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Options for measuring growth under the reformed Business Rates Retention System

Introduction

We submitted the paper “Reforming the Administration of the Business Rates Retention System – a Technical Paper” to the LGA’s Steering Group (SG) on 9 April (the SG paper). That paper provided an overview of how the alternative arrangements for the administration of the system could work. 

This paper explores in greater detail the two options for measuring growth set out in the SG paper. 

The Working Group is invited to consider the merits of the two approaches to measuring growth set out in the paper.
Background
1. As set out in the SG paper, under the alternative arrangements, a tariff, or top-up would be set annually for each local authority (LA) shortly before the start of the financial year.  The calculation of each authority’s tariff, or top-up would comprise two distinct elements:

a. The difference between the authority’s baseline funding level and its share of non-domestic rating income as set out in its NNDR1 for the year; and
b. Its “growth” in business rates, as separately calculated.

2. Hence, for any year an authority’s income under the rates retention scheme would be equivalent to its baseline funding level for the year, plus its growth.

3. In order to separately calculate an authority’s growth, we would need to be able to compare its “business rates” for a year (as measured from NNDR data returns) with a baseline number, representing its “business rates” at the time the scheme was set-up, or re-set.

4. In order that we can strip out the impact of “appeals”
 from the measurement of growth, we would need to either adjust the “business rates” figure taken from NNDRs (since data returns take account of the impact of appeals); or adjust the baseline number to reflect appeal losses.  We believe that adjusting the baseline number would be more straightforward.

5. In measuring growth, therefore, we need to be able to:

a. Set a robust “growth baseline” when setting-up and re-setting the system;

b. Adjust, or recalibrate that baseline every time growth is calculated, to strip out the impact of appeals heard up until that point in time;

c. Measure the difference between the recalibrated baseline and the comparable “business rates” figure in NNDRs in good time for the resulting “growth” to be used when calculating tariffs/top-ups.  The measurement of “growth” needs to be transparent and replicable by authorities – i.e. authorities should be able to calculate the growth they will retain directly from their NNDR returns and should not have to wait for central government to determine the growth to which they are entitled. 

6. The SG paper set out two options for setting and recalibrating baselines and for measuring growth; 

i. Directly to income on the basis of NNDR data; or NNDRs. 

ii. Via rateable value (RV) data provided by the Valuation Office Agency.
7. The rest of this paper explores those options in greater detail. 

Setting initial baselines
8. Looking at the sequence in which “non-domestic rating income” is calculated in NNDRs, we see that:

a. First, a gross rates payable figure is derived by multiplying the rateable value (RV) of hereditaments on the rating list, by the non-domestic rating multiplier

b. From this figure, reliefs are deducted to derive a net rates payable figure

c. The net rates payable figure is then adjusted to reflect the accounting adjustments made by authorities – changes in the allowance for non-collection (bad debts) and provisions for “appeals”.  This gives a figure for collectible rates, from which…

d. Deductions are made for the business rates that are to be kept by authorities “outside” the rates retention system – e.g. for enterprise zones, renewable energy sites and the cost of collection.  The resulting…

e. Figure for non-domestic rating income is then shared between authorities according to the relevant shares of income due to each authority under the rates retention scheme.

9. This might suggest that if we wish to strip out the impact of appeals from the initial baseline, we should measure “business rates” at the level of net rates payable, i.e. before figures are distorted by accounting adjustments.

10. In theory, it would be equally possible to measure the baseline at the level of gross rates payable.  But since net rates payable reflects the sums that are actually collected from ratepayers, unless the baseline (and subsequently, growth) are measured at this level, we will exaggerate the amount of growth in the system.
11. measuring the baseline at the level of net rates payable will strip out the impact of bad debt and provisions.  But, of course, net rates payable figures in NNDRs, (and particularly NNDR3s) do themselves reflect changes in rateable values (including “appeals”) made up to the point at which the figures are calculated.

Setting the baseline - NNDR Approach

12. If we set the baseline by using NNDR data, we would probably look to use NNDR3 (outturn) data in preference to NNDR1 (estimates). 

13. We would want to exclude the impact of “prior-year adjustments” to the NNDR3 figures for gross rates payable and reliefs, since these reflect the way in which the “appeals” determined in that year have produced a “backdated” cost to the authority, as a result of the impact on previous years’ rates liabilities.  

14. By measuring the baseline as the “in-year” net rates payable we are reflecting the liability due in respect of the current year, after the impact of appeals made in that year.  This feels conceptually right, since what we should be trying to do in measuring growth, is to measure the underlying change from year-to-year of the annual liability, excluding any impact on authorities’ income resulting from backdated changes. 
15. Measuring the baseline directly from NNDR3s raises three issues.
16. Firstly, figures for net rates payable in NNDRs are calculated as gross rates payable less reliefs.  Whilst we collect data on “in-year” and “prior- year adjustments” for the various relief lines, we do not currently collect data on gross rates payable broken down between “in-year” and “prior- year adjustments”.  The single figure in the NNDR3 contains both.  To derive an in-year net rates payable figure, we should need a breakdown of the figure that is currently collected in NNDR3s.
17. The second is that NNDR3 outturn data is not available until, perhaps, 6 months after the date on which the baseline would need to be set.  If, for example, we wanted to set a baseline for 2020-21, based on outturn figures for 2019-20, the latter would not be available until July 2020 (at the earliest), 4 months after the start of the 2020-21 financial year.  Would this matter?  It depends when and how we reward growth – see paragraphs 45 - 48 below.  If the baseline does need to be known before the start of the year, the options appear to be to use NNDR1s or to set baselines on 2018-19 NNDR3s and then revise them when 2019-20 data is available.

18. Finally, by using NNDR3s to measure the baseline, we would be measuring the net rates liability for a year.  Changes to a hereditament’s liability that took effect, say, halfway through the year, would increase, or reduce the total liability by only half the value of that hereditament’s annual liability.  Inevitably, therefore, measuring a baseline on the strength of NNDR data will automatically introduce some variation between the baseline and the full-year liability which will never be corrected by the subsequent recalibration of the baseline.  This will result in “artificial “gains” or “losses” when future years growth is measured against the baseline.
Setting the baseline - RV approach
19. An alternative to using NNDR data to set baselines would be to rely on RV data from the Valuation Office Agency (VOA).  The VOA can produce the value of each authority’s rating list for any day.  Therefore, it would be possible to determine for each authority, the rateable value of its local list (taking account of all the appeals determined up to that point in time) on the first day on which the scheme was set-up and on the first day of subsequent re-sets.

20. This would allow LAs to benefit from the increase in rateable values for each and every day after the baseline day.

21. Starting with the RV value for each authority, we would then need to convert it into a “business rates” figure that can be compared with a figure from NNDRs to calculate growth.

22. The first step in the process would be to multiply the RV by the baseline year’s small business rating multiplier in order to determine a figure for gross rates payable.

23. To get from gross rates payable to net rates payable we would propose using adjustment factors – see paragraphs 36 - 38 below.  Operationally, if we were using the RV approach, we might want to leave the baseline at the level of gross rates payable.  We and authorities would then work out “growth” in gross rates payable (i.e. the difference between the baseline and the gross rates payable from NNDRs) and then apply the adjustment factor – this is explained more fully below.  From a presentational point of view, this might be easier to follow. 
24. Calculating the baseline as RV multiplied by the small business rates multiplier raises questions about those hereditaments that are subject to the supplementary multiplier.  The additional gross rates payable on such hereditaments is not easily calculated, since liability does not simply depend on the RV of the hereditament.  We need to give more consideration to this – in particular, whether the complexity of calculating the additional gross rates payable is justified by the difference it would make to baselines.
Recalibrate the baseline
25. In recalibrating the baseline for each year, we would need to reflect the impact of:

a. “appeals”; and

b. The change in the multiplier

Recalibrate the baseline - NNDR Approach

26. As explained above, we would need to recalibrate the baseline each year to strip out the impact of “appeals” that had been determined during the course of the year and which, otherwise, would mean that, in measuring growth, we would not be using comparable figures (see paragraphs 3 – 5 above).  
27. It would be possible to recalibrate the baseline by using “prior-year adjustment” figures (which are the consequence of backdating appeals) to recalculate the liability in the baseline year - see figure 1.

28. At the moment, “prior year adjustments” are shown in NNDR3s for each of the relief lines (but not gross rates payable), but as a single figure for the year.  In order to be able to use them to recalibrate baselines we would need “prior year adjustment” figures for gross rates payable and for each of the relief lines, broken down by year.

29. From discussions, it appears that not every authority is currently able to provide this information and, therefore, some changes to software packages would be required.

30. It would also mean that, since currently, it can take several years for all the appeals against one rating list to be resolved, the NNDR returns could become quite large and possibly unwieldy. 
Recalibrate the baseline - RV approach

31. From discussions with the VOA, it appears that it would be possible for them to provide data showing how the value of a list had changed over time, on the basis of the hereditaments that comprised the list on the baseline date.  For example, if the baseline date were the first day of a rating list – e.g. 1 April 2021, the VOA would be able to publish data in 2022, and later years for the purposes of recalibration. This data would show what the value of the list was at 1 April 2021 taking into account how “appeals” against the list had changed the 1 April 2021, but only the 1 April 2021, values.  In other words, they would show the impact of appeals backdated to 1 April 2021.  They would exclude any later changes to the list which, as a result, would be part of the authorities in-year gross rates payable and net rates payable figures on NNDR returns but not the recalibrated baseline.

RV approach needs Multiplier Adjustment
32. Having adjusted the multiplier for the impact of appeals we would then need to uprate it by the change in the small business rating multiplier to ensure that we were measuring “real” growth and not just the impact of the indexation of the multiplier. 

Measuring growth

33. As set out earlier in this paper, to calculate an authority’s “growth” for a year, we would work out the difference between recalibrated baseline and a comparable figure derived from NNDRs.

Measure the growth – NNDR approach
34. Under the NNDR approach we would calculate the in-year net rates payable figure (in-year gross rates payable less in-year reliefs) in any year’s NNDR and compare it with the recalibrated baseline calculated as set out above. 
Measure the growth - RV approach 
35. Assuming that, under the RV approach, the baseline was set at the level of gross rates payable – see paragraph 24 above - we would first calculate a “gross growth” figure by comparing the recalibrated baseline with the gross rates payable figure from NNDRs. 
36. We would then adjust the growth figure to recognise the difference between gross rates payable and net rates payable, as determined in NNDRs, to derive an “adjustment factor” (calculated as the ratio of NRP/GRP). 
RV approach – choices in setting Adjustment Factors

37. In the SG paper we noted that under the RV method for measuring growth, there would be four different scenarios for setting adjustment factors. We could set separate adjustment factors for each LA; we could choose one common adjustment factor to be applied to all LAs; we could set new adjustment factor(s) each year; or we could adopt adjustment factor(s) which would be fixed at the outset of the scheme. The advantages of these different approaches are explained in paragraphs 38 to 41 of the SG paper. 

38. We are currently performing an analysis of the potential financial impact of these options and will share it with the Working Group when it is ready. 
Practical considerations for adjustment factors

39. The ease with which adjustment factor(s) could be set depends on whether they are being set once or adjusted annually.  If adjusted annually, they would simply be calculated on the basis of the NNDRs that were being used to calculate the growth figure used to adjust that year’s tariff/top-up.  If the factor(s) were to be set once at the set-up/reset, we could use the NNDRs on which we were measuring the growth figure that was to be used to adjust tariffs and top-ups in the first year of the scheme.  
40. If we were setting a national adjustment factor – either once at the outset of the scheme or adjusted annually – it would be impossible for authorities to know the adjustment factor until Government had published the NNDRs on which the adjustment factor was calculated and/or released its calculation of the adjustment factor.

41. If the adjustment factor was calculated at a local level, as long as Government announced the basis on which it was to be calculated, it would be possible for authorities to work out their own adjustment factors as soon as they had completed the NNDR on which the factor was to be calculated. 
The timing of growth payments

42. Under either the NNDR or RV approaches to setting/recalibrating baselines and measuring growth, we would be relying on NNDR data from which to derive the figure that is to be used to adjust tariffs/top-ups.  But the two approaches have very different implications.

Timing of growth payments - NNDR approach

43. Under the NNDR approach, we would need prior-year adjustment figures to recalibrate baselines.  Since these are only available at outturn (NNDR3), it implies that a recalibrated baseline could only be calculated following the July submission of NNDR3s.

44. At the point that we want to set tariffs/top-ups for a year – following the submission of NNDR1s and just before the start of a financial year – we would only have a recalibrated baseline for the end of the year two years previous.  For example, at the point that we set 2022-23 tariffs/top-ups, we will have NNDR3 data for 2020-21; and hence, a recalibrated baseline that is accurate as at 31 March 2021.  Whilst is would be possible to compare that baseline with the 2022-23 NNDR1 estimate of in-year net rates payable, there is a risk that the reconciliation that would be needed once 2022-23 outturn figures were available could be significant.

45. Instead, we could ask authorities to estimate the baseline for a later date than 31 March 2021 – e.g. taking into account what they know about backdated changes between 31 March 2021 and the end of January 2022, when they complete their 2022-23 NNDR1s.  But this would add to the administrative burden on LAs.

46. The other alternative would be to run a “lagged” system.  In other words, we would measure the “actual” growth for 2020-21 on the basis of NNDR3s and use that to adjust tariffs and top-ups in respect of 2022-23.  In the following year – 2023-24 – we would adjust tariffs and top-ups for the actual growth achieved in 2021-22, and so on.  Authorities therefore would see the benefits of growth but two years later than the year in which that growth was achieved.

Timing of growth payments - RV Approach
47. Under the RV approach, it would be possible to produce an accurate recalibrated baseline for any day of the year.  Therefore, we could ask the VOA to publish RV data and could recalibrate baselines for a day as close as possible to the submission of NNDR1s at the end of January – for example, 31 December.   This could then be compared to the NNDR1 estimate of gross rates payable to produce a gross growth figure, which would then be “adjusted” to net rates payable on the basis of the adjustment factor.  Whilst this figure would need to be reconciled once outturn figures were available, the risk of a financially significant reconciliation would be reduced.

48. The reconciliation would be factored-in to the tariff/top-up adjustment for growth in the reconciliation year.  Taking 2022-23 as an example, when setting the tariff/top up for 2022-23, we would take into account an estimate of growth.  This would be calculated as the difference between the appropriate figures in 2022-23 NNDR1 and a recalibrated baseline accurate at the time that the NNDR1 was submitted.  Once NNDR3s for 2022-23 were submitted, we would recalculate the actual growth on the basis of NNDR3s and recalibrated baselines for 31 March 2023.  The difference between the estimated growth figure and the actual growth figure would be added/subtracted to the growth adjustment made to tariffs/top-ups in 2024-25.  In other words, in 2024-25, an authority’s 2024-25 tariff/top-up would be adjusted to reflect an estimate of growth in 2024-25 (based on the 2024-25 NNDR1) +/- the reconciliation of its 2022-23 growth (based on 2022-23 NNDR3s).

49. Alternatively, it would be possible, in the same way as under then NNDR approach, to run a lagged approach by means of which authorities would only see the benefit of growth two years after the event. 

Timing of growth illustration
50. The following diagram shows the timing of growth measurement and reward under the current system, under the lagged approach (per paragraph 48) and under the non-lagged approach (per paragraph 49 and 50)
Fig 1 – timing of growth measurement, reward and reconciliation

 [image: image1.png]Current
system

Lagged
approach

Non-
lagged
approach

NNDR1
Year 1
submitted

Year 1 growth
rewarded

Year 1 growth
estimate
rewarded

V

NNDR3 NNDR1
Year 1 Year 3
submitted submitted

Year 1 growth
reconciled vs
outturn

Year 1 growth
rewarded

Year 1 growth
reconciliation
adjustment




Outstanding Issues
51. This paper does not consider how discretionary relief should be treated for the measurement of growth.  Nor does it consider whether and how the growth calculation made for a year should be adjusted in later years to reflect subsequent appeals losses that, whilst not backdated to the baseline date, are nevertheless backdated years for which a growth calculation has already been made.  These will be the subject of future papers.

� “appeals” and “appeal losses” are used throughout this paper as a shorthand for changes to the rating list which are backdated to the first day of the list (or the baseline date, as appropriate). 
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