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Executive Summary

The Local Government Finance Bill presents a fundamental shift in how local 
government funds itself and supports the business community.  Overall, it is a first 
step in the right direction towards more self-sufficient cities that foster economic 
growth.  However, the design of business rates retention introduces perverse 
incentives and leaves out some places — the urban outliers — which do not stand to 
benefit much from the local retention of business rates revenues.

One perverse incentive, called the “delay effect”, is created through the 10-year 
resets of the system.  This will penalise local authorities for bringing development 
forward late in a reset cycle because the retained revenue after reset is uncertain.  
This incentivises authorities to delay a development’s completion until the beginning 
of the next reset period.  

The second issue lies in the exclusion of rateable value increases from rates 
retention during revaluation and resets to the system.  This strips out growth in 
rateable value that occurs from public realm and transport improvements.  This 
will effect cities which would benefit more from investing to support their existing 
business stock rather than seeking to expand it.  

Reducing the effects of these elements would create a fairer and more inclusive 
system which rewards cities that support economic growth in a variety of ways.  
Creating a rolling-resetting system or expanding resets to 20-year periods would 
remove or reduce the delay incentive created by resets.  Including rateable value 
uplift will incentivise councils to invest in the public realm, and it will ensure 
that those places which need such investment to kick-start business growth are 
encouraged to do so.
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Introduction

A new system: introducing incentives for development

The Government has proposed a new system of business rates collection and 
retention to provide a better balance between redistributing wealth and incentivising 
growth among England’s authorities.  The Local Government Finance Bill proposes 
that local authorities will be able to retain a portion of their business rates in order to 
promote new development rather than sending all locally collected business rates to 
Government as is current practice.  

Under this new system, Government will create a baseline for each authority using 
the council’s spending level in year one.  When a council’s business rates base is 
greater than their baseline, a portion is sent to central Government as a tariff; a rates 
base below baseline triggers a top up to an authority. Growth in collected business 
rates up to the baseline will be retained by the local authority.  Any growth above that 
baseline will trigger a levy to be collected from the authority, while falling below the 
baseline means it will benefit from a safety net fund.  Top ups and tariffs along with a 
new baseline will be reset every 10 years by the Government.

Box 1: How does a local authority increase its business rate? 

A local authority can increase its overall business rates and thus the 
proportion of that increase it retains using two approaches — one direct 
and another indirect.  The direct approach involves increasing occupation 
of commercial space — encouraging developers to build new stock, to bring 
vacant stock into use or to make changes to the stock’s use (e.g. subdividing 
the building into multiple units).  The indirect approach involves public realm or 
transport improvements which will increase the economic value of surrounding 
properties and buildings.  

What are the challenges?

The proposed system of business rates retention creates two challenges which will 
alter the incentive to support economic growth.  Firstly, 10 year rebasing periods 
create financial uncertainty of the income local government receives from 
retained rates.  While authorities know how much they will retain within a reset 
period, the new baseline may or may not strip out much of their growth, thus making 
their income more uncertain.  Secondly, excluding growth in rateable value 
resulting from public investments provides no incentive to invest in these 
public goods, which are vital in certain city economies.  This assumes that 
growth in rates should come from expansion and repurposing (adapting industrial 
properties to office or other uses), which may not be appropriate in all places without 
preceding public realm or transportation improvements.   

This paper explores the potential effect of these two challenges.  First, we highlight 
the perverse outcomes created by 10 year resetting periods and the likely effect on 
the behaviour of authorities when permitting developments towards the end of each 
period.  Then we evaluate the negative effects on cities of excluding economic value 
uplift from public realm and transport improvements in retained business rates. 
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Playing the game: The politics and perverse incentives 
of resetting
 

What is resetting?

Every 10 years, the system will be reset, and each authority will be given a new 
baseline which takes into account changes in the relative spending needs of their 
local authority.  At the same time, a new tariff or top up will be set by the Government 
based on the past business rates growth in the authority.  Whilst it is a positive 
aspect in that it helps ensure the system is not out of sync with current economic 
circumstances (e.g. major population shifts or large changes in spending needs), it 
may have negative consequences.
 
The “delay incentive”: a perverse incentive of resetting

The 10 year resets create uncertainty for local government.  An authority will not 
know how their retention of rates from a new development will change after a reset.  
This penalises local authorities which have a development completed late in their 
reset cycle, as they do not know how much of the growth will be stripped out at 
reset.  This creates a strong perverse incentive for authorities to delay developments 
that come forward late on in a 10 year resetting cycle.  

Figure 1 demonstrates the incentive authorities face.  Assuming constant inflation, 
40 percent local retention rate and a constant business rates multiplier, the model 
shows the revenues an authority can expect to receive from a development for the 
year it was completed within the resetting cycling.  Any revenues beyond the next 
reset are assumed to be discounted at 50 percent,1 as the authority has no way of 
knowing whether those revenues will be reduced during the reset.

Figure 1: Time-discounted 10 year revenue stream from a £500,000 new 
development in a rates retention system with 10 year resetting

Source: Own calculations

1. If full resets take place, this discount rate would be 100 percent, increasing the delay incentive. 
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How strong is the incentive?

Authorities which have developments completed in the first year of a reset see the 
greatest benefit.  If the development has a value of £500,000 (a relatively small 
scheme), the 10 year payment of retained business rates is estimated at £765,000.  
With very little certainty about their future revenues, authorities may see that same 
development completed in the final year of the reset cycle as only having a rates 
revenue value of about £435,000.  This means that, in the later stages of a resetting 
cycle, an authority could face a very large incentive — £240,000 in this case in year 
seven — to delay the timing of a development until the start of the next reset period.

At best, this issue creates a set of competing incentives for local authorities.  Local 
government and their planning departments have the best interests of their residents and 
businesses in mind, but it means choosing between either delaying development for larger 
rates retention or serving local business by completing developments in a timely manner.

Mitigating the delay incentive

Introducing a rolling resetting system

There are two ways to mitigate the challenge created by the 10 year resetting 
periods.  The first is to create a “rolling resetting system” as proposed in Room for 
Improvement2 in which the revenues from any new developments are excluded from 
the reset during the initial 10 year period.  This ensures a local authority will receive 
the same financial benefit from development regardless of its timing within the 10 
year reset cycle.  However, this system would increase complexity and be practically 
difficult, adding administrative burden to the system.  

Extend the length of resetting periods 

The second option is to extend the resetting cycle such that resets occur less 
frequently, say every 20 years.  Doing so would enable authorities to benefit from the 
majority of new developments with longer periods before resets.  Additionally, this 
length would give authorities the confidence and ability to exercise prudential borrowing 
powers for TIF-type borrowing.  Authorities would still face a delay incentive towards 
the end of a 20 year reset period, and it may well be larger than that faced at the end of 
the proposed 10 year period.  Therefore, longer resets present a tradeoff between less 
frequent delay incentives and larger delay incentives at the end of each cycle.

Designing an incentive to benefit all places

Where does growth in rates come from? 

The previous section discussed the decisions local government faces when 
permitting new developments.  While this is an important source of business rates 
growth, a large amount of growth in business rates is due to increased value in 
existing property.  A local authority’s business rates are determined not only by the 
square metres of commercial space, but also the value of that space.  So, higher 
valued properties produce a higher rates yield.

2. Larkin K, Wilcox Z & Gailey C (2011) Room for Improvement: Creating the financial incentives needed for economic 
growth. London: Centre for Cities
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Business Rates Revenue = Rateable Value * Business Rates Multiplier

Rateable Value is a function of the floorspace and a rate per sqm 
(influenced by physical characteristics of the property and the 

surrounding economic factors)

All commercial property is valued every five years at revaluation or assessed between 
revaluation years if a major change occurs to a property.  March 31 2008 was the 
last revaluation date, and those values came into effect on April 1 2010.  The value 
of a property is based on the physical aspects of the property (its size, quality, and 
so forth) and the economic factors (demand, attitudes and preferences, transport 
access and local amenities).3

Investing in economic factors that raise property values provides benefits to the 
wider business community.  These investments are unlikely to be funded by the 
private sector as businesses cannot capture all returns - i.e. they are a “public good”.  
Similarly, authorities may not invest in transport or other local improvements if the 
investments cannot demonstrate a quantifiable benefit to the local area. 

If authorities are able to capture some of those benefits through rates retention, 
they are more likely to invest in improvements to the public realm and transport 
which affect the economic value of commercial properties.  This has further positive 
external benefits; for example, investing in transport connectivity and accessibility 
can increase footfall for retail businesses and increase access to labour for office and 
manufacturing jobs.  Public realm improvements can benefit businesses in the area 
by increasing its attractiveness to investors, bringing in new businesses, reducing 
property vacancy, and increasing footfall.

Some places should focus on the economic factors, rather than 
floorspace

According to the Government’s response to the Local Government Resource Review 
Consultation, tariffs and top ups will be adjusted “to ensure that an authority’s 
retained rates income is not affected by revaluation”.4  This measure was introduced 
to reduce volatility in business rates income which can occur in a revaluation year.5  
Whilst an improvement, the new system still only rewards local authorities for 
allowing new stock to be built or new occupancy, and it does not reward authorities 
which increase the economic value of their business stock. 

Authorities that could see increases in their economic value but low growth of their 
commercial property stock can be categorised into two groups:

• High density, restricted supply: Some authorities are dense and rely 
mainly on removing old properties and replacing them with new, higher-rise 
properties to expand their commercial space.  Net increases in commercial 
property can be marginal and slow.

3. Valuation Office Agency, Rating Manual.  http://www.voa.gov.uk/corporate/publications/Manuals/
RatingManual/RatingManualVolume2/sect5/b-rat-man-vol2-s5.html#P145_10511
4. DCLG (2011) Local Government Resource Review – Proposals for Business Rates Retention – Consultation: 
Government Response. 
5. During the most recent revaluation, almost 200 local authorities saw a decline in their business rates collected 
because the value of their stock did not exceed the corresponding decline in the business rates multiplier.
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• Slower growth or “rightsizing”: Other authorities have seen a decline or 
slow growth in their total commercial space due to either industrial change 
(shift from manufacturing), low demand or out of town office parks.  

Both types of authorities have the same primary goal: to focus on improving the 
economic value of business stock — public realm, business environment and 
transport access — to meet local business needs.  However, as proposed, the Bill 
incentivises these authorities to permit new developments rather than focus on the 
appropriate public realm improvements to support business growth.

The urban outliers: cities with slow business stock growth

Many authorities see little or negative growth in their commercial property stocks 
in an average year.  As Figure 2 demonstrates, in any given year, 15 to 50 percent 
of authorities experience a reduction in their commercial property stocks from the 
previous year.

Figure 2: The proportion of English and Welsh local authorities with growth or 
decline in commercial floorspace (1998-2008) 

Source: DCLG, Commercial and Industrial Floorspace and Rateable Value Statistics, 1998-2008. Accessed 2012.

The year-on-year rate of reduction in commercial property stocks for English and 
Welsh authorities has grown in the decade prior to the recession.  Part of this is 
due to the decline in manufacturing as a share of employment in the UK, leading 
to the closing down of large factories and warehouses and the opening of more 
worker-intensive offices (as seen in Preston).  Also, places with lower business 
growth may have less demand for new properties (e.g. Chatham).  Lastly, some cities 
are particularly dense, and building new property is dependent upon investing in 
transport and the wider business environment (e.g. London and Manchester).  
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Economic transition

The decline of manufacturing as a share of employment and GVA creation in England 
has left a visible footprint on the built environment.  Between 1998 and 2008, total 
manufacturing floorspace in English authorities fell 7.9 percent, or 17, 795,000m2  — 
equivalent to 232 of London’s “Gherkin” building.6  Even cities which overall have 
been able to expand retail and office development, have experienced years where 
overall floorspace fell (e.g. York).  

The continued move from factories to offices over the next decade means many 
places will face property vacancies.  Derelict sites need to be converted and 
removed rather than expanding overall space.  

Box 2: The economics of transition in the built environment

In order for cities to retain the value of the built environment during economic 
transition, new office and retail developments must replace or supplement the 
redundant factory or warehouse stock.  

Average price per square metre of commercial property for English and Welsh 
authorities (2008):  Retail - £115, Office - £83 and Factory - £33.  Thus, for 
every 100m2 of factory space which becomes redundant, 40m2 of office or 
29m2 of retail space must be built to maintain total rateable value.  This will be 
very challenging for some cities given the difficulties of economic restructuring 
- lack of demand in the economy and, in some places, difficulty in attracting 
business investment due to skills shortages or geography.

Financial incentives for places in economic transition: Preston

Preston, like many cities across the country, has undergone the transition from 
industrial to office-based employment.  Table 1 shows that between 1998 and 2008, 
the city saw minimal overall growth in its commercial floorspace at one percent 
(58,000m2), despite 32 percent (151,000m2) growth in its office space.  This is largely 
due to the fact that Preston lost 408,000m2 in factory space.

Table 1: Growth in floorspace by type for Preston and its local authorities 
(1998-2008)

Place Total Office Retail Factory Warehouse

Preston PUA 58,000 151,000 66,000 -408,000 147,000

1% 32% 9% -22% 12%

Preston 170,000 101,000 12,000 -63,000 81,000

10% 32% 3% -12% 17%

Chorley -181,000 23,000 19,000 -247,000 -1,000

-18% 33% 12% -43% 0%

South Ribble 69,000 27,000 35,000 -98,000 67,000

5% 29% 28% -13% 14%

Source: DCLG: Commercial and Industrial Floorspace and Rateable Value Statistics, 1998-2008. Accessed 2012.

6. Foster & Partners.  http://www.fosterandpartners.com/projects/1004/default.aspx
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In Preston, the decline in manufacturing space has been offset by the expansion of 
office, retail and warehouse space.  A combination of new building and redevelopment 
has aided its success.  But Preston’s city centre requires public realm investment and 
transport improvements to bring forward further redevelopment of its office stock.  

Insufficient demand

In places with low business stock growth and high unemployment, expanding the 
total office stock is rarely the answer to stimulating economic growth and job 
creation.7  Instead, the focus should be on improving the business environment, 
increasing access for workers to job opportunities, and making the city an attractive 
place to work and invest.

Financial incentives for increasing demand: Chatham 

Unlike Preston, Chatham has seen an overall decline in its commercial floorspace in 
the decade prior to the recession.  The city has experienced economic challenges 
since the closure of the docks, with Chatham losing 94,000m2  (13 percent) of factory 
space over the decade, but only gaining 10,000m2  in office and retail (Table 2).  While 
redevelopment of existing stock and transitioning factory space to other uses are 
important, overall growth in floorspace to previous levels is unlikely over the next decade.  

Table 2: Growth in floorspace by type for Chatham (1998-2008)

Place Total Office Retail Factory Warehouse

Chatham PUA -31,000 8,000 2,000 -94,000 -17,000

-2% 3% 0% -13% -4%

Source: DCLG: Commercial and Industrial Floorspace and Rateable Value Statistics, 1998-2008. Accessed 2012.

Chatham has developed a growth strategy that suits the city’s economic position.  
Under a longer-term plan for growth and regeneration, Chatham is taking the first 
steps by improving connectivity, city centre footfall and overall attractiveness of 
the urban core.  The Union Street scheme includes widening roads and junctions, 
improvements to footpaths and crossings, new improved public spaces and 
designation of a bus lane.8  The scheme is a critical first step toward regeneration 
of the city’s business stock, and it should be supported through the retention of 
business rates including increases to economic value of properties.
  
Density

Places which are dense face higher costs to building new developments; these 
higher costs result from higher land prices and the need to demolish existing 
properties before building new ones.  In turn, growing the commercial property base 
can be difficult.  Of the 22 local authorities with an average of over 50,000m2 of 
commercial floorspace per square kilometre of land between 1998 and 2008, only 
three (Westminster, Tower Hamlets, and Barking and Dagenham) saw growth in their 
floorspace greater than the local authority median rate (1.1 percent).  

7. Webber C, Larkin K, Tochtermann L, Varley-Winter O & Wilcox Z (2010) Grand Designs: A new approach to the built 
environment in England’s cities London: Centre for Cities and Hollander J B, Pallagst K, Shwarz T  & Popper F J (2009)  
“Planning Shrinking Cities”, Progress in Planning 72 (4):223-232
8. Medway council (2009) Gateway three contract awards  http://democracy.medway.gov.uk/mgConvert2PDF.
aspx?ID=3894
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In dense places, expanding floorspace requires very high demand and high rental 
and sale prices for investors.  In addition, spending on transport to relieve congestion 
and connect workers and consumers often needs to go hand-in-hand with new 
development in these places.  Overall, additions to total floorspace will be minimal 
through replacing existing properties with new, larger properties. 

Financial incentives for dense places: Manchester

Manchester local authority has among the highest density of commercial development 
of English districts, with 55,000m2 per square kilometre of land.  However, the authority 
has seen a 99,000m2 decline (1.5 percent) in total commercial floorspace since 1998.  

Manchester has invested in the public realm of “Corridor Manchester”, a strategic 
development area, reaching south from the city centre along Oxford Road.  The 
scheme has enhanced connectivity, improved footpaths and enhanced the public 
realm, including public artwork and WiFi. The investment better connects the corridor 
to neighbouring areas, improves walking routes (and thus footfall) to support retail, 
and makes the area more attractive as a favourable business location.9 This type of 
investment in connectivity and public realm could have major benefits for supporting 
and expanding business.  

The cost of the project is £2.8 million (supported with fund matching and ERDF).  
Under the proposed Business Rates Retention scheme, the city would not be able 
to recoup the costs of the project via the ensuing increases in business rates.  If 
increases in economic value were locally retained, the city may not have required 
outside funding to complete the project and may have seen their budget grow from 
the public investment, making them more financially self-sufficient.

Incentivising cities to grow 

Allowing places to benefit from improvements affecting the economic 
value of properties would make the new business rates retention system 
work for more places.  Figure 3 shows how the nominal business rates received 
by a local authority could be affected by public realm or transport improvements 
(or challenges) if the system were changed and the rise or fall in economic value 
was not removed at resets.  

In this example, the change in assessed economic value is reflected in the second 
revaluation year.  Beyond that point, the benefits of public investment are realised 
by the local authority as higher rates revenues retained.  This will allow them to 
recoup the cost of the investment and reuse the proceeds to fund additional 
activities. 

Places which do not invest in their business environment could see their rates 
decline.  Allowing these places to receive lower levels of business rates, rather than 
paying a top up, would create a direct link between their decision not to invest and 
the resulting outcome - i.e. less resources.  Either way, positive or negative, the 
incentive works.  

9. Manchester City Council (2009)  Report for Resolution, Manchester.  (http://www.manchester.gov.uk/egov_
downloads/OxfordRoadCorridor.pdf)

“Allowing places 

to benefit from 

improvements 

affecting the 

economic value of 

properties would 

make the new 

business rates 

retention system 

work for more 

places”

http://www.manchester.gov.uk/egov_downloads/OxfordRoadCorridor.pdf
http://www.manchester.gov.uk/egov_downloads/OxfordRoadCorridor.pdf


10

Urban Outliers: February 2012

In addition, its important to note that some places face specific economic challenges 
where there would be no financial returns from increased public investment.  In 
these circumstances, they should continue to receive top up grant from Government 
under the new system.  

Figure 3: Model of local business rates revenues paid under public realm 
investment scenarios (£s, nominal)

Assumptions: 1. The investment affects £2.5 million worth of commercial property.  2. Constant rateable value 
growth at 5 percent.  3. Major improvements increase property values by 20 percent.  4. Small improvements 
increase property values by 10 percent.  5. Market decline decreases property values by 5 percent.  Business 
rates multipliers are replicated from 1998-2008 actual multipliers. Inflation is assumed to be the average rate 
between 1998-2008.

Collaborating to grow: working with business

In many cities, the business community is open to working with local government 
to invest in and improve the business environment.  For example, Business 
Improvement Districts (BIDs) play an important role in improving the public realm and 
supplementing services that support a local economy.  Currently, they are funded 
through an additional levy on business rates paid by members.  If local authorities 
were able to retain some portion of economic value increase in properties, that 
money could co-fund BIDs and other business groups to invest in projects the 
business community needs to grow.  

Financial incentives for collaboration: Croydon

Croydon’s town centre is undergoing a large regeneration many years in the making.  
Much of the area’s commercial property is out of date, and bringing forward new 
office development often means demolishing old stock and replacing it with new 
buildings.  Part of Croydon’s new momentum in development, including approval of a 
series of large office towers, is the result of the investment that has been made by a 
proactive and engaged BID.  
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The Croydon BID has supported the business environment in Croydon’s urban 
core for six years.  Working closely with the Council, the BID’s projects supplement 
council services to improve safety, accessibility, atmosphere, and tourism.  

Most importantly, the BID is business-driven with members prioritising the issues 
they think will most benefit the business and wider communities.  Cities with and 
without a BID could benefit from engaging with businesses to prioritise initiatives 
that support economic growth.  If authorities receive more funding through 
increases in economic value to commercial properties, this could finance more 
collaborative projects like those in Croydon which have enabled investment in 
major developments.

“Cities with and 
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support economic 

growth”
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Policy recommendations and conclusions

Mitigate the effects of 10 year resets

Any resetting of the system creates uncertainty for local government.  Accordingly, 
the returns that authorities will gain by ensuring new developments are completed 
at the beginning of a reset cycle are estimated to be quite large; in some instances, 
this is likely to result in delays.  To mitigate this effect, Government has two options.  
First, resetting cycles can be set further apart, for example 20 years, reducing the 
frequency of this “delaying” effect (though potentially intensifying it in later years).  
Secondly, using a rolling-resetting system allows 10 years of certainty for every 
development within the rebasing system as a whole.  Either of these options would 
minimise the delay incentive associated with the latter years of a reset period 
compared to a 10 year reset system.
 

Reward public realm and accessibility improvements

Not every place can nor should focus on growing their total commercial floorspace.  
In 2008, almost 50 percent of England and Wales’ local authorities saw a decline in 
their overall commercial space (and about 30 percent collected fewer business rates 
in real terms).  And, many places face constraints to expanding their commercial 
offer due to high density, industrial transition and low demand.  

In order to support businesses, create jobs and develop the appropriate mix of 
business properties, many places must first invest in the economic factors that 
affect property values — public realm improvements, transportation and supporting 
the local economy.  If local government benefits from increases in property values 
from their public investment, this will encourage more of this behaviour, ultimately 
benefiting the business and wider communities.  It also allows local government 
more access to finance these projects using prudential borrowing powers.  

If the incentive programme works, then more cities will invest in their public realm 
and transport system.  In turn, more places will benefit from public investment, and 
less money should be required for distribution from the central business rates pool 
and Government grants.  Including this incentive would localise the revenues 
from local public investment, thus making cities more self sufficient in 
funding.

Engage with the business community

Business rates retention is meant to benefit local government, the business 
community and the built environment.  As proposed, the system removes increases 
in economic value to properties during resets to the system. However, an increase 
in rateable value from public investment means that businesses and the public 
benefit, but those businesses will bear a cost in the form of increased property taxes.  
This system would align the costs and benefits of public investment at 
the local level, and in turn it should encourage better collaboration and 
planning between local government and the business community.  Thus, 
it will be important to involve the local business community in public realm and 
transport decisions which can affect their business rates payments and economic 
environment.  

“It will be 

important to 

involve the 

local business 

community in 

public realm 

and transport 

decisions which 

can affect their 

business rates 

payments and 

economic context”
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