10 DOWNING STREET
LONDON SWI1A 2AA

From the Private Secretary 13 April 1988

-

At a meeting here on Tuesday your Minister developed a
point that, even after the community charge has been
introduced, the top ten per cent of householders will be
paying substantially more towards the cost of local government
than the bottom ten per cent of householders. He estimated
the top ten per cent could in fact be paying about fifteen
times more.

It would be most helpful to have a note by the end of
this week explaining the basis of this estimate, and whether
it is the best measure to illustrate this particular point.
The Department will presumably wish to agree this with the
Treasury and the Central Statistical Office.

The Prime Minister would also be grateful if the Treasuty
could provide a run of figures for the percentage of total
income tax revenue paid by the top ten per cent of taxpayers.

I am copying this letter to Moira Wallace (Chancellor of
the Exchequer's Office), Simon Judge (Paymaster General's
Office), Roger Bright (Department of the Environment) and
Jack Hibbert (Central Statistical Office).
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your letter of 13 April requesting a note on

the basis of the estimate that the top 10% of the population
by income contribute 15 times as much towards the cost of

local servigces as
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RELATIVE CONTRIBUTIONS OF HOUSEHOLDS TO
LOCAL AUTHORITY SPENDING

Lo There are two elements to the assessment of the relative
contributions of different households to local spending:

(i) Direct contribution through community charge

Latest estimates suggest that households with the
highest 10% of net incomes will pay six times more in
community charge than the 10% with the lowest net
incomes. This estimate is made from a computer model
of the tax benefit system, and reflects the benefit to
the 10% cf households of the lowest incomes from the
rebate system and the fact that the highest income
households tend to be those 'with 2 or more adults which
pay more community charges than those in the lowest 10%
which are predominantly single pensioner households.

(ii) Contribution from central taxation

Central taxation funds local authority spending through
grapt paidito lopal ! authorities and “through trate

repbates. The top 10% cf households obviously pay more
than. ‘the bottom  “10% . in  central taxes. €SO make
projections of the amount of tax paid by households in
di fferent income groups. = These projections cover

indirect taxes such as VAT and car tax as well as
direct taxes such as income tax and national insurance
contributions. In addition, an allowance is made for
intermediate taxes like emplovers natiocnal insurance
contributions and business rates, to take account of
the fact that these taxes are partly passed onto

households in the form of higher prices. The estimates
are derived from the Family Expenditure Survey, a
regular sample survey. The 1985 figures shcwed that

the top 10% of households paid some 20 times more in
central taxes than the lowest 10%.

The combination of figures calculated at (i) and (ii) above
provides the estimate for the combined ratio of
contributions by the top and bottom 10% of households to
local spending. The calculation which produced the estimate of a
ratio of 16 times in August last year is attached. While there is
no single right way of calculating this figure,it is agreed that
this methodology is defensible.

n

Sensitivity

a

A large number of factors go into the calculation of the ratio.
Some analysis was therefore undertaken to establish how sensitive
the estimates were to changes in the underlying data. The
position seems to be that the ratio can be made to move by more
than 1 point by changes in the distribution of income. These

are cccurring but they are taking place over a number of years
and should not produce short term volitility. The ratio is
also sensitive to the definition of income used. The
calculations have been done on the basis of gross income. This
is entirely defensible and does not cause any problem so long as
the definition is not changed and it is clear which definition we



‘ using. The ratic may not,however, be sensilive to cahnges in
iW¥ividual aspects of the tax regime. A reduction in direct
taxation for one group may be largely replaced by an increase
in indirect taxes or be made up by other behavioural responses.

Following this year's budget, the opportunity has been taken to
shade the ratio of contributions to local spending from 1621 to

el Because the estimates of total tax paymenta are made
retrospeclively - to take account of the way in which people
actually dispose of their net income - no attempt has been

made to make a detailed assessment of the effect of the budget
changes on the ratio. The change, therefore, partly reflects the
fact that a figure of 16:1 gave a spurious air of precision to a
necessarily imprecise figure and recognised the possibility
that the radical nature of the budget might show up ultimately
as a reduction in the ratio, though on the basis of the
sensitivity analvsis carried out it is unlikely to have
made a difference of more than 1 point.
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CONTRIBUTION OF RICH AND POOR TO LOCAL AUTHORITY SPENDING

1 ute attached table sets out the basic data‘used tec estimate that the highest
paid 10% of the population will, after the introduction of the community charge,
contribute 16 times as much to local authority spending as the lowest paid 10%.

The derivation is as follows (rounding errors apply):-

a) The government contribution to local authority expeundilure is through

/

grants and rate rebates. In 1985/86 these amounted to

GRANT £11,780m
RATE REBATES £ 1.290m
TOTAL £13,070m
a
by 1985/8§(rate income, net of rebates, amounted to £5,140m. Therefore
government contributes from central taxation about 2.5 times the amount

raised locally.

c) ‘4ssuming in table one that only one household exists in each decide,
the total raised from househeclds by the community charge equals the sum of
the tef) values, that is £2,550. Hence the assumed government contribution
provided by these households is just over 2.5 times this amount (see b) and

equals £6,480.

d) The total amount of tax paid by these ten households is found by
summing the individual tax payments, £37,410. The £6,480 which finances

local authority spending represents over 17% of this tax payment.



¢) Assume 17% of each tax payment is accounted for by Local Authority
‘Dending. Thus the contribution to local spending for the highest and

lowest decile is calculated as

HIGHEST = - LOWEST
17% OF NATIONAL TAXATION 1840 90
COMMUNITY CHARGE 460 50
TOTAL CONTRIBUTION 2300 A 140

f) Hence the decile of population with the highest gross income
contributes over 16 times (2300 % 140) as much to local authority spending

as the lowest gross income deci&e.

T DAVIS

FLT

21 August 1987
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TABLE ONE

DECLIE ANNUAL TAXES PAID BY AVERAGE REBATED

AVERAGE HOUSEHOLD COMMUNITY CHARGE
1 (LOWEST) 501 53
2 ; 750 ' 95
3 1157 158
4 1931 : 210
5 it i 263
6 3488 289
7 4245 315
8 5422 , 336
9 i 6642 , 368

10 (HIGHEST) 10603 462
SOURCE : ECONOMIC TRENDS NOVEMBER 1986, 108§, TABLE 6.

"AVERAGE JINCOMES, TAXES AND BENEFITS, 1985

By decile groups of household ranked by gross income.

Taxes paid included inccme tax and employeeé NIC; Indirect taxes except rates;
and intermediate taxes.

Community Charge figures from Green Paper, Cmnd 9714,

"PAYING FOR LOCAL GOVERNMENT" - Figures increased by 5% to roll forward to

1985/86.
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Average incomes, taxes and benefits, 1985

]

By decile groups of households ranked by gross income

TABLE 6
!_: per year
Decile group Average
o over all
decile
1st 2nd 3rd 4th 5th 6th 7th 8th 9th 10th groups
Dezilz points (£) $ X I 2904 4024 5343 7218 9042 11007 13181 15885 20547
Number of households in the sample 701 701 702 701 701 701 701 702 701 701 +117.012
Original income A5 5 ol 241 697 1544 3962 6560 8710 10872 13 560 17012 27425 9068
Direct benefits in cash
Contributory
Retirement pension gt Al 1300 1473 1431 812 480 381 280 217 290 200 8§96 :
Unemplovment benefit RIS s 37 33 92 81 97 78 €3 40 50 33 62 |
Sickness/ injury related o e 87 89 179 248 174 187 128 7 §7 57 128 j
Other contributory benefits o 67 85 69 102 69 95 55 53 33 30 58
Total contributery benefits. . o 1471 1699 1771 1343 820 713 326 338 470 320 952
Non-contricutory
Supplémentery benefit G e 265 440 593 380 221 156 103 71 €5 80 238
Child benefit ot e ey 24 97 192 236 292 288 303 341 281 27§ 232 ‘
Pent rebates’ allowances .. Ll 245 13 355 145 76 32 26 19 2 4 142 {
Sickness/ disablement related .\ 2 20 64 102 151 107 50 77 3 82 58 74 !
Qther non-contributory benefits g 35 37 81 7 83 82 41 58 58 47 S8
Total non-contributery benefits 639 1051 1303 983 780 608 $51 544 4F8 4€8 743
Totwa! cash'benefits . . s et 21680 2750 3074 2 332 1 8060 1318 1077 831 $39 782 1 697 ‘
Gross income A, 1) ¥ 2401 3447 4618 6294 RKR1FND 10020 12040 11 191 17 S50 28 218 11U /b3
Income tax and Employees' NIC :
“Income wx o - iaheta 2o 19 70 154 502 944 1315 1 807 2 335 3178 5 871 1620
INetionel insurance contributions A8 8 21 50 . 196 380 547 638 866 1048 1338 317 "
less: Tax rehief at scurce? o e 15 21 VR 180 2232 235 330 7 491 203 g
Total o T sl 4o 10 60 169 621 1184 1641 2 216 2 8351 3 246 8 738 1 934
Dispesablefincome S e 0% 2331 3 387 4 448 5872 €875 8388 9 833 11 641 14 104 21480 8832 :
Indirect tasxes )
Diemestic ratec<? = : £ 131 171 221 292 337 3638 388 445 <85 377 340 [
Taxes on final goods and services i
VAT e 146 211 308 433 534 637 723 232 1 063 1520 851 !
Duty on wobacco 78 122 167 201 206 238 220 220 228 251 183 ;
Duty on beer 17 23 40 S8 73 39 100 134 140 185 87 {
Duty on wines ) 5 9 12 19 19 28 24 49 91 27 i
Dusty on spirits 17 19 37 43 54 56 57 94 98 147 62 '
Duty on hvdrocarbon oils 18 28 48 31 109 138 160 202 237 308 133 ‘,
Cer tax 3 2 2 8 9 18 20 30 34 43 687 23 {
Vehicle excise duty S 19 32 44 60 89 78 % 106 133 64
Television licences oL e 29 35 38 39 42 44 45 46 47 48 41
Stamp duty on house purchase 2 1 2 - 7 8 11 18 22 30 11 ’
Customs' duties e 7 11 16 20 26 30 34 41 47 62 29 :
Betting taxes 7 18 23 32 34 38 49 41 34 36 33 i
Other 9 11 3 14 15 18 19 25 23 29 18
Intermediate taxes
Commercial and industrial rates .. 45 58 75 a7 114 132 145 178 203 288 133
Emegployers' NI contributions gy 50 €3 86 112 132 154 170 208 238 340 156 §
Duty on hvdrocarbon oils . . i 22 28 38 48 56 65 71 85 96 137 85 i
Vehicle excise duty T o 6 7 10 13 15 18 19 24 27 38 1 f
Other g e o o 20 27 36 46 54 €3 e 85 95 134 63
Total indirect taxes .. il i 622 861 1208 1602 1903 2216 2418 2936 3261 4442 2147
Income efier cash benefits and zll taxes 1768 2526 3241 4070 5072 6173 7415 8704 10844c 17038 6685
Benefits in kind
Education .. 5 =1 L 113 187 403 535 618 6§74 €87 796 768 818 §50
National health service s s 644 785 879 770 701 722 700 695 £86 731 732
Housing subsidy .. i e 90 108 118 86 62 80 50 42 29 14 85
Rail travel subsidy .. s S 6 8 135 27 26 4 36 31 62 108 36
Bus travel subsidy .. G e 34 39 45 33 30 31 28 25 20 38 34
Welfare foods e i 2 5 25 59 4¢ 49 25 17 23 18 15 28
Total A i s o 891 1161 1517 1500 1487 1553 1513 1616 1591 1726 1456
Final income siia oty s 2 660 3 887 4 758 5570 65589 7726 8 933 10320 12435 18764 8 141
1 On mortgage interesz and life assurance premiums.

2 Net of the rate rebate alement of housing banefit, but including water, stc. charjes. 5 e - ewms TAAN®



