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THE SCOTTISH OFFICE 

Development Depart men t Victoria Quay 
Edinburgh EH6 6QQ 

Telephone 0 13 1-244 702 1 
Fi i~O131-244 

Chief Executive, North Lanarkshire Council 

28 July 1997 

-+ Dear Mr Cowe 

LOCAL AUTHORITY NON-HOUSING CAPITAL ALLOCATIONS: THE FUTURE 
OF CHALLENGE FUNDING 

1. The attached paper invites views on the future of Challenge Funding as a mechanism 
for deciding on the distribution of non-housing capital allocations in respect of major capital 
projects. 

Background 

2. The current mechanism for distribution of non-housing capital allocations is a 
combination of formula and Challenge Funding. Awards have already been announced under 
3 Challenge Fund competitions, comprising Central and Transport Challenge Fund awards for 
projects starting in 1997-98 and Transport Challenge Fund awards for projects starting in 
1998-99. Ministers have confirmed that these awards will remain in place. In total, the 
Challenge Fund awards will commit E1 17m of non-housing capital resources over the next 4- 
5 years. 

3. Challenge Funding was introduced in Scotland, initially for Transport alone and 
subsequently for the remaining non-housing programmes, primarily to complement the 
introduction of a formula approach to the allocations of the bulk of resources. Of necessity, 
the formula takes a fairly broad brush approach to determining the relative needs of 
individual councils for non-housing capital expenditure. It thus does not take account of the 
intermittent needs of individual councils for capital to fund large high priority projects like 
public transport initiatives, new schools or flood prevention schemes. Challenge Funding 
was intended to provide a mechanism whereby councils could seek additional allocations 
towards the costs of major capital projects which they would otherwise have difficulty in 
financing. It also provides a guarantee of funding for large projects which may span several 
financial years. Challenge Funding provides a mechanism for deciding on priorities within 
the limited resources available for non-housing capital allocations and for ensuring best value 
for money is obtained from use of these scarce resources. 
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Obiectives of Consultation 

1. h4inisters consider it is essential for a mechanism to be in place that \vi11 proijde 
councils with access to resources over and above their formula allocations to help \i.ith the 
funding of high priority large capital projects. The arrangements put in place should therefore 
ensure that smaller councils, as well as those with particularly large scale needs re1atiL.e to 
their allocations, have access to additional assistance. 

_ .  5 
complement one another, within the resources presently available. Accordingill.. they nish to 
have in place a mechanism for assisting with the funding of large capital projects that 

Ministers also consider it important to ensure that local and national objecti\,es 

recognises both local and national objectives. -+ 

6. Challenge funding meets these objectives. However. Ministers are not necessaril!. 
committed to the form inherited from the previous Government: rather they Lvish to build on 
the experience gained, to develop more effective arrangements. The attached paper examines 
the existing Challenge Fund arrangements and identifies possible options for changing thi j 
approach to meet both the above objectives. 

7. Recipients are invited td submit comments to Miss E Ure. Local Govemnient Di\.ision 
2. Area 3-5, Victoria Quay, Edinburgh, EH6 6QQ by 22 August 1997. Councils are asked to 
copy their responses to COSLA. Comments received will be treated as public documents 
unless confidentiality is specifically requested. 

Your sinqerely 
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CHALLENGE FUNDING 

Discussion paper by The Scottish Office 

Existing Arrangements 

1. The 3 Challenge Fund competitions attracted a total of 83 bids valued at over f173 
million. of which 33 were awarded funding totalling f 1 1  7 million. This le\.el of response 
does suggest there is an ongoing need for additional funding for large capital projects. 
However, the total value of the unsuccessful bids is greater than the entire pro\.ision for local 
authority non-housing capital spending in 1997-98. It is clear from this that the difikulty 
with any mechanism for distributing additional allocations for large projects is that demand 
outstrips the available resources by a considerable margin. 

The Case for Challenge Funding 

2 .  Ministers consider that Challenge Funding does, in principle, offer an appropriate 
mechanism for dealing with the competing needs of councils for additional funding for large 
capital projects. The Challenge Fund approach provides the means for choosing bebveen 
many competing demands by setting out criteria against which all bids can be objecti\.ely 
assessed. For the recent Central Challenge Fund competition, considerable efforts were made 
by The Scottish Office to devise an evaluation methodology that was applicable to all Fpes  
of project to enable fair and objective comparisons to be made. Without such a mechanism, 
choosing between competing demands between both services and councils is very difficult. 
Under the financial planning system, for example, Ministers were continually asked, both 
within and outside of the financial planning period, to make additional resources available for 
new projects, sometimes in year and sometimes for future years. It is extremely difficult for 
Ministers to respond constructively to competing ad hoc requests for support, particularly for 
large projects. The Challenge Fund process aims to formalise the arrangements for 
considering the needs of individual councils. 

3. Challenge Funding also allows Ministers to consider the relative needs of all councils at 
the same time, and potentially in advance of a need becoming critical. The nature of the 
financing mechanism enables commitments to be given well in advance of the project start 
date, as has been the case with the Transport Challenge Fund. In addition, funding can be 
committed to projects over long periods since the financing mechanism is based on 
earmarking specific levels of resources for Challenge Funding in future years. Under the 
Challenge Fund mechanism, Ministers do not need to revisit priorities every year within the 
resources available for Challenge Funding, as was the case with the financial planning 
system, for example. In the absence of a system based on the Challenge Fund approach 
where a specifically identified slice of resources are earmarked over a period of time for large 
projects, Ministers are likely to feel unable to make commitments that extend beyond one 
financial year. 

4. Ministers are keen to encourase councils to make maximum use of public and private 
partnerships in the delivery of local services. In its present form Challenge Funding appears 
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to have been quite successful in encouraging partnership opportunities. Several successful ‘ 

bids are related to PFI projects and around €150 million of private and other public sector 
funding is expected to be levered by €1 17 million of Challenge Fund awards. The general 
experience of Challenge Funding across Great Britain does seem to suggest that the 
Challenge Fund approach is very successful in securing good value for money from the use of 
scarce local authority capital resources, as well as enabling high priority projects to go ahead. 

5. Challenge Funding in its current form is also very flexible. since it potentially allows 
councils to bid every year and can therefore respond to unexpected needs developing benveen 
one year and the next. The current framework also allows councils to seek fundin, 0 for needs 
in every area of their non-housing capital pro= m m m e s .  

6. Challenge Funding also provides a mechanism for funding of projects that will further 
the Government’s key national policy objectives. While Ministers recognise that councils are 
best placed to identify their own local needs and priorities, the Government cannot ensure 
that important national objectives are delivered unless these are also addressed at a local 
level. Challenge Funding provides a mechanism for ensuring that local and national 
objectives can complement one another - by allowing councils to identify their own priorities 
and. where these are consistent with key national policy objectives, by inviting councils to 
bid for additional resources. 

-+ 

Concerns about Challenoe Funding 

7 .  Challenge Funding has been criticised by councils on the basis that: 

0 it distorts local authorities’ priorities; 

there is not enough time allowed to prepare bids; 

there can be high costs (potentially abortive) in preparing bids; 

it allows Ministers rather than local Government to determine local priorities; and 

it creates inequities in the distribution of resources ie there are winners and losers. 

8. We consider it is possible to address most of these concerns. in some cases with fairly 
minor changes to the existing arrangements. The various points listed above are addressed in 
the following paragraphs. 

9. Challenge Funding as a general concept should not serve to distort councils’ own 
priorities. Both of the Challenge Fund competitions invited councils to bid for resources for 
projects that were a priority for them. The difficulty may be that some councils felt obliged 
to bid for resources in order to try to secure a slice of the cake; this seems to us to be 
particularly true of the Central Challenge Fund. Clearly, a response on this basis carries with 
it  the possibility that the project for which funding is sought is not one to which the council 
would otherwise have given priority. If Challenge Funding continues, we would expect to 
see a greater demonstration from councils that bids genuinely reflect key local needs and 

2 



priorities. In the longer terms, h s  might fit in with the proposal to introduce performanct: 
plans for councils. 

10. tight and 
a m  future competition would be designed to allow councils much more time to prepare bids. 
as was the case with the Transport Challenge Fund. 

We acknowledge that the timetable for the Central Challenge Fund was 

1 1 .  There are clearly costs attaching to bid preparation. but the process should not entail 
significantly more work than authorities would normally undertake in their oum assessment 
of project priorities. However, in order to minimise additional costs, any future Challenge 
Fund competitions could use a shortlisting process, with only outline bids being sought at the 
outset, as has been done for the Transport Challenge Fund. The cost of preparing detailed 
bids could be kept down by various means. For example, The Scottish Office could provide 
application packs for completion. These might list questions that require to be answered and 
include pro-formas for, say, financial and technical information. Technical assistance could 
also be given for certain aspects of bid preparation, such as investment appraisal. 

12. Decisions on Challenge Fund awards are always likely to be made by Ministers. 
just as Ministers needed to make choices between competing demands from numerous 
authorities under the financial planning system. This does not mean that Ministers are 
determining local priorities, but rather that Ministers have to prioritise between the competing 
bids councils themselves have chosen to submit. The Scottish Office developed appraisal 
methodologies for assessing both Central Challenge Fund bids and Transport Challenge Fund 
bids. which were used to inform the previous Government’s decisions. 

13. While Ministers note the concerns about “inequities” in the distribution of capital 
resources, it is difficult to see how any system could avoid having “winners” and ”losers” in a 
climate where resources are limited. Ministers believe it makes more sense to have fair and 
open competition for scarce resources to enable councils with the greatest needs for high 
priority projects to receive assistance, than to have a system where all councils get a pro-rata 
share of the resources and where genuine needs remain unmet as a consequence. This does 
nothing to ensure that best value for money is obtained from scarce public funds. However, 
the existing Challenge Fund approach could be altered to limit eligibility so that the same 
councils could not be ”winners” all the time. This option is discussed further in paragraphs 
20-25. 

Variants on Existina Challenge Fund Approach 

13. We think there are a number of options for changing the existing process more 
substantially. both to help meet the objectives set out in paragraphs 4 and 5 above and to 
address more fully some of the concerns that have been expressed about the existing process. 
Several possible options are considered in the following paragraphs. 

Targeted and Service SDecific ComDetitions 

15. As has already been noted, Ministers are keen to ensure that local and national priorities 
are complementary, particularly in the case of key Government policy initiatives. Ministers 



1lave. for example, indicated that they wish priority to be given to education projects. ' 

particularly the backlog of repairs and maintenance and the rationalisation of capacity. 
Indeed. additional capital resources for education were announced in the recent budget. This 
paper does not deal specifically with the question of how these additional resources might be 
distributed: Ministers are discussing this separately with COSLA. HoLvever. hlinisters have 
made education a key priority and see Challenge Funding as a potentially suitable mechanism 
for ensuring that resources are targeted to this area. 

16. Ministers have also made improving public transport provision a major priority and so 
wish to ensure a consistent strategy in the provision of public transport. A Transport 
Challenge Fund could provide the means for ensuring that Central and local Government 
work in partnership towards complementary objectives in this area. -+ 

17. Our perception of how councils have vieued Challenge Funding is that the Central 
Challenge Fund has been more strongly opposed than the Transport Challenge Fund. It may 
be that councils see a need for one or more service specific Challen, D e  Funds rather than a 

Fund covering all non-housing capital programmes. On the other hand. virtually all councils 
put in at least one bid for the Central Challenge Fund, and many submitted bids involving 
more than one service - which was encouraged. Clearly, service specific Challenge Funds 
would be more limited in their scope and could only, at most, offer support for component 
parts of. say, major regeneration initiatives. 

18. Another disadvantage of service specific competitions is that a proliferation of small 
Challenge Funds would inevitably mean that very few large projects Lvithin each Fund could 
be supported and if measures to restrict eligibility, as described in paragraphs 20-25 beloLv. 
Ivere also introduced, these might have to apply over a long period to allow for awards of any 
significant size. It would also be diffcuit to operate more than a couple of separate funds of a 
northwhile size without significantly reducing the resources that were left for the formula 
allocation. 

19. There may, however, be a strong case for continuing with a separate Challenge Fund 
for public transport projects, These tend to have a longer lead time than most other major 
projects and the existing timetable for the Transport Challenge Fund is quite different from 
that for the Central Challenge Fund. Ministers also see a particular need for ensuring 
consistency between national and local objectives in this area. The best option might be to 
continue with a Transport Challenge Fund, purely for public transport projects, and a separate 
Central Challenge Fund covering all other projects. Continuing with the latter would provide 
a mechanism for councils to bid for resources across all non-housing programmes rather than 
being restricted to bidding under individual service programmes. This would be a far more 
flexible approach, allowing for cross-service bids and for higher awards where there was a 
need for this. It may be appropriate, however, to consider whether clear priorities might 
usefully be established for such a Fund. For example, giving priority within the Fund to 
certain types of education project. 

20. COSLA's concern about Challenge Funding creating inequities in distribution might be 
at least partially addressed by introducing eligibility restrictions and/or limits on bids for 
Challenge Fund competitions. 
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21. One approach might be to devise a methodology which placed restrictions on the 
amount each council was allowed to bid for in any specified period. For example, a pool of 
resources could be made available over, say. 3 years and each council could be restricted to 
bidding for amounts that were calculated pro-rata to their formula allocations. thus presenling 
the relativities between councils that are determined by the formula. This approach might c be 
viewed as more equitable in relation to distribution between councils. and the resources to 
meet every council‘s bid up to its limit would be available at some point during the 3 year 
period. However. councils would not be guaranteed funding for their projects; they would 
still have to comply with the requirements for the particular competition and bids that did not 
meet these would be rejected. If the competition were run every year over a rolling 3 year 
period, some councils putting in good bids in the first year would still have to wait until year 
3 for funding. However. because of the apparent large demand for extra-resources. this is 
likely to be a feature of any solution. One clear disadvantage of this system is that it takes no 
real account of relative needs. Some councils may have no pressing needs for major capital 
projects over the 3 year period. Others may be faced with needs that are disproportionate 10 

their entitlement ie major fI ood prevention schemes, new secondary schools or major 
transport initiatives. 

23. Under this option. it might be considered appropriate that councils with existing 
Challenge Fund awards should have limited access to: or be excluded from bidding in the first 
3 year period. Annex A shows how this might work in practice. This is based on making 
available a total of f130 million for a Central Challenge Fund over the next 3 years (including 
the resources earmarked for existing Central Challenge Fund awards). This is an illustrati1.e 
figure and not an amount which Ministers have decided on, but is broadly in line Lsith the 
existing Central Challenge Funding assumptions. The table shows the masimum amount that 
each Council would be eligible to bid for based on this amount. In this example, the amount 
is calculated pro-rata to each councils’ formula allocation, although a minimum of E2 million 
has been set. Finally, existing Central Challenge Fund awards are deducted. leaving a net 
amount each council would be abIe to bid for over the first 3 years of further competitions. 

23. The obvious disadvantage of this approach is that the maximum resources available for 
individual councils to bid for may not be sufficient to allow them to proceed with large 
projects. We know from unsuccessful Challenge Fund bids that this could be a very real 
problem for some councils. It might be possible to address this if eligibility was calculated 
on a 3 year cycle, by allowing councils to “anticipate” resources from the second 3 year 
period. For example. a council with a limit set at f 2  million could be allowed to bid for 
Challenge Funding of &3 million, anticipating f 1 million from its eligibility limit for the 
second 3 year period. But in such a case it is likely that part of the Challenge Fund 
allocations would need to be paid out after the end of year 3. 

23.  Eligibility restrictions would not take account of the fact that not all councils may have 
pressing needs during the relevant period. This would be less likely to be a difficulty with a 
Central Challenge Fund, but could be a significant problem with a single service Challenge 
Fund. If not all councils bid during the funding period, there would be unused resources. 
These could of course be redistributed through the formula. This approach might work with a 
wide ranging competition like the Central Challenge Fund because there is a reasonable 
prospect of each council having some significant need in at least one of the non-housing 
services over the 3 year period. However, it would more problematic to operate with a 



seniice specific Challenge Fund. For example. if the Transport Challenge Fund were to 
continue. a fund of broadly similar size to the present one would need to have eligibility 
restricted over a 5 year period to allow for awards of a reasonable size. Annex B shows the 
effect of applying a limit on bids to a Transport Challenge Fund. This uses the same 
metl1odology as described in paragraph 23, but eligibility is reduced in relation to Transport 
Challenge Fund awards and the total resources determining eligibility are taken to be over a 5 
year period. Again the overall figure used is illustrative only, but is in line with existing 
Transport Challenge Fund assumptions. Even on this basis the minimum threshold of 23 
million for bids. which was used for past competitions, would have to be reduced. 

. 

35. It  is veq. 
inflexible and unresponsive to individual council's needs, particularly in-;elation to large 
projects. If councils consider there is a need for restrictions, it might be better to fix an upper 
limit on the value of bids and then bar successful councils from bidding for more funding 
through the same type of competition for a period of time thereafter. 

We think the balance of argument is against this rigid methodology. 

Guaranteed Awards 

26. Some councils have expressed concern about the cost of preparing bids. particularly in 
relation to the Central Challenge Fund. As noted earlier, an outline bidding stage folloLved by 
a shortlisting process is one way to minimise costs and abortive work. This could be taken 
one stage further. with the shortlisting process being used to select bids that would be 
guaranteed to be successful, subject to a full bid being prepared which was consistent with 
the outline bid and which demonstrated that the criteria set for Challenge Funding had 
been met. Under this option, it might be possible for Scottish Office officials to advise 
councils on the preparation of detailed bids to ensure these met the appropriate criteria. 

27. The main one is the basis for 
shortlisting decisions. Councils whose bids are rejected on the basis of an outline might feel 
their bid was not considered sufficiently. It would certainly be difficult to apply the criteria 
devised for evaluation of Central Challenge Fund bids to outline bids. Decisions would 
almost inevitably be more judgmental and perhaps more focused on Government priorities. 

There are obvious disadvantages to this approach. 

25. This approach might also be criticised for requiring a full bid to be prepared. However, 
ive consider this is still an important part of the process. In particular, it demonstrates that the 
council has considered fully how a project will be paid for, how it can be implemented and 
Lvhat obstacles there may be, what the project objectives are and what outputs are expected. 
In this respect. Challenge Funding would complement the Government's proposals for 
councils to put in place 3 year performance plans. In addition, because capital allocations are 
project specific, The Scottish Office needs to have information to enable progress to be 
monitored so that we can ensure that the scarce capital allocations are being used effectively 
ie redirected where projects run behind schedule. 
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ANNEX A 
CENTRAL CHALLENGE FUND: 3 YEAR FUND 

* Minimum f 2 m  applies 
* *  Part of Challenge Fund award extending beyond 
2000-200 1 excluded. 
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ANNEX B 
TRANSPORT CHALLENGE FUND: 5 YEAR FUND 

[Scotland Total 1255000 - (58200 . ' z  .{I30000 - 196836 :- .. 196800 - 1 



our Rrl: J W C ?  Contaci: Mr John hlilne 
Your RL‘f Tc!ephonc: 0 1698 ?021G0 
Date: 21 August 1997 Fas: 01698 26-1116 

hliss E. Ure 
Local Government Division 2 
Area 3-J 
Victoria Quay 
Edinburgh 
EH6 6QQ 

Dear Miss Ure 

The Future of Challenge Funding 

I refer to your letter of 25 July 1997 and would wish to make, on behalf of North Lanarkshire Council, the 
following comments on the Consultation Paper. 

My Council recognise that an element of top-slicing is required to compensate for the potential inflexibility of a 
formula based system and that in a climate of limited resources, there is no way of avoiding some form of 
competition between authorities. Furthermore, in such a financial climate, it is inevitable that councils be asked 
to demonstrate a rigorous assessment of their spending proposals. 

Nevertheless, the proportion of the resources being top-sliced (rising from 14% in the current year to over 20% 
in the financial year commencing on 1st April 1999) is considered by my Council to be excessive and would 
suggest that a percentage nearer 10% would have a less distorting effect on the ability of councils to determine 
local basic priorities but would still allow for the implementation of ”intermittent large high priority projects”. 

In relation to the detail, I would make the following observations:- 

My Council welcomes the recognition being given in the Consultation Paper to the need for a more 
realistic timescale (para 10). 

While cautious about any proposal leading to more prescription, we feel, on balance, that the proposals 
intended to facilitate the preparation of bids and contribute to a more objective comparison ought to be 
supported (para 11). 

My Council rejects the concept of a proliferation of a number of small service-specific challenge funds 
and would even suaest  that the case for a separate Transport Challenge Fund be reviewed. We are also 
concerned that there is a move towards greater centralisation of priority determination (paras 15 to 19). 

We reject the principle of “restricted eligibility” on the grounds of inflexibility and that of “guaranteed 
awards” as inevitably resulting in a less objective comparison of competing bids. (paras 20 to 25). 

Yours sincerely . 

Director of Finance 


