
'MAW 

a 

PERSONAL AND CONFIDENTIAL 

1. 	MR 	 1,1t.  
411 	2. CHIEF SECRETARY 

FROM: R FELLGETT 

Date: 10 June 1988 

cc: Chancellor 
Sir P Middleton* 
Mr Anson* 
Mr Phillips 
Mr A J C Edwards 
* without attachment 

1989-90 RATE SUPPORT GRANT SETTLEMENT 

We have now discussed with DOE officials the fixed grant proposal 

which Mr Ridley put to you earlier this week. 

The Fixed Grant Proposal  

As Mr Potter foreshadowed in his submission of 3 June, 

Mr Ridley ic not thinking of the frozen grant idea which was 

discussed briefly last year. That would involve an impracticable 

Parliamentary timetable. His approach does not, therefore, 

have the political attraction of being able to offer, say, Essex 

the same percentage increase in block grant as, say, Cleveland. 

Instead, the RSG settlement would proceed as normal in 

July. But when the details were published in the autumn, the 

Government would announce that it would take legislation to 

prevent any authority losing grant in 1989-90 as a result of 

overspending (or gaining grant from underspending the settlement 

assumption), and as a quid pro quo that no further grant would 

be paid out for 1988-89 or earlier years if authorities declared 

lower expenditure. This would require a Bill, butDOE currently 

believe that it would be a short money Bill, to be introduced 

in December after the RSG settlement. 

Assessment  

4. 	The attached DOE paper describes their proposal, together 

with some assessment of the costs and benefits and other 



disadvantages and advantages. it has been prepared in 

consultation with us. We agree that it covers the main points • 
and that the costings are adequate for their immediate purpose, 

although there are inevitably considerable uncertainties and 

the financial assessment could be refined. The scheme is still 

only an outline, and if you and Mr Ridley were attracted to 

developing it further a good deal of work would be needed. 

5. 	We do not believe the proposal represents a good deal for 

the Treasury. The public expenditure argument points strongly 

against this proposal. Local authorities would have over a 

year in which they knew that additional spending incurred no 

grant penalty (for the first time in recent years). They would 

very likely be tempted to push up their spending during this 

"window of opportunity", while they could, for a final time, 

finance it in part from higher business rates. Grant pressures 

were last relaxed in 1986-87, with the abolition of targets 

and penalties, and the trend growth in local authority spending 

increased by about 5% or more than £1 billion. On this occasion, 

the additional expenditure is likely to be rather less because 

the relaxation in grant pressures is not so great. Our guess 

(and it is only a guess) is that additional expenditure of 1-

3%, or £300-£800 million, covers the likely range. 

In Exchequer grant terms, the argument is more finely 

balanced. Paragraph b on pages 2-3 of the paper estimates that 

the cost of adopting the proposal would be around £350 million, 

because there would be no grant underclaim in 1989-90. This 

figure is subject to considerable uncertainty, and indeed might 

be significantly higher if we do not secure a firm settlement 

that would reduce local authority overspending. 

Paragraph a on page 2 sets out the extent to which the 

Exchequer is at risk to claims for additional grant (because 

of later information showing lower total expenditure) in respect 

of 1988-89 and earlier years if the proposal is not adopted. 



• This figure is even more speculative than the costs of the 

proposal, but is also about £350m. Of the total, about £140 

million could legitimately be due to authorities if they genuinely 

reduce their spending, and the remaining £210 million represents 

the cost of possible accounting fiddles, mainly by just one 

authority - Westminster. However, some of this risk of additional 

grant could also be avoided if the present RSG system were 

closed down after local authorities had set their 1989-90 budgets, 

perhaps in July 1989, although the longer we leave close down 

the longer authorities have to fix their books. 	Closedown 

in July 1989, after a grant underclaim for 1989-90, is 

nevertheless an alternative approach which we have already 

discussed with DOE, without reaching any conclusion. 

DOE officials are seeking to present the proposal as broadly 

neutral in terms of Exchequer grant. However, the costs look 

more certain than the savings, and the balance is more likely 

to be against the Exchequer than in its favour if the proposal 

is adopted. On the other hand, the proposal undoubtedly has 

the advantage of ensuring certainty in grant payments. 

Apart from these expenditure and grant arguments, we have 

some additional concerns about the DOE proposal: 

by curtailing local authorities' rights through 

retrospective legislation, there will undoubtedly 

be a chorus of complaints (some invalid, but some 

genuine hard cases) that will be directed to Treasury 

as well as Environment Ministers. One cannot rule 

out the possibility that in certain cases we will 

feel compelled to make ex-gratia payments to recompense 

local authorities that have lost out from curtailing 

their ability to gain grant by reducing expenditure; 

from a wider financial prospective, we do doubt the 

propriety of withdrawing financial rights and 

obligations in this way without notice or recompense, 

when there is no overriding economic or financial 

reason for doing so; 



(iii) these sorts of concerns may be expressed quite 

410 	 vociferously in Parliament. 

DOE do not think that it will be possible to take a final 

decision until the autumn, when they would know whether 

authorities had in fact already manipulated their accounts fnr 

earlier years or still had scope to do so at some later date. 

They are therefore envisaging simply a contingency plan to proceed 

in this way. This must be right; knowledge of such a plan must 

be restricted to very few people here and in DOE and it would 

be awkward to go through a whole E(LA) round with colleagues 

if there was simultaneously a firm decision of which they could 

not be aware. 

I accordingly recommend that you meet Mr Ridley again briefly 

to discuss the proposal, and say that you see substantial 

disadvantages'for the Treasury in it. You also have some wider 

reservations. On the other hand, there is something to be said 

for having more than one approach to the settlement in play, 

in case, despite the disadvantages we have identified, some 

version of the scheme may be needed in due course. No firm 

decision on the scheme, which exists only in outline, is needed 

now. At some stage, it will be appropriate to close down the 

present RSG system, although not necessarily in the way now 

proposed. We further understand that Mr Ridley is attracted 

to the scheme; it could be counter-productive to be too 

unreceptive. If he presses it, you could therefore accept further 

work on the scheme, on a contingency basis; although there would 

need to be a clear presumption that the RSG settlement should 

go ahead in the normal way. 

E(LA) Meeting  

The first meeting of E(LA) is to take place on 22 June. 

DOE will circulate their first paper - which will of course 

give no hint of the fixed grant option - no later than the middle 

of next week. We need to decide now on the Treasury's opening 

proposals on provision and grant and how best to present these 

proposals to colleagues in E(LA). 



• In your private discussions with Mr Ridley, you have 

indicated your position on provision (option 4 in the DOE table: 

roughly 2% above LA 1988-89 budgets) and grant (option B: 

+£520m). There remains the possibility of now taking a firmer 

(or a more generous) line for the first encounter at E(LA). But, 

quite apart from the difficulty in shifting your stance after 

the discussions with Mr Ridley, we believe - bearing in mind 

the experience of starting from a very tough position last year 

- that there could be advantage in putting forward option 4B 

a as credible opening package (and dressed up as a generous 

offer). Given that Mr Ridley has not moved from option 2A, 

we would recommend against a more generous starting position 

on provision or grant at this stage. 

We will provide full briefing for the E(LA) meeting in 

due course. Our present views are:- 

LhaL the Treasury option 4 on provision and option 

B on grant should be included in the DOE paper for 

E(LA). We do not want option 3 to appear as the 

'extreme' case. It also facilitates the discussion 

if E(LA) can work on one set of tables which describe 

the options and their impact on rates and grant 

underclaim; 

that you should write to colleagues arguing for option 

4 on provision and option B on grant - probably in 

the form of a paper to E(LA); the paper would 

first display the principal arguments against the 

profligate settlement proposed by Mr Ridley: in 

particular it would question the need for high 

grant in pursuit of popular low rate increases 

in the last year of rates and, because of its longer-

term significance, present our famililar arguments 

against a fixed grant percentage and in favour 



of pressure on local authorities to restrain their 

excessive spending; 

second indicate that, despite those strong arguments, 

you are reluctantly prepared to provide a full 

£520m in order to maintain grant in real terms 

in 1989-90 (option B); the paper should suggest 

this was a break from past unrealistic Treasury 

negotiating stances on grant; you would also support 

option 4 on provision - but perhaps hint that you 

recognise there are arguments for being a little 

more generous on provision but not on grant. 

We therefore envisage that you would make very little movement 

if any on grant in the first E(LA) discussion; but it may be 

possible to move to option 3 on provision, in response to the 

pressure from Departmental Ministers. 

15. If you are content, we will provide a draft paper for you 

to circulate to colleagues early next week. 

R FELLGETT 
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The key steps would be : - 

July : announcement on settlement as usual; 

October : Consultation paper on settlement as usual; 

October : Closedown on data for settlement and 1987/88 
SRs; 
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CONFIDENTIAL 

1989/90 RSG SETTLEMENT : CLOSING DOWN THE RSG SYSTEM 

(11V  of making the 1989/90 RSG settlement. The paper is divided into 5 
This paper describes an option for closing down the RSG system at the 

,  ,. The first describes how the arrangement would work and the 

P0 	(1 	and expenditure. The third section discusses the legal and 
e f.or its implementation. The second describes the main policy 

13d7slajd
4104y issues. And the final two sections describe the advantages and 

associated. with this option. 

DESCRIPTION SF 	G DOWN OPTION 

Final grant entitleme ts in respe 	 earlier y ars would also be 
calculated before Apri 1989. These would be deter ined on the basis of 
Supplementary Reports ue to be made around the tim of the 1989/90 
settlement. 	It is in way fortuitous that SRs a e due to be made in respect 
of all outstanding years t this time and this op ion seeks to capitalise on 
this. 
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November : Closedown on data for 1985/86 and 1986/87 SRs 9 (later 
for these reports as they are not being laid until January); 

November/December : announcement on Settlement Day that a Bill will 
be introduced to closedown system taking account only of informa-
tion used (or to be used) in the settlement and supplementary 
reports : grant entitlements for 1989/90 to be based on settlement 
spending assumption so full AEG to be paid out. 

 December 
1988/89; 

: debate and approve RSG Report and SRs for 1987/88 and 

December : introduce (Money)Bill; 

December : make provisional Rate limits; 

uary : lay and debate SRs for 1985/86 and 1986/87; 

: determine final Rate limits; 

k. M 	iloyal assent to Bill allowing payment of grant in April to 
be 	.1^%  of settlement spending assumption; 

1. Apr/44V final grant changes in respect of all years 
prior to  lltfri

eme  spending assu 
and - 	 an ment of 1989/90 grant entitlements 

based on s ion. 

 

GRANT AND EXPENDITURE , vLICATIONS 

/

tions are : The main grant implicp 

Grant claims in respect of 1987/88 and 88/89 are likely to be 
lower with th option because authori es will not have further 
opportunities 	manipulate total ex nditure to increase grant 
claims after Octo.-r 1988. 	Exper 	th ending of the targets 
and holdback regime 	 at t 	considerable scope for 
such manipulation of total expenditure. 	y closedown could 
save the Treasury around £70m each year 	from normal 
reductions in current expenditure between 	and outturn; 
£155m from use of special funds by Westminst 
	

£55m from use 
of special funds by other authorities. The 	m at risk for 
these reasons is thus around £350m. Treasury 	so be at 
risk from further increases in the grant claim a 	om 
other manipulations of total expenditure in respect 

The grant claim in respect of 1989/90 will be fixed at t 
settlement level. 	This means that Treasury forgo the pot 
underclaim which might arise if authorities spend above the 
settlement spending assumption. On the basis of option 2A (M 
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Ridley's option) and for spending at 7% above 1988/89 budgets the 
underclaim would be £287m and on option 4B (the Chief Secretary's 
option) and for spending at 6% above 1988/89 budgets the underclaim 
would be £349m. But the grant underclaim could be £90m lower if 
Westminster were to make full use of special funds in 1989/90. The 
grant claim could also be increased through other manipulation of 
total expenditure such as factoring, capitalisation of expenditure, 
interest rate swaps, use of other funds such as the HRA, and other 
forms of creative accounting not yet dreamt of. For every 1% 
reduction in expenditure the grant claim would increase by around 
E150m. 

this assessment of additional grant claims is necessarily speculative 
isk of higher grant claims under the present grant system is very 

rea.  /  the three year period the scope for such manipulation to increase 
grant  4,e)tainly  greater than the likely grant underclaim in 1989/90. With 
a late 4001--liewn of the system it might still be possible to cut off some of 
the poten

- 
dp-her grant claims in respect of 1987/88 and 1988/89 but by 

then autholV.may have taken the opportunity to increase considerably the 
grant claim 	it.  • /90. 

There are also pflnl implications for local authority current expenditure 
in 1989/90. 	Locadro..,,rity public expenditure is likely to be higher in 
1989/90 (and to a  mell*: 	ler ext 	1988/89) if this option is adopLed. 
Authorities will be 
grant, as they could no 

f' 
e done in any other ecent year. 	Of course, some 

cc addition expenditure without losing 

part of the cost of any e tra spending would fall on domestic local tax 
payers but local author ies would for the last till- be able to finance just 
over half the higher se nding from 	 siness tes. Authorities would 
be aware of this windo of opportun ty for additiona expenditure when they 
set their budget for 1:89/90. Ea 	1% of spe ding would be about £300m. 

LEGAL AND PARLIAMENTAR ISSUES 

There are a number of legal d parliamentary 
First it requires an additiona 	.11 to i 	-me 
that grant can be paid out on a correct basis in 
will be a short Bill and on past precedent that it 
It should therefore be possible to obtain Royal Asse 
introduced in December. 

The Bill will be introduced at the same time as the settlem 	is means 
that Parliament will be asked to debate-and approve the RSG 	nt when it 
has before it a Bill that will change the basis on which gran 	culated. 
However, our lawyers advise that this is reasonable since all t 
determinations in the Report stand irrespective of the Bill. 	Al 	he 
Bill will change is the total expenditure figure to be used in the 
66(1) calculation of grant entitlements. 
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The main advantages for 	tral Government are : 

It would prey t authorities from mani 
increase grant aims from October o 

On settlement day Min 	 d be 

lating expenditure to 
s; 

announce that the full 
amount of AEG would be paid out in 19 

It reduces the risk of further emergency 1 
the present system e.g. to outlaw new creati 
arrangements; 

it would avoid the need for further supplementary 
debates after the forthcoming round. 

on to patch up 
nting 

There would be no overhang of the present system durin 
years of the new system which otherwise might lead to so 
accountability in the new system; 

4 

ly 
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As set out here this closedown arrangement would not be announced until 
Settlement Day. This means that all consultation on the Settlement with 
local authorities will arguably have been carried out on a different basis to 
the actual Settlement. We could avoid this by announcing the closedown 
option at the time we go out to formal consultation on the Settlement : but we 
need to consider how this would fit with our proposed closedown dates for 
information for the Settlement and SRs, and with the Parliamentary timetable. 
If we do make the announcement on Settlement Day we may have to take powers in 
the Bill to validate the consultation process. 

re is also the question of whether we should use the Bill to prevent any 
er legal challenges to the Settlement and the Supplementary Reports being 

the autumn. There are obvious attractions in doing so in that we 
certain that the system was properly closed down. But it would make 
rough the House more difficult. This matter and similar issues 

be considered when we have worked up the options in more detail. 

If Mini 
the advic 
the propose 

ADVANTAGES 

ee that this option shall be pursued we will need to obtain 
Attorney General urgently on the proposed legislation and 
ble. 

a. Treasury wo ld know iNo mb 	an er (d pret 
how much gr t has to e 
years; 

y accurately in July) 
e present system for all out under t 

b. The present 
before the 

system wo ld be closed down 
troducti n of the new syste 

an orderly fashion well 
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c. Local authorities will be free to direct their resources 
up the new system rather than worrying about the present 

There will be an orderly closedown of the present system 
transition to the certainties of the new system. 

The main disadv 	for Central Government are : - 

a. The remova 
authority e 
authority exp 

enalties  11Z. s lower pressure on local 
ure during 1989/°: 	this means that local 

iture might be higher han it might otherwise be; 

gran 
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The main advantages for local authorities are : - 

Certainty about grant entitlements in 1989/90 and all later years 
i.e. no grant changes in 1990/91 and later years arising from the 
old system; 

Unlike recent years local authorities would receive the full amount 
of grant being made available in the settlement; 

DISADVANT  

to setting 
system; 

and a smooth 

b. 	An addition 
required so 
could be m 
year; 

Bill, albeit probably a short Money Bill, would be 
that grantaym 	on the co rect basis 
e from the eg ing of the 1'89/90  financial 

c. There would be no gran red 	on in 1989 90 in the event of 
overspendin by local uthorities; 

d. The Secretary I State would have to nounce the RSG settlement to 
LAs and Parliam t on one basis in 	y and on a different 
basis in the outtu settlements 

e. Information on the proposal to legislat 	have to be 
restricted on a strict "need to know" ba avoid the proposal 
leaking; any premature release would aler 	authorities to 
need to act quickly in order to manipulate t - 	.i m to their 
advantage; 

I. Ministers can expect a good deal of flack from lo 	rities 
claiming that basing closedown on 1988/89 budgets w 	'r to 
them. 	Some of these complaints would be justified. 	s, of 
course, inherent in any early closedown arrangement). 

g. Local authorities have until October to manipulate expendi 
increase grant entitlements in respect of 1987/88 and 1988/8 
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h. Rate limitation would be less severe for authorities with 
redetermined expenditure levels. This arises because the grant 
entitlements used in the calculation of rate limits could not take 
account of the proposed legislation so would be assumed to be lower 
than provided for in the Bill. 

For local authorities the main disadvantages are : - 

a. They would not gain additional grant for genuine reductions in 
expenditure below the settlement spending assumption; 

They would be unable to manipulate total expenditure after October 
to maximise grant entitlements; 

4$0!o 	 an 
proposal would benefit local authorities that used accounting 

;10epements, such as use of special funds, to increase grant in 
0:.:4(0°  and disbenefit authorities that were planning to use such 

ments in 1989/90; 

d. Ther 
expend 
excepti 
over gran 

be hard luck cases about how 1988/89 total 
which underlies the 1989/90 settlement assumption, is 

d authorities arc theroforo being unfairly treated 
ements' 	last year of the present system. 

e. Depending on 	ecise form of the gislation it may not be 
possible to cor ect any "errors" in the 1989/90 Settlement though 
of course we ape that there will be no ch errors; 

  

/Department of the Envir nment 
10th June, 1988 

• 
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1989-90 RSG SETTLEMENT: 'FIXED GRANT' PROPOSAL 

I agree with the minute submitted by Mr Potter and Mr Fellgett, 

which reflects discussion between the three of us. 

2. 	We understand that Mr Ridley is much attracted (as are some, 

but not all, of his officials) by the idea of a 'fixed grant' 

RSC deal for 1989-90. In our view, this is a bad idea. We hope 

therefore that it may be possible for you to see Mr Ridley on 

Tuesday, as earlier envisaged. 

3. What the fixed grant proposal means, in simple terms, is 

that Mr Ridley would simultaneously in the autumn - 

announce the level of grant for each local authority 

in 1989-90, and 

introduce primary legislation to preclude any adjustments 

to the 1989-90 grant figures and any further adjustments 

to the grants for earlier years. 

The effect of element (b ) would be to bring the existing RSG system 

by diktat to a premature end ('from midnight tonight'), 

4. 	As explained in the accompanying minute, fixed grant looks 

to be a bad financial deal from the Treasury's point of view. 

Element (a) would gravely weaken the restraints on total local 
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*authority spending in 1989-90. it would also require the government 

to provide an extra amount of grant tentatively estimated at 

2350 million resulting from the loss of grant underclaim. 

Element (b) would in principle produce a saving in government 

grant to set against the loss of underclaim. On DOE's own 

admission, however, there is no solid basis for supposing that 

the saving would exceed the loss on underclaim. It would moreover 

be partly bogus in that we would reckon to obtain a considerable 

saving under whatever scheme is introduced for closing down the 

existing RSG system. The DOE estimate also assumes, 

unrealistically, that local authorities would not anticipate the 

possibility of such a pre-emptive strike by the DoE and would 

not therefore arrange their accounts so as to pre-empt the pre-

emptive strike. 

The other great difficulty with the fixed grant proposal, 

ao I occ it, io that it would breach so many principles of good  

financial practice. The government would be accused of (a) altering 

the rules unilaterally in mid-game, (b) doing so in a way which 

would not only be profoundly inequitable as between local 

authorities but would actually reward the wicked while penalising 

the virtuous, and (c) misleading local authorities and Parliament. 

DOE would doubtless take most of the flack. But we as Treasury 

would, I think, be much embarrassed if asked whether we had approved 

this way of conducting financial business. Moreover, DOE would 

I suspect be likely to come to us with requests for extra grant 

to cover 'hard cases'. 

Mr Ridley will doubtless be unwilling to drop the fixed grant 

idea completely at the first whiff of grapeshot . For the reasons 

discussed above, however, I endorse the advice that you should 

make clear to him your severe misgivings about the idea. We would 

advise you likewise against any kind of pact whereby our two 

departments would secretly have a fixed grant scheme in mind during 

the forthcoming E(LA) discussions and against accepting (as DoE 

protagonists would like us to do) that a fixed grant solution 

can be regarded as 'grant-neutral' or 'expenditure-neutral' compared 

with the existing system. 
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8. Looking ahead, there is undoubtedly an important policy 

question as to how the existing RSG system twill best be wound 

up. My instinct is that a far better approach would be - 

a. to complete the unfinished business of the existing system 

in the context of next year's grant settlement (when Mr Ridley 

and others will be arguing for a generous settlement to lighten 

the impact of the community charge) and 

(b) to avoid charges of retrospection, inequity and misleading 

Parliament by giving local authorities a couple of months 

to make their final grant claims under the existing system, 

on the basis that all these will have to be settled within  

the total grant figure for 1990-91 (which will be higher 

than it would have otherwise have been). 

We shall need, obviously, to think a great deal more about all 

this. 

9. 	In the meantime, the Treasury arguments continue in our view 
to point to a robust grant settlement this year. We would not 

accept Mr Ridley's argument that leniency is needed this year 

in order that local authorities should not run down balances which 

could help to keep the community charge down in 1990-91. There 

would be no guarantee that the authorities would maintain balances. 

They might well choose to spend more. A more efficient way to 

lighten the financial burden on local authorities next year (if 

the government should so decide) would be to set next year's grant 

with that in mind. 

AITCE 

A J C EDWARDS 


