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Constructive Taxation: land value capture as a regeneration tool
Introduction

This short paper is intended to provide evidence that an annual land value tax (LVT), when used to replace other taxes, stimulates construction. It is largely based on pre-2000 research undertaken on this specific aspect of LVT in other countries. Some of the examples cited are not strictly LVT but are included because they involve significant ‘recycling’ of land value for public benefit by some form of levy on owners of property which has benefited the local economy.  Some countries that do have LVT are not mentioned in this paper.
‘Land taxation’ covers a multitude of measures, used in a wide range of countries that compare more or less well with Britain, which recover significant amounts of the ‘unearned increment’ of land value that arises near the location of any beneficial economic activity. Most of these measures are far less effective – or even entirely dysfunctional – in respect of their incentive effect on construction. This is rarely disputed, even by those who have other objections to LVT.
Annual LVT is a tax on owners of land. Each site is assessed for its annual rental value based upon the optimum permitted use of the site. When collected by – or assigned to - local government, LVT is usually referred to as “Site Value Rating” (SVR).  
In some countries, including those cited in this research, LVT uses the capital (market) value of sites. This is because, when their property taxes were being designed, these countries predominantly exhibited owner-occupation, hence produced less rental value evidence than when ‘rates’ were first introduced in Britain in the 17th century. All past attempts to legislate for LVT/SVR in Britain used annual rental value and in this paper we continue with this. Capital values, which are based on anticipated future rental income, are much more susceptible to cyclical economic fluctuations than rental values. 
North America

The most robust evidence of the incentive or ‘constructive’ effect of LVT comes from a detailed 1997 study
 of over 200 cities in Pennsylvania (PA). In their report
 for the previous UK government (ODPM) in 1999, looking at a wide range of policies for urban renewal, the Urban Task Force called the PA “mixed rating model” of property taxation “a question for others to consider in more detail” as regards its potential here. However no further research was undertaken for government by ‘others’.
Between 1972 and 1994, 15 urban local authorities in PA (a state facing industrial decline) adopted higher levels of tax on land than on buildings. The remaining cities in the study did not. Using data on the value of construction permits issued by each of the 209 authorities and a complex statistical analysis that took account of all others factors, the authors concluded that for each one percent increase in land value tax rate over building value tax rate there was a 16% sustained annual increase in construction activity.
Following this study, the PA state legislature resolved in a near-unanimous vote of both houses to ask the Republican Governor to extend the power of municipal governments to adopt mixed rating to all 950+ boroughs – some with less than 200 voters - which he did. A further six authorities in PA
 and several in other states with similar laws have since done so, despite opposition from powerful landowning interests. Cities in some 20 states in the USA are now using mixed rating or legislating for it.
 British Columbia also uses split (land/building) valuations for its property tax and has excellent quality of site value assessments for local authorities to use if they choose.
Separate studies of parts of N America that have used mixed rating have also shown that new housing is boosted by having a lower rate of tax on buildings (or “improvements”) than on land. For Pittsburgh, which at the time (1983) had the greatest differential in tax rates in PA, Bourassa found that a 5% decrease in improvement tax “resulted in about an 11.6% increase in the dollar value of new housing construction”

The Philadelphia based Center for the Study of Economics recently compiled a set of public endorsements of LVT, which can be viewed on its website
. These are drawn from all across America and beyond.

Australia

Like parts of N America, Australia, New Zealand and S Africa have all adopted forms of LVT. However post-apartheid S Africa has recently denied local government the right to choose SVR. In New Zealand, when local government reorganised in the 1980s, a new law made it harder for local people to call a referendum to change local taxes: between 1890 and 1980, the overwhelming choice in such referenda had been for SVR. Nevertheless in all three countries most local authorities still either use SVR or are able to choose it: in Australia, it remains the dominant source of local revenues and a Commonwealth Treasury report this year recommended LVT as a national tax
.  

Separate site valuations are obligatory in the state of Victoria (VA), although around Melbourne only a minority of towns currently use SVR. A study
 carried out in 1995, using Australian Bureau of Statistics (ABS) data for the period 1974-84 (the data series then ceased), showed that there was a significant difference in economic performance, measured by manufacturing output in each municipality, between those areas using SVR and those using “Capital Improved Value” (CIV - similar to UK business rates). In the former, output rose 20%; in the latter, it fell 10%.
Since a major local government reorganisation in 1993, newly amalgamated councils in VA have been obliged to adopt CIV, largely in the belief that site valuations were less reliable than those using capital values. The Australian Institute of Urban Studies (AIUS) commissioned more detailed research in 1996 to compare CIV with SVR in its economic and political effects. The study
 for AIUS confirmed the results of the 1974-84 study, favouring SVR in its economic impact. It drew on many independent earlier studies of relative economic performance in municipalities across Victoria, all of which showed a strong ‘constructive’ effect. 

The study also found that most voters preferred SVR to CIV. One reason might be, according to an earlier highly technical study
 of 28 suburban communities quoted in the AIUS report, the dramatic increase in affordable new housing that resulted in those towns using SVR. 
The appropriateness of SVR in Australia, on grounds of equity and administrative simplicity as well as economic effectiveness, has been endorsed by several studies. Most notable was a Committee of Inquiry of Brisbane City in 1989
. The AIUS report cites numerous other examples worldwide where LVT has been shown to have a constructive economic effect. Some research listed there indicates that quality as well as volume of construction might benefit. This accords with economic theory, which says that by taxing capital formation less there is more capacity for developers to invest in longer-term attributes such as energy efficiency
.
Hong Kong & China

Hong Kong has by far the largest proportion of government revenue raised from land values (about 40%) of anywhere in the world. Since this equates to only about 40% of “the unearned increment” in land value
 that would otherwise all accrue to landowners, it would seem to prove the theory that no other tax is necessary, besides LVT, to finance government. 

Ever since Britain occupied the “barren rock” itself in 1841, there has been no freehold land
 in Hong Kong.  Land value revenue does not come from LVT but from a glorified form of our ‘developers obligation’ known as Land Premium.  Developers bid at annual auctions for leasehold rights, of between 25 and 75 years, to develop land in accordance with Area Plans drawn up by Government. All associated infrastructure is normally funded by the developer. 
The huge sums involved in these up-front payments mean that only a handful of developers can participate in the annual bidding round, which restricts competition to a handful of very powerful players. The system is therefore not truly ‘free market’ and it also makes Hong Kong vulnerable to large annual fluctuations in revenue from this source, as the global economy in such a small jurisdiction greatly affects the vitality of the local economy and consequently of its land market.
There is also an annual property rate, levied on leaseholders (not occupiers), similar to that in Britain. However it is quite low (around 15% of estimated rental income) and insignificant as a fiscal tool, compared to Land Premium.

The main effect of Land Premium is to allow the government to tax income and business very lightly by international standards, which is what makes Hong Kong so attractive to entrepreneurs. Small businesses pay very little tax. Income tax thresholds leave most of the working population paying no tax either. Yet the standard of public welfare is much higher than in many Asian countries, as is the public infrastructure – most of which operates at no net cost to the government and with improvements funded from property owners negotiating new lease terms, as well as from Land Premium.

Land reformers based in Hong Kong have for some 25 years been trying without success to convert Land Premium to an annualised site-value-only basis. This would overcome the flaws described above. 

China appears to be following the Hong Kong land and taxation policy model, which ought to be of great significance to the rest of the world. By retaining freehold, a country secures control not just over spatial planning but over a major economic policy instrument. Yet Hong Kong – and now perhaps China – proves that growth can remain at exceptionally high levels, while taxes on economic activity are kept low and social welfare is tolerably high for a democracy.

Meanwhile it was recently reported
 that 30-50% of new residential properties in eastern mainland China are being bought for speculation and left unoccupied: the lack of any substantial annual property tax is feeding an unsustainable residential home price boom similar to that just experienced in The West. Prices are unaffordable except for those who already possess a home, against the ‘security’ of which loans are made for further purchases. 
A more orthodox form of LVT exists in Taiwan (Republic of China – Taipei), brought there by nationalists fleeing the mainland in 1949. Sun Yat-Sen, founder of modern China, was a follower of Henry George, whose ideas on LVT greatly influenced many political leaders (including Churchill, Lloyd George, Roosevelt) at the turn of the 20th century. It is thought by many that LVT was largely responsible for the transformation of Formosa (as it then was) from a feudal rural state to a regional economic ‘tiger’.

Former Soviet Union

When the Soviet Union collapsed in the early 1990s, some 30 top economists in the US wrote an open letter to Gorbachev, asking him to retain land and natural resources as a major source of public revenue, largely through LVT. However Gorbachev’s successor chose to follow neo-liberal IMF advice instead. As a result, Russia sold most state-owned natural assets at firesale prices to favoured ‘insiders’.

Meanwhile in the Baltic States (Estonia, Latvia, Lithuania), where memories of pre-Communist ‘Georgist’ influence on Tolstoy and others still remain, rapid steps were made to create property markets without loss of land-value revenues.  Some of the world’s most modern land information systems, essential for LVT, were established with help from Sweden, Denmark and the US. Although the global property market collapse has resulted in setbacks to these states’ efforts, their economies are markedly advanced compared to Russia’s, considering their lack of mineral resources. In Lithuania
, it is the pro-market Conservative Party which supports LVT most strongly.
Scandinavia: Denmark & Sweden
Denmark has had LVT for local government since the 1920s. In 1957, a “Ground Duty” government was formed by a coalition between the explicitly Georgist Justice Party, Radical Liberals and Social Democrats. LVT rates were increased considerably. Within a year, all economic indicators were extremely positive. In particular, a massive foreign exchange debt had been turned into a surplus, unemployment had reduced markedly (owing to tax reductions on business), and real wages were increasing four times faster than prices.
Nevertheless in the 1960 elections all the coalition parties lost seats and the Justice Party was wiped out. Its members claim that failure to reduce income taxes at the time LVT was increased was a major reason, also land prices remained high – probably because economic growth resulted in greater spending power.
Denmark continues to use LVT as a significant source of local government revenues. It also hypothecates some LVT to fund major infrastructure projects: a form of Tax Increment Financing. The tax operates very efficiently, with almost no appeals against the land valuations
.

Sweden’s property tax also uses split valuations (land and improvements) and revalues very frequently. Although the property tax is assigned to local government, it is administered at a national level and collected by means of national income and corporation taxes, which leads some to believe that there is a ‘local income tax’.  In a similar way to the UK’s former “Schedule A” income tax, which was based on the notional rental value of owner-occupied domestic property, property tax in Sweden in treated as notional income from ‘wealth’. The tax authorities are endeavouring to treat real estate (land) differently to other non-land forms of wealth.

As in almost all countries except Britain, it is the property owner and not the occupier that pays property taxes in Sweden. As a deliberate means of ensuring that newly approved developments are built out without delay, Sweden allows owners a few years to pay at the pre-permission lower rate before levying the higher land value element triggered by planning permission. This is the complete opposite of the UK “Section 106”, which is imposed at the worst possible time on developers: whereas we penalise developers, Sweden incentivises approved development in the short term by holding back on the bulk of the LVT element of its property tax
.

In none of the countries mentioned above does the task of producing defensible assessments of land/site value, separate from gross property value, appear to present a major problem. Indeed ‘land value’ is generally regarded as a standard component of every modern state’s national land management infrastructure, along with land ownership and use registers.

Conclusion

There is plenty of evidence that LVT acts to significantly incentivise construction, although not all of the evidence comes from countries that use LVT as defined here. Accurate, transparent, revaluations based on market transaction data (preferably rental evidence, not sale prices) are essential. Split valuations (land/improvement) are even better. 
LVT can be collected and/or assigned to local government (as SVR) or it can be a national tax – or both, using precepting as is done now for multiple tiers of local government. 
The incentive effect can be seen at quite low rates of tax, even where some element of tax on the buildings themselves remains. Moreover LVT can begin to have an impact on construction as soon as its introduction is announced and continues to increase in effect as the tax rates rise. 
However it is absolutely essential that other taxes, especially those on economic activity, are reduced at the same time, so as to benefit most voters early. LVT is most importantly not an additional tax but a means of reducing these other taxes.
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� The North American situation is constitutionally very different to that in the UK, although similar to that in other Federal regimes elsewhere in the world. There is a great variety of tax laws and levels, and valuation practices, within states that otherwise have much in common. It is therefore possible to compare the effect of differences in the way the property tax operates within these states. Conducting robust research on the incentive effects of LVT is extremely difficult in countries operating a more centralised system. 


In almost all of North America, it is a legal requirement to produce and publish separate assessments of land and building value for every property. This applies even where the tax rate on land and buildings is the same, although the separation of land value from gross market value is not done at all well in many states. Nor is there consistency in the frequency of valuations or the methods used. In general, the longer the period between tax assessments and the less use that is made of data regarding buildings and their locational factors, the poorer the quality of assessments, the higher the level of appeals and the less effective the property tax is as an economic tool to boost construction.
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