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THE ROLE OF CENTRAL GOVERNMENT GRANTS

IN LOCAL GOVERNMENT FINANCE

Peter C. Smith

1. This memorandum is prepared for the Inquiry into Local Government Finance by the Local
Government Committee of the Scottish Parliament.  It concentrates on a single issue of crucial
importance in local government finance: the methods used by the Scottish Executive to assess
the spending needs of local authorities. 

2. I write as someone who has researched local government finance in general - and the issue of the
assessment of spending needs in particular - over a period of over fifteen years.  With colleagues
at the University of York, I have been involved in the development and successful implementation
of most of the indices of spending needs currently used in the English National Health Service,
and currently sit on the Department of Health’s Advisory Committee on Resource Allocation.   We
have worked with the Department of Health to develop a new methodology for calculating
Standard Spending Assessments in Children’s Personal Social Services.  In Scotland, we have
been involved with revisions to GAE assessments for social work and the recent review of the
Special Islands Needs Allowance.  We have also developed a variety of funding formulae in
Northern Ireland.  A summary of our experience was presented recently to the Royal Statistical
Society, and a copy of our paper is available on request (Smith, Rice and Carr-Hill, 2001).

3. The key conclusions of this memorandum are:
(a) that the assessment of spending needs is of profound importance in central-local relations;
(b) that the current methods of assessing local authority spending needs are inadequate;
(c) that there exist for many services more satisfactory practical means of assessing needs;
(d) that nevertheless no system of estimating needs will yield completely reliable estimates of

relative spending needs;
(e) that for this reason the local tax base should be extended.
The rest of this note expands on these issues.

4. Even if all local authorities were to adopt identical policies towards the services they are
empowered to deliver, they would be likely to demonstrate very different patterns of spending.
These differences are commonly said to be differences in spending needs.  They are largely
brought about by variations in social and economic conditions.  It has generally been accepted
that differences in expenditure brought about by such variation are legitimate, and that some
attempt should be made to correct for them.  To that end, the Scottish Executive has developed
the system of Grant Aided Expenditure (GAE) assessments.  An authority’s GAE is defined as the
amount the Scottish Executive believes a local authority needs to spend to provide a standard
level of service.

5. Not only do local authorities have differences in spending needs.  They also manifest very different
resource bases - in the form of residential property - quite independently of spending needs.  If no
allowance were made for such variations, different local authorities would have to levy
substantially different council tax rates, even if they were to adopt identical spending choices.

6. The system of GAEs has been developed by the Scottish Executive to distribute Aggregate
External Finance (AEF).  It seeks to ensure that - at some standard level of spending - all local
authorities are able to levy the same rate of taxation.  In other words, the grant system seeks
simultaneously to equalize for differences in needs and differences in resources between local
authorities.  There are some detailed problems encountered when making this principle
operational, but the general intention of seeking to use the grant system to secure such
equalization is highly desirable and has rarely been seriously challenged.

7. AEF represents the single largest source of income for local authorities.  The establishment of a
National Non-Domestic Rate in 1989 means that business rates are also effectively a central
government grant to local authorities.  Because both these sources of finance are independent of
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a local authority’s spending choice, all changes in expenditure must be absorbed by the only local
tax, the community charge.  This means that a small change in a local authority’s expenditure
leads to a disproportionate change in the local community charge, a phenomenon that has
become known as the "gearing effect".  Within this system the GAE assumes great importance. 

8. The client group approach is used in developing relative GAE assessments.  This methodology,
based on a primary indicator of client numbers, and secondary indicators which seek to capture
any “per client” variations in costs.  Secondary indicators are selected on the basis of whether they
explain significant variations in expenditure at the local authority level.  The client group method
has the virtue that (compared to many other systems in use in the UK) it is readily understood and
easily updated.

9. However, the calculation of secondary indicators suffers from a fundamental difficulty, which we
have explained at length elsewhere.  In summary it is that the variations in local authority
expenditure may be due to many factors other than legitimate variations in costs.  These include
variations in policy, variations in efficiency and variations in accounting methods.  As presently
used, secondary indicators are likely to capture all of these elements, an outcome which may bias
GAEs in favour of certain classes of authority.

10. In seeking to overcome the difficulties outlined above, Duncan and Smith (1995) show how - even
in a relatively simple context - it is exceedingly difficult to disentangle needs effects from other
determinants of variations in local authority spending if one continues to base secondary indicator
choice on expenditure data recorded at the local authority level.  For example, one must
accommodate the fact that local authority expenditure may in the past have been capped, that
previous central government grant affects spending, and that previous levels of spending may in
turn have influenced current grant receipts.  Moreover, one should in principal recognize that
variations in pressures from other services may influence variations in spending on - say -
education.

11. Such issues have long been accepted as a fundamental problem in estimating spending needs in
the National Health Service.  In order to address the problem, and to develop acceptable budgets
for health authorities, the NHS has developed a methodology based on "small area" studies of
inpatient utilization (Royston et al, 1992).  The principle of examining small area variations in
health care costs was therefore central to the methodology used by myself and colleagues when
advising on fundamental reforms to the English health service allocation formula (Carr-Hill et al,
1994). 

12. We have subsequently demonstrated that the principle of using small area methods is equally
applicable to calculating needs assessments for children’s social work, and believe that it could in
our view be extended to a number of other local government sectors (Carr-Hill et al, 1997).  The
associated empirical analysis requires the examination of patterns of expenditure at the small area
level within a representative sample of local authorities.  Using appropriate statistical techniques
(multilevel modelling), it is then possible to indicate average responses to variations in needs
within the sample of local authorities, which largely eliminates the important authority-wide effects
which contaminate current secondary indicator methods. 

13. We do not claim that the adoption of this methodology would eliminate all the problems associated
with GAE methodology.  In some ways it is merely a “halfway house” between existing methods
and what would the most satisfactory approach to estimating many GAEs – implementation of a
survey of the spending needs of individual citizens.  Such a survey would identify the differential
service costs associated with citizens with different social characteristics, and would take the client
group approach to its logical conclusion.  In spite of its expense, I believe that in the longer term
be serious consideration should be given to such a survey. 

14. In the meantime, small area methods may result in formulae which are technically superior to
those used hitherto, which can be based on sound empirical evidence, and which are becoming
increasingly feasible as the IT capabilities of local authorities steadily increase.  There is therefore
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every reason to believe that considerable improvements can be found to existing methodology for
GAEs, even without recourse to a costly survey of citizens.

15. Our work at the University of York has demonstrated the possibility of a radical improvement in
spending needs methodology, and supports the Parliament’s search for further extensions and
refinements.  However, I also believe that there is a limit to the extent to which reliable estimates
of relative spending needs in local government can ever be derived.  Although considerable
improvements on existing methods can be made, our experience has convinced me that there will
always be a degree of uncertainty about the estimates obtained of relative needs.

16. This being the case, there will in my judgement always be a need for a "safety valve" to mitigate
the effects of inaccuracies in estimates of spending needs.  In the past, this was provided by the
ability of local authorities to spread the associated tax burden over a broad tax base.  Now of
course such freedom is severely compromised.  In particular, the gearing effect places undue
strain on the single source of finance for increases in expenditure above GAE - the council tax. 
Along with the search for improved GAE methodology, therefore, I would advocate the extension
of the local tax base (to reduce the importance of the gearing effect).  The movement towards
improvements in the current system of distributing grant – which I believe to be possible - can be
accomplished only if methodological improvements are pursued in conjunction with these change
to the structure of local government finance.
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1 Introduction

This document represents the submission of Pion Economics Limited following an
invitation to contribute to the review of local authority grant distribution in Scotland
currently being undertaken by the Scottish Parliament.

Pion Economics is an independent economic research, development and strategy
consultancy based in the North West of England.  The company formerly operated as the
Economics Division of Salford University Business Services Limited but separated from
the University and commenced operating in its own right in May 1998.  Members of the
Pion Economics team have wide experience of operating in the area of local authority
resource allocation through a number of consultancy and research commissions from the
Scottish Executive, The National Assembly for Wales, DETR and number of English and
Scottish local authorities.  The project experience gained in this area over the last five
years includes:

• Use of Local Performance Indicators in the Best Value Regime (with Amion
Consulting, KPMG), DETR (2001)

• Corporate Economies of Scale Review, Scottish Executive (2000)

• Parks, Allotments, Open Spaces and Regional Element GAE Review, Scottish
Executive (2000)

• Accounting for Deprivation Report, 5 Scottish Authorities (2000)

• Assessment of Family Group Indicators, Accounts Commission (1999)

• Street Cleaning GAE Assessment, Scottish Executive, (1999);

• Development of Population Distribution Indicators for Welsh SSA Allocations,
National Assembly for Wales (1999);

• Independent Review of the Welsh SSA Structure National Assembly for Wales
(1998/1999);

• GAE Population Distribution Indicators: Phase II, Scottish Executive, (1998);

• Advisors to English County Councils on Area Cost Adjustment Issues (1997-99);

• GAE Population Concentration Indicators Scottish Executive (1998);

• GAE Population Distribution Indicators : Phase I, Scottish Executive, (1997);

• Sparsity and Local Authority Costs : Stage II, DETR (1996);

• Review of the Area Cost Adjustment (ACA), Association of English County
Councils (1996/1997)

• Sparsity and Local Authority Costs : Stage I DETR (1995)

Due to the range of experience in Scotland, the team has command of the conceptual,
methodological, statistical and political environments within which resource allocation
decisions are made in the area of Scottish local authority finance.

Our submission will be brief and focussed.  We start by making a few general
observations about local authority finance and the system in operation within Scotland
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and then concentrate on what we perceive to be a primary objective of the resource
allocation process – defining expenditure need.

2 Background

2.1 Local Authority Grants

Decentralisation of service provision raises a variety of economic questions concerning
the economic functions to be assigned to local government, the extent of tax-raising
powers, the financial relationship between levels of government, and the extent and
purpose of any fiscal transfers.  However, common general principles tend to underpin
re-distributive grant mechanisms and patterns of fiscal decentralisation observed in
different countries.  Among these lie attempts to:

• maintain diversity and choice in local public services;

• safeguard minimum standards in public services; and

• equalise fiscal positions.

The independent financial resources of an individual authority constitute local taxes
collected, any charges made for receipt of services, and loan finance.  These sources of
revenue are typically supplemented by grants from central government.  Grants paid by
central government to local government serve a range of purposes.  They can, for
example, be used to:

• compensate authorities for circumstances where the benefits of service provision
in one area can be enjoyed by individuals who reside in other authorities;

• safeguard minimum levels of service provision; and

• ease the burden of service provision in areas incapable of generating sufficient
local tax revenue, at acceptable tax rates, to meet local needs.

Specific grants require local expenditure to be directed towards a particular service while
general grants are spent at the discretion of the recipient authority.  Grants can be further
sub-divided into matching and lump sum grants.  The latter are fixed in size, whereas the
former are dependent upon an authority’s own expenditure.

2.2 Fiscal Equalisation

Fiscal equalisation, or the attempt to redress fiscal imbalances between local authorities,
is another common feature of grant systems in many different countries.  There are three
principal causes of these “horizontal fiscal imbalances” which relate to variations
between local areas in terms of:

• the tax base, or taxable capacity;

• the unit costs of service provision, and/or;

• the needs of the local area.

Attempting to compensate for these factors is referred to as revenue, cost or needs
equalisation.
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3 Grant Distribution In Scotland

The grant distribution mechanism currently used is a unitary grant system that combines
elements of need, cost and revenue equalisation.  The fundamental assumption
underpinning this allocation methodology is that unit costs of service provision are likely
to be broadly similar across authorities where the client group is relatively homogenous.
In such circumstances, Primary Indicators determine an allocation that is based on the
distribution of the client group.  Where the level of service required varies across sub-
sets of the client group, or where the costs of delivery are subject to other pressures
which vary between authorities, then Secondary Indicators (SIs) are employed.  SIs seek
to accommodate the additional need/cost pressures with weights determined via a
regression based approach.

By closing the gap between assessed spending and the level of the authority’s income
from all other sources, a unitary grant system strives to achieve both need and revenue
equalisation.  At face value a unitary grant system appears to be a fair and simple method
for determining how central resources should be distributed to local government.
Problems invariably arise, however, in the practical implementation of system and, in
particular, on the way in which distributions are calculated.

Spending by a local authority above allocation typically attracts no central revenue
support and the burden of such spending must therefore be borne by local taxpayers.
Where such spending also entails a higher quality/level of service than is available
elsewhere, then it is only fair that local taxpayers should pay for the improvement in
service quality.  The real problem occurs when the assessment for an authority does not
adequately reflect its need to spend in providing a standard level of service.  Faced with
this situation a local authority has the option of doing one of two things. Either it can:

• provide a standard level of service provision and throw the burden of the additional
spending above assessment onto the local taxpayer; or

• provide a reduced level of service and so limit the extent of any additional fiscal
burden on local taxpayers.

Since both options compromise the principle of horizontal equity on which the system is
based, inappropriate assessments will inevitably lead to tensions within a unitary grant
system.

In addition, high gearing ratios (i.e. if centrally provided income to local authorities
accounts for a large proportion of assessed spending) means that quite small differences
between assessments and actual local authority spending can produce quite large
differences in local tax rates.  The same increase in spending above an assessment for
otherwise identical authorities can result in significantly higher council tax increases in
those authorities having poorer revenue bases.

What this discussion make clear, however, is that one of the key considerations of the
grant system revolves around the determination of what we would call expenditure need.

4 Determining ‘Expenditure Need’
Expenditure need refers to the costs incurred in delivering a specified level of service to a
defined range of users.  Such costs will generally tend to reflect the type of service being
delivered, the statutory or discretionary nature of the service, relevant service standards,
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the mode of delivery, the characteristics of the relevant user groups, accessibility
requirements of users and the level of need.

All of the local government resource allocation structures within the UK employ some
measure of the local population/client base to form the basis of any allocation activity.
None of our experience in Scotland, England or Wales lead us to view this basic structure
as fundamentally flawed.

Within this framework, however, it is clear that if a resource distribution mechanism is to
be accepted as an accurate and effective means of identifying appropriate budget
allocations between authorities then it must seek to:

• identify appropriate client groups for each service to be delivered and across which a
base primary indicator allocation can be made;

• identify the range of potential unit cost and need pressures which may serve to vary
expenditure per capita of the client group;

• develop secondary/composite indicators which capture the essential nature of these
pressures to an acceptable degree;

• examine the extent to which expenditure variations between authorities can be
explained by such indicators; and

• adjust budget allocations to reflect the evidence regarding the nature of this
relationship.

This set of requirements appears relatively straightforward, but embodies a series of
detailed considerations of the extent to which current:

• client groups provide a suitable basis for primary based indicators in terms of the
services provided;

• structures objectively recognise plausible need and cost pressures on expenditure;
• mechanisms adequately represent such expenditure need and cost pressures; and
• procedures reflect the evidence of such pressures in an objective manner.

4.1 Accounting for Need

There is a broad consensus within public finance that differences in need will affect the
revenue requirements of different local authorities.  There is, however, less agreement as
to the definition of need and the nature of the latter in the context of what is meant by ’a
standard level of service’.  Need is a very imprecise concept, open to a wide variety of
interpretations and invariably subject to disagreement.  In practice, need is likely to be
defined through a political process which takes into account the views of important local
stakeholders:

• service experts and professionals;
• actual/potential beneficiaries; and
• local politicians.

A political process designed to define a social consensus of stakeholders might
eventually result in a common definition of need being used across all local authorities.
If this were to be the case, spending differences between local authorities would simply
reflect differences in the costs of meeting needs.  The reality of service delivery,
however, has to accommodate a series of complicating factors, including:

• discretionary spending;
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• differences in the quality of service provision; and
• differences in organisational efficiency.

Accounting for these separate factors has important implications for the way in which
GAE should be estimated.  While there is some controversy about what is the most
appropriate definition of need, there tends to be more agreement about what constitute
good needs indicators.  However, the range and definition of need indicators that are
considered to be appropriate do tend to differ from service area to service area, and will
often depend on the nature of precise nature of the service being provided.

4.2 Cost Based Indicators

There are a variety of circumstances that can cause variations in local service costs. More
particularly, there is a complex interrelationship between the potential for economies of
scale, client population dispersion, settlement size and mode of delivery in causing the
unit cost of service provision in any one local authority area to diverge from the average.
Reviews of evidence that we have undertaken on behalf of the Scottish Executive suggest
that:

• population distribution is likely to be a key secondary indicator for a number of
services;

• different services are not going to exhibit the same relationship to population, density
and settlement; and

• detailed studies of particular services are required in order to distinguish between
economies of scale in production and the pressures for higher costs, which derive
from need and spillovers.

4.3 The Weighting of Indicators

On top of the necessity to reflect need and cost-based pressures, evaluating expenditure
need requires a mechanism through which such pressures can be assigned relative
importance.  The desire to demonstrate objectivity in assigning weights to indicators
tends to encourage most resource allocation systems towards the use of statistical
methods.  What are known as regression methods are by far the most frequent set of tools
employed in this area.

The value of regression analysis is that it can be used to decompose observed costs into a
number of different components.  Thus it should be relatively straightforward, in
principle, to assess the relative contribution of need and cost pressures on expenditure.
In practice, however, observed expenditure on a service can differ not only because of
legitimate differences in need and cost pressures between authorities but also because
different authorities may choose to provide a different level of service quality.

Failing to control for the factors which affect service level provision, but which should
not by right be included in GAEs, can result in regression analysis providing a false
reading of an authority’s need to spend on services.  Thus, whilst the use of regression
analysis may give an air of objectivity and statistical respectability to the process of
determining the weights used to determine local authorities need to spend on services, the
technique does have its drawbacks and these need to be clearly understood.
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One option available in these circumstances is to attempt to include a direct measure of
the service quality supplied by local authorities in the regression analysis.  This approach
has a number of distinct advantages over other possible alternatives.  Specifically, it:

• deals directly with the problem that service quality may differ between authorities as
a result of differences in either political philosophy, costs of service provision, or
community income levels;

• deals directly with one of the problems raised by devices such as capping - if a
capped authority reacts by providing a lower service standard, the quality indicator
will reflect this and so leave the estimated relationship between expenditure and
needs and costs drivers unchanged; and

• provides an opportunity to benchmark services to a pre-determined standard and
provide authorities with the appropriate level of funding to meet the quality
benchmark.

Quality indicators are, of course, more readily available in some services than others and
attempting to develop a single quality indicator when service provision is multi-faceted
remains a problem.  However, some attention might be paid to investigating the use of
quality measures in some of the major service areas currently used to calculate GAEs.
Service reviews organised in conjunction with Best Value might provide a suitable and
effective framework for this analysis.

It is also possible that consideration might be given to the use of what are known as
hierarchical rather than standard regression methods.  Hierarchical models combine data
from different spatial levels - for example wards as well as authorities - and thereby
allow for more detailed consideration of the influences, which affect delivery patterns
and costs.

Hierarchical models offer a potential solution to some of the more pressing problems
associated with the use of traditional regression models, but it is important to keep a
sense of perspective.  The approach is not, nor can it be, a panacea for all the problems
that a traditional regression based approach has.  At the end of the day, and stripped of its
added complexity, hierarchical modeling is effectively another form of regression
analysis and thereby suffers from many of the traditional problems associated with this
method.

What hierarchical modelling does offer is the potential of providing something that is
better than other possible alternatives.  Some consideration might be given to using
hierarchical models in those service areas which are most suited to the application of the
technique and for which suitable data can be collected.  Two of the most promising areas
in which it may be possible to implement a hierarchical model are education and personal
social services.

5 Additional Options and Considerations
Whilst, the use of statistical methods brings objectivity into the method of determining
GAEs, account should also be taken of the fact that this method is unlikely to provide an
exact measure of the expenditure needs of all local authorities.  What regression analysis
can do is minimize the size of any errors that are made, but it cannot eliminate them
entirely.  This suggests that some consideration might be given to other mechanisms that
could be employed to dampen the magnitude of potential error in the grant distribution
process.
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Where the error takes the form of GAEs underestimating the true need to spend,
producing a high gearing effect, two possible solutions suggest themselves, namely
reducing the effect that gearing has on local rates of council tax by improving the
revenue base of local authorities or introducing safety nets into the system providing
some level of support to authorities spending above GAE.
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