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Abstract

THE CAPITALISATION OF BUSINESS RATES: AN EMPIRICAL STUDY
OF TAX INCIDENCE IN SIX LONDON BOROUGHS

ABSTRACT

This work is concerned with tax shifting and capitalisation of recurrent taxes on
immovable property, known as business rates in the United Kingdom and payable by
occupiers of business property.

The empirical research seeks to identify to what extent business rates are transferred into
rents and thus capitalised. If the tax is capitalised, then freehold owners will bear the
burden of the tax. If not, the tax may be shifted in some other way, for example, reducing
the occupiers’ profits or increasing the prices charged to customers. The extent of any tax
shifting will be affected by the value of any benefits received by the occupier in exchange
for the tax paid.

Previous studies of business property tax incidence in the UK have met with mixed results
and problems of poor and inadequate data have hampered research efforts. In this work
particular emphasis has been given to detailed data collection, which has been carried out in
the field at the property unit level and, by using this meticulous approach, it was possible to
control for data issues that have confounded earlier studies.

The empirical research is based on data collected for business properties in six London
boroughs. Matched pair data has been collected for industrial, retail and office property.
The study takes advantage of a one-off historic situation that existed before the
introduction of the Uniform Business Rate in 1990. At that time, large differences in the
property tax burden existed between many local authority areas and these differentials
had been present for several years.

The chief hypothesis predicts that property values will gradually adjust so that total
occupation costs between matched pairs of properties will be equalised over time. The
results of the empirical study confirm the hypothesis and show that total occupation costs
do tend to be equalised in the long term. The results justify the painstaking approach to
data collection that was an important part of the overall research design.
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Chapter 1

INTRODUCTION

This chapter sets the context to the study and outlines the structure of this
thesis. The aim of this work is to examine the long-term impact of tax shifting
and the capitalisation of recurrent taxes on immovable property, known as
business rates in the United Kingdom and payable by occupiers of business
property. The empirical research, which is focused on London, seeks to
identify to what extent business rates are transferred into rents and thus

capitalised.

Taxation is by far the most important source of government revenue in the
modern economy, representing 93% of revenue raised in 2000 (ONS 2002a).
In this work a tax is defined as a levy made by a public authority for which
nothing is received directly in return. That is not to say that no benefit
accrues to the taxpayer but rather that no directly attributable benefit is
received in exchange for the tax payment. Taxes represent a transfer of
resources from the private sector to the public sector but, in addition to this
transfer, they can introduce distortions into the economy and so impose an
additional burden on the community over and above the amount of tax paid.

These costs can be described as the excess burden of taxation and one
obvious example of such a distortion is the reduction in spending power
experienced by income tax payers. This distortion will affect consumers’
choices and influence economic behaviour; taxes may also influence
producers’ choices between factors and, in these ways, taxation imposes an
additional burden on society. The ideal tax is economically neutral and will
raise revenue in such a way as to avoid distortionary effects (see Kay and
King 1990 at p. 19 for a more detailed discussion of fiscal neutrality in the tax

system).

An examination of the excess burden is a central part of this research, which
seeks to identify the extent to which the UK property tax is capitalised. Tax
capitalisation describes the effect on the market price of an asset because of
the impact the tax has on the expected yield or return from the asset. The
capital value of a property reflects the present value of expected future net

rental income. If the net income is reduced by the imposition of the tax, this

18
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reduction will be capitalised, resulting in lower capital values. In this thesis,
any reduction in rental value caused by the imposition of a property tax will
be treated as causing a corresponding reduction in the capital value. This

simplification is discussed in more detail in 2.9.

TAX CLASSIFICATION

It is possible to classify taxes in a variety of ways. A detailed classification is
made by the Organisation for Economic Co-operation and Development
(OECD 1976). Taxes are grouped into categories and each group is further
subdivided (Table 1.1).

Table 1.1: Extract from the OECD Classification of Taxes

1000 Taxes on Goods & Services
2000 Taxes on Income Profits and Capital Gains
3000 Social Security Contributions
4000 Taxes on employers based on payroll or manpower
5000 Taxes on net wealth and immovable property
5100 Recurrent taxes on net wealth
5110 Paid by households and institutions
5120 Paid by corporate enterprises
5200 Recurrent taxes on immovable property
5210 Paid by households
5220 Paid by enterprises
5230 Paid by institutions
5300 Non-recurrent taxes on net wealth
5310 On net wealth
5320 On immovable property
6000 Taxes and Stamp Duties on gifts, inheritances and on capital and
financial transactions
7000 Other taxes

Source: OECD Revenue Statistics (1976)
This thesis is concerned with OECD Class 5220, recurrent taxes on

immovable property paid by enterprises. It focuses on business property,
giving no consideration to the residential sector. OECD Class 5320 deals

19
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with non-recurrent taxes on immovable property. This is represented by
inheritance tax in the United Kingdom and is not considered in this thesis.

In the UK, recurrent taxes on business property are known as non-domestic
rates or business rates. They represent a local business tax that is charged
on commercial and industrial properties. Business rates are paid by the
occupiers of business property and the tax base is assessed on the imputed
annual rental value of a property, known as the rateable value. This
represents the basis against which the tax payable is calculated. The annual
tax rate is a multiplier, expressed as an amount per pound of rateable value
and the tax payable is calculated using the tax rate as a multiplier against the
rateable value. The operation of the UK rating system is explained in more
detail in Appendix 1.

THE IMPORTANCE OF BUSINESS PROPERTY

Business property is defined to include all types of urban commercial and
industrial property, including shops, offices, factories and warehouses.
Factories and warehouses are grouped together and treated as industrial

property in this thesis.

Business property is an essential factor of production in every sector of the
economy. Unlike the housing sector, which has long been recognised as
having a profound economic influence, the importance of commercial
property is less often considered and it is only in the past two decades that
the importance of business property in the economy has begun to be

appreciated.

The following extract from the Commercial Property Quarterly Review (BPF
2002) illustrates the importance of business property to the UK economy:

The broad contribution of business property as a factor of
production in all sectors of the economy is 5.6% of Gross
Domestic Product (GDP).

As an asset, the total value of business property in 2000 stood at
over £625 billion, which was more than double the value of
outstanding government securities and about one half of the value
of the total UK equity market.
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Business property accounted for 27% of the total UK investment
in 2000.

Rental income from business property in 2000 amounted to £79
billion per annum (representing 8.48% of GDP in that year).

Business property represents 46% of private sector non-financial
assets, 71% of total assets of financial corporations and 75% of
public sector assets.

Given the clear importance of the business property sector to the economy
as a whole, it is surprising how little attention is given to the sector by
economic commentators.

In a report on the role of business property in the UK economy, Currie and
Scott (1991) conclude that coverage of the sector in the official statistics is
substandard in quality and deficient in coverage. This problem has been
exacerbated in recent years by cutbacks and discontinuation of some
valuable and informative aggregate statistics (Pratt 1994 at p. 57).

THE SIGNIFICANCE OF BUSINESS RATES

The importance of business rates as a proportion of taxes raised in 2001-02
is shown in Table 1.2 and Table 1.3. Business rates are the sixth largest
source of government revenue, representing 5.1% of all government revenue
and the second most important source of revenue from business taxes.

In the fiscal year 2001-02, the yield from business rates was £18.2 billion
(Inland Revenue 2002). GDP in the same period was £989 billion (ONS
2002b). Business rates accounted for 1.84% of GDP in the year, which
represents a fairly significant proportion. If business property as a factor of
production made a contribution of 5.6% to GDP (BPF 2002), then business
rates can be seen to represent a sizeable tax on the business property
sector.
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Chapter 1

Table 1.2: UK Tax Revenue for All Taxes 2001-02

Amounts: £ Billion

Tax ~ £ Amount % of Total
Income tax (net of tax credits) 107.6 29.9
National Insurance Contributions 63.2 17.6
Value Added Tax 61.1 17.0
Corporation Tax 32.4 9.0
Fuel Taxes 21.9 6.1
Business Rates 18.2 5.1
Council Tax 14.9 41
Tobacco Duties 7.8 2.2
Stamp Duties 71 2.0
Alcohol Related Duties 7.0 1.9
Vehicle Excise Duties 4.4 1.2
Capital Gains Tax 2.9 0.8
Inheritance Tax/Capital Transfer Tax 2.3 0.6
Customs Duties 2.0 0.6
Petroleum Revenue Tax & Oil Royalties 1.9 0.5
Insurance Premium Tax 1.9 0.5
Betting, Gaming & Lottery 1.4 0.4
Air Passenger Duty 0.8 0.2
Climate Change Levy 0.6 0.2
Landfill Tax 0.5 0.1

359.9 100.0

Source: Inland Revenue Statistics (2002); Local Government Financial Statistics, ODPM
(2003); HM Customs & Excise Annual Report (2002); Financial Statistics, ONS (2002).
Figures are ranked in order of contribution size.

Table 1.3: UK Tax Revenue for Business Taxes 2001-02
Amounts: £ Billion

Tax £ Amount % of Total
Corporation Tax 324 61.7
Business Rates 18.2 34.7
Petroleum Revenue Tax & Qil Royalties 1.9 3.6

52.5 100.0

Source: Inland Revenue Statistics (2002); Local Government Financial Statistics, ODPM
(2003); Financial Statistics, ONS (2002). Figures are ranked in order of contribution size.
Excludes taxes paid partly by businesses and partly by individuals.
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It is clear that the impact of the tax is worthy of detailed consideration, yet, in
proportion to their importance in the economy, business rates have been the
subject of limited research effort. In part this problem arises because of the
difficulty of obtaining satisfactory data for analysis. At the local level property
information is difficult to obtain (see 1.6) whilst at an aggregate level the
statistical coverage of the sector is sparse, and these data may not be

appropriate to answer empirical questions about tax incidence (see 4.5).

SOME POSSIBLE IMPACTS OF BUSINESS RATES

In the first systematic consideration of local business taxes in the UK,
Bennett and Krebs (1988), identify five possible tax impacts from the point of

view of businesses.

Influence on overall profitability
Influence on investment
Influence on reinvestment

Influence on choice of factors

LA o S

Influence on other economic entities through tax shifting

These points are interrelated and the impact of the tax is both complex and
difficult to analyse effectively. This thesis concentrates on the last point,
seeking to identify the extent of tax shifting for business rates. This is the
question of tax incidence, which can be considered at two levels, formal

incidence and economic incidence.

The formal incidence of any tax is easy to establish. This falls on the person
who is legally responsible for payment of the tax, but it would be a great
oversimplification to assume that the burden of rates falls entirely on the

person who pays the tax demand.

Economic incidence is a more useful concept, which has concerned
economists for many years (see for example Marshall 1897; or Ramsey
1927). Urban economists have also long been interested in answers to the

more specific question ‘Who bears the burden of the property tax?’
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The identification of economic incidence requires an analysis of the extent of
tax shifting. Property taxes can be shifted, either forwards through increased
prices, or backwards through reduced payments to suppliers or factors of
production (such as land or labour). The burden of the tax could, of course,
remain with the occupier, in which case the formal incidence and the
economic incidence might appear to be the same, but even then the effect of
the tax would be to reduce profits, which would be borne by shareholders
and might even be capitalised in the form of lower share prices caused by

reduced equity earnings.

Economic incidence can be analysed at different levels, because there may
be several intermediate bearers of the economic incidence before the final
economic incidence of the tax is identified. Any analysis of final incidence will
include an assessment of the full effects of a tax on the economy as a whole,
known as a general equilibrium analysis of taxation. Any analysis that does
not seek to identify the full effects of a tax on the economy as a whole is

known as a partial equilibrium analysis.

It is also necessary to consider the time frame of the analysis. The short run
impacts will differ from the long-term impact and this research is directed
towards a long-term analysis. This long-term analysis is essential when
analysing tax impacts on property values, due to contractual rigidities in the
property market and the slowly changing nature of the spatial relationship

being observed.

There is a further important point that needs to be considered before the
burden of the tax can be analysed in a meaningful way, and that is the value
of any benefits that accrue to the taxed entity and which can be attributed to
the tax payment. This is known as a benefit offset. The value of any benefit
offset needs to be taken into account in assessing the extent of any tax
shifting. Related to the idea of a benefit offset is the possibility that the
benefits from the local public goods exceed the value of the tax and are
themselves capitalised, resulting in increased property values in the
jurisdiction concerned.
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It is a singular characteristic of the UK empirical research into business
property tax incidence that the benefits received by businesses are almost
completely disregarded. This may in fact be an acceptable approach, due to
the centralised nature of government and the homogeneity of local
government services across the UK. What is surprising in nearly all UK work
on business tax incidence, is that the question of benefits is not even

considered.

DIFFICULTIES WITH DATA

Reference has already been made to the problem of inadequate statistical
coverage of the property market and the related problem that is encountered
by academic researchers in the field of real property, namely the difficulty of
obtaining adequate data. This problem was explored in the context of
business property by Dunse et al. (1998).

Partly as a consequence of the difficulties of obtaining adequate data, the
opportunity to identify the long-term economic incidence of business rates in
the UK has proved elusive and those studies of tax incidence that have been

undertaken have met with mixed results.

None of the British studies found significant results for the long-term impact
of business rates, which is the focus of the present work. Some studies have
obtained short-run results (see for example Bennett and Fearnehough 1987;
Bennett and Krebs 1988; Bond et al. 1996a), but the results of UK studies
are not always as strong as the authors had expected (e.g. Sibley 1989 at p.
340; Crosby and Keogh 1990 at p. 25; Bond et al. 1996b at p. 31).

Moreover, problems of data availability have hampered research efforts.
Bond et al. (1996b at p. 30), commenting on the data used in the most recent
UK research on the incidence of business rates, state ‘Unfortunately, we had
very little information on the attributes of the properties within our sample’.
This research was carried out for the Department of Environment by the
Institute of Fiscal Studies and the final report states that ‘It would be of great
interest to extend this analysis to data on a wider range of properties, but it is
not clear where such data could be obtained.” (DOE 1995b at p. 63).
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In this thesis particular emphasis is placed on detailed data collection, which
has been carried out at the level of the individual property and which gives
complete information on the attributes of the properties used. This follows the
approach to data collection adopted by Cheshire and Sheppard (1995) in a
hedonic analysis of residential property (which was not concerned with tax
incidence). Instead of a hedonic analysis, which would require a very large
data-set, the empirical research in this thesis is based on data for a small
sample of matched pairs that were collected for industrial, retail and office
property in adjoining local authority areas. By using this approach it was

possible to control for the issues that have confounded earlier studies.

There is a full discussion of the data requirements and data collection in
Chapters 6 and 7.

AIMS OF THIS RESEARCH

This study sets out to establish the economic incidence of business rates. In
particular, it seeks to identify to what extent business rates are reflected in
rents, and thus capitalised, in the long term. There are no previous long-term

studies of the impact of business rates in the UK.

The chief hypothesis employed is that property values will adjust so that total
occupation costs between matched pairs of properties will be equalised over
time in response to variations in property taxes. It is not assumed that this
process of market adjustment will be instantaneous, especially given the

peculiar institutional constraints on rent adjustment in England (see 2.6.5).

The empirical research involves an investigation of industrial, office and retail
properties in adjacent local authority areas, having a comparable property
type, but with large differences in rate burden at the time of the study. This
includes the need to consider what differential tax benefits (if any) are

provided between the local authority areas under analysis.
The analysis of economic incidence is complex and it will differ in the short

run from the long run and will be affected by conditions of demand and

supply, which will differ for each property type and according to prevailing
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economic conditions. This makes the task of estimating the economic
incidence of the property tax difficult. To help reduce the complexity, this
thesis undertakes a partial equilibrium analysis of tax incidence, rather than a
general equilibrium analysis. This means that there is no attempt to identify
the final incidence of the tax, which can only be established on an aggregate
macro-economic basis, whereas this research study is local in its nature. The
empirical work seeks to identify any long-term statistically significant causal

relationship between business rates and business property rents.

In identifying the incidence of business rates it is possible to gain a better
understanding of the impact of the tax on property values. The thesis
provides new insights into the behaviour of firms in assessing competing
property options, as well as having important implications for property market

efficiency.

TIME FRAME OF THE EMPIRICAL WORK

This research takes advantage of a one-off historic situation that provides a
unigue opportunity for study. Before the Uniform Business Rate was
introduced in April 1990, high rate differentials were present in many areas.
By using these differentials as an analytical device, the aim is to identify who

bears the burden of business rates.

The chief empirical work is based on cross-sectional data at April 1988 which
are supplemented by data both before and after April 1988, giving a
longitudinal element to the study. Figure 1.1 shows the time frame

graphically.

There are other persuasive reasons for basing the study around the April

1988 date, first amongst these being availability of sufficient data at that time.

The property recession that started with high interest rates in late 1988 was
not foreseen in the early part of that year. Market commentators were
predicting continued rises in the property market as late as September 1988
(Key et al. 1990).
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The choice of the 1988 date for this study is therefore useful, since the
analysis of tax incidence is difficult enough without the additional
complication of falling property values. The analysis of tax capitalisation in
stable or rising market conditions is expected to allow the tax capitalisation

effect to manifest itself through the bids of competing tenants.

Also important to the choice of the 1988 date is that business occupiers must
not have adjusted their occupation decisions to take account of expected
changes following Uniform Business Rates that were introduced in 1990. The

two year antecedent date helps to eliminate this possibility from the analysis.

A full explanation of the research design and the reasons for the date chosen

is set out in Chapters 6 and 7.

In this thesis, no consideration is given to the most recent government
proposals for changes to the system of business rates, as embodied in the
Local Government Bill 2002/03 that was published in draft by the Office of
the Deputy Prime Minister in June 2002.

STRUCTURE OF THE THESIS

In this thesis references to other sections appear in the text without any
prefix (e.g. 4.6.5) and references to sections of an appendix are prefixed with
'A' (e.g. A1.3.2 or Table A5.2). Tables and figures will always be shown with
the full prefix (e.g. Figure 6.1). Acts of Parliament and Statutory Instruments
appear in full in the text and are not listed in the bibliography at the end of the
thesis.

Chapter 2 studies the theory of urban land use, reviewing the theory and
developing a model of how rental values are determined. It then considers
the determinants of rental value, applying the theory to each of the three
main types of business property. A brief look at the assessment of property
capital values is made: any shifting of tax incidence to landlords in the form

of reduced rent represents a capitalisation of the tax.
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