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Local Government Resource Review: Proposals for Business Rates Retention
An initial briefing
Introduction
The Government is reviewing how local authorities are funded. It is doing this in two parts: part one is the proposal that local councils should retain a greater proportion of the National Non-Domestic Rates, commonly known as business rates; part two relates to proposals on the Community Budget. This initial briefing outlines the Government’s proposals for business rates retention, the changes that will result and considers the issues of interest to NAVCA members. The proposals are set out in a consultation document
, which is accompanied by a plain English Guide
. A further eight technical papers have recently been released
 and we will provide a briefing on them in due course. 
The proposals are important to the local voluntary and community sector for several interrelated reasons: 
· they are likely to affect a significant proportion of local voluntary and community organisations funded directly or indirectly by local government;

· changes to local government finances are likely to have a direct impact on local services and therefore on local communities;

· any potential change in the funding of public services is likely to affect the demand on services provided by local voluntary organisations;

· local authorities are key partners for the sector and therefore any significant change for the local authorities is bound to have some impact on the sector.
Under the current system, business rates are collected by local authorities on behalf of the Government and passed on to the Treasury, which then redistributes the funds to local authorities as part of the formula grant
. The Government’s proposed changes will allow councils to keep a proportion of business rates growth in their area. The Government believes that this will make councils more financially independent and create an incentive for them to promote local business, which will in turn generate economic growth that will bring jobs and prosperity to the area.
The Government’s rationale for the change is that the current system:

· Makes councils “too dependent on central Government funding”.
· Means there is a greater incentive to design services in order to secure government funding.

· Encourages councils to improve their area by lobbying Government for more resources or demonstrating need.
· Does not promote driving cost efficiencies or investing in local growth.
The Government has use four principle when devising proposals for business rate retention: 
· to build an incentive into the local government finance system that encourages local authorities to promote long term economic growth; 

· to reduce local authorities’ dependency upon central government, by enabling as many as possible to become self sufficient; 

· to maintain a degree of redistribution of resources to ensure that authorities with high need and a low tax-base are still able to meet the needs of their areas; and 

· protection for businesses and specifically, no increases in locally-imposed taxation without the agreement of local businesses.  

The current, centrally administered, system enables the Government to redistribute the business rates income from areas with a high tax-base to areas with a low tax-base. The Government recognises that simply allowing councils to retain the business rates they collect would result in an unequal distribution of income between local authority areas and it sets out a system of incentives and protections, which it believes will guard against this. Any reduction in the business rates income will have to be absorbed by the council, although there will be mechanisms to support councils that face a significant fall in business rates income and those that are less able to grow. 
In two tier areas the district authorities collect the business rates and are therefore the billing authorities. The Government proposes that county councils will receive a share of business rate revenues from districts. 
The Government intends that business rates retention would start from April 2013
A fair system? 
Ministers believe the system will be fair: Greg Clark, Minister for Decentralisation and Cities said the shift would ensure “fairness now and in the future”, and Local Government Secretary Eric Pickles has also said that ”no authority will receive anything less than they currently get”
. 

The Government wants to create a direct link between the success of local businesses and the local authority’s cash flow, with the expectation that “any council that grows its local economy will be better off under the new system”. Local authorities will not be able to set the level of local business rates, but will be able to offer discounts for which they will have to bear the cost.

It is important not only that the system’s incentives and protections are fair but also that the balance between them is fair. We consider the protections and incentives and the balance between the two in detail below. 
Is the starting point fair? 
The Government plans to use the 2012/13 formula grant as the baseline  for the business rates retention scheme, the Government argues that this reflects the income that local authorities require to meet the needs of their area. However the 2012/2013 formula grant represents a significant reduction in income for many local authorities compared to 2010/11, with the most deprived areas particularly badly affected. The Association of North East Councils claims it has “evidence that the grant position in 2012/13 is unfair……… and it is not acceptable as the basis for moving forward with a new funding system.”
 

In considering the proposals as a whole, it is reasonable to question whether using the 2012/13 allocation as a baseline offers a robust and fair assessment of need.
Incentives
Organisations that represent business are broadly supportive of the proposals, the Institute of Directors, for example, believes that they will promote economic growth and that “For the first time many councils will have a genuine incentive to be business-friendly.” This echoes the feeling of many businesses and developers that the proposals will encourage local authorities to work more closely with them to stimulate local enterprise and development.
The proposals are linked to the localism agenda in that they attempt to provide a direct link between income and decision making. The Local Government Information Unit (LGIU) notes that it is “an important early step in shifting the centre of political and economic gravity more towards the local.”
 
Clearly there are some decisions that councils could make that could encourage business but national decisions (such as High Speed Rail) will also have a significant impact on local economies. Furthermore, business rates income is very unevenly distributed, leading many to conclude that some areas would find it much easier to stimulate economic growth than others; for example, councils in the north-east of England have produced a heat map which shows the uneven distribution of business rate income
. Indeed, it seems inevitable that there will be winners and losers with some local authorities faring very differently from their neighbours; as the LGIU notes, “For many people…, and possibly for the government such varying outcomes will be a real test of their commitment to localism.”

The extent to which business rates retention will incentivise the right actions is open to debate as not all businesses pay the same rates; power stations, supermarkets and office developments, generate higher rates than small business, manufacturing, academic research, community and charity uses. In addition, the Government is considering how it might provide incentives for renewable energy developments, with associated growth in business rates retained by the council. Taken together, this introduces a risk that certain types of business and development will be prioritised over others, leading to decisions that favour short-term revenue generation over long term growth and, it could be argued, introduces an element of financial incentive into the planning process. Small business and charities can be key employment providers but supporting them will bring less business rates growth than supporting large businesses. This could therefore lead to partnerships with the voluntary sector becoming less of a priority.
Protections
The Government acknowledges that allowing local authorities to keep all their business rates growth would lead to wild variations and would almost certainly exacerbate the divides between rich and poor areas. In order to equalise distribution a series of checks and balances is proposed, comprising: 
· tariffs and top ups; 
· a levy system; 
· pooling arrangements; 
· plans to that allow the system to be reset; and 
· support for councils facing a significant fall in income due to a major employer closing. 

Tariffs and Top ups: Local authorities that collect more from business rates than they currently spend will pay the difference to the Government in the form of a tariff. Those that would not collect the amount that they need from business rates will receive a top up from the Government. The tariff or top up would remain fixed, allowing local authorities to retain any future growth in business rates. There are two options for fixing top up and tariffs:

· uprate the year one tariff and top up amounts by the Retail Prices Index (RPI)
· retain the year one cash amounts and not uprate by RPI
The first option would provide protection for authorities with low tax bases and high needs but would, in the Government’s view, provide less incentive for growth. The second option would diminish the effect of the redistributive measures over time but would, according to the Government, offer a greater incentive to promote economic growth. 

Levy: The Government will collect a levy to prevent local authorities with high business rate tax bases making disproportionate financial gains, and to make the system more sustainable in the long term. There are three options for the operation of the levy:
· The same percentage rate for all authorities. This would result in areas of high tax base and low need benefiting more from the same level of growth than authorities with a low tax base and high need as a result of the ‘gearing effect’ (areas with a low tax base need a much higher percentage increase to achieve the same actual monetary increase.).
· A banded approach with different levy rates for each band. This partly addresses the issues for the first proposal but does introduce ‘cliff edges’ – there will be steep changes between bands.
· Individual levy – different rates for each authority. This would link the levy rate to the baseline and therefore to local need – notwithstanding the concerns discussed above about the baseline level and whether it has a direct relationship to need.
Whilst the individual levy would necessitate Government intervention, it appears to be the only option that will prevent areas with a low tax base being unduly penalised. 

The level of the levy will be crucial. The Government takes the view that “there is a balance to be struck between strongly incentivising growth.(broadly speaking the lower the levy, the greater the incentive for growth) and building in protections (broadly speaking, the higher the levy, the greater the amount of funding available for [protections].)” 
The Government proposes to use the levy to create a funding pot that will offer a safety net, which it proposes using in a number of ways:
· To help manage significant sudden declines in business rate income and sudden changes in local economic circumstances (e.g. closure of a major employer).
· To protect the spending power of authorities that are less able to respond to the incentive and have low growth. 
· Support a local authority that experiences a fall in business rates of a specified percentage compared to the previous year; or if the business rates falls by more than a specifies percentage below its baseline business rate.

· Ongoing support to authorities that have experienced significant losses that take more than one year to recover 

· Top up the growth levy in every authority which had not contributed to the levy

· Support revenue expenditure in areas of lower growth or target expenditure on projects to unlock growth and prosperity

· Redistribute the remaining levy pot to all local authorities in proportion to each authority’s baseline

· Hold some levy money back in higher growth years to ensure sufficient funding for the safety net in lower growth years

The Government recognises that the greater the levy, the greater the pot available for redistribution but believes that this would also reduce the incentive to promote growth. Greater detail on these provisions is still to be published. It is unclear whether the levy will fully mitigate changes that are beyond the local authority’s ability to influence. 
Revaluation: Business rates are currently re-valued every five years, which has the potential to introduce significant volatility. To counter any volatility at re-valuation the Government proposes to adjust the tariff or top ups at the same time
Resetting: The tariffs and top-ups will remain fixed once set, but the Government believes that it may be necessary to reset the entire system if needs and resources become too divergent. The period between resets could either be fixed in advance or could be decided at a later date by the Government based on objective criteria. The Government is concerned that a fixed timescale could encourage councils to focus on benefiting from the reset rather than on promoting growth.
Pools: Local authorities would be able to come together on a voluntary basis to pool business rates. There would be a single tariff or top up for the pool and a single levy calculated on the aggregate income and growth across all local authorities in the pool. Local authorities in the pool would then agree how to allocate the aggregate revenues. It is suggested that pooling could help to manage volatility and encourage authorities to work together, although it could well reduce the total amount that is levied and, therefore, available for redistribution. London Councils is lobbying for a London wide pool but it is unclear is this has the support of all London boroughs. 
County council income from business rates will be related to incomes of district councils, which is considered an incentive to encourage them to work together. The pooling does potentially present a problem to county councils if a district wishes to pool with another authority outside the county, as the county council could face the risk of being part of the pool and have no say as to how the tariff or levy contributions were shared. The county council would be expected to deliver the same level of service in all districts even though it may receive less income from one district. The Government proposes to prevent this by either prohibiting districts from forming out of county pools or by that requiring that consent is sought. 

What is the right balance?
Each of the protections and the incentive raise a number of questions in themselves, however the critical issue is the interplay between the two. Most commentators agree that it is crucial to get the balance right – there are, however, differing views about what that might be: 

· IPPR: “There still needs to be some quite careful consideration as to what the impact of the changes will be over a longer period. The tariff and top-up increases might look to include a degree of fairness in the short term but in the long term there is a danger of widening disparity between poorer and richer areas.”

· Hugh Grover, London Councils: “It appears to me that the government is proposing to take away a large amount of London’s growth through a levy that they would hold nationally for a rainy day fund. This would, of course, significantly reduce the reward that councils would see for their efforts.” 

· Kieran Larkin, Centre for Cities: “Equity considerations are of course important, but the idea that no council should lose out from any change would only realistically leave one policy option open – retaining the status quo. Clearly an incentive-based system will create relative winners and losers; otherwise it could not possibly function. Those places that are able to encourage development will see their revenues boosted but areas not able to achieve the desired outcome will probably be less well off than under the current system.”
 
One of the Government’s four principles was “to maintain a degree of redistribution of resources to ensure that authorities with high need and low taxbases are still able to meet the needs of their areas.”
 It is certainty true that the various checks and balances provide “a degree of redistribution”, although it is questionable whether the proposals offer the same degree of redistribution as the current centrally administered system. Until the Government can allay this particular concern the perception will remain that these proposals are likely to have a significant impact on funding for areas of high deprivation, particularly those areas with a low business tax base. 
The Centre of Cities believes that “over the long-run few cities see their business rates decline, so history suggests that only a few places would see a real decline in their revenues.”
 Whilst this may be the case for most cities, the risk remains that areas of high deprivation that are not regional business centres or less affluent boughs in metropolitan areas that are less attractive to business could see their income decline. More successful neighbouring business centres will attract the growth and income which they can then reinvest to attract more business. There could be advantages to local authorities engaging in pooling arrangements in order to mitigate such local tensions. 

The newly published technical papers should give some indication on what the effect of different balances will be. NAVCA will update this paper when we have completed analysis of these papers. The Government also has produced an interactive calculator
. This can be used to calculate what the effect of different proposals will be on a particular area. 
Impact on the voluntary sector and local communities 

Business rates are the major component of the formula grant so any change will have an impact on funding for all areas. Whilst the Government has outlined the implications of the proposed changes for business and public bodies, it makes no explicit reference to the voluntary and community sector. There is, however, little doubt that the proposals are likely to have a significant impact on local voluntary action. Many voluntary and community sector organisations receive substantial funding from their local authority whether in the form on grants or contracts. It follows that changes to the income streams of local authorities could have an impact on the sector’s income. 

Any loss of local authority funding could lead to a reduction in local services, which could place additional demands on voluntary and community sector providers, adding to the pressures of the recessions and the public spending cuts. Clearly, service further reductions will have a more general impact on the communities that the sector serves. There is an additional danger that local authorities will focus on the larger businesses that more business rates income to the detriment of charities and voluntary organisations that will not stimulate significant business rates growth. 
The proposals indicate no change to the current system of business rates reliefs, including both mandatory reliefs (such as for empty properties and charities) and discretionary reliefs (such as for not for profit organisations). However the consultation does invite people to comment on whether they agree. Therefore it is important that the sector strongly indicates support for maintaining business rates reliefs. 
Suggested actions
1. It is likely that these proposals will be implemented in some form, which means that in future the performance of the local economy will have some impact on the finance available locally. NAVCA members need to be aware of the potential impact and consider the implications for the local voluntary and community sector.

2. We would encourage NAVCA members to contact their local authority to discuss what the proposals might mean for the area and to find out how the local authority intends to respond. Consider whether you can support this response and provide evidence that will be helpful to the local authority and ultimately the area in which you work. It is important to demonstrate to the local authority that the sector understands the potential impact of these changes on the council’s funding, on the sector itself and on support for local communities. 
3. Consider writing a response or feeding into other responses. As further detail becomes available NAVCA will provide further briefings. NAVCA will be submitting a response to the consultation and we would welcome your input. To contribute to this response please email policy@navca.org.uk with the subject line “business rates” by 10 October 2011. The deadline for responses to the Government is 24 October 2011.
Peter Horner

Policy Officer

peter.horner@navca.org.uk
0114 289 3961
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