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Miss 

that 

that 

Wilmshurst's letter 

the Law Officers' 

of 5 October (copy attached) tells us 

views, like the Bank's, are unchanged, and 

Bank's Counsel. they see no point in a discussion with the 

So the Bank's view that Option B (rates drop out of the RPI 

when abolished but without producing a step change in the RPI) is 

not a fundamental change and would not be materially detrimental 

runs a real risk, in the Law Officers /'view, of a successful 

challenge on judicial review, because it does not take into 

account a comparison between Option B and Option C (Community 

Charge included in the RPI). The Law Officers also say that the 

assessment made by the Bank - that the exclusion of the community 

charge would probably be detrimental to the interests of 

stockholders compared with its inclusion, and that the level of 

detriment could be significant - does not remove the risk they 

have identified on judicial review. 

At your meeting on 14 September you said that Option B seemed 

clearly right in principle; but unless (a) the Bank were able to 

say that they had made their assessment and that the scale of any 

c)k 
Cz-0  
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• disadvantage would not be material, and (b) the Solicitor General 
was satisfied that the procedures adopted by the Bank in making 

that assessment could be successfully defended, we would probably 

have little choice but to drop this option. 

Neither of these conditions are met. Accordingly I assume 

that your decision will now be - regretfully - to drop Option B. 

I attach draft minutes to the Prime Minister and to colleagues on 

this basis. 

We need to give some thought to the handling of the Advisory 

Committee on this new basis. When we were on Option B we wanted a 

clear Government line in its favour given the likely support for 

Option C amongst some of the outsiders and from the inclinations 

of the Department of the Environment representative (and from the 

DOSS). With Option C this is less clear, and it would be best now 

not to have too strong a government line: both because of Miss 

Wheldon's poinL that the government should not seem to be 

attempting to railroad the Committee; and because we must guard 

against the possibility, which Sir Terence Burns raised at your 

meeting, if Option C turned out in the event to be detrimental in 

comparison with Option B, that we might be arraigned for trying to 

silence the government statisticians on the Committee. 

If you agree with this analysis we will need to steer the 

government members of the Committee (particularly the CSO and the 

Department of Employment statistician) with a very light touch. 

(But the touch should not be so light as to risk the Committee 

veering towards Option B, given the risks we have identified.) 

Does this seem the right approach? 

M C SCHOLAR 

2 
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ATTORNEY GENERAL'S C 
LAW OFFICERS' DEPARTMENT, 

ROYAL COURTS OF JUSTICE, 
LONDON, W.C.2. 

Ms J. Wheldon, 
Teeasury Solicitor's Department, 
Queen Anne Chambers, 
28 Broadway, 
London, 
SW'. 

6 October, 1988 

COMMUNITY CHARGE AND THE RPI  

I refer to your letter to Michael Saunders of 4 October, 

The Solicitor General has carefully considered the opinion of Peter Scott QC as 
set out in the note of the consultation of 23 September. He has also read the 
two letters from Freshfields to the Bank of 30 June and 6 September. While 
the Solicitor considers that there are aspects of Mr. Scott's opinion which 
support the views that the Solicitor has expressed, he is in general of the view 
that the Bank's advisers have not adequately grappled with the true nature of 
the problem. There is accordingly nothing in the opinion or the letters referred 
to which would lead the Solicitor to change his views. 

The Solicitor has found it useful to read the views of Mr. Scott as recorded, 
but he does not consider that a direct discussion would be appropriate. 

arPlic 
E. S. WILMSHURST 
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Miss Juliet Wheldon 
Treasury Solicitor's Department 
Queen Anne's Chambers 
.28 Broadway 
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INDEX-LINKED GILTS AND THE RPI 

Thank you for your letter of 14 September. 

The Solicitor General has considered the further papers you have sent to us. 

He remains of the view which he has previously expressed. He considers that 

there is a real risk of a successful challenge against the Bank on judicial review 

if, in making the determination required of it under the prospectuses, the Bank 

does not take into account a comparison of option 2 with option 3. 

Furthermore, the Solicitor's view is that in making that comparison, it is not 

satisfactory for the Bank to rest on the difficulty of future predictions or the 

"unknowability" of the buoyancy of the Community charge. It follows that in 

the Solicitor's view the assessment made by the Bank in Mr Plenderleith's letter 

of 13 September does not remove the risk which he has identified on judicial 

review. 

cL--,---tA • 

M L SAUNDERS 
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DRAFT MINUTE FROM THE CHANCELLOR TO THE PRIME MINISTER 

N 

COMMUNITY CHARGE AND THE RPI : INDEXED GILTS 

As you know, following Norman Fowler's letter of 28 July it has 

been agreed that the RPI Advisory Committee should be convened to 

consider the implications for the Retail Prices Index of the 

abolition of domestic rates. 	A series of meetings is being 

arranged over the next few months. 

Although we must wait for advice from the Advisory Committee 

before making a decision, it may nevertheless be useful at this 

stage to consider what outcome we would prefer to see. 

Nick Ridley in his letter of 12 August and John Moore in his 

letter of 3 October have stated the case for including the 

Community Charge in the RPI. On the other hand, the arguments for 

exclusion set out in paragraphs 2(a) and (b) in the paper by 

officials, of 22 July, are_strong ones. 

1  //IA"'   

 itwever had a part4Gular  cassema  in considering this 
issue Vwhich my officials have been discussing with the Bank of 

England. This is the possible implication for index-linked gilts 

(IGs), given the standard clause in IG prospectuses that gives 

investors the right to require HMG to redeem stock at "indexed 

par" (ie the current redemption value) "if any change should be 

made to the coverage or basic calculation of the Index which, in 
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the opinion of the Bank of England, constitutes a fundamental 

change in the Index which would be materially detrimental to the 

interests of policy holders". 	All IGs at present stand below 

their current redemption value in the market, and if we were 

required to redeem and refinance them with new stock there would 

be a cost to the Government of some £3 billion. Jvloreover, after 

ALIO an evaRt-the TG  market would be likely-to-remain-disrupted, 

and less attractive to the Government. 

Officials have therefore been considering with the Bank 

whether any of the options set out in the paper by officials 

circulated with Norman's letter of 28 July would be likely to 

trigger this clause. 	Although the key to this is "the opinion" 

reached by the Bank of England, we have been mindful that the 

Bank's decision could be open to challenge in the Courts, and have 

taken extensive legal advice, consulting the Law Officers. 

The Bank has considered the three Options set out in 

paragraph 14 of the paper by officials. 	The Bank's view, in 

summary, is as follows : 

Option A, which produces a 4% step downward change in 

the level of the RPI, would represent a fundamental 

change to the RPI that would be materially detrimental 

to IG stockholders, thereby requiring stock to be 

redeemed. I believe this option in any case to be 

politically unacceptable. 
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Option B, under which rates drop out from the RPI as 

they are abolished but without producing a major 

discontinuity, is not a fundamental change in the Index, 

and even if it were, there are no firm grounds for 

concluding that it would be materially detrimental to 

the interests of stockholders. 

Option C, under which rates are replaced in the Index by 

the Community Charge, is a fundamental change in the 

Index, since payments such as the Community Charge which 

are statistically classified as direct taxes have 

hitherto been excluded, but there are no firm grounds 

for concluding that it would be materially detrimental 

to the interests of stockholders. 

At this stage these can only be provisional conclusions. The 

Bank cannot give a definitive opinion until the decision on the 

RPI has been made. 	At that stage the Bank would need, for 

example, to take account of any comments made by the RPI Advisory 

Committee and any other relevant information known to Government. 

In reaching these conclusions the Bank has considered the 

evidence of relative growth of rates and other elements in the RPI 

in the past; and it has been shown such assessments as have been 

made within Government of the likely future growth of the 

Community Charge. 

While these are the Bank of England's provisional 

conclusions, based on its own legal advice, I have also to weigh 
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111 the risks of the matter being subsequently brought to the courts, 

and the courts taking a different view. Given the amount of money 

potentially at stake we need to take a careful look at the risks. 

I am advised that the Bank might face a challenge in court 

that it should have triggered the redemption if Option B were 

chosen. The Solicitor General's advice is that a court might well 

take the view that in judging Option B the proper comparison for 

the Bank to have made is not with what the RPI would have been, 

had rates not been abolished, but with Option C, that is the 

replacement of rates in the Index by the Community Charge. 

Although the Bank believes this not to be a proper comparison to 

make, it also advises that judged on this basis there would 

probably be detriment and that the level of detriment could be 

significant. 

I have therefore reached the conclusion that there is a 

significantly greater risk under Option B than under Option C so 

far as Indexed Gilts are concerned. 

To summarise, while I can see strong arguments for Option B, 

given the risks for IGs and the arguments deployed—by—Nick Ridley 

antUzIalm=liintre-Cr should on balance prefer to see Option C as the 

outcome. 	I should add that I do of course accept that the RPIAC 

must be consulted and their views be taken fully into account 

before the Government reaches a decision on the matter. Indeed I 

understand that the Government might be judicially reviewable if 

the normal procedures were not followed. I hope however that you 

and 	our 	colleagues 	will 	agree 	that 	in 
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11, putting the Government view to the RPIAC we can suggest that 

Option C is, on balance, preferable. 

Finally, there could be undesirable market consequences if 

there were any suggestion in public that Option A, with a 4% fall 

in the RPI, were being seriously considered. 	To reduce 

uncertainty I therefore hope that in putting the matter to the 

RPIAC we can make it clear that this is not an option favoured by 

the Government. 

Given the general market sensitivity I am sending copies of 

this note only to Norman Fowler and Nick Lyall. I am writing to 

Norman and other colleagues separately, summarising my views. 
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DRAFT LETTER FROM THE CHANCELLOR TO NORMAN FOWLER 

COMMUNTTY CHARGE - RPI 

I have now had an opportunity to think further about your letter 

to me of 28 July, and have seen copies of Nick Ridley's letter to 

you of 12 August, the letter from the Director of the Central 

Statistical Office of 26 August to your Private Secretary, 

Peter Lloyd's letter of 8 September, and John Moore's letter of 

3 October. 

Although the arguments against including the Community Charge 

in the RPI, set out in paragraph 2 of the draft note by officials, 

are in my view strong onesthink-Ke_must also weigh in the 

balance the important pol-rkt-e-ittercie=b- dley and, JohnHMeee. 

For—these and 	other reasons, and despite the difficulterit my 
-N,Cirvk 

preliminary Nasg, is that the Community Charge should be included 

in the RPI. 	We will, of course, need to consider the issue 

further once we have the Committee's views. 

I am copying this letter to the Prime Minister, and to the 

Secretaries of State for the Environment, Social Security, and 

Scotland, as well as to Sir Robin Butler and the Director of the 

Central Statistical Office. 
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Treasury Chambers. Parliament Street. 
01-270 3000 

PRIME MINISTER 

COMMUNITY CHARGE AND THE RPI : INDEXED GILTS 

--1-\ADVK 

PS/Chief Secretary 
PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Anson 
Mr A J C Edwards 
Mr Sedgwick 
Mr Hibberd 
Miss O'Mara 

Miss Wheldon - Tsy Sol. 

As you know, following Norman Fowler's letter of 28 July it has 

been agreed that the RPI Advisory Committee should be convened to 

consider the implications for the Retail Prices Index of the 

abolition of domestic rates. 	A series of meetings is being 

arranged over the next few months. 

Although we must wait for advice from the Advisory Committee 

before making a decision, it may nevertheless be useful at this 

stage to consider what outcome we would prefer to see. 

Nick Ridley in his letter of 12 August and John Moore in his 

letter of 3 October have stated the case for including the 

Community Charge in the RPI. On the other hand, the arguments for 

exclusion set out in paragraphs 2(a) and (b) in the paper by 

officials, of 22 July, are strong ones. 

However)  inconsidering this issue I have had a particular concern 

which my officials have been discussing with the Bank of England. 

This is the possible implication for index-linked gilts (IGs), 

given the standard clause in IG prospectuses that gives investors 

the right to require HMG to redeem stock at "indexed par" (ie the 

current redemption value) "if any change should be made to the 

coverage or basic calculation of the Index which, in the opinion 

1 
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of the Bank of England, constitutes a fundamental change in the 

Index which would be materially detrimental to the interests of 

policy holders". 	All IGs at present stand below their current 

redemption value in the market, and if we were required to redeem 

and refinance them with new stock there would be a cost to the 

Government of some £3 billion. 

Officials have therefore been considering with the Bank whether 

any of the options set out in the paper by officials circulated 

with Norman's letter of 28 July would be likely to trigger this 

clause. 	Although the key to this is "the opinion" reached by the 

Bank of England, we have been mindful that the Bank's decision 

could be open to challenge in the Courts, and have taken extensive 

legal advice, consulting the Law Officers. 

The Bank has considered the three Options set out in paragraph 14 

of the paper by officials. The Bank's view, in summary, is as 

follows : 

Option A, which produces a 4% step downward change in 

the level of the RPI, would represent a fundamental 

change to the RPI that would be materially detrimental 

to IG stockholders, thereby requiring stock to be 

redeemed. I believe this option in any case to be 

politically unacceptable. 

Option B, under which rates drop out from the RPI as 

they are abolished but without producing a major 

discontinuity, is not a fundamental change in the Index, 

and even if it were, there are no firm grounds for 

concluding that it would be materially detrimental to 

the interests of stockholders. 

2 
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Option C, under which rates are replaced in the Index by 

the Community Charge, is a fundamental change in the 

Index, since payments such as the Community Charge which 

are statistically classified as direct taxes have 

hitherto been excluded, but there are no firm grounds 

for concluding that it would be materially detrimental 

to the interests of stockholders. 

At this stage these can only be provisional conclusions. The Bank 

cannot give a definitive opinion until the decision on the RPI has 

been made. At that stage the Bank would need, for example, to 

take account of any comments made by the RPI Advisory Committee 

and any other relevant information known to Government. 

In reaching these conclusions the Bank has considered the evidence 

of relative growth of rates and other elements in the RPI in the 

past; and it has been shown such assessments as have been made 

within Government of the likely future growth of the Community 

Charge. 

While these are the Bank of England's provisional conclusions, 

based on its own legal advice, I have also to weigh the risks of 

the matter being subsequently brought to the courts, and the 

courts taking a different view. 	Given the amount of money 

potentially at stake we need to take a careful look at the risks. 

I am advised that the Bank might face a challenge in court that it 

should have triggered the redemption if Option B were chosen. The 

Solicitor General's advice is that a court might well take the 

view that in judging Option B the proper comparison for the Bank 

to have made is not with what the RPI would have been, had rates 

3 
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not been abolished, but with Option C, that is the replacement of 

rates in the Index by the Community Charge. Although the Bank 

believes this not to be a proper comparison to make, it also 

advises that judged on this basis there would probably be 

detriment and that the level of detriment could be significant. 

have therefore reached the conclusion that there is a 

significantly greater risk under Option B than under Option C so 

far as Indexed Gilts are concerned. 

To summarise, while I can see strong arguments for Option B, given 

the risks for IGs I should on balance prefer to see Option C as 

the outcome. 	I should add that I do of course accept that the 

RPIAC must be consulted and their views be taken fully inLo 

account before the Government reaches a decision on the matter. 

Indeed I understand that the Government might be judicially 

reviewable if the normal procedures were not followed. I hope 

however that you and our colleagues will agree that in putting the 

Government view to the RPIAC we can suggest that Option C is, on 

balance, preferable. 

Finally, there could be undesirable market consequences if there 

were any suggestion in public that Option A, with a 4% fall in the 

RPI, were being seriously considered. 	To reduce uncertainty I 

therefore hope that in putting the matter to the RPIAC we can make 

it clear that this is not an option favoured by the Government. 

Given the general market sensitivity I am sending copies of this 

note only to Norman Fowler and Nick LyEll. I am writing to Norman 

and other colleagues separately, summarising my views. 

N.L. 
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Treasury Chambers. Parliament Street. SW1P 3AG 
01-270 3000 

10 October 1988 

Rt Hon Norman Fowler MP 
Secretary of State for Employment 
Department of Employment 
Caxton House 
Tothill Street 
LONDON SW1H 9NA 

PS/Chief Secretary 
PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Anson 
Mr A J C Edwards 
Mr Sedgwick 
Mr Hibberd 
Miss O'Mara 

Miss Wheldon - Tsy Sol. 

COMMUNITY CHARGE - RPI 

I have now had an opportunity to think further about your letter 
to me of 28 July, and have seen copies of Nick Ridley's letter to 
you of 12 August, the letter from the Director of the Central 
Statistical Office of 26 August to your Private Secretary, 
Peter Lloyd's letter of 8 September, and John Moore's letter of 
3 October. 

Although the arguments against including the Community Charge in 
the RPI, set out in paragraph 2 of the draft note by officials, 
are in my view strong ones, my preliminary opinion is that the 
Community Charge should be included in the RPI. 	We will, of 
course, need to consider the issue further once we have the 
Committee's views. 

I am copying this letter to the Prime Minister, and to the 
Secretaries of State for the Environment, Social Security, and 
Scotland, as well as to Sir Robin Butler and the Director of the 
Central Statistical Office. 
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The Rt Hon Nigel Lawson MP 
Chancellor of the Exchequer 
HM Treasury 
Treasury Chambers 
Parliament Street 
LONDON  
SW1P 3AG 

RETAIL PRICES INDEX ADVISORY COMMITTEE  

Your letter of 20 September agreed to the immediate 
reconvening of the RPI Advisory Committee but not to the 
publication of specific terms of reference for it. However, 
because of the threat of disclosure in "The Independent" that 
the community charge will be on the agenda, we have now 
acknowledged that publicly. I understand that our officials 
have agreed how we should proceed in establishing the Advisory 
Committee. I have also seen your letter of 10 October which 
records your preliminary opinion that the community charge 
should be included in the RPI. As you have indicated, there 
are strong arguments against that course, but I understand why 
you have reached your preliminary conclusion. 

But we still need the advice of Lhe Committee which I must now 
formally establish. I propose that its terms of reference 
should be to advise me on the effect of the abolition of 
domestic rates on the construction of the RPI and on the way 
in which expenditure on holidays should be taken into account 
in the index; and to review progress on implementing the 
longer-term recommendations made in the Committee's last 
report. My Department will be announcing these terms of 
reference during the next few days in a Press Notice which 
will also name the chairman (Mr I T Manley) and principal non-
Governmental members of the Committee, and give the date of 
the first meeting (which I expect to be early in November). 

CONFIDENTIAL 
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As you suggested, the Committee will concentrate in the first 
instance on the issue of domestic rates and the community 
charge. An essentially neutral paper on this will need to be 
circulated to the Committee as soon as possible. The 
officials concerned, in Treasury, CSO and DOE, will be 
receiving a draft of the paper very shortly, which will take 
appropriate account of your preliminary conclusion as recorded 
in your letter of 10 October. 

I am copying this letter to the Prime Minister, the 
Secretaries of State for the Environment, Social Security, and 
Scotland, and to the Head of the Government Statistical 
Service. 
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The Rt Hon Norman Fowler MP 
Secretary of State 
Department of Employment 
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COMMUNITY CHARGE AND THE RPI 

Your letter of 15 September proposed that the RPI Advisory 
Committee should be reactivated to consider the effect of the 
abolition of local authority.  rates and the introduction of 
community charge. I entirely agreed with that proposal and T see 
from the subsequent Treasury letter of 29 September that this has 
now had to be publicly acknowledged following Press speculation. 

As you know my own view, which hEls been supported by a number of, 
other colleagues including Nigel Lawson in . his letter of 
10 October, is that the community charge must certainly be 
included in the RPI. I set out the arguments for this view in my 
letter of 12 August, and the subsequent Press.  speculation only 
serves to underline the importance of this so as to avoid the 
charge of fiddling the books. 

If colleagues generally are agreed on this I would urge that this 
should be remitted to the Advisory Committee not as an open 
question, but with a clear indication of the Government's 
preference. We should only ask them to advise on the implications 
and practical problems of transition etc. Otherwise there is a 
risk that they may come up with a different view on the main 
issue which we should find hard to handle. 

I am copying this letter to the Prime Minister, Nigel Lawson, 
John Moore, Macolm Rifkind and Peter Walker and also to Sir Robin 
Butler and Jack. Hibbert. 

Th 

) 7  
AY 

NICHOLAS RIDLEY 

f•s_ 
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From: S D H SARGENT 

Mr 
Mr Pere..... 
MrHibberd 
Miss O'Mara 
Mr S Price 

Ms Wheldon -Tsy Sol 

RPI ADVISORY COMMITTEE 

Sir Peter Middleton has seen Mr Fowlers letter of 17 October to 

the Chancellor about the handling of the RPIAC. He has commented 

that this all seems much too even-handed. It is not clear how we 

are going to ensure that departments all pursue the same line. He 

also wonders how the Government's preferred outcome is to be 

conveyed. 

S D H SARGENT 

Private Secretary 
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COMMUNITY CHARGE AND THE RPI  

The Prime Minister was grateful for the Chancellor's 
recent minute on this subject. The Prime Minister and 
Chancellor considered this issue at their bilateral earlier 
today. 

After a brief discussion, they agreed that it would be 
appropriate in putting the Government's view to the RPIAC to 
express no opinion on the balance of advantage between 
Options B and C, while making it clear that the Government 
would not favour Option A. Further consideration would need 
to be given to the way forward in the light of the RPIAC's 
comments. 

I am sending copies of this letter to Clive Norris 
(Department of Employment) and to Michael Saunders (Law 
Officers' Department, for the Solicitor General). 

PAUL GRAY 

Alex Allan, Esq., 
H.M. Treasury. 
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