limits, which cover most capital
expenditure and receipts in England and Wales.
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TABLE 3 OUTTURN AGAINST DOE/LA1 AND WO/LA1 CASH LIMITS

Cash limit Outturn Overspend (+)/

Underspend (-)

DOE/LA1 £m (net) £m (net) £m %
1981/82 3139 2610 -529 17
1982/83 3385 2515 -870 -26
1983/84 2935 3350 +415 +14
1984/85 2453 3525 +1072 +44
1985/86 : 1911 2908 +997 +52
1986/87 (provisional) 2369 2387 +18 +1
1987/88 (forecast) 2834 2070 -764 =27

Cash limit Outturn Overspend (+)/

Underspend (-)

WO/LA1 .
(LA element) £m (net) £m (net) £m %
1981/82 220 173 =47 -21
1982/83 275 249 -26 -9
1983/84 305 315 +10 +3
1984/85 - 237 256 +19 +8
1985/86 249 266 - +17 +7
1986/87 268 323 +55 +21
1987/88 (forecast) 298 350 +52 +17

The cash limit applies to the difference between gross expenditure and capital
receipts in any year. Many of the problems have stemmed from the difficulty
of forecasting receipts during a period in which they have been growing
significantly. But gross expenditure has in most years been higher than had
been assumed when the cash limit was set; these overspends have been as much
as U4% of the planned gross expenditure.

9. Secondly, the 1980 system has brought about a distribution of capital
spending power which does not match the need for expenditure. The amount of
capital expenditure which it permits each local authority to incur in any year
is determined as the sum of several components. The two main components are
the capital allocations issued to the authority by Departmental Ministers and
a proportion of the unused capital receipts which the authority have generated
both in the year concerned and in previous years. But the 1980 system does
not permit the Government to take account when issuing allocations to
individual authorities of the ability of those authorities to finance
expenditure from receipts. So the Government cannot distribute allocations so
as to "top up" spending power from receipts and thus to produce a distribution
of total spending power which matches the need to spend. Table i} shows how
the distribution of allocations between classes of authority, which reflects
the Government's assessment of need, differs from the distribution of total
spending power.

8




TABLE 4 PERCENTAGE BREAKDOWN OF SPENDING POWER BETWEEN
CLASSES OF AUTHORITY 1987/88
(# rounded)

Allocations ~ Total

DOE/LA1 Spending
Power

Shire Counties 22 14
Shire Districts 27 - ho
Metropolitan Areas 28 22
Inner London and City 12 12
Outer London 11 12
WO/LA1
Counties 41 32
Districts 59 68
101 This problem has been exacerbated by what is known as the "cascade". It
had been the intention of the 1980 system that only a proportion ("the

prescribed proportion") of receipts would be available to justify new
expenditure and that the remainder would be applied to debt redemption. But
it has since been accepted that the Local Government, Planning and Land Act
1980 permits the prescribed proportion of receipts to be used to justify
prescribed expenditure in the year of receipt, the prescribed proportion of
the unused balance in the next year, and so on. Authorities can thus use all
their receipts over time although the rate at which they may use them is
restricted. Under the "cascade", large amounts of receipts have accumulated
and the nominal value of such receipts now exceeds £10 billion. About 40% of
these receipts are notional in the sense that the cash has been spent on other

things (such as repaying debt) and is thus not available to finance new “*

capital expenditure. Nevertheless, spending power from receipts has grown to
over £3% billion per year and is now greater than the rate at which new
receipts are being realised. For any given level of planned local authority
expenditure, higher spending power from receipts leaves 1less room for
allocations and consequently reduces the Government's ability to target
resources on areas of need. Table 5 shows how receipts in England have grown
as a proportion of total spending power in recent years.




TABLE 5 SPENDING POWER ON DOE/LA1 CASH LIMIT

1985/86 1986/87 1987/88 1988/89
(forecast) (plan)

DOE/LA1 £m £m £m £m
Spending power from:-
Allocations 3045 2755 2639 2626
Receipts 2313 2779 3298 3583
Other 344 _314 _304 _302
Total spending power 5702 5848 6241 6511
of which receipts are:- 41% 48% 53% 55%
11. - Thirdly, the legislation governing the 1980 system has not prevented

local authorities from undertaking capital expenditure outside the framework

laid down by the legislation. Amending legislation, including the measures |
relating to leasing and barter in the Local Government Finance Bill now before i
Parliament, has closed the most widely exploited loopholes.

12. Fourthly, because the problems outlined above have led to frequent
changes in the primary and secondary legislation and in the other factors
governing the system, the 1980 system has not provided a stable framework
within which long term capital programmes can be efficiently administered.

The "Paying for Local Government" Proposals

13. The Government and local authorities have long recognised the deficien-
cies of the 1980 system. Following a joint review in 1985, the Government put
forward in the Green Paper "Paying for Local Government" (Cmnd 9714) two
possible new systems:-

(i) a control over all external borrowing by local authorities for
revenue and capital purposes, through annual external borrowing
limits (EBLs); or

(ii) a control over gross capital expenditure.

14, The Government was attracted in principle to an EBL system, but had
doubts about whether it could be made to work in practice. It therefore saw
the gross expenditure option as the more 1likely solution and issued a
consultation paper setting out the details of such a system.

15 The responses to that consultation paper confirmed the Government's
doubts about the practicability of EBLs but also showed that a system based on
control of gross expenditure woculd not command general support. The
Government considered that any new system should offer improvements  for both
central and local government and decided to reconsider the control of capital
expenditure alongside the proposals for the wider reform of local government
finance set out in "Paying for Local Government". The Government also wished

10




to consider the recommendations of the Public Accounts Committee in their
report on the "Control of Local Authorities Capital Expenditure" (HC U444,
Session 1985-86).

The Government's Objectives and Proposals

16. The Government's objectives for a new system to regulate local authority
capital finamce remain broadly the same as those set out in "Paying for Local
Government': -

by To provide effective Government influence over aggregate levels of
local authority capital expenditure and borrowing.

To bring about a distribution of capital expenditure, both as between
areas and between services, which reflects both national and local
needs.

= To promote the Government's aim of reducing the size of the public
sector by asset sales and efficient asset management.

i< To provide a sound basis for local authorities to plan:their capital
programmes with confidence.

7% The Government remains committed to the firm control of public
expenditure and borrowing. But the community charge will reduce the need for
direct controls on total capital expenditure. All expenditure financed from
revenue, whether for current or capital purposes, will be subject to the
discipline imposed by the accountability inherent in the community charge. The
new system proposed in this consultation paper is therefore primarily a
control on the use of credit by local authorities to finance capital
expenditure. Its secondary purposes are to secure that local authorities make
prudent provision for the repayment of debt both during the periods for which
assets are held and when they are sold and that there is, in time, a reduction
in the owverall level of local authority indebtedness.

Outline of the new system

18. The new system will provide a framework for all financial commitments of
a capital nature entered into by local authorities. The main classes of such
commitmenis are:-

(i) the acquisition of rights to use (other than on a temporary basis)
land, buildings, plant, machinery, vehicles, and other tangible
fixed assets;

/

(ii) the construction of buildings, roads, and other structures, and the
carrying out of improvements to land, buildings, or other property
used by local authorities or of works which enhance the value of the
property or lengthen its useful life;

11




(iii) the making of grants or loans in support of capital expenditure
undertaken by other persons; and

(iv) the making of investments (other than the temporary deposit or
placement of surplus funds).

19. When a local authority wish to acquire the use of assets, or to improve
or to have works done to assets which they use, they may pay immediately and
in full for the assets or works. They may, however, make arrangements under
which the immediate costs are met, or the assets are provided, by some other
person to whom they make payments over a period of time or at some later date.
In economic terms, the effect of such arrangements is as if the authority had
met the costs outright and had borrowed the necessary sums from the other
person concerned. The new system will treat such arrangements, which in this
consultation paper are called "credit arrangements", like borrowing.

20. Under the new system, there will be three sources of finance for capital
commitments: -

(a) borrowing or credit arrangements;

(b) Government grants or contributions from third parties (including
other local authorities), whether in the public or the private
sector; and

(c) local authorities' own resources (including revenue contributions
and cash realised from disposals of assets to the extent that it is
not used to redeem debt or set aside to meet future commitments).

21. The Government will place limits on the level of commitments which
individual 1local authorities may enter into in any year and finance by
borrowing or credit arrangements. Before the beginning of each financial
year, each authority will be told the amount of their basic credit approval
for that year. That amount will have been calculated in 1light of the
Government's assessment of the appropriate shares for the authority of the
provisions in public expenditure plans for the services administered by the
authority. To assist forward planning, each authority will at the same time be
given an indication of levels below which their basic credit approvals for the
next two financial year will not be reduced. Basic credit approvals may be
enhanced by supplementary credit approvals covering particular projects or
programmes.

22, Local authorities will additionally be able to undertake capital
expenditure which is to be paid for from Government grants or from contribu-
tions from other sources (including other local authorities).




23. Local authorities will also be free to use revenue contributions to
finance additional capital expenditure, though such contributions will have to
“have been provided from the appropriate service account. In particular, any
revenue contributions by a local authority to capital expenditure on their own
housing will have had to have come from their housing revenue account. Revenue
contributions may be used immediately or carried forward to future years.

24, The total capital borrowings of local authorities in England and Wales
were £34 billion in April 1981, when the 1980 system came into effect, and now
amount to about £45 billion. The Government considers that proper provision
should be made for the repayment of local authority debt and that reductions
in the direct provision of services (for instance housing) by local authori-
ties should be accompanied by an appropriate reduction in indebtedness. The
new system will provide that:-

(a) insofar as capital expenditure under the new system is financed by
credit, authorities will be required to make charges to revenue
account sufficient not merely to cover interest but also to repay
the principal by equal instalments over appropriate periods; and

(b) part of’ the proceeds of disposal of fixed assels must be applied to
debt redemption or be set aside to meet future capital commitments
which would otherwise have to be met by borrowing or reborrowing.

These provisions will correct two unsatisfactory features of the present
legislation, namely that amcortisation of principal is required, but that the
rate at which this must be done is not specified and that the proceeds of
property disposals must be applied either to debt redemption or to other
capital purposes, but there is no requirement that any definite part should be
applied to the former purpose. Most authorities already provide for debt
redemption. The new system will require all to do so at a prudent rate.

25. Local authorities will be able to use part of the cashproceeds of
disposal of fixed assets for capital investment. The Departments consider
that initially up to 25% of the proceeds from the sale of council houses and
flats and up to 50% of other capital receipts could at the authorities'’
discretion be available for new capital investment. The remainder would be
applied to debt redemption or set aside to meet future capital commitments or
as a substitute for future borrowing. For some receipts, however, different
proportions would be appropriate. For instance, if a housing authority were
to dispose of all or the greater part of their housing stock, redemption of
housing debt should be a first charge on the proceeds of sale. Equally, where
property occupied by an authority for a particular purpose was to be replaced
by other property to be used for the same purpose, it will be possible for the
debt to be rolled over.

i
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26. In proposing the percentages above, the Departments have had in mind:-

(a) the accumulated cash receipts which under the transitional
arrangements proposed will be carried forward from the 1980 system
and which, it is estimated, will provide authorities collectively

‘ 4 with spending power of £2.8 billion;

(b) the level of new receipts likely to be realised in the early years
‘ of the new system; and

! (c) the need to accommodate within the total public expenditure
provision for capital expenditure by local authorities an adequate
level of credit approvals as well as the spending power arising from
receipts.

Any increase in the percentages proposed above would, for any given level of
gross public expenditure provision for local authority capital expenditure,
imply a commensurate reduction in credit approvals.

27. Under the 1980 system, the Government may not when making allocations
take any account of the ‘ability of individual authorities to use receipts.
This has seriously reduced the scope for making allocations available to those
areas where needs are greater. Under the new system, the Government will be
able to take into account the ability of individual authorities to finance
expenditure from sources other than credit and revenue contributions. But the
Departments propose when issuing credit approvals to take into account only
part of spending power from receipts. They will not, however, take revenue
contributions into account.

28. The Government's previous proposals (published in February 1986) for
reform of the 1980 system envisaged that local authorities would be able to
use all their cash receipts realised before 1 April 1987 ("old" receipts) for
new capital expenditiure but that only a proportion of receipts realised after
that date ("new" réceipts) would have been available for spending, and the
rate of use of those receipts which were available (both "new" and "old")
would have been strictly controlled and taken into account in setting capital
allocations. Thé present proposals do not distinguish between "old" and
"new" receipts and do not include any restriction on the rate at which
council's may spehd those receipts which are available or use unbudgeted
revenue contributions. Bearing in mind this increased flexibility, and also
the forecast growth in accumulated receipts between 1 April 1987 and 1 April
1990, the Departments consider that the present proposals are as regards
services other than council housing more advantageous to local authorities, in
terms of their ability to use receipts to finance capital expenditure, than
those put forward in 1986. As regards council housing, the White Paper
"Housing: the Government's proposais" (Cm 214) noted that the continuing
success of the right to buy, which has exceeded even the Government's own
expectations over the last two years is generating new capital receipts, would
need to be reflected in the new capital control system. This need has been .
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reinforced by the prospect which has recently emerged of a number of local
authorities generating substantial additional receipts from the disposal of
large parts, or even the whole, of their housing stock to other landlords.
Against this background of higher receipts from the sale of council housing,
the Government consider it appropriate that a lower proportion of these
receipts should be available to finance new investment by local authorities
than was envisaged in 1986.

29. Local authorities do not generally raise specific loans to finance the
acquisition of specific assets (though qredit arrangements have generally been
tied to specific items). It has instead been the practice for loans to be
"pooled", by which means authorities can seek to manage their borrowings as a
whole and thus to achieve lower overall interest rates. The new system will
be consistent with this. practice and will also permit monies set aside to
reduce indebtedness not to be used immediately for this purpose but rather, if
this will contribute to efficient management of authorities' debt portfolios,
to be invested in a range of secure investments until they are needed. Such
monies may also be used by authorities as a substitute for new borrowing from
banks, the Public Works Loan Commissioners, or other lenders.

30. An authority who were successful in realising receipts might find that
in time those set aside came to exceed both the authority's existing debt and
their foreseeable programme of new investment. Some district housing
authorities may presently be in this position if they succeed in transferring
to the private sector all or a substantial -proportion of their existing
housing stock. The Departments propose that, in such circumstances, the
districts concerned should have a choice between investing the surplus
receipts or using all or part of them to finance capital expenditure which

- would

(a) be carried out by the county councils or other statutory agencies
(such as health authorities);

(b) be for the benefit of the areas of the districts concerned; and

(c) be in part additional to the capital resources which the counties or
other agencies would otherwise have available.

In the case of county expenditure thus financed by districts, the mechanism by
which this would be achieved would be that a district which had reduced their
net indebtedness to zero would be permitted to lend to the county receipts
which would otherwise have to be set aside to meet future commitments. The
county would be able to use the full sum borrowed to finance capital
expenditure but only a proportion would need to be authorised by a normal
borrowing approval. The proportion will depend on the number of authorities
who have reduced their net indebtedness to zero. The district would not be
obliged to lend under these arrangements, or the county to borrow, but they
would provide a means by which the county could enhance their capital
programme, if the district were willing to assist the expenditure concerned.
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Counties which had reduced <%izir net indebtedness to zero would likewise be
able to lend to assist district projects. The Departments are considering how
similar arrangements cotls 72z made to enable surplus receipts of counties,
districts (including motrsgps-itan districts), and London boroughs to bé used
to finance additional expersiZture by health authorities.

31. The new system will provide a clear framework for borrowing by local
authorities from third prrties. It will also specify a range of secure
investments in which locnl zuthorities may invest monies (other than monies in
trust and superannuation funds the investment of which will be governed by the
relevant trust decds nnd regulations) which they hold pending use for the

purposes for which they are held.

32. Various arrangemontbs will be specified to cover the transition from the
1980 system to the now system. Cash (or certain investments) representing
unspent capital receipts from the 1980 system, will be treated in the same

way as capital receipt# generated under the new system. Outstanding
borrowing from the 1080 eystem will be subject to similar amortisation
provisions to those apply(ng to borrowing under the new system. And the cost
of credit arrangements ontered into between the date of this consultation
paper and 1 April 1000 will be charged to authorities' revenue accounts during
the first five years of the new system.

Relationship with the now regime for local authority revenue finance

33. The Government intend to legislate for the new system in the next Session
of Parliament and, subject to Parliament's endorsement, to bring it into
effect from 1 April 1290, It will complement the new regime for local
authority revenue finance which, if the present Local Government Finance Bill
is approved by Parliawmcui. will take effect from the same date. By regulating
the way in which the tinancing costs of capital expenditure are charged to
revenue account, it will ensure that the community charge levied is a fair
reflection of capital as well as of revenue expenditure. By not continuing
the practice under the 1980 system of exempting some categories of capital
expenditure from contmwl, and by allowing free use of revenue contributions
for capital -expendituix, it will remove an incentive for authorities to

.

capitalise expenditurs which should properly be charged to revenue account.

Relationship to cspitsl sccounting

34. A Working Group has recently been set up by the Chartered Institute of
Public Finance and Aicovcuatancy to make proposals about the accounting for
capital assets and cavital financing of local authorities. It includes
representatives of i .~val Authority Associations and of other interested
parties. The Departmonis do not intend that the present proposals should imply
any particular accouniin™® framework or conventions. The detailed description
of the proposals in I A0RX is intended to explain their substantive effect

and not how capitsl tvassactions will in future be accounted for.
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Summary and assessment of the new system

35. The main features of the system outlined above are:

It will set an annual limit on capltal expenditure by local authorities
financed by credit.

That limit will apply both to expenditure financed by borrowing and to
arrangements which have the same economic effect as borrowing.

Part of existing and future capital receipts will be required to be set
aside for debt redemption or to meet future commitments.

* When debt has been redeemed, such receipts may also be used to finance
additional expenditure by other authorities for the benefit of the
areas concerned.

Local authorities will be free to finance capital expenditure from
revenue and from receipts not set aside for debt redemption.

Local authorities will be reaquired to make provision from revenue for
interest on, and repayments of principal of, their borrowings.

* When local authorities receive credit approvals for a year they will
also be given provisional approvals for the following two years.

36. The Government believes that the new system will deliver the objectives
outlined in paragraph 16 above. It will provide control over the underlying
level of the LABR. There will be no control over the annual fluctuations in
revenue borrowing and balances, but control of these could only be achieved
through an EBL system, which the Government accepts is unworkable. The new
system will also provide a strong influence over capital expenditure, through
the control of capital expenditure financed from credit and the dlsc1p11ne
placed on revenue contributions by the community charge.

37. It will be possible to target resources more efficiently than at present.

Accumulated capital receipts will in time be reduced, leaving more room for.
credit approvals. And the provisions which will enable the Government to take

account of part of the spending power from individual authorities' receipts

when setting credit approvals will permit the overall distribution of spending
power: to be matched more closely to need than under the 1980 system.

38. Local authorities will have a strong incentive to make efficient use of
their capital assets, to rationalise their holdihgs. and to dispose of surplus
property. Those receipts set aside for debt redemption or to meet future
commitments will reduce net loan charges and hold down the community charge.
The flexibility provided by the freedom to use revenue contributions and the
1lifting of constraints on the rate at which other receipts can be used will
make it easier than at present for rationalisations to be carried out.
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39. Finally, the provisional credit approvals given for future years will
provide a sound basis for local authorities to plan their capital programmes.
Their planning will be strengthened by the provisions now added to the Local
Government Finance Bill which will require local authorities not only to
consider the interests of community charge payers when formulating their
capital programmes but also to consult with representatives of business and
commerce and others who will be contributing to the cost of those programmes
through the national non-domestic rate. And the improved national control
which the new system will provide should lead to a more stable background
against which local authorities can plan.
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From the Private Secretary

Do Pooge

LOCAL AUTHORITY CAPITAL EXPENDITURE AND FINANCE

The Prime Minister was grateful for your Secretary of
State's minute of 9 June and the enclosed draft consultation
document on control of local authority capital expenditure.

The Prime Minister is content for the consultative
document to be issued along the lines proposed. She has
commented that the draft foreword is very good. She would he
grateful however if a further look could be taken at the
detailed drafting on two points.

First, she thinks it is important that the document
should make as clear as possible the position for accumulated
receipts; for example explaining the difference between the
figure of £10 billion in paragraph 10 for nominal accumulated
receipts, the £6 billion figure for unspent accumulated
receipts that can be deduced from that figure, and the
£2.8 billion of accumulated cash receipts referred to in
paragraph 26. Although the Prime Minister recognises the
difficulties of explanation in this area, she thinks it
important to try to explain more clearly the term "cash
receipts" and suggests an additional paragraph be inserted to
clarify this issue.

Second, she thinks the material on local authorities
being allowed to transfer spending power to other authorities
might be expanded. She understands that the intention
underlying paragraph 22 of the draft is that local authorities
will be able to transfer to any other authority part of their
basic credit approval and also any proportion of the part of
their receipts they can spend. She suggests this might be
discussed more fully in an additional paragraph before
paragraph 30, which refers only to transfer in the limited
case that the local authority making the transfer has redeemed
all its outstanding debt.

The Prime Minister has also commented that it may be
necessary to consider further the arrangements mentioned in
the last sentence of paragraph 25 whereby local authorities
would be allowed to "roll over"™ debt where property occupied
for a particular purpose is to be replaced by other property
to be used for the same purpose. She thinks the Government
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should keep an open mind at this stage on whether some further

help may need to be given to local authorities in such

circumstances. But she is content with the drafting of the

consultation paper on this point, and considers this is
point that can be considered further if necessary after
responses to the paper have been received.

I am copying this letter to Private Secretaries to
members of E(LF) and to Sir Robin Butler.

S,
0

e

PAUL GRAY

Roger Bright, Esq.,
Department of the Environment.
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