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Sub-central Funding of Infrastructure 

1. Introduction 

1.1. Infrastructure is recognised as essential to economic growth and prosperity. This is 

evidenced in a number of ways such as the NIP plans over next decade and the Adonis 

review into long term planning for infrastructure to name but two. Indeed HS2 is being 

advertised as having one of the single biggest economic impacts of the century.  

1.2. But the UK still has a very large fiscal deficit and Local Authority budgets will continue to 

be cut. Government is only one third of the way through the proposed cuts to public 

spending and the worst is yet to come. Public capital is therefore very scarce indeed. 

1.3. So what can we do to make sure that we deliver that much needed infrastructure, what 

alternative approaches and mechanisms might we explore to provide funding and how 

do they work? In this paper we explore the themes of “finding the money” and 

“devolution” to consider a range of recommendations that we believe will be beneficial. 

2. Finding the money 

2.1. We need to find ways of increasing the funding for infrastructure. We do not need to 

focus on financing, as good projects will always attract the necessary finance because 

investors want to invest in them. 

2.2. Much is said about private sector funding for infrastructure. There is no such thing. The 

private sector will only fund infrastructure where it is commercial to do so. For example, 

train companies invest in new rolling stock so they can run services and charge fares, 

internet companies invest in better exchanges so that they can provide better services 

and receive charges, and utilities are similar. The private sector provides finance (rather 

than funding) and as noted above that is not scarce. 

2.3. Recommendation: Stop focussing on developing new ways of accessing private sector 

capital (i.e. pensions and so forth) as we can already do this, and refocus on identifying 

new and more funding models. 

2.4. There is a lot of infrastructure in the UK that is not commercial. We build it because we 

need it to function as a society - projects like schools and hospitals are amongst the most 

prevalent of these. Such infrastructure is always, and will continue to need to be, funded 

by the public sector through general taxation. On the other hand, there is a lot of 

infrastructure that is commercial, such as power and utilities, broadband, airports and 

so forth. Finally there is some infrastructure that sits in a grey area, for example roads. 

This infrastructure is usually funded by Government, but in some cases toll roads transfer 

the funding from Government to users.  

2.5. Recommendation: Provide more clarity on what types of infrastructure should be funded 

by government and what should be funded commercially. 



 

The  Cities and Regions  Working Group    
  

2.6. What other ideas exist for that “non-commercial” infrastructure that can be considered 

locally and take some of the burden away from central government budgets? 

2.7. The fundamental problem here is the “Broken Loop” in relation to investment and 

reward. To elaborate if a Council borrows to invest in economic infrastructure (and 

borrowing is the only possible route here, they simply do not have cash budgets to draw 

on) and those investments drive GDP growth, HMT will see roughly 35.5p in the pound 

of that GDP growth in higher tax receipts, after adjusting for the effects of displaced 

rather than additional economic activity. However at the end of the investment, the 

Council still has the original debt from borrowing but no new revenue to pay it off with. 

An option to address this issue is for HMT to return some of the incremental tax benefit 

it receives as a result of the growth. 

2.8. Without certainty that it will get the money back to pay down the debt why would 

Council A take the risk to borrow and invest, indeed the Prudential Code clearly says that 

it should not. The Payment by Results deals that KPMG has developed seek to stick a 

plaster over that gap in the loop by creating a deal that would formalise Council A’s rights 

to participate in the tax take driven by growth in order to repay the initial cost of 

investment, or to make further similar investments. For economically sound projects a 

share of between 10% and 25% of the incremental annual tax ought to be sufficient to 

repay the initial investment over a 25 year term. 

2.9. At their simplest Payment by Results deals are basically a form of Tax Increment 

Financing (TIF). TIF is a concept that has a successful track record in many other 

jurisdictions, for example in the United States. As a funding mechanism TIF has hardly 

been used in the UK because, with the exception of a limited number of City Deals, TIF 

has thus far been limited to Business Rate retention schemes. Business Rates represent 

about 2p of the 35.5p that is the tax to GDP ratio. So that means Business Rates generate 

about 2p per extra £1 of GDP. To make that ratio work from a financial perspective you 

need projects that can create an economic return of 50:1 (for a £1 investment £50 GDP 

is created which drives £1 of business rates and so can pay back the original £1 

investment, ignoring for the moment any interest costs). Deals with those kinds of 

returns don’t exist outside of odd pockets in London and hence the system is inadequate. 

It is worth noting that some deals have been done around 100% retention of business 

rates over a 25 year period, but these are localised and often prove to be the exception, 

rather than the rule. 

2.10. We need to look wider and create mechanisms that truly allow communities to take risks 

and see the rewards if they pay off, enabling communities to be commercial. In practise 

that means loosening the reins so that those communities have the power and funding 

that enables them to create revenue streams and use those revenue streams to support 

more new investment. Once the cycle is up and running then it ought to capable of self-

sustainment. However we need capital investment to jump start that cycle. 
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2.11. Recommendation: In the short term, City Deals that allow 100% business rate retention 

for 25 years should become the rule rather than the exception. This would galvanize initial 

investment.  

2.12. Recommendation: In the longer term, communities should be able to set, collect and keep 

business rates locally and use that income stream to fund capital investment. The concept 

should be extended to wider forms of property taxation such as stamp duty and similar.  

2.13. Recommendation: Government should reverse the Local Audit and Accountability Bill and 

enable democratically elected and accountable local politicians to regain the flexibility to 

raise council tax revenues for investment at a local level.  

2.14. An alternative to cash investment that is often mooted is the use of existing assets and 

value to leverage private sector capital. There are various forms that this can take but 

they are essentially the same. The public sector places assets with an agreed value into 

a joint venture vehicle, usually land and/or property. The private sector partner raises 

capital against the value of those assets and uses it to deliver an extra asset. The private 

sector makes its return on the new asset delivered whilst the Public Sector gets what it 

wanted without having to find any cash. 

2.15. These approaches can yield good results where the circumstances are right but the 

challenge is the quality of the public sector land bank and demand for the type of 

developments (often residential or office space) in the same location as the land. If the 

public sector land was high value then the chances are that a developer has already taken 

it on. In practise we tend to see Local Authorities retaining the best sites for their own 

use and seeking to do deals with the lower quality sites that are often not economic. If 

Local Authorities freed up some of the higher value central sites and moved to sites with 

a lower commercial value, perhaps out of town, then this model would have the 

potential to release a lot more value. 

2.16. Recommendation: The public sector should conduct a periodic review its estate. This 

review would subsequently inform a spatial plan with a view to moving its own non 

commercial or value generating functions away from the prime commercial sites. 

2.17. An alternative model is the Land Value Capture model. This is about enabling the public 

sector and residents to capture the benefit of land value uplifts as a result of publicly 

funded infrastructure investments. This is particularly topical in the context of HS2 and 

the proposed station developments at Euston, Manchester, Birmingham, Leeds and 

Sheffield because in many places the arrival of HS2 is expected to significantly increase 

the value of surrounding land. It is worth noting that these types of big changes in land 

values are quite rare, hence it is important to make the most from them. Where the 

public sector makes infrastructure investments that drive land value uplifts then the 

public sector should benefit from the value that it creates. In practise that means some 

way of compulsorily acquiring land ahead of delivering infrastructure investments and 

then selling it off afterwards and using the increased value to help pay for the initial 

infrastructure investment. 
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2.18. Recommendation: That power is created to enable the compulsory acquisition of land 

prior to significant infrastructure investment where that investment will be publicly 

funded and can be shown to materially increase the associated land values. 

2.19. Turning to the other side of the fiscal equation, Local Authorities should be rewarded for 

taking actions that result in dependency reduction. Where a Local Authority makes 

investments, at risk, to try to drive benefit or dependency reduction - and where that is 

shown to work then - the Local Authority should be able to share the benefit of those 

dependency bill savings with Government, provided that it agrees to continue to re-

invest its share in similar things. This is the other side of the aforementioned “Broken 

Loop”. At present there are little financial incentives for Local Authorities to take action 

that drives down the cost to central Government of dependency. 

2.20. Recommendation: The creation of dependency reduction based city deals, as a distinct 

type of deal from those targeted at economic growth and that allow places to share in 

the financial rewards of dependency reduction. For example measures targeted at a 

particular type of dependency could be linked to a formula that measures the costs before 

and periodically after interventions. Where the costs have fallen (i.e. the interventions 

have been shown to work) then the savings should be shared 50:50 between the Local 

Authority and Government and used to fund further interventions and capital 

investments. 

2.21. Finally, there is a significant tendency in the UK to over complicate funding matters. An 

example of this is that as of 2014 there are well in excess of 100 different funding lines 

for Local Government. Notwithstanding the administrative burden and therefore cost 

this must have centrally, there is a widespread lack of comprehension on behalf of Local 

Authorities as to the number of funding lines they have available to them. All of these 

different funding lines need to be managed and most come with various and complicated 

rules, ring fences and other factors that limit flexibility. It makes it very difficult for Local 

Authorities to direct the money available to where it is most needed or would be best 

spent. Linked to that issue is the process that operates around budget underspends at 

year ends and the way in which money evaporates overnight on the 31st of March if it 

isn’t spent. What this drives is a frantic (and therefore unreasoned) rush to spend money 

on anything at all between February and March. If the money did not evaporate, and 

communities had longer to spend it on the right projects, then there would be greater 

scope for intelligent and sustainable spending. 

2.22. Recommendation: The amount of Government funding lines should be significantly 

rationalised to below 30 whilst simultaneously relaxing the rules and ring-fences 

pertaining to them, allowing communities proper freedom to direct cash to where it is 

best spent. 

2.23. Recommendation: Pre-agreed funding should no longer evaporate at year end, rather 

communities should be given more time (1-2 years depending on the type) and leeway to 

prove that they are spending it well. 
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3. Devolving the Power 

3.1. Devolution is a term that is not defined. There is a significant question of what power, to 

whom and when? One size fits all cannot work, so we need a process or set of rules to 

determine the answer to what, who and when. However, an outgrowth of this rules based 

procedure emerges as a fundamental problem: that Government cannot meaningfully 

engage with the 300-400 Local Authorities we have in England today (Scottish, Welsh and 

Northern Irish devolution already exists with its own agenda and so is not considered 

further here) so they need to organise themselves (or be organised if they cannot do it 

themselves) into more functional groups. Whether the legal form of that functional group 

is a Combined Authority, a Joint Committee, a LEP or something else doesn’t really matter 

(indeed having more than one or two options just adds further unnecessary complexity). 

What does matter is that the body has real powers, real accountability and real money. 

Andrew Adonis has recently said that 39 LEPs is still too many and the number should be 

about 20. There is a big message in this for lots of councils who engage in fighting amongst 

themselves across red line borders rather than joining forces – they will get left behind 

by those who can rally themselves into a group. The best example of this outside of 

London is Greater Manchester, where a Combined Authority has existed for a long time. 

It is no coincidence that Manchester has been the most successful city so far in terms of 

generating infrastructure investment locally and using that to do deals with Government. 

3.2. Recommendation: The Government should encourage a mechanism that financially 

incentivises greater collaboration and dialogue across Local Authorities, with a view 

toward potential future significant rationalisation. This could take the form of Mega City 

Deals that are only available to groups of Authorities working together to represent more 

than a million people. This grouping together should be driven in a way that a) can engage 

meaningfully with Government across all departments; and b) recognises functional 

economic geographies rather than old political boundaries. 

3.3. Since their creation there have been instances of tensions between LEPs and Local 

Authorities and in many cases this tension is driven by a lack of clarity over respective 

roles and accountability. Indeed part of the challenge for many of the firms that make up 

our members is working out who to engage with on which agenda between the LEP, the 

Council, the Combined Authority, the PTE, the ITA and so on. 

3.4. Recommendation: Improve the clarity (and the dissemination of this information) about 

who is doing and is responsible for what and where the lines are between the various 

elements of Local Government and Enterprise Partnerships. 

3.5. Devolution is difficult in the absence of a formal failure regime for Local Government. The 

general view taken (rightly or wrongly) is that if a Local Authority gets it badly wrong then 

it would end up being bailed out by HMT. That view makes HMT wary of Local Authorities 

taking risk which is reflected in their willingness to do deals. The same issue existed in the 

NHS when Foundation Trusts were established. The market quickly became wary of the 

fact that these entities could fail and as such major deals often required the backing of 

the Secretary of State through the “Deed of Safeguard” process. Similar Government 
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support has been required for very large infrastructure deals where the Local Authority 

counterparty was not of sufficient scale to manage the risk in the event of certain 

situations, for example Mersey Gateway. Part of the reason for that requirement was 

that no one knew the answer to “what happens if..”.  

3.6. Recommendation: A formal failure regime for Local Government needs to be established 

so that all parties know “what happens if”.  
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