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he government is reportedly considering plans to permit English local authorities to increase Council 
Tax to ease funding pressures on the social care system. Council Tax increases are an insufficient 
response to the significant demographic pressures facing public services. Of course, a big part of the 

solution lies in health and social care reform – but tax reform can play a significant role too. This research 
note shows that fiscal decentralisation delivers more efficient public services. It is based in a large part on 
the recommendations of the 2020 Tax Commission in its final report The Single Income Tax. If local 
authorities are making big decisions on how much to spend on areas like social care, then they should have 
more say over how they raise the funds to pay for it. 

Key findings 
• Local authorities should raise half of their spending power from local taxes 

o Fiscal decentralisation delivers lower spending 

o Fiscal decentralisation delivers more efficient public services 

• Local authorities could more flexibly respond to local priorities and circumstances 
o Fiscal decentralisation delivers stronger economic growth 

o Richer authorities should become entirely self-funding and poorer authorities should have 

their grants assessed on a means basis 

• Councils should have new tax raising powers 
o New local sales taxes and local income taxes and greater control over business rates should 

be allowed to supplement Council Tax and enable local authorities to double the share of 

their spending they finance, with commensurate further cuts in national taxes 

o Other proposed means to finance local services are not good alternatives 

§ Local profits taxes are not an effective way of raising revenue 

§ Any decentralisation of powers to borrow should be introduced cautiously and only 

after local authorities take greater responsibility for their own financing 

T
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Local authorities should raise half of their spending power from taxes 

Decentralisation can only yield its benefits if both responsibility and power are devolved to the local level. 
Authorities must be free to make their own decisions both over what they spend, and over how they raise 
the funds to pay for it. 

• Local authorities are responsible for a much lower proportion of total public spending than their 
OECD counterparts.1  

• Centrally driven spending on what are essentially local services is highly inefficient. It offers one-size-
fits-all “silo services”, where delivery is not joined up at local level, and there is little or no flexibility 
to address local conditions, or to experiment.  

Key performance incentives depend on local government having to raise its own money. The most obvious 
of these incentives is electoral accountability. As the Layfield Report put it back in the 1970s: 

“[The] first requirement of a financial system for local government is accountability: whoever is responsible 
for incurring expenditure should also be responsible for raising the necessary revenue.” 2 

• By making local councils responsible for raising more of their own funds, they are made directly 
accountable to their own local communities.  

• Financial dependence on local taxpayers means authorities are incentivised to deliver value to their 
voting customers, rather than ticking boxes laid down by paymasters in Whitehall. 

An econometric study from the German CESifo group focuses on the efficiency issue. Analysing 21 OECD 
economies over the period 1970–2000, it concludes: 

“Our main finding is that government efficiency increases with the degree of fiscal decentralisation. This 
result appears to be robust to a number of different specifications and fiscal decentralisation measures.”3 

Specifically, on the basis of the study’s main measure of tax decentralisation, the authors find that a 10 
percentage point increase in local and regional governments’ share of total national tax revenue improves 
public sector efficiency by around 10 per cent. 

• With the UK’s annual public spending now running at around £778 billion, increasing local 
governments’ share of taxes from its current five per cent up to say, 15 per cent, would save around 
£78 billion a year.  

• Put another way, the prospective efficiency gains would make it possible to get the same overall 
standard of public services for around £78 billion a year less than they currently cost. 

Either way, the key point is that across the OECD, tax decentralisation is strongly associated with greater 
public sector efficiency – being able to do more for less. 

 

 

                                                        
1 http://www.oecd.org/ctp/federalism/oecdfiscaldecentralisationdatabase.htm#C_3  
2 Report of Layfield Committee on Local Government Finance, HMSO, 1976 
3 Adam, A., Delis, M. D. & Kammas, P. Fiscal Decentralization and Public Sector Efficiency: Evidence from OECD 
Countries, CESifo Working Paper No. 2364, 2008 
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Local authorities can more flexibly respond to local priorities and circumstances 

Decentralised systems deliver superior results for a number of very good reasons:  

• Responsiveness – local government is more responsive to local choices and local needs: it can focus 
resources on the services that are most valued by the local community; top-down, one-size-fits-all, 
policies set by central government cannot do that 

• Cost efficiency – local government can organise its services to reflect local cost conditions; 
organisational structures and pay scales dictated from the centre cannot do that 

• Incentivisation – when local government raises its own revenue from local taxes, it has a strong 
financial incentive to encourage local economic growth; these effects are strongest where 
authorities are able to set their own tax rates in competition with other authorities 

• Accountability – when local government raises its own revenue, it ensures that service delivery on 
the ground can be closely scrutinised by those who actually have to pay for it 

Experimentation is also easier at the local level, allowing local authorities to discover through diversity what 
works, much more quickly and cheaply than relying on top-down direction from Whitehall. 

The 2020 Tax Commission proposed that at least 50 per cent of all tax-funded expenditure by local 
authorities should be raised from their own local taxation - roughly the historic ratio of self-funding 
mentioned earlier.  

• Longer term, with the new arrangements bedded in, we believe the ratio should be increased further, 
to around 75 per cent or beyond. 

• With the tax changes noted in this paper, the richest authorities would become largely self-funding. 
The poorest authorities would continue to receive some support, but on nothing like today’s scale. 

Central government grant funding 

All developed countries have some form of fiscal equalisation, and we do not propose its abolition here. 
However, the structure and scale of these would change. 

• Ring-fenced grants would end, so that authorities could decide their own spending priorities.  
• Grants would be focused purely on the equalisation of resources against assessed needs.  

This minimising of equalisation is because it comes at a heavy efficiency cost.  

• Central government is collecting taxes from each individual area, churning the money through its 
own convoluted and expensive bureaucracy, and then returning it back to those same areas to fund 
local services provided by the local authority. It is a process guaranteed to generate waste and 
inefficiency. 

• Central Government grants undermine the very incentives that are vital to boost local authority 
efficiency and commitment to growth. If authorities can get along on grant handouts from central 
government, any competitive pressure to provide an efficient service to their real customers comes 
a distant second. 

Objections 

One argument against such decentralisation is that it exposes local council finances to the risk of economic 
recessions. This argument is not convincing.  
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• Historically, central government has done little to protect council grant funding through recessions.  
• During the difficult 1970s and into the 1980s, grants were subject to a prolonged squeeze, and that 

process is under way again now.  

Local taxes and greater control over business rates should be allowed to supplement Council Tax and enable 
local authorities to double the share of their spending they finance, with commensurate further cuts in 
national taxes. 

A 50 per cent self-funding target means we need to approximately triple the amount of tax local authorities’ 
raise for themselves. That would be around 15 per cent of total national tax revenues – still significantly less 
than the corresponding percentage in many other countries, including the US, Japan, and Switzerland. 
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Local Income Tax should be a new source of local revenue 

Local Income Tax (LIT) should replace a portion of national income tax. 

• Local income taxes are in common use across developed economies, including the three public 
sector efficiency leaders – the United States, Japan, and Switzerland.  

LIT has a number of attractions: 

• It allows local councils to share in economic growth directly.  
• Local councils are given a clear and substantial stake in promoting the prosperity of their residents. 
• LIT is also more progressive than residential property tax, which tends to bear disproportionately on 

lower income groups such as pensioners.  

How it would work: 

• Individual rates would be applied equally to all earnings above the personal allowance, with the tax 
collected by HMRC alongside national income tax and given to the authority.  

• Each income tax payer would then be paying a standard national rate of tax, plus a local tax 
depending on where he or she lived. 

Initially, this would be no more than a simple switch of existing income tax revenue.  

• Councils overall would lose an equivalent amount of grant funding from central government - thus 
the whole exercise would balance financially. 

• Overall marginal tax rates would not increase – this would not be a tax rise. 
• The LIT would be collected and distributed by HMRC through the PAYE system with the self-

employed and those with complex tax affairs captured through their existing self-assessment tax 
returns.  

It would be vital to align the tax authorities with existing local authority areas.  

• Giving LIT powers to a new layer of regional authorities – especially if they were unelected – would 
not deliver the efficiency and growth for which we are aiming. 

Small savings and investment income would be best excluded from LIT, remaining on a composite national 
rate. Most savers have tax deducted at source, and to bring that into the LIT net would require them all to 
complete individual tax returns for the first time, which is not realistic. 

For example: 

If LIT were set initially at 6 per cent, then the basic rate of income tax would be reduced to 14 per cent.  

• Individual taxpayers would see their income tax payments split between LIT and national tax, but 
the overall amount would be unchanged on average. 

• Based on HMRC statistics and adding such a rate to the current basic rate of Income Tax, as opposed 
to the system proposed by the 2020 Tax Commission this new six pence LIT would yield revenue of 
around £27 billion a year.4 

• Central government would lose that amount and local authorities would gain it.  

                                                        
4 Based on the Direct Effects of Illustrative Tax Changes, HMRC, 2016 



 6 
research@taxpayersalliance.com 

After the initial creation of the LIT at this rate, from the following year, each authority would have power to 
vary its own local rate annually within an agreed national range. 

• The minimum should be set at zero, allowing authorities maximum scope to compete for new 
residents with the lowest possible taxes.  

• The maximum should be set at eight pence, giving existing residents, who may find it expensive to 
move in the short term, some protection. 

It would be vital to ensure a high degree of transparency for the scheme to generate the right incentives. 

• Individual income tax payers would need to know how much they were paying to their local 
authorities as distinct from what they were paying to central government. 

• Those paying the tax via PAYE would have their national and local payments separately identified on 
their payslips, with a corresponding annual statement for those on self-assessment.  

• Each local authority would have to provide each of its LIT payers with an annual statement, setting 
out how much they paid in the previous fiscal year, what rate was charged, how that local rate 
compared to the national average, and what local rate has been set for the current year.  
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Local Sales Tax should be a new source of local revenue 

Other countries, including the US, have local sales taxes, and there is a good case for Britain following suit. 

• A local sales tax would also give authorities a further incentive to nurture local business 
• For example in areas with a large amount of tourism, it would give authorities a direct compensation 

for investing to support that industry. 

There’s also a strong argument based on fairness - every adult in the community ought to be contributing 
something to the cost of local services. A sales tax could ensure that, since everyone buys things.  

In contrast: 

• Council Tax only applies to householders,  
• Business Rates only apply to businesses, 
• Income Tax only applies to the around 60 per cent of adults who actually pay it. 

How it would work 

Local authorities would be a permitted to raise a tax of up to 5 per cent on goods and services already subject 
to VAT at the standard rate. 

This new tax would be entirely optional, not all authorities could choose to deploy it, or it would offer greater 
flexibility in other areas. 

• An authority keen to attract new businesses to its area might decide to raise its sales tax in order to 
fund a cut in its Business Rate. 

Objections. 

• It may be prohibited under the current terms of our EU membership, however our relationship with 
the EU is clearly due to change in the near future and this may shortly cease to be a problem. 

• A local sales tax could run into a serious avoidance problem. If residents are easily able to do their 
shopping in a lower tax jurisdiction next door, they could opt to avoid the taxes imposed by their 
own authority – the one that provides the services they consume. 

Although this could be a serious problem, until we try it nobody actually knows. In practice, modest 
differences in sales tax may not pose much of a problem at all especially once travel or shipping costs are 
considered. 

In the spirit of experimentation mentioned earlier, authorities should be able to try a local sales tax if they 
wish. Depending on how the early adopters got on, the experiment would either be copied by others – 
leading over time to an increasing reliance on sales tax – or demonstrate that local sales taxes were 
untenable here. 

Alternatives are inadequate 

• Local profits taxes are not an effective way of raising revenue.  
• They can be can be complex and costly to administer. Many companies operate across multiple 

locations inside a country, and ascribing profits to specific local jurisdictions is fraught with difficulty.  
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Borrowing powers 

Any decentralisation of powers to borrow should be introduced cautiously and only after local authorities 
take greater responsibility for their own financing 

• In principle, greater local authority borrowing powers could be an important element of true fiscal 
decentralisation.  

• In practice, there are legitimate concerns about reckless borrowing, especially after a long period 
during which authorities have not enjoyed substantial borrowing powers. 

The prudent approach is to decentralise taxation first and return to the issue of increased borrowing 
powers once the reality of fiscal decentralisation has had a chance to bed in. Both borrowing authorities 
and their creditors need time to understand that a defaulting authority will never be bailed out by central 
government. 


