CABINET
15FEBRUARY 2005

ITEM NO. ... 19

THREE-YEAR REVENUE AND CAPITAL SETTLE MENTS—-CONSULTATION
PAPER

Responsible Cabinet Member (s) — Councillor Don Bristow,
Resour ce Management Portfolio

Responsible Director (s) - Paul Wildsmith
Director of Corporate Services

Purpose of Report

1. Thisreport asksfor Members views on the draft resporse to Three- yea Revenue and
Capital Settlements — Consultation Paper issued by the ODPM on 15December 2004
Resporses are required by nolater than 11th March 2005

Information and Analysis

2. The Government introduced three-year settlements for central Government Departmentsin
the Comprehensive Spending Review in 1998 The cnsultation dacument from the ODPM
is attached at Appendix 1 now invites comments onits propasa to roll-out three-year
settlements to Local Government with effect from 200607. A draft resporse for Members
considerationis attached at Appendix 2

Outcome of Consultation
3. Noformal consultation hestaken place
Lega Implications

4. Thisreport has been considered by the Borough Solicitor for legal implicationsin
accordance with the Courcil's approved procedures. There ae noissues which the Borough
Sali citor considers need to be brought to the specific attention d Members, other than those
highlighted in the report.

Sedion 17 d the Crime and Disorder Act 1998

5. The mntents of thisreport have been considered in the mntext of the requirements placed
on the Courril by Section 170of the Crime and Disorder Act 1998 namely, the duty on the
Courxil to exerciseits functions with due regard to the likely effed of the exercise of thase
functions on, and the need to doall that it reasonably can to prevent, crime and dsorder in
itsarea. Itisnat considered that the cntents of thisreport have any such eff ect.
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Council Policy Framewor k

6. Theissues contained within this report do nd represent change to Courril padlicy or the
Courril’s pdlicy framework

Dedsion Deadline

7. For the purpose of the ‘cdl-in" procedure this does represent an urgent matter, as resporses
arerequired to reach ODPM no later than 11March 2005

Key Decisions

8. Thisisnot akey decision.
Remmmendation

9. Itisrecommended that: -

(@ Membersreview the draft response to the Consultation Paper issued by the ODPM
regarding Three-Y ea Revenue and Capital Settlements

(b) Authorise the Director of Corporate Services to forward the views of this Courril to
ODPM.

Reasons

10. Therecommendations are suppated to enable aresponse from Darlington Borough Courcil
to be forwarded to the ODPM regarding the consultation peper.

Paul Wildsmith
Director of Corporate Services

Background Papers

ODPM Threeyear Revenue and Capital Settlements
Consultation Paper

Brian Boggon: Extension 2305
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About this consultation

1. The Government introduced three-year settlements for central Government Departments in the
Comprehensive Spending Review in 198. For the full benefits of three-year plansto feed through into
improved pubic service delivery, it isimportant that they are cascaded from Departments to executive
agencies and other budget holders.

2. This consultation paper seeks views on the Government's proposals for the implementation o three-
year revenue and capital settlementsfor local government in England. It fulfilsa commitment in the
Government's 2004 Spending Review to consult on these proposal s with local government and ather
stakeholders with aview to agreeing locd authority finance settlements for 200607 and 2007/08 during
2005.

3. Threewyear funding settlements for local authorities, police aithorities and fire and rescue aithorities
will offer greater certainty and stability in funding for local services. They will increase the planning
horizon, strengthen financial management and support efficient use of resources at the local level -
supporting the delivery of high quality services.

Who should read this consultation paper?

4. The consultationwill be of interest to local authorities, police authorities and fire and rescue
authorities in England that receive grant via the formula grant settlement, specific grants and support for
capital spending. The consultation paper will also be of interest to bodes which fund local authorities,
for example Regional Devel opment Agencies, and organisations which directly benefit from funding
from local authorities, including the private and voluntary sector, as well as other stakeholders with an
interest in local government.

5. A copy of the consultation paper is aso available on the web site of the Office of the Deputy Prime
Minister (ODPM) at the following address
http://www.odpm.gov.uk

Responses and enquiries

6. The Government would like your views on the proposals and isues in this consultation paper.
Specific questions and isaues for comment are posed throughou the paper and set out in Annex A.
Please make sure that your response reaches us by 11 March 2006.

7. We would prefer to receive responses electronically.

Please send responses by e-mail to:
Threeyearsettlements@odpm.gsi.gov.uk

8. Alternatively, if you are not ableto respord by e-mail, please send your resporse to:

Chris Howsham
ODPM

Zone 5/E2

Eland House
Bressenden Place
London SW1E 5DU

9. It would asdst our analysis of the resporsesif you could set out your comments under the relevant
chapter headings used in this paper and clearly mark to which paragraphs and/or consultation question
they refer. Furthermore, respondents shoud explain, where relevant, who they represent.

10. All responses will be made public unless corfidentiality is ecifically asked for. Should you wish
your commentsto be treated in confidence please dearly indicate thisin you response. However,
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correspondents should be avare that confidentiality cannot always be guaranteed, for example where a
resporse includes evidence of a serious crime. Any automatic confidentiality disclaimer generated by
your organisation's IT system will nat be respected unless you spedfically include arequest in the main
text of your response. All resporses will be included in statistical summaries of comments received and
views expressed.

Next steps

11. A summary of responses will be published by summer 2005and a copy will be available onthe web
site of ODPM at the following address
http://www.odpm.gov.uk

A paper copy of the summary of resporses can be obtained from:
Chris Howsham

ODPM

Zone 5/E2

Eland House

Bressnden Place

London

SWI1E 5DU

12. The Government will carefully consider the responses to this consultation paper and take them into
accourt in deciding the way forward. The Government will announce its conclusions in summer 2005.
Subject to the outcome of the consultation, work will need to be taken forward onarange of detailed
matters. Discussons will take place with local government and other stakehalders with further
consultation where appropriate.

Comments and complaints

13. This consultationis being undertaken in accordance with the Code of Practice on Written
Consultation. The mnsultation criteria are set out in Annex B to this consultation paper.
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Exeautive summary

1. Building a wherent and stable relationship between central, regional and local government is at the
heart of the Government's commitment to deliver high quality public services and improve the

eff ectivenessof local government in their leadership and delivery to all communities. A moveto amore
stable system of funding for local government underpins this goal. Chapter 1 sets out the Government's
objectives for introducing three-year revenue and capital settlements for local authorities in England,
covering police andfire and rescue authorities. It explores some of the design principlesto suppart
delivery of this new system and the timetable for introduction.

2. Local authorities received £461 hillion annual formula grant in 200405 from Government to fund
their on-going core activities. Thisis made up d revenue support grant, businessrates and, in the case of
pdice authorities, pdice grant. The dlocation is based on aformulaic system which takes into account
therelative aosts of providing different services in aparticular local authority area and the relative aility
of each authority to raise council tax. With three-year settlements an appropriate balance will need to be
struck between transparency and predictability of three-year figures against the need to alocate
resources closely to need and reflect the most up to date information available. Chapter 2 explores

diff erent formula grant methodology to support delivery of three-year revenue settlements which remains
bath transparent and fair. In particular, it invites views onwhether the formula grant system should be
fixed using the same formulae and datafor each of the three years or if forward projections should be
considered for some data, for example population growth.

3. In addition to formula grant, local authorities receive some £28 hillion (in 2004/05) of fundng
(excluding padlice grant) in the form of specific grants from diff erent Government Departments. These
grants vary widely. They may be paid to all or to orly selected authorities. They may be "ring-fenced"
and so must be spent on a defined activity or "targeted”, with noconditions on how they are spent.
Delivering greaer forward certainty in specific grants through three-year settlements will enable local
authorities to better plan their budgets and where gopropriate, allow grants to be passed on to ather
organisations such as neighbourhood groups. Chapter 3 proposes that local authorities receive three-year
alocations of specific grants unlessthere ae overriding reasons against this. It invites views on
circumstances under which it may not be desirable or in authorities' interest to allocae certain specific
grants over athree-year period.

4. Approximately £12 hllion of annual support for conventional capital investment is also made
available in the form of supported barowing and capital grants. This supports a mixture of ongoing
programmes, largely for maintaining existing as<ts, and ore off projectsto provide new or substantially
enhanced assets. Revenue grant is also provided to authorities to fund the Private Finance Initiative. The
all ocation methoddogy for capital investment varies: some is based onformulae and some on
assessment of plans prepared by authorities. Longer lead-in times make forward certainty particularly
important for capital programmes. Chapter 4 proposes that as far as practicable, there shoud be firm
three-year certainty for capital allocations. It invites views on circumstances where there may need to be
some exceptions to this approach.

5. Greater certainty and stability in funding for local services will strengthen financial management,
forward planning and efficient use of resources at authority level. Better management of risk at the local
level shoud dfer greater stability in future courcil tax. Thiswould enable authorities to publish forward
indications of budget levels and council tax providing greater certainty to council tax payers. Chapter 5
invites views on haw this approach could operatein practice.

6. The practical and legislative implications of three-year settlements and their links to wider reforms
also need to be considered. Chapter 6 explores implementation issues and wider reforms, including Sir
Michael Lyons' independent inquiry into local government funding and the Efficiency Review.
Devolving decision making, including Local Area Agreements, is also addressed.
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Chapter 1 - The Government's overall approach to threeyear settlements

Current funding regime for local government

1.1 Local authorities, pdlice authorities and fire and rescue authorities' income comes from arange of
sources. On the whole, revenue expenditure is financed througha balance of central Government grant,
including redistributed businessrates and the locally raised council tax. There is also significant revenue
from fees and charges. Capital expenditure is principally financed through central Government grant,
borrowing and capital receipts.

1.2 Thetotal income of local government has increased steadily from £77.2 billionin 197/98 to just
under £107 Lillionin 2002/03. About 61% of incomein 200203 took the form of government grants.

Figure 1: Breakdown of local authority incoma 2002/03

B Revenue Suppaort
Grant

Other Grants

[ Redistributed
Business Rates

O Other

O Charges for Services
{including rents)

B Council Tax

Source: Local Government Financial Statistics 13 (2004)

1.3 Local authorities, pdlice authorities and fire and rescue authorities receive an annual formula grant
settlement from ODPM to fund their on-going core ativities. Thisis made up d revenue support grant
and businessrates. Authorities can use this funding for any of their activities, including capita
investment. In addition, police aithorities also receive palice grant from the Home Office as part of the
settlement. The Government consults on the formula grant settlement, usually in November, before
Parliament approves the dlocationsto individual authorities, usually in January ahead of the financial
year to which they apply. The Welsh Asseembly Government is responsible for the settlement in Wales
except for police grant which the Home Office pays to both English and Welsh pdice authorities.

1.4 Specific revenue grants are distributed to authorities separately from the annua formula grant
settlement. Specific grants may be "ring-fenced" for particular activities or initiatives or "targeted" with
norestrictions on how they can be spent. The arangements for allocating these grants vary: some
schemes use formulae or other rules on entitlements; others allocate funds following bids from
authorities. Allocations of many grants are settled before the start of the year, whil e others are alocated
throughou the year.

1.5 The Government allocates support for capital investment to authorities in the form of fundng for
borrowing costs throughthe annual formula grant settlement and as capital grants. Authorities' allocation
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of supported barowing depends on annual decisions by Government Departments, often on the basis of
formulae for the service concerned. Capital grants are often given for specific projects following bids
from authorities. The grants are dlocated by Government Departments before the beginning of, or during
the year, depending an the individual programme.

Limitations of annual allocations

1.6 Local authorities and their palice and fire counterparts have highlighted difficulties they experience
with the present system of an annual formula grant settlement and annual allocations of many specific
revenue and capital grants. Similarly residents have queried why their courcil, police aithority and fire
and rescue authority does not find out how much money it hasto spend wntil shortly before the start of
the year.

1.7 Both the formula grant settlement and capital alocations are made to authorities close to the start of
the financial year. This leaves authorities very little time to plan their budgets with certainty. Thetask is
made more difficult still when changes to functions and corresponding changesin finance ae made very
late in the day. In addition, allocations of specific grants may come too late for these to be taken into
accourt in budget setting dedsions.

1.8 The alvantage of annual settlements and grant allocationsisthat the grant that authorities recaveis
based on the latest available data and information. In this way fundingis more closely aligned to actual
needs of an authority and its residents. However there is atrade off. Annual settlements and allocations
can hinder eff ective medium term financial planning. It is difficult for authorities to predict with any
confidence the resources that will be available to them for the following and subsequent financial years.

1.9 Asaresult it isdifficult to take strategic decisions on longer term projeds. Authorities are not well
placed to negatiate long-term contracts with suppgiers, so may not achieve best value for money. Courcil
tax rises can be volatile as aresult of the inability to plan. In addition, authorities may be unableto offer
future certainty to organisations which they themselves fund, for example voluntary and community
sector bodies.

1.10 Under the prudential regime, authorities prepare their three-year capital expenditure plans and
revenue forecasts and dans for prudential borrowing over threeyeas based on them. But the benefit of
these plansisreduced if authorities do nd have aclear indication d the fundng they will receive from
central Government beyondthe aurrent year.

Key objectivesfor introduction

1.11 The Government believes that the introduction of three-year settlements for authorities $ould
support the following objectives:

» Thereshoud be greater certainty in fundng for local services delivered by local, pdice and
fire andrescue authorities. Authorities shoud know earlier than they do nav how much
fundng they will receive from Government and shoud have & much certainty as possible
abou fundng for the secondand third years of the Spending Review period.

» Authorities shoud use this greater certainty to considerably strengthen their financial
management, especially forward planning and wsing resources more dficiently. A longer
financial horizon will give authorities more clarity abou what is aff ordable and povide a
firmer basis for making decisions abou priorities.

* Organisations and projects that rely on authorities for fundng shoud aso benefit and
authorities shoud introduce their own multi-year approach to fundng. It would be beneficial
for organisations other than Government that fundlocal authorities, for example Regional
Development Agencies, to also provide three-year fundng certainty to authorities.

» There shoud be better management of risks at the local level, leading to greater stability in
courrxil tax. Keeping budget and courril tax increases to areasonable level will remain
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esential and authorities shoud be expeded to mirror greder stability in fundng with greater
stability in bah of these.

* Increasing flexibility, autonamy and accourtabili ty at the local level. Giving authorities
fundng certainty over three years will off er them greater freedom to plan, and give ourxil
tax payers greater certainty onfuture levels of courcil tax.

Design principles

1.12 In meeting the objectives set out above, the Government believes the design d three-year funding
arrangements shoud meet the following principles:

» The gproac shoud mirror that for Government Departments in the Spending Review, with
three-year settlements being rolled forward every two years. This means that relevant
Government Departments $houd seek to cascade their own three-year settlement from the
Spending Review to authorities to the maximum extent possible.

* The gproac shoud apply to revenue and capital settlements, including specific and targeted
grants, except where thereisa dea, principled rationale for not doing so - for example,
when fixed amourts for later years are neither sensible, nor in the authorities best interests.
In such cases, authorities sroud still be off ered as much forward certainty as possble.

* Fundng certainty shoud be balanced with fairness and equity, and the Government shoud
continue to allocate resources to authorities in a transparent way.

* Tocarry out effedive forward financia planning, andto improve darity and accountability,
authorities shoud publish three-year plans for budgets and the ansequences for courcil tax
in these years. To suppart this, it would be sensible for parishes and levying bodesto inform
local authorities of their intended precepts and levies over the three yea period.

» Thetimetablefor changesinlocal, paice andfire and rescue authority functions - bath new
resporsibilities and the ending of resporsibilities - shoud be digned with the Spending
Review, so that they can be taken into accourt in making three-year settlements and
alocations. Unplanned functional changes shoud na generally be made during the three
year period, unless there is a strong case for doing so.

* Any new arrangements will need to recognise that the Home Office pays padlice grant to bah
English and Welsh pdice authorities.

Threeyear cycle

1.13 Three-year settlements for local authorities will follow the Government's Spending Review
framework; firm and fixed spending plans will be set for three years going forward, and reviewed every
two years. This meansthat the last year of one review is also the first year of the next such that Spending
Reviews st new plans for years two and three, with the overlap year remaining set.

1.14 The Government plans to move to three-year settlements in 2006/07. It proposes that firm revenue
and capital allocations, including spedfic and targeted grants are annaunced wherever possble for
2006/07 and 2007/08 in autumn 2005. There will need to be special arrangements for this first
settlement. The first settlement can cover only the two remaining years of Spending Review 2004 and the
2007/08 formula grant settlement will need to reflect council tax revaluation which is due to be
implemented on 1April 2007.

1.151n the 2001 White Paper StrongLocal Leadership - Quality Public Services the Government made a
commitment not to change the overall council tax yield as aresult of revaluation. However, the
revaluation will affect local tax bases with consequences for grant distribution. The precise implications
for local tax bases and grant will not be known urtil the Valuation Office Agency has published the
statutory draft council tax valuations lists on 1 September 2006.
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1.16 The Government believes that delaying the introduction o three-year settlements on the grounds of
the muncil tax revaluationin 2007 is hot justified. A delay would postpone, for no good reason, the
advantages of three-year settlements for all stakeholders. There ae no grourds for suppasing that the
need to recalculate courcil tax bases and grant entitlementsin the light of revaluation would invalidate
the significant degree of forward certainty that would be provided by afirst three-year settlement in
2006/07. Its preference is therefore to introduce three-year settlements for that year, on the understanding
that grant figures for later years would be provisional and subject to alteration as a result of revaluation,
but would provide auseful basis for the necessary recalculations and year on year comparisons.

1.17 The Spending Review 2006 will set in the summer of that year spending plans for Government
Departments for 2007/08, 2008/9 and 20®/10. The Government will then in the autumn announce
wherever possible firm three-year revenue and capital allocations, including specific grants. In thisway,
the goproach will mirror that for Government Departments in the Spending Review, with three-year
settlements being rolled forward every two years.

Function changes

1.18 Assgning new functions to or transferring responsibility for functions away from authorities can
cause significant uncertainty about future funding levels, particularly for individual authorities. The
overriding priority must remain improved delivery of public services. There ae dear advantages to
planning changes in functions as part of the two-yearly Spending Reviews. Thiswill enable
correspondng changes to be made to fundng totals (which could be in year two or three) to be made &
the outset and firm three-year formula grant settlementsto be delivered.

1.19 The anual locd government finance settlement has provided an opportunity to add fundng to
formula grant for particular initiatives which would have increased local government spending, but were
not taken into account in ariginal spending plans. This has enabled the Government to comply with the
"new burdens" principle that the Government should na place new responsibilities onlocal government
without providing the funding recessary to carry them out. With three-year settlementsit will be
important to engage with stakeholdersin away that ensures effedive planning d changesto be
implemented as part of the Spending Review process

1.201t isnot passhleto rule out entirely the need to make unplanned changes within the period covered
by athree-year settlement. Any new functions or burdens on authorities during this period will be funded
by specific grant with the strong presumption that thiswill roll into revenue support grant at the next
opportunity.

1.21 Once authorities have received their three-year allocations of formula grant, the Government will
not transfer away from authorities responsibility for the functions these dlocations cover unlessthere ae
extremely pressing reasons for doing so. If this dep were necessary, the Government would consult
authorities abou the best way to alter their alocations.

Dealing with unfor eseen circumstances

1.22 At first sight moving to three-year settlements might appear to increase the dhallenges of coping
with contingencies which authorities genuinely cannot predict or control. In practice though this shoud
not be the @se. The Government has already put in place anumber of measures to ensure that all
authorities budget for an adequate level of reserves. Sections 32 and 43 d the Local Government
Finance Act 199 require billing and major precepting authorities to cdculate the financial reserves
which they estimate will be gpropriate to raise in the year to meet estimated future expenditure. Section
25 d the Local Government Act 2003 requires the Chief Finance Officer to report on the adequacy of
these proposed reserves. The authority must have regard to this report when making decisions. For
certain urforeseen emergencies involving danger to or lossof life or property, local authoritieswill still
be &leto claim Bellwin grant.

1.23 The remainder of the consultation paper considersin more detail the Government's propaosals for
three-year revenue and capital settlements and delivering on the objectives st out in this chapter.
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Chapter 2 - Formula grant settlement

I ntroduction

2.1 This chapter seeks views on the key isales raised by moving the formula grant system onto athree-
year basis.

2.2 Formulagrant is distributed by central Government to local authorities, including plice andfire and
rescue authorities, by means of aformulaic system which takes accourt both of the relative social,
economic and aher characteristics of each authority's area that affed the relative aosts of delivering
services; and o each authority's relative aility to raise council tax.

2.3 Formula alculations result in atotal Formula Spending Share (FS9 for each authority, made up of
individual FSSfigures for the main blocks of service delivered by that authority. Before the operation of
the grant floors and cellings, Government grant and the redistributed total of businessrates are caculated
so that if each receiving authority were to set its budget requirement at the level of its FSS, or FSS plus
pdlice grant where gopropriate, then al billing authorities could set broadly the same courril tax for
dwellingslisted in the same valuation band, subjed to certain qualifications (for example, parish

precepts).

2.4 Two modifications to this g/stem provide ameasure of stability. First, the operation d this s/stemis
subject to a guaranteed minimum year on year increase in grant ("floors") which are funded - within a
fixed total amount of grant - either by setting maximum ("ceiling") grant increases, or scaling back the
grant increase aove the floor, or both. The Welsh Assembly Government does not operate afloor
arrangement for police authorities. In recent years, the Home Office has paid specific grant to Welsh
police authoritiesto bring them up to the same floor as their English counterparts. Second, the
Government have dso adopted the practice of leaving the FSSformul ae undisturbed for a period o years
("formulafreez" - typically three years).

How should the formula system change to be able to support three-year, forward looking
settlements?

2.5 The current freeze onformula change @wmes to an end with the financial year 2006/06. The
Government will therefore need to consider changes to the formulae from 2006/07. Research and
exploratory work is already under-way on anumber of formulaisaues. It will also be desirable to
consider, to the same timetable, the extent to which the aurrent formula systemis suitable for forward
planning.

2.6 Therole of grant floorsis central to this reconsideration. Floors are apermanent - and widely
welcomed - part of the grant system as it isnow, and ore central element of the Government's proposals
for three-year settlements would be an advance annauncement of the grant floors for each of the three
years. However that stronger role for floors servesto draw attention to the fact that the underlying
rational e for the formula system, that of "equalising" national council tax levels at a particular assumed
level of spending (see paragraph 23 above), no longer holds good. The emphasis of three-year
settlements on providing each authority with greater financia certainty also suggests that the formula
grant system shoud reflect this more and gve less weight to theoretical calculations based on notional
assumptions about relative costs of delivering services.

2.7 One option would be to redesign the grant system, to offer each loca authority a minimum fixed
increase - the gyuivalent of the floor, but calculated upfront - and two variable anourts on top o that,
representing relative service wsts calculated by formulae and resource equalisation. Thiswould be
clearer than the present combination d formula and floors and ceilings, would focus on grant not
national spendingandwould lend itself relatively easily to rolling in new fundng for new functions at
the margin. It may be argued that this approach will result in areductionin the equity advantages of
treating each servicein the same way whatever the local authority structure. At the level of individual
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authorities, the cash outcomes of the aurrent system are dready diff erent depending on the operation of
grant floors.

2.8 A second passble approach starts from the fact that fixing settlements for three years will inevitably
mean less precision in the cdculation d grant for each year. Given that, thereis a case for considering
grealy simplified formula systems. These might consist for example of flat rate percentage increases
over the three year period. A more sophisticated version would be based onan underlying basis for

al ocation (which could itself be cmomplex or simple) plus a variable pace of change towards that - i.e. the
percentage increases in grant would be differentiated between groups of authorities accordingto how
close they are to the underlying grant distribution. A third variant of a simpler system would be to use
very much simpler formulae with perhaps just three or four indicators. A greatly simplified formula
system would be easier to operate in advance and consistent with a transparent and predictable set of
three year figures. However (depending on the variant) it would have the disadvantage of relatively little
differentiation between areas with dfferent characteristics and may therefore be aiticised as being low

in equity.
2.9 Whatever the future shape of the formula grant system, in the short run, since we annot specify in
advance the exact split between revenue support grant and the Distributable Amount of businessrates

within the funding totals, it will be necessary to calculate the distribution d the two together for forward
years. The split can then be published with each year's sttlement.

Question 1 In the Government's view thereis merit in considering asysteminvolving a basic
("floor") increase for each type of authority and avariable top up depending on characteristics of
each authority. Views are invited on the future shape of the formula grant system for three-year
settlements.

When are changesin the grant formulae, data and funding totals all owed to happen?

2.10 Three-year firm allocations of formula grant are & the heart of the Government's propacsals. To
deliver thisin the context of three-year Spending Reviews, the Government propaoses the following
process. Firm three-year allocations will be annaunced for thefirst full Spending Review cycle dter
three-year settlements are introduced. The third year of that Spending Review becomes the first year of
the next. However, the spending totals in that year are not normally reopened. Nor would the grant
alocations to local authorities be reopened; if new funding were introduced, for example, to enable loca
government to take up anew responsibility that funding would be distributed as specific grant for the one
year and subsequently rolled into the settlement.

2.11 The Government will continue to examine selected parts of the formulae as well as collecting
updated data during the three-year settlement period. The Government propases to use the resulting
revised formulae and rew data to calculate all ocations for years two and threeof the new Spending
Review period. In order to provide abase year for that and for the purpases of exemplification, the
Government would also recal culate the settlement for the third year of the previous Spending Review;
but that recalculated settlement would not be implemented that year.

2.12 This arrangement would mean that there would always be fixed allocations up to year three of the
current Spending Review; and, because year one of each new Spending Review would not be reopened
but firm allocations for years two and three would be announced in the autumn following the Spending
Review announcement, authorities would always have & least 18 months' notice of any year's alocation.

Question 2 Views are invited onwhen changesin the grant formulae, data and funding totals ould
be allowed to happen.
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When, how and how far to update the data used in the for mulae?

2.13 Movingto athreeyear settlement will mean making a choice éout whether to freezedata (i.e. only
update every three years) or project all or some data forwards. The simplest way of fitting data change
into the overall structure would be to introduce updated data setsinto the cycle at the same point as
revised formulae and grant totals, as described in paragraphs 2.10 to 212 above. There would need to be
adecision on the extent to which datawould be frozen within each three-year period, or updated by
means such as projections.

2141t isaready possbleto "freez" some data on the characteristics of an area. Census data changes
only every ten yeas; we dready use three year averages for some other dataitems for example labour
costs and benefit claims; and flawed data sets in certain years have in fact already led to ad hoc decisions
to "freeze" - that isto use one or two year old data sets.

2.15 The Barker review of housing supply Delivering Sability: Securing aur Future Housing Needs
recommended that the formula grant system should be made more forward looking, so as to reflect
expected pgoulation growth. Threeyear settlements provide the framework to deliver this.

2.16 Consistent with this approach, consideration will need to be given to the treatment of the dominant
datadrivers of population and courril tax base. There ae dearly trends over time in these datawhich a
freeze would na pick up. At the moment there is no standard methodology of projecting either of these
forward that has been tested for suitability for large scale grant distribution. The broad choices to make
these data items more forward looking are to incorporate formal projections for each authority into the
formula system; or to consider a separate dement of the formula that would dstribute a top-sliced
amount of grant to council s with the largest likely changes, calculated onthe basis of the patternin
recent years.

Question 3 At this dage, the Government believes that the best way forward would involveusing
some form of forward looking data for popuation and council tax base and frozen multi year
averages for other data items. Views are specifically sought on when, how and how far to update the
data used in the formulae.

Handling vdatility

2.17 When data ae updated, after a period of being held constant or based on pojections, we an expect
greaer volatility i.e. mismatches between the frozen/projected data and the updated set. Long period
averages can help smooth thisrisk for some frozen data sets, but projected data sets will inevitably show
some mismatches.

2.18 Largely because of these posdgble data mismatches, at the end d athree year period, the grant
distribution among authorities might be substantially different from what it would have been had we
continued recd culating settlements annually.

2.19 Amending the distribution retrospectively may be seen asfairer by thase who stoodto gain. And we
can never rule out the passhility of such a systematic and large scale aror in data, whether projected or
frozen, justifying some correction. However, regularly reopening past settlements would seriously
diminish the advantages of predictability and stability of setting three-year settlementsin the first place.

2.201In panning athree-year settlement, it would be feasible to set higher grant floorsin the year in
which changesin grant distribution are introduced. Whether thisis desirableis likely to depend both on
the choice of formula grant system, and the general level at which floors are set in fixed years (the higher
these ae, the less need there would be for special treatment in a change year).
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Question 4 In the Government's view no retrospective amendments to the formula grant settlement
asaruleislikely to be the best option, thoudh it is possble that these auld be considered if a major
systematic error were discovered. Views areinvited onthisisaue, and onwhether floors should be set
at higher levdsin change years.

Support for capital expenditurethrough the formula Grant system

2.21 Chapter 4 oncapital allocations makes clear the Government's intention that these should in the
main be provided on afirm three-year basis. That will enable formula grant support for capita
alocations to be clculated in advance just asit is now on an annual basis. There will be some
exceptions to thisrule, and if these aeto receive revenue suppart through formula grant there will
inevitably be aneed to revisit each year's revenue all ocations for all authorities to ensure that revenue
support for the exceptional capital projects gets to the right authorities. Views are invited on these isuues
at paragraphs 4.18t0 4.21.

150206 ThreeY ea Revenue -16-
Cabinet



Chapter 3 - Spedfic revenue grants

Background and objectives

3.1 Whilst formula grant is the Government's preferred method of allocating funding for authorities
functions, it is nat aways appropriate. In addition to formula grant, authorities receive some £28 hllion
(in 2004/05) of funding (excluding pdlice grant, which is about £4.5 hillion), through specific grants
from various Government Departments. These ae distributed separately from the annual formula grant
settlement. Some £156 hillion d specific grants are paid through local authorities for national services
such as dudent awards (these ae termed nonAggregate External Finance - NnonAEF). There are dso
specific grants for authorities own functions and services (these ae termed Aggregate External Finance -
AEF). These total some £12.2 hillion or 15% of their spending. Most of these are distributed by formula,
but some are based on eligible expenditure, performance or bids. The size of spedfic grants varies from
lessthan £1 million for grants such as Secure Accommodationto £1.8 hillion for the Supporting People
Grant. Specific grants may be paid to awhole group of authorities, such as the Standards Fund which
goesto al authorities with education responsibilities; or to ony relevant authorities sich as Rural Bus
Subsidy which goes to those authorities with particularly rural populations.

3.2 Some of these grants are "ring-fenced", which means the Government has st conditions on how
authorities pend the money. This may be because the fundng is for anational priority such as education
or to protect the vulnerable as with Mental Health Grant. However Government policy isto restrict ring-
fencing in order to alow authorities greatest flexibility. Non ring-fenced specific grants, such as the
Neighbourhood Renewal Fund, are distributed ouside of formula grant so as to better reflect the need to
spend. In addition afew revenue specific grants are paid onthe basis of performanceimprovements.

3.3 Forward fundng certainty about specific grantsisimportant for several reasons. Authorities take
accourt of fundng from these grants, which represent substantial sums of money, in considering their
likely future spending, budgets and council tax levels. Most specific grants are for services sich as
education and social services, so knowing how much specific grant funding they will receiveis
particularly important to budggt setting for upper tier authorities. If specific grants were excluded from
three-year settlements their disadvantages compared to formula grant would be further increased as they
would be lesspredictable.

3.4 A greater degree of certainty, particularly about targeted grants or nonring-fenced grants with no
restrictions on haw they can be spent, but also for ring-fenced grants would assst authoritiesin
providing accurate forecasts for three-year budgets and council tax intentions. Thisin turn would be
beneficial to improving public services. Authorities will be better able to plan ahead and commit to a
programme of action. Ring-fenced grants are often passed to ather bodies, such as shools or
neighbouhoad groups. Three-year settlements would allow these organisations also to create more long-
term sustainable plans. Some flexibility may still be needed in order to deal with sudden fluctuationsin
funding regquirements.

Proposed general approach

3.5 The Government proposes that in the future specific revenue grants ould generally be alocated on
forward three-year basis. It recognises that it may not be possble to achieve thisin year one of three-year
alocations for al grants. There should also be a presumption against designing future grants which
cannot be operated within athree-year settlement.

3.6 The Government recognises that there may be some specific revenue grants where it is neither
sensible nor desirable to move to athree year approach. Types of grant where this may be the case ae
discus=d below.

3.7 Grantswhich are paid on an expenditure basis Some grants are only paid ondligible expenditure.
These aetypically where thereis a particular volatility in pressures between years and the Government
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acceptsthe full or agiven percentage of the risks or in the case of housing and council tax benefit the
payments that are digible for full subsidy are thase made in accordance with the regulations. These
grants are paid after the authority submits a claim for the work it has done. In some Gases interim
payments of subsidy based on up to date authority estimates are paid during the year in advance of the
audited claims submitted after the end d the year. Other grants are only paid oneligible as<ets - for
exampl e the maintenance of roads from when they are actually de-trunked. In such cases, making fixed
alocations in advance may not represent best value and could increase presaure on council tax from
unmet volatile pressures.

3.8 The Government will ook to ensure that greater stability can be achieved by announcing the rules
and criteria and how grants will be alculated, for example grant per head, for such grants on athree-year
basis so that authorities can better estimate entitlements themselves

3.9 Bid-based grants Local authorities are invited to bid for funding from some specific grants, such as
the Bus Challenge Funds. Funds are then allocated after the Government considers which proposed
projects offer best value. The timetable for these projects and kids does nat usualy fit with the Spending
Review.

3.10 The successful authorities usually receive funding alocations for the lifetime of the projea which
the authority bid for. In the future the Government will ensure that this happensin all cases, so asto give
the projects maximum security. Thiswould be subject to projects being delivered eff ectively. The
Government will also consider the timing of other bid allocation rounds, particularly on the caital side,
so that where possible fundng streams can complement each ather.

3.11 Grants based on performance These are typically grants which allocate asmall element of
funding to pump-prime improvements and reward authorities for reaching a certain performance over a
certain period. The main current examples are Local Public Service Agreement (PSA) reward grant and
Planning Delivery Grant (PDG).

Clearly it isnot possible to forecast in advance the actual performance in the relevant periods. However
authorities should generally have agood idea what their potential entitlements are.

3.12Inthe ase of Local PSAs, each local authority knows from its agreement the timing and the
amourts of future potentia reward grant. In the case of PDG for example, the promise of reward for
improved performance is an incentive to the authority to improve quickly, and this incentive would be
dampened if athree-year period were used. It could be argued that authorities were not being rewarded
for recent improvements and could prove controversia if an authority was rewarded but performance had
since dedined.

3.13 Performance grants therefore to an extent already provide local authorities with some forward
planning information. The Government will seek to provide more stability with all performance grants.
This can be done by annauncing the aiteriain advance and/or providing minimum entitlements.

3.14 Pil ots The Government sometimes tests a new approach through funding a pilot in a small number
of authorities. If the pilot continues for more than ore year the Government may need to adapt the
all ocations as the new approach develops.

3.15 The Government will maintain close communications with pilot authorities to prevent projects
running into financial trouble or spiralling costs which would impact on the pilot authority's budget.
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Question 5 For three-year settlements to work effectively, specific revenue grants need to move to a
three-year basis unlessthere are compelling reasons which suggest an alternative approach for
particular grants. To this end, the Government invites views on:

« whether there are ways in the which categoriesidentified above muld be better
incorporated into athree-year framework; and

» whether the types of grants identified are indeed those where allocation onathree-year
basis would be most difficult.

Increasing predictability of annual grants

3.16 Where athree-year approach is not desirable, steps can be taken to increase the predictabil ity of
annual grants. A number of these have been discussed above. The Government will always consider the
importance of stable fundng for local authorities when allocating grant. If it cannot announce three-year
runs of allocations, it will where passble aanounce in advance the total amourt for allocation, the

all ocation mechanism, the necessary criteria or rules and/or a minimum allocation per authority.

Question 6 Views are invited onthe Government's proposals for increasing predictabil ity

of annual grants.
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Chapter 4 - Capital allocations

Background and objectives

4.1 The Government provides conventional capital support (approximately £12bn per annum) in two

diff erent ways: in the form of revenue suppart for borrowing costs which is distributed through the
formula grant settlement (as discussed in chapter 2); or in the form of capital grants. Revenue grant is
also provided to authorities to fundthe Private Finance Initiative (PH). The dlocation methodologies for
distributing funding for capital investment vary. Some are formulaic, thoughthere is lessdependence on
annual datathan isthe case with revenue grant; some ae based onassessment of plans prepared by
authorities. Some dlocations also include some kind of performance reward element.

4.2 Capital works are a mixture of ongoing programmes, largely aimed at sustaining an existing asst
base, and me off projectsto provide for new or substantially enhanced assets. The latter can be "lumpy™
in terms of their short term impact on the authority's capital expenditure. Also the lead times for
planning, procuring and delivering capital programmes and projects tend to be longer than for revenue
ones. Some types of project are dso subject to uncertainty and delay because of external factors such as
the need for statutory consents.

4.3 Longer lead times make forward fund ng certainty particularly important for capital programmes.
The reduction d ring-fencing and the new financial freedoms available under the prudential system are
intended to help authorities to use their capital resources more flexibly, allowing them to deliver service
improvements more quickly or obtain better value for money, for example by reducing slippage or
providing lridging finance. However, if authorities are to maximise the benefits of these danges they
also need greater certainty about future funding. Later annauncements aff ect authorities' ability to
accurately assess the dfordability of their capital plans as required bythe Prudential Code and increase
presaure on council tax. Three-year certainty would allow authorities to plan ahead with confidence,
making sure that projects were properly prepared while minimising the risk of abortive expenditure. It
would enable authorities to take amore strategic, long term view across al their capital programmes, and
in particular to join upfunding streams both acrossthe authority's own programmes and in working with
partners. It would also allow authorities to pass on three-year certainty to bodes they fund, for example
Local Education Authorities' (LEAS) all ocations to schods. It would also lead to increased market
certainty, which has benefits for suppliers and clients alike.

Proposed general approach

4.4 Allocation methodologies It is proposed that, as far as practicable, there should be firm three-year
certainty for capital allocations. There will need to be some limited exceptions, discussed below, but it
should be possible to provide firm three-year allocations for the majority of capital support. However,
this will require some changesto the way in which allocations are arrently made.

4.5 Government Departments would retain their present freedom to decide which allocation methodd ogy
was appropriate for their particular types of project, subject of course to the normal consultation
processes, but as with revenue suppart grant, changes would need to be decided and announced in the
autumn foll owing a Spending Review and would take dfect from year two of the relevant period. Where
al ocations were formulaic, dedsions would need to be taken onwhether data shoud be frozen for the
period or projeced forward.

4.6 For threeyear settlements to operate df ectively, decisions on programmes need to be made in time
to fit in with the wider alocation timetable. Thisraises smeisaies, for example on education and on
housing where dlocations are made on the alvice of regional housing toards. These boards alocate
housing resources between authorities and aher delivery agents, so these agentstoowould benefit from
the certainty of three-year settlements.
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4.7 Bid-based programmes A propartion of central Government capital support to authoritiesis
provided throughbid-based programmes. Timescales vary at present but most involve an annua process
where authorities are invited to bid at some point in the previous financial year with results announced
some months | ater, either before the start of the financia year or even in the early part of the year in
which funding starts. Bid-based programmes will continue to gperate, but in future bidding rounds would
need to cover the full three years, and be rolled forward every two years. In most cases decisions soud
be announced to the same timetable as other three-year alocations but this may present problems for
some programmes, notably Schods Targeted Capital.

4.8 These changes would involve some loss of flexibility in that Government Departments would orly be
able to introduce new initiatives every two years instead of annually. However, this should be more than
offset by the benefits. Aligning bidding and allocation rounds would make it very much easier to join up
funding acossprogrammes and ketween partners. At present the timing mismatches between dff erent
bidding rounds mean that oppartunities for joining up cannot always be made to work or require
authoritiesto hold on to funding from other sources whil e they wait to see if abid will be successful. If it
isnat, then they may well have missed other oppartunities for using the held back funding to best eff ect.
Also authorities are reluctant to commit significant resourcesto developing projects urtil they know if a
bid is siccesgul, but then often oy have ashort time to get a project up and running. Increased forward
certainty would avoid abortive expenditure and all ow successul bidsto be delivered more st
effectively.

4.9 Performance rewards There ae no individua capital performance reward grants at present.
Performance is taken into accourt in setting mainstream programme dlocations. To provide three-year
certainty it would need to be gplied for two years and with alead time of athird year. Thiswould be
done & part of the normal arrangements whereby Government Departments consult on changes to their
methodologies. This change would inevitably make the performance reward lessimmediate and might
aff ect Government Departments' views as to the size or weighting d the performance dement compared
with present practice. The alternative would be to keep back an element of funding, separate from three-
year alocations, and award it annually as a spedfic performance grant. Thiswould provide greater
immediacy between performance and reward. However, short term fluctuations in fundng are disruptive
to goodcapital planning and additional resources provided at short notice will not generally be used as
eff ectively as when they have been properly planned for as part of a wider strategy.

Question 7 Views are invited onthe Government's proposals for treating bid-based programmnes and
performance rewards.

Casesfor amodified approach to threeyear certainty

4.10 There are some limited circumstances where making fixed allocations for up to three years ahead
would na bein the best interests of either central or local government in terms of aiding planning
certainty and improving delivery of outcomes. These fall into two main categories. fundng to respond to
genuine eamergencies that arise between Spending Reviews and where remedia action needsto be taken
quickly; and funding for certain very large projects where the timing is subject to major uncertainty and
where, if slippage occurs, the resources are too great to be sensibly redeployed on dher projects within
the authority. There may also be alimited category of small-scale programmes where it may be difficult
to extend predictability to three years.

4.11 Emergency fundng For some capital programmes, an element of funding is retained centrally when
annual allocations are made in order to provide support to deal with emergencies. For example eout
£30-£40 million per year of transport capital is allocated to deal with unexpected urgent needs sich as
rebuilding aroad that has been swept away by alandslip. Similar issues arise in other programmes, for
example dealing with urgent health and safety isauesin schools, or urgent remedial works on
contaminated land and to tackle &r pollution hdspots. It is proposed that programmes where such isuues
arise should continue to retain an element of provision autside three-year allocations. Otherwise such
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provisionwould fall whaly on the authorities concerned, at least until the next round d three-year
alocations, and would therefore fall heavily on council tax payers.

4.12 Such fundng would be specificaly for dealing with emergencies and should normally be
maintained at comparable levelsto present provision. However, at present some urgent funding needs are
addressed through normal annual bid-based programmes. If these programmes move to three-year
alocations, it will be necessary to set aside specific sums to deal with emergencies arising between bid
rounds. However, the sums st aside should still be based onevidence of actual demand.

Question 8 Views areinvited onthe proposed handling o funding for emergencies.

4.13 L arge one-off projects There ae some large projects, particularly certain transport and pdice
schemes, which are high value and invalve significant timing uncertainties, especially when progress
depends on the outcome of public consultation or statutory approvals. Such projects can also be subject
to significant cost increases. For smaller value projects or ongoing programmes, authorities shoud
normally be ale to manage slippage by accelerating progresson aher parts of their capital programme
and switching resources back when the slipped project is ready to start. However, if alarge project dips,
an authority may not be able to bring forward enoughalternative high priority projedsto use the funding
effectively.

4.14 Under the present system, Government Departments will normally provide firm allocations to
authorities based on the best view at the time of which projectswill start and their priority for funding.
For large projects authorities are often given indicative dlocations for projects expected to start over the
next few years as well. However, there is normally an expectation that if alarge project slips, the
alocation will be "given back" to the centre so that another authority's project that is ready can be
brought forward. It is proposed that this flexibility to switch funding between very large projects to
reflect readinessto start shoud be retained. Thiswould need to apply to Buil ding Schools for the Future
projects and large transport schemes, though there may also be other projects.

4.15t is proposed to provide maximum forward certainty for these projects as follows. Fundng for
individua large projects would be all ocated for three years ahead in the same way as other capital
alocations, but for new projects gartingin the period the figures would be indicative. If the projed was
ready to start as planned and at the profiled cost, the all ocation would stand. If however it slipped o the
cost profile dnanged materially, the Department concerned would be &ble to switch resources to another
project. Hence revisiting the dlocation ensures funding support is provided more eff ectively when it is
needed where it is needed.

4.16 Thereisno uriform definition acrossGovernment of a'large apital project’. For the purposes of
three-year settlements, there are & least two aternatives that might be adopted for defining such projects,
though there may be more. One goproach would be to use simple ash threshdds. However, while a cash
threshold has the benefit of being bath clear and simple, there ae wide variationsin the size of local
authorities capital programmes. A large local authority could probably cope with athreshold of £10
million a more for example, which would na be appropriate for some smaller authorities, such as
district or fire and rescue authorities. For instance, a coastal defence project with avalue of £1m could
represent a substantial additionto the apital programme for at least some district authorities. To deal
with these variations alow cash threshold could be set, but thiswould be unlikely to catch only the target
projects. An alternative gproach would be to set thresholds based ona percentage of an authority's
ongang capital programme.

Question 9 Views are invited on hav major projects should be defined. Shauld there be one or more
cash value thresha d(s) and, if so, what value should they be set at andwhy? Or should thresholds be
set as a percentage of an authority's ongang capital programne? Or are there other approaches
that could be used?
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4.17 There may some instances of small-scale bid-based project programmes, such as contaminated land,
or air quality which, by their nature, mean the potentia for benefiting from fixed three-year certainty is
limited. Whil e some projects may be sufficiently predictable, most are more rapid responses to needs
which were not easy to foresee, arising from inspection duties. They may involve uncertainties such as
whether or how much work is needed, or whether the authority needs to pay for it (for contaminated
land, the "polluter" should pay, but may be impossble to find a hold liable). Such uncertainties may not
be resolved until late on in the process while the projects may be relatively small compared to ather
capital schemes, and take only ayear or two to compl ete.

Question 10 Views are invited on whether the benefits of three-year allocations would ouweigh the
advantages of the current arrangements for small bid-based programrmes.

Implications of these proposalsfor formula grant settlements

4.18 Support for local authority borrowing, known as Supported Capital Expenditure Revenue (SCE(R))
is provided either as revenue support grant (RSG) through the main formula grant settlement, or, for
housing, as Housing Revenue Account (HRA) subsidy. For the settlement cal culations, included in an
authority's Formula Spending Share (FSS is an element concerned with capital investment, the Debt
Charges Formula Spending Share (DCFSS, which leads to additional RSG. Thisisbased on a notional
financing costs calculation and each SCE(R) feeds into this calculation.

4.19 The propaosal s described above for delivering three-year certainty for capital would mean that the
majority of local authority capital allocations would be fixed for three years and to timescal es that would
allow SCE(R)s to be taken into account in fixing three-year formula grant settlements. However, this
would na work for capital allocations that were not firmly fixed for three years ahead, principally
funding for emergencies and very large one-off projects. Thereis no problem where the support takes the
form of capital grant since the actual grant would nd have to beisaled urtil the allocation kecame firm,
but any SCE(R)s not settled at the time of the settlement could not be taken into account until the next
settlement, thereby potentially adding to presaure on council tax in the interim.

4.20 A possble solution to thiswould be for funding for emergencies or large one-off projectsto be
provided as capital grant rather than SCE(R). For some cases it might be possible to dothis by shifting
round existing support. For example education programmes aready include significant levels of capital
grant aswell as supported borrowing, although these might nat be sufficient to provide the necessary
flexibility. However, virtually all the funding for major transport capital schemes (200405 allocétion
£466m) would need to be provided through grant. Some programmes are & present all supported
borrowing so there would need to be some switch from SCE(R) to capital grantsto deal with these
circumstances.

Question 11 Views are invited on whether a move to capital grants for emergencies or large one-off
projects would be helpful.

4.21 More generally, to move to three-year settlements a series of assumptions would need to be made &
regards the DCFSS, the most important of which would involve making assumptions on short and long
term interest rates and debt-profiles, which are used in the cculations, for the period d settlement. The
simplest approach would probably be to freeze the interest rate and debt profile & the start of the three
years, updating data & the beginning of the next three year cycle.

Housing capital and revenue support grant interface

4.22 Housing capital is provided as unringfenced support. Arrangements for three-year settlements
would need to work in such away asto maintain this position. At present, if a housing SCE(R) is used
for local authority housing investment support it is provided viathe HRA. If it isused for a non-local
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authority housing purpose, the support is RSG. ODPM makes the split using a calculation that is broadly
apro rata split based on hstoric HRA and non-HRA housing spend. Accordingly, if three-year forward
al ocations for housing capital suppat are to be given as SCE(R), as now, the arrangements for splitting
support between HRA subsidy and RSG would have to be dhanged. Consideration will be given to the
scope for bringing forward the regional housing board allocation processwhich at present operatesto a
later timetabl e than that proposed for three-year settlements.

The Private Finance I nitiative (PFI)

4.23 PH projectsin the main already fit with the principle of three-year certainty in that the lead time
between Government making the commitment to suppat a project and the start of fundng is often three
years or longer. However, there ae some projects where the lead time an be shorter than three years, for
example mai ntenance projects where there is no upfront capital asset to be delivered before start of
contract payments. Also, the scope of PH projects and the asociated Government support can change
after the initial project approval where authorities can make astrongcase for this. Moreover, ODPM
would na want to retreat from the important principle that support only startsto be paid orce the project
isdelivered.

4.24 For al these reasonsit will nat be possbleto provide absolutely fixed three-year forward
alocations for PH. The questionis whether more can and should be done to provide increased certainty
abou PH support.

4.25In order to achieve three-year settlements more generally, it would be necessary to determinein
advance the amourt of the PH topslice to achieve the DCFSSformula grant control total, but at the
aggregate level it should be possble to make areasonable forecast of this. The Government is committed
to alevel playing field between conventional and PH suppat. We would, therefore, also need to
consider whether any other technical changes that may have to be made to the way in which traditional
borrowing suppart is calculated require changes to the calculation o PH suppart in order to maintain the
level playing field.

Question 12 Views are invited on what more might be dore to provide three-year certainty for PFI.

150206 ThreeY ea Revenue -24 -
Cabinet



Chapter 5 - Three year budget and council tax information

5.1 The Government believesthat greater certainty and stability in funding for local services will
strengthen financial management, forward planning and efficient use of resources at the authority level.
Better management of risks at the local level should offer greater stability in future council tax. It would
therefore enable authorities to publish forward indications of budget levels and, as far as practicable,
courcil tax. This could provide tax payers with more stability and greater certainty about future council
tax levels; increase transparency and accountability, giving authorities a dhance to consult the public on
rises; help to keep council tax increases to reasonable levels, and in any case it should be an integral part
of better budgetary planning by authorities. Firm forward indications of budgets and courcil tax are a
way of ensuring that the greater certainty provided to authorities throughthreeyear settlementsisin turn
passed onto council tax payers. The Government proposesto retain its capping powers under athree-
year settlement regime, but will examine the interrelationship between these and any future statutory
requirement for authoritiesto pulish three-year budgets and council tax.

Question 13; Views are invited on the proposed general approach to providing g eater stability and
certainty throughthe publication of forward indications of budget levels and council tax.

How firm should the forward year figuresbe?

5.2 Thereis currently noformal requirement for authorities to set forward year budgets. However, under
the Prudential Code, as a matter of palicy, authorities should already be looking ahead to future years.

5.3 With certainty about their grant entitlement, authorities should be able to fix their budgets three years
ahead. Thiswill in turn mean that they can provide council tax payers and the Government with an
indication of likely trendsin future expenditure and council tax. Authorities cannot guarantee the actual
level of final council tax bills, because even with co-ordination d information between hilling
authorities and major preceptors this will depend in most cases on parish precepts and levies by ather
public-sector bodies, which do not receive suppat from the local government settlement. But it should
be possble for billing and precepting authorities to indicate, on the basis of their budgets, what their own
contributions will be to overall billsin future years, and there is a strong case for encouraging parish
courcils and levying bodies themselves to plan ahead on athreeyear basis.

Question 14 Stould there be legislation, similar to that which we are proposing for local authorities,
requiring paish courcils and levying bodies to publlish forward projections of budgets andin the
case of parishes corresponding figures for contributions to council tax to mirror three-year
settlements?

Publication of forward year figures

5.4 Publication d budget and council tax figures for forward years could take the form either of
information onlocal authority web sites, or of information on council tax bills or in the documentation
accompanying them.

5.5 Ascourril tax bills are really about the anourt to be paid in year, it would na make sense to include
forward year information on the bill itself. The Government believesit is more gpropriate for thisto be
part of the information which accompanies the bill. If the Government uses powers to specify what goes
with the bill, it will be the billing authority which sends this information to the taxpayer, even though
some of the information will be suppied by the preceptors. Including information with hills would, in
the Government's view, do much to support accountability to local tax payers.
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5.6 There is no requirement under current legislation for publication o forward year courcil tax figures.
However, the Government believes that in order to provide tax payers with information about future
plans, the requirement to pubish three-year budgets and correspording figures for contributions to
courcil tax bills should be mandatory. In advance of that, authorities would be encouraged to dothison a
voluntary basis, as anumber aready do.

Question 15 The Government believes that there should be alegal requirement to publish forward
projections of budgets and correspondng figures for contributions to courcil tax to mirror three-year
settlements. Views are invited on hav this might best be achieved.

Question 16 In the eésence of a statutory basis for three-year budget requirements, the Government
also invites views on the options for, and practicality of, avoluntary arrangement to the same df ect,
in advance of any introduction d a statutory basis.

Freedom to depart from published figures

5.7 Provision needs to be made for unforeseen circumstances, as discussed in Chapter 1. There may,
however, be drcumstances - for instance a tange in local administration - where it may be gpropriate
for an authority to change its projected budget requirement.

Question 17 Views are sought on:

« what types of circumstance might merit alteration to three-year budget plans and courcil
tax forecasts, consistent with the aims of transparency and stability underpinning three-
year settlements; and

« what controls could be put in placeto ensurethat alterations are made only in these
circumstances, on either a statutory or a voluntary basis.
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Chapter 6 - Context for implementation

Background

6.1 The Government's proposed approach to three-year settlements for local authorities, police
authorities andfire and rescue authorities should be considered in the context of reformsthat are
currently being taking forward. On finance these are Sir Michael Lyons independent inquiry into local
government fundng in England, Sir Peter Gershon's efficiency review and three-year settlements for
schods. On local government as awhale, the Government is developing aten year vision and strategy,
which will look at how to improve authorities' eff ectivenessin leadership and delivery of servicesto al
communities, including measures for further devolved decision making and deregulation. The
introduction of three-year settlements also raises the issue of athree year approach to the Housing
Revenue Account which is sparate from local authorities general finances.

6.2 Consideration also needs to be given to legislative changes that will need to be made to support the
introduction of three-year settlementsin local government. These issues are explored in this chapter.

Lyons Inquiry

6.3 At the request of the Chancdlor and the Deputy Prime Minister, Sir Michael Lyonsis undertaking an
independent inquiry into local government fundng in England. He is due to report by the end o 2005.
The Government will take account of hiswork in deciding whether to introduce changes to the auncil
tax system at the time of revaluation as well asin wider consideration of longterm options for local
government finance. The introduction d three-year settlements shoud na prejudicethese future
decisions.

Efficiency review

6.4 Achieving greater efficiency across the whale of the pulic sector is essentia to suppart the
Government's continuous drive for improved public service delivery. Loca government has akey roleto
play in this ambitious agenda, and many authorities are dready securing efficiencies through investment
in technology and rationalisation d back office and procurement functions. The 2004 Spending Review
proposed efficienciesin local government of 2.5 per cent per annum to deliver at least £6.45 hillion o
efficiency gains by 2007/08, releasing additional resources to front line services.

6.5 Sir Peter Gershon saw the ascading down of three-year settlements acrossthe public sector as an
important means of taking forward the efficiency agenda. Three-year settlements will support partnership
working and greater flexibility at the local |evel to deliver the most from avail able resources to enhance
servicesto local people.

Ring-fenced funding for schods

6.6 The Government's Five Y ear Strategy for Children and Leaners, pulished by the Department for
Education and Skills on 8July 2004, announced that:

» schodswould be given guaranteed three-year budyets, aigned with the a@demic year; and
» that the dedicated schods budget wil | be guaranteed by central Government and celivered
through local authorities.

6.7 The eisting "pasgorting” regime - under which authorities are expected to passon increasesin
Schoals Formula Spending Share to their schools - will therefore no longer apply.

6.8 Local authorities will continue to play an important strategic role in school funding. They will remain
resporsible for determining the distribution of funding between schods at local level in away that best
reflects local needs and griorities, and will be &le to "top up" the Schoadls Budget using their own
resources if they consider that appropriate. The introduction d three-year settlements for local
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authorities will mean that they will be ale to offer more certainty to schools abou the level of any top
up.

6.9 Local authorities will be responsible for delivering three-year and academic year budggts for schods
and for ensuring that all schools receive the minimum increase in funding guaranteed by the
Government. The Government will consult with its education partners on hav the minimum funding
guaranteeshould work for 200607 and keyond in particular the level at which it should be set to strike
the right balance between stability and the df ective targeting of resources.

6.10 The Department for Education and Skills will be issuing a consultation paper early in 20 on the
introduction of the ring-fenced grant and three-year, academic year budgets for schods. This
consultation will addressthe issue of transitional protection where local authorities have spent more than
their formula allocation in the past. No authority will receive lessfunding for education than its current
level of spending, and the government will seek to ensure that there ae no adverse dfectsfor the rest of
local government.

Strategy for local government

6.11 The Government is developing, in dscusson with athers, a strategy for local government, which it
will publishin 20(. Thiswill provide the framework for a new relationship between central andlocal
government, as well as addressng the relationship between local government and aher national, regional
and local bodies which have astake in delivering services at alocal level. The strategy will consider the
impad of amove to three-year settlements on these relationships, and aso what further changes to these
relationships would help the introduction of three-year settlements.

Local area ag eements

6.12 Local area areements (LAA ) provide amechanism for bringing together the variety of
supplementary funding streams that are directed to local authorities (often as specific grants) and ather
partners depending on particular characteristics of their area. Piloting o LAAsisonly beginning and
their scope has yet to be determined but in principle they offer opportunities to:

* merge fundng streams (as with the safer and stronger communities fund);

* remove @nstraints on the use of funds either by removing ring-fences completely or by
allowing their use acossawider set of outcomes;

» reduce the number of diff erent all ocation mechanisms 0 that the processes for distribution o
funds are simplified; and

* seaure greater poding of resources across sctors to address agreed oucomes.

6.13 The Government has not yet reached a decision on whether LAA s should be rolled out across
England. If thereisaroall out, the Government has said that it will start with effect for 2006/7 but will
take more than ore year to complete. LAAs will probably be agreements with targets that are set for a
number of years but are subject to annual review. Once initial LAAs are in place, the Government's
intentionwould be to align them with the gycle of three-year settlements allowing areas to negatiate a
deal that reflects their expectations for mainstream funding for that period as well as allowing much
greder flexibility onthe use of remaining specific grants.

Question 18 Views are invited on the merits of such an appoach and its practicabil ity.

Regional funding

6.14 'Devolving Decision Making: A consultation onregional funding alocations, pulished alongside
the 2004 Pre-Budget Report, set out proposals to establish regional transport funding allocations for the
first time, and to supplement the regional transport, economic development and housing funding

all ocations set over the 2004 Spending Review period with guidance on long term planning assumptions
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for the regions beyond the spending review period. These regional funding allocations and longer term
planning assumptions will give regions afar stronger base on which to plan, and by submitting proposals
consistent with these assumptions regions will have an even stronger voicein the next Spending Review,
leading to decisions that better reflect regional priorities. However, that advice from the regions would
need to recognise the implications for Government Departments of introducing three-year settlements for
local government.

The Housing Revenue Account and three-year settlements

6.15 The Housing Revenue Account (HRA) isan account that any council with more than 50 council
dwellings must keep. It is aring-fenced account within the authority's General Fund, meaning that local
authorities have no general discretion to transfer sumsinto o out of the HRA. The ring-fence prevents
either courcil tax payers being required to subsidise council housing or council house rents being used to
subsidise general council expenditure. Local housing authorities are entitled to HRA subsidy. Thisis
deficit subsidy, which is paid to meet any shortfall between expenditure and income.

6.16 An annual general HRA subsidy determination is made in December each year by ODPM. The
subsidy determination itself sets out the formulae and rules that apply to al authorities. Annexesto the
determination give the values that are specific to each authority and will be gplied in the formulae. The
subsidy calculations are based in part oninformation collected from the authorities earlier in the year.
Thisincludes the information necessary to calculate amost al the HRA subsidy for the authority. HRA
subsidy, forming part of the ODPM's Annually Managed Expenditure (AME) budggt, is heavily
influenced by local authority dwelling rumbers and type, which of course fluctuate on a onstant basis.
The current arrangement, with data from authorities informing an annual determination, provides local
authorities with the certainty they require to set their annual budgets.

6.17 The nature of the HRA (ring-fenced, AME expenditure) means that some of the considerations may
be different. To adapt to the proposed regime, the aurrent annual subsidy determination might be
extended to cover not one but three years. Freezng formula and the data used to inform calcul ations
would mean making assumptions abou regquirements for years two and three. The &bility of the regimeto
respondto changesin local authority requirements might be maintained in, for instance, changing the
focus of the subsidy regime to a per-dwelling allowance.

6.18 Asthe determination moves into its sscond and third year authorities will increasingly be budgeting
on assumed stock levels and so on bu generating subsidy on actual levels. The further the data moves
away from the time for which it is determining subsidy entitlement, the greater the risk any of a possble
shortfall for local authorities compared to needs. The introduction of damping measures, such asfloors,
ceilings or caps on subsidy could reduce this risk, as would a move to a per-dwelling basis. Determining
the workings of the HRA subsidy system on an annual basis allows the regime to be resporsive to
changesin housing strategy and offers the opportunity for refinement of the regime. Losing the &bility to
respond @ an annual basis may well require ensuring greater flexibility initialy.

Question 19 Inthelight of these isales, views areinvited on hav best to move to athree-year
settlement for HRAsubsidy consistent with the principlesin paragraph 1.12.

Legidation

6.19 The existing legal framework is designed for annual, not three-year settlements and allocations.
Although this framework does nat prevent the Government awarding specific revenue and capital grants
over more than one year, changes will be needed to the statutory arrangements for the formula grant
settlement. Given the longlead time for changing primary legislation, the Government will initially
design arrangements to operate within existing primary legislation. For instance, the formula grant
settlement requires a Local Government Finance Report to be gpproved by Parliament. This Report
concerns the distribution d revenue support grant and retional non-domestic rates (NNDR). It isonly
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posdble to set the amount of NNDR to be distributed for a particular year when the retail price index
(RPI) for the two previous Septembers are available. This means that, pending changes to primary
legislation, there will need to be aLocal Government Finance Report each year. It will not be passhble to
approve Reportsfor two or more years at the sametime.

6.20 Despite this constraint, the Government can annource dlocations of formula grant for individual
authorities for the second (and third) year at the same time & allocations for the first year. The approach
would be & follows. At the same time as announcing the draft settlement for 2006/07, the Government
would announce its "firm intentions" as to the revenue support grant and NNDR to be dlocated to each
authority in 2007/08. The Government would, however, consult on 20(//08 all ocations in November
2006 and would take points raised into accourt. Under existing legislation the possibility that final
alocations might differ from the intended all ocations canna be ruled out atogether.

6.21 For the longer term the Government will need to establish how to adapt the legislationto tailor it to
three-year settlements and grant allocaions. The main change required is to allow the Secretary of State
to set the amount of NNDR to be distributed in years two and three @ the same time & the amount for
the first year of the settlement. Other changes may include underpinning the requirement for authorities
to give forward indications of council tax levels for the secondand third years, and perhaps making
provisions requiring levying bodies to give forward indications of their levies for years two and three.
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Annex A - Summary of questions

Formula grant settlement
1. Views areinvited on the future shape of the formula grant system for three-year settlements.

2. Views are invited on when changes in the grant formulae, data and fundng totals sould be dlowed to
happen.

3. Views are sought on when, how and how far to update the data used in the formul ae.

4. Views areinvited on the Government's preference for not as a rule making retrospective anendments
to the formula grant settlement, and onwhether floors should be set at higher levelsin change yeas.

Specific revenue grants

5Viewsareinvited on:

» whether there ae waysin which the ctegories of grantsidentified for exclusion from three
year settlements could be better incorporated into athree-year framework; and

» whether the types of grantsidentified are indeed thase where allocation onathreeyear basis
would be most difficult.

6. Views are invited on the Government's proposals for increasing predictability of annual grants.

Capital allocations

7. Views are invited on the Government's proposals for treating bid-based programmes and performance
rewards.

8. Views are invited on the propased handling of fundng for emergencies.
9. Views are invited on the options for defining major projects.

10. Views are invited on whether the benefits of three-year allocations would ouweigh the alvantages of
the aurrent arrangements for small bid-based programmes.

11 Viewsareinvited on whether amove to capital grants for emergencies or large one-off projects
would be helpful.

12 Views areinvited on what more might be done to provide three year certainty for the Private Finance
Initiative.
Threeyear budget and council tax information

13. Views are invited on the proposed general approach to providing greater stability and certainty
throughthe publication d forward indications of budget levels and council tax.

14. Shoud there be legislation requiring parish councils and levying bodies to publish forward
projections of budgets andin the case of parishes corresponding figures for contributions to council tax
to mirror three-year settlements?

15. Views areinvited on how alegislative basis for requiring forward projections of budgets and
correspondng figures for contributions to courcil tax to mirror three-year settlements might best be
achieved.

16. Views are invited on the options for, and practicality of, avoluntary arrangement to the same df ect.

17. Views are sougtt on:
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» what types of circumstance might merit ateration to three-year budget plans and courcil tax
forecasts, consistent with the ams of transparency and stability underpinning three-year
settlements; and

» what controls could be put in place to ensure that alterations are only made in these
circumstances, on either a statutory or avoluntary basis.

Context for implementation

18. Onceinitial Local Area Agreements arein place, they could in principle be aligned with the gycle of
three-year settlements. Views are invited on the merits of such an approach and its practicability.

19. Views are invited on how best to move to athree-year settlement for HRA subsidy consistent with
the principlesin paragraph 1.12.
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Annex B - The mnsultation criteria

The Government has adopted a code of practice on consultations. The aiteria below apply to all UK
national pulic consultations on the basis of a document in electronic or printed form. They will often be
relevant to ather sorts of consultation. Though they have no legal force, and cannot prevail over statutory
or other mandatory external requirements (e.g. under European Community Law), they should otherwise
generaly be regarded as binding on UK Departments and their agencies, unless Mnisters conclude that
exceptional circumstances require adeparture.

1. Consult widely throughout the process, allowing a minimum of 12 weeksfor written
consultation at least once during the development of the policy.

2. Be dear about what your proposals are, who may be affected, what questions are being asked
and thetimescale for r esponses.

3. Ensurethat your consultation is clear, concise and widely accesgble.

4. Give feedback regarding the responses received and how the mnsultation processinfluenced the
policy.

5. Monitor your department's eff ectivenessat consultation, including through the use of a
designated consultation co-ordinator.

6. Ensureyour consultation follows better r egulation best practice, including carrying out a
Regulatory Impact Assessment if appropriate.

The full consultation code may be viewed at:
www.cabinet- office.gov.uk/r egulation/Consultation/l ntr oduction.htm

Areyou satisfied that this consultation has followed these criteria? If not, or you have any other
observations about ways of improving the ansultation processplease @ntact:

David Plant

ODPM Consultation Co-ordinator
Room 2.19

26 Whitehall

London SW1A 2WH

or by email to:

david.plant@odpm.gsi.gov.uk
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APPENDIX 2
DRAFT RESPONSE FROM DARLINGTON BOROUGH COUNCIL

Three-year Revenue and Capital Settlements - Consultation Paper

Formula grant settlement

1. In the Government's view thereis merit in considering asysteminvolving abasic ("floor") increase
for each type of authority and avariable top up depending oncharacteristics of each authority. Views
areinvited onthe future shape of the formula grant system for three-year settlements.

This smplified approach, which off ers more cetainty, is welcomed.

2. Views areinvited onwhen changesin the grant formulae, data and funding totals should be allowed
to happen.

These changes shoud orly be introduced with the start of each three-year Spending Review
cycle.

3. At this gage, the Government believes that the best way forward would involve using some form of
forward looking daa for population and council tax base and frozen multi year averagesfor other data
items. Views are specifically sought on when, how and hav far to updhte the data used in the formulae.

The data shoud orly be updated at the start of each three'year Spending Review cycle.

4. In the Government's view no retrospective amendments to the formula grant settlement asa ruleis
likely to be the best option, though it is passble that these culd be considered if a major systematic
error were discovered. Views areinvited on thisisaue, and on whether floors dhoud be set at higher
levelsin change yers.

Agreethat no retrospective aljustments shoud be made.

Specific revenue grants

5 For three-year settlements to work effectively, specific revenue grants need to move to athree-year
basis unless there are mwmpelling reasons which suggest an alter native approach for particular grants.
To this end, the Gover nment invites views on:

» whether there are ways in which certain categories of grants could be better incorporated
into athreeyear framework; and

« whether the types of grantsidentified are indeed thase where allocation ona three-year
basiswould be most difficult

Expenditure based grants present little difficulty provided they do nd impad on ret expenditure
Agree performance grants are drealy reasonably predictable, provided that criteria ae dear
Stability in the grant fundng structure, rather than the annual quantum, is key to improving the
predictability of both of these types of grants

By their very nature, bid-based grants present the greatest challenge to planning and their use
shoud be kept to a minimum.

6. Views areinvited onthe Government's proposals for increasing predictahility of anrual grants.

This principle is suppated.
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Capital allocations

7. Views areinvited onthe Government's proposals for treating hid-based programnes and performance
rewards.

Suppat bid based programmes being onthree-year all ocations.

Suppat annual payment of performance grant with three-year predictability for the mainstream
fundng.

8. Views areinvited onthe propased hardling o funding for emergencies.
Agreethat some funds shoud be retained centrally for emergencies.

9. Views areinvited on hav major projects $ould be defined. Shoud there be one or more cash value
threshald(s) and, if so, what value should they be set at andwhy? Or should thresholds be set asa
percentage of an authority's ongang capital programne? Or are there other approaches that could be
used?

It would seem clearer to define amajor project by size and athreshold of £5m is suggested.

10. Views are invited onwhether the benefits of three-year allocations would ouweigh the advantages of
the aurrent arrangements for small bid-based programres.

Thisisnot amajor issue but on balance would prefer to see the small bid-based programmes
continue.

11 Viewsareinvited onwhether a move to capital grants for emergencies or large one-off projects
would be helpful.

Agreethat capital grants shoud be used for emergencies otherwise the lag in revenue suppat
would be unacceptable.

12 Views areinvited onwhat more might be dore to provide three-year certainty for the Private
Finance Initiative.

Thisisnot an isaue as PFI is bid based and stands outside of this process.

Three year budget and council tax information

13. Views are invited onthe proposed general approach to providing greater stahility and certainty
throughthe publication of forward indications of budget levels and council tax.

Darlington Borough Courril aready pubicises this information and suppats the principle.

14. Shauld there be legislation requiring paish councils andlevying bodes to publish forward
projections of budgets and in the ase of parishes correspording figures for contributions to council tax
to mirror three-year settlements?

Yes

15. The Government believes that there should be a legal requirement to publi sh forward projections of
budgets and correspording figures for contributions to council tax to mirror three-year settlements.
Views are invited on how this might best be achieved.

Agreethat this srodd na be dore onthe bill itself, asit would be confusing, however, it shoud
be included in the acompanying documentation.
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16. In the absence of a statutory basis for three-year budget requirements, the Government also invites
views on the options for, and gracticality of, a voluntary arrangement to the same dfect, in advance of
any introduction d a statutory basis.

As stated before Darlington Borough Courril already does this onavoluntary basis.

17. Views are sought on:

« what types of circumstance might merit alterationto three-year budget plans andcourcil tax
forecasts, consistent with the aims of transparency and stability underpinning three-year
settlements; and

« what controls could be put in placeto ensure that alterations are only made in these
circumstances, on either a statutory or a voluntary basis.

Three-year budget plans shoud be plans which may be subjed to changei.e. they represent the
most accurate view at that point in time. This Courcil would na suppat rigid controls, as
invariably plans need to be changed to meet current circumstances. However, the Courcil would
suppat justifying to the dectorate why the plans had changed.

Context for implementation

18. Onceinitial Local Area Agreementsarein place, they could in principle be aligned with the cycle of
three-year settlements. Views are invited onthe merits of such an gproach andits practicahility.

This Courcil suppats the suggested approach.

19. Views areinvited on hav best to move to athree-year settlement for HRA subsidy consistent with the
principlesin paragraph 112

Methoddogy changes houd be restricted to the threeyear cycle and values for the various
subsidy elements shoud be annourced at the same times. Stock data shoud be updated annwally
to achieve the right balance between certainty and fairness/ equity.
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