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Foreword

February 2012

The property tax is an important revenue source for local governments across
the world, although the relative reliance on it varies widely. There are also
substantial differences across countries in the structural and administrative
components of the property tax. To operationalize the property tax requires a
mix of choices regarding design issues such as: what property will be taxed -
land, improvements, personal property; what is the basis of the tax — market
value, rental value, area or something else; who will the tax be imposed on —
owner or user; what will the tax rate structure be — a flat rate or rates that
differ by value, type or location of property; and what options will be available
to enforce collection, for example foreclosures. Developing administrative
procedures involves addressing such tasks as: identifying the property to be
taxed; determining the taxable basis of each property; identifying the taxpayer
for each property; setting the tax rate or rates; invoicing the tax payer; and
collecting the tax.

The chapters in this book explore in detail the choices regarding both the
structure and administration of the property tax, drawing on the extensive
knowledge that the authors have acquired in studying property taxes around the
world. The chapters provide a wide-ranging treatment of the design choices and
administrative tasks, both in terms of the breadth of design options and admin-
istrative tasks covered and the depth of the discussion. The authors describe the
range of design choices, discuss the associated issues and the advantages and
disadvantages for each and present the criteria to help choose among the options.
Regarding administration, the chapters offer in-depth discussion of the adminis-
trative tasks and how they can be addressed efficiently and effectively. There is
consideration of such extraordinary policy and administrative issues as the
taxation of public leasehold property and informal settlements, the use of GIS
technology and forecasting revenue capacity. Not only do the chapters provide
extensive discussion of the options, they provide insightful discussions of imple-
mentation issues. The chapters are also rich in examples of the choices that
have been made in various countries for each of these design issues and admin-
istrative tasks.

In Chapter 1, Harry Kitchen provides an introduction to, and an overview of,
the property tax and an initial discussion of many topics and issues inherent
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with the property tax. Kitchen starts with a discussion of the role that the
property tax should play in local government finance. Given the characteristics
of the property tax, for example its relatively immobile base, Kitchen develops
the argument that the property tax is the ideal tax for local governments. But,
the primary focus of the chapter is on issues associated with the assessment of
property and the setting of the tax rate. Determining the assessment involves a
series of critical tasks. Kitchen discusses the importance of each of these tasks,
the difficulties involved in accomplishing the tasks, the implications if the
tasks are not appropriately carried out, and how the procedures actually used
differ across countries. Kitchen then explores the issues associated with select-
ing the property tax rate structure (namely a flat rate, or rates that vary with
type, use or value of the property), the tax rate (for example, which government
should set the rate, should there be limits on the rate, etc.), and the economic
consequences of these decisions. Kitchen provides a summary of the debate over
the incidence of the property tax, namely the conflicting views that the property
tax is a distortionary tax on capital or is a non-distortionary benefit tax, and the
role of relief programmes in altering the distribution of the property tax
burden.

The two aspects of the property tax that are perhaps most central to its imple-
mentation concern the choices over the types of property that are going to be
taxed and the basis on which the tax liability is determined. Riél Franzsen and
William McCluskey explore these key policy decisions in Chapter 2 in the
context of value-based property tax systems. As Franzsen and McCluskey point
out, there are many different types of property that might be included in the
property tax base, many different ways that property value might be defined, for
example, annual value, capital value, land value, etc., and alternative methods
for determining market value. The authors provide an extensive discussion of
the many issues associated with making decisions among these alternatives,
along with a presentation of the advantages and disadvantages of each alterna-
tive. Franzsen and McCluskey explain the many conditions that must be
present in order for a value-based system to be successfully implemented. To
illustrate the options, the authors present many examples of the choice that
specific countries have made.

Public finance economists and others who study the property tax have some
‘ideal’ system in mind that they use as a standard in evaluating existing prop-
erty tax systems. It is not exactly earth shattering to note that to the extent
decisions regarding the structure of the property tax are made by government
officials who are influenced by the views of citizens; politics affects the poli-
cies associated with the property tax. In Chapter 3, Enid Slack considers the
features of a good or ideal property tax system and describes how politics has
resulted in a property tax that does not correspond to what students of the
property tax consider the best structure. Slack explores why and how politics
has influenced the design of the property tax and how its unpopularity has led
to ‘property tax revolts’. Slack discusses the policy choices that have been
made as a result of these revolts and the resulting implications for the property
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tax systems. As Slack points out, this conflict between what is considered the
ideal system and what politics demands must be recognized in designing or
reforming the property tax.

A major issue that countries face is whether the property tax should be admin-
istered centrally or locally. This is a very important question since it goes to the
heart of fiscal decentralization and to the quality of tax administration. In
Chapter 4, John Mikesell extensively explores the advantages, disadvantages
and experiences with centralized and decentralized administration of the prop-
erty tax. He first considers the reasons why centralized administration might be
preferred, giving examples of how various countries administer the property tax.
He then discusses decentralized administration, giving examples of countries in
which local governments have successfully administered the property tax. Based
on his analysis Mikesell concludes that local administration is preferred, but
points out the major dilemma associated with decentralization of administra-
tion, namely, the presumed greater competency associated with the central
administration offset by the lack of incentive for the central government to
perform well since there are no revenue consequences. The solution, in
Mikesell’s view, is to provide the training and technical assistance to local
governments necessary for them to become competent.

Establishment of the tax rate or rates is a critical issue and involves addressing
two questions. First, should the tax rate be set centrally or locally? Second,
should there be one rate, or should the rate be allowed to differ between types,
uses, ownership or value of property? These are the issues that Kurt Zorn
addresses in Chapter 5, which also includes a survey of how these questions are
answered in various countries. For each question, Zorn discusses the issues
involved and presents the arguments for and against having the tax set centrally
and having multiple tax rates. Zorn concludes that for fiscal decentralization to
be successful, local governments need to have control over the property tax rate.
Regarding the second question, Zorn comes down on the side of a one-rate
system, pointing out how simplicity and transparency are compromised with
classification systems.

Once the tax rate has been set, the next step in administering the property tax
is the politically difficult one of collecting the revenue. Ultimately, the objec-
tive of the property tax system is the mobilization of revenue. Some see the key
to collection being a mechanism for the enforcement of the collection of the
revenue, e.g., penalties and ultimately foreclosure for non-payment. But in
Chapter 6, Roy Kelly takes a much broader view of revenue collection and
enforcement, positing that in performing all of the administrative steps, property
tax agencies should view themselves as tax collectors. Kelly makes the case that
the collection process should begin with property tax administration that is
seen as efficient and high quality, that yields tax liabilities that are considered
fair and equitable and that ends with the appropriate methods to enforce
collection. Kelly identifies the steps that governments can take to improve the
mobilization of property tax revenue, and provides rich details on how to
design an effective property tax collection system, from assessing the tax
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liability to the process for seizing property for non-payment of the property tax.
He also describes how various countries have done this, and points out the
pitfalls to avoid in trying to implement such a system.

As Slack suggests in Chapter 3, scholars of the property tax can design an ideal
property tax system but that actual systems differ from the ideal. Furthermore,
changes come through reform of existing property tax systems rather than
implementation of a new system de novo. Reforming existing tax systems is not
a matter of waving a magic wand and transforming the current system into one
that scholars consider the ideal. Jay Rosengard has thought deeply about not just
what the characteristics of an ideal system are, but also about the practical
aspects of reforming existing property tax systems. In Chapter 7, Rosengard
explores how to go about reforming existing property tax systems, or in his
words, how ‘to make an existing property tax less taxing’. Rosengard discusses
the primary rationales for reform, namely improving fiscal performance, social
equity, economic efficiency and administrative cost-effectiveness, and presents
four guidelines that should be followed in conducting property tax reform, for
example, simple trumps optimal. He also discusses the principal strategic
choices that reformers face. To assist those who might engage in a property tax
reform, he documents the frequent mistakes in reforming the property tax and
the common elements of successful reform, and presents a review of what has
been learned from several attempted reforms. Rosengard notes that while there
is no formula for ensuring success in attempting to reform a property tax system,
past efforts provide guidance to future attempts.

While it is common for students of the property tax to think in terms of poli-
cies and administrative structures and procedures, it is important to realize that
the property tax must be enshrined in law. What the law says about what is
taxable property, about the definition of property, about the rights of taxpayers
and so on has important ramifications for the performance of the property tax,
including the consistency of the application of the tax, its fairness, bureaucratic
discretion, and so on. In Chapter 8, Frances Plimmer explores the issues associ-
ated with enshrining the property tax in law and the relationship between the
law, regulations and the desired outcomes of the property tax systems, including
fairness, behavioural changes, economic growth and so on. These legal issues
include the definition of property, the meaning of value, the identification of
ownership, the application of tax relief and the treatment of land occupied by
squatter populations (a topic discussed in detail in Chapter 12). As Plimmer
points out, all aspects of the property tax must be contained in law, they cannot
be inferred and the legislation must be such that the tax achieves the desired
outcomes. Getting the tax right starts with getting the law right.

While the first eight chapters discuss practical aspects of the design of the
property tax and its administration, Chapter 9, by Gary Cornia, provides an
extensive discussion of the principles or criteria that should be used in deciding
on how reliant a government should be on the property, and used as guides in
designing property tax policies and administration. The list of criteria that
Cornia provides goes well beyond the typical list of principles for a good tax that
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includes equity, efficiency and simplicity. Cornia’s list adds such factors as the
need for subnational governments to have a revenue source for which they can
control the design and implementation; the need for revenue that is stable and
permanent; and a tax that captures some of the benefits from improved infra-
structure. These criteria are fundamental to decisions regarding the use and
design of the property tax. Cornia develops the arguments as to why these crite-
ria should be adhered to in designing or reforming the property tax, and discusses
the advantages and disadvantages of the property tax in the context of the
criteria.

The first nine chapters are concerned with relatively broad topics associated
with the design, implementation and administration of the property tax.
Chapters 10-15, on the other hand, each focus on relatively specific or special-
ized matters concerning the property tax. In the first of these chapters, Lawrence
Walters explains how to estimate the revenue potential of the property tax. In a
jurisdiction or country in which there are assurances that the value of taxable
property is accurately measured, forecasting revenue or revenue potential is
relatively simple. But in countries in which property escapes the tax net, or
assessed values are not a reliable measure of actual property values, measuring
revenue potential is much more complex and difficult. It is the task of estimat-
ing the potential revenue in such situation, both for the country and for local
governments, that Walters considers in Chapter 10. After explaining the
concepts of fiscal capacity and fiscal effort, Walters presents and discusses each
of the steps — and the required data associated with each step — that are necessary
to derive an estimate of the revenue potential of the property tax. Knowing the
revenue potential of the property tax is important in evaluating the design and
administration of the property tax, and thus the estimation methods that
Walters presents are a key to the evaluation process.

Chapters 11 and 12 discuss the treatment of what might be considered unique
property. In Chapter 11, Yu-Hung Hong considers the largely overlooked issue
of the taxation of public leasehold property in transitional countries, while in
Chapter 12 Martin Smolka and Claudia De Cesare consider informal property
in developing countries. In transitional countries, it is a common practice to
lease public property to the private sector. A major question is whether the
government can impose a tax on such leased property. Consideration of this
issue is complicated by the fact that there is substantial variation across coun-
tries in how lease payments are structured, including the relationship between
the lease payment and market value, and whether the lease includes both land
and improvements. Hong considers three significant issues associated with
imposing property taxes on public lands and buildings that are leased to private
firms and individuals. One of the basic issues is the conceptual consistency of
applying a tax that is generally associated with private ownership of property to
the lease of public property, and whether the public will find it acceptable and
thus would actually pay the tax. The second issue is whether a tax on leasehold
property would be borne by the private sector or would simply result in a reduc-
tion in lease payments. To address this question Hong presents a theoretical
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approach to the incidence of a tax on public leasehold property, noting that the
answer depends on the extent to which the property tax is capitalized into the
value of the leasehold property. The third issue that Hong explores is that
taxing the lessee of public leasehold property requires valuing the lease and
finding a way to establish taxable values using a technique equivalent to mass
appraisal, an issue that has been given little previous attention. Hong notes
that the value of the lease will depend on the terms of the lease, including its
duration and whether rental value is based on fair market rent or the actual
contract rent. Given the desire to use property taxation in transitional coun-
tries, Hong’s analysis of these issues is important.

Major cities in developing countries contain large informal settlements,
which pose difficult issues regarding the application of the property tax since
tenure rights are at best obscure and the state of improvements is in continuous
flux. In Chapter 12, Smolka and De Cesare document that process and magni-
tude of the development of informal settlements and then explore the questions
and issues associated with applying the property tax to these settlements.
Smolka and De Cesare address the many facets of the most basic of questions,
namely should these properties be taxed at all, given the presumptions that resi-
dents do not have an ability-to-pay and that determining the property’s value
and assigning liability are impossible. Smolka and De Cesare explore the feasi-
bility of taxing these properties and conclude that is both possible and desirable,
and thus should be part of the property tax base. They develop the argument
that a well-designed property tax system that is applied to informal settlements
could be a part of a more effective urban policy. In particular, the tax revenue
generated from the settlement could be devoted to the provision of infrastruc-
ture and public services in the settlements, which now receive little in the way
of public services or government investments. In addition, the property tax
could reduce the land distortions that are observed in informal settlements.

In the mid-19th century, state governments in the USA changed their prop-
erty taxes from a mixed system of per unit and ad valorem taxes to one based on
market value. However, over the past four decades alternative concepts of value
have been adopted, such as value in use and acquisition value. And, as transi-
tional and developing countries have adopted property taxes they have relied on
non-market property tax systems. In Chapter 13, William McCluskey and Riél
Franzsen explore non-market value property tax systems, describing each of the
alternatives, discussing the advantages and disadvantages of each and providing
details of how such systems function in several different jurisdictions. Non-
market value systems, which include systems in which the tax is based on the
area and/or the use of the property, are generally adopted when reliable market
values are not available. The chapter also explores hybrid systems, for example
banding and acquisition value systems, in which some monetary value other
than current market value is used as the basis for the tax. While the major
advantage of these systems is their simplicity, McCluskey and Franzsen point
out the many drawbacks of such systems.
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One of the primary objectives of property tax administration is to appraise
property so that the resulting values closely reflect market value, and to do so in
a cost-effective manner. The approach that is increasing being used to determine
market value for property tax purpose is computed assisted mass appraisal
(CAMA), which is the focus of Chapter 14, written by William McCluskey,
Peadar Davis, Michael McCord, David Mcllhatton and Martin Haran. The
authors begin with a description of the main concepts that must be considered
in using mass appraisal systems in general and CAMA in particular. There are
many different modelling paradigms that can be used for property tax appraisal
purposes. The authors explain each of these systems, which include automated
appraisal systems including rule based expert systems, artificial neutral net-
works, fuzzy rule-based systems, multiple regression techniques, comparable
sales analysis and adaptive estimation procedure. Multiple regression modelling
is the traditional approach used in CAMA systems. The authors provide a real
world example of the application of CAMA system that uses multiple regression
modelling and discuss the issues that have to be addressed in using this
technique.

Chapter 15 by Peadar Davis, Michael McCord, David Mcllhatton and Martin
Haran examines the use of geographic information systems (GIS) in appraising
property. While most people who study property taxation have some sense of
what GIS is, it is likely that few know how GIS can be incorporated in CAMA
systems. This chapter assists in closing that gap, by providing an extensive dis-
cussion of the potential use of GIS in property tax appraisal and administration.
After describing GIS, the authors explain how GIS can play an important role in
CAMA systems. As they note, GIS systems are no longer just mapping method-
ologies, but now involve advanced analytical capabilities. Linking GIS and
CAMA is not a trivial exercise, and the authors discuss the many issues associ-
ated with integrating GIS and CAMA. The authors describe the several benefits
that GIS provides to appraisal systems, including increased efficiency and accu-
racy, and present an example that is helpful in seeing the benefit of using GIS in
the mass appraisal of property.

David L. Sjoquist

Professor of Economics

and

Dan E. Sweat Scholar Chair in
Educational and Community Policy
Georgia State University



Introduction

William J. McCluskey, Gary C. Cornia
and Lawrence C. Walters

For thousands of years, governments around the world have levied taxes based
on land. It may seem odd, therefore, to include in the title of a book on property
taxation the word ‘primer’. Surely by now, it might be argued, governments
understand how land and improvements can be taxed to achieve policy
goals without introducing unreasonable burdens, distortions or inequities.
Unfortunately, as is amply demonstrated in the chapters in this volume, such is
not the case. In fact, governments across the globe are in one of three circum-
stances: they largely ignore taxes tied to land; they struggle to maintain efficient
and effective property tax systems in the face of dynamic markets and political
resistance; or they face the even more daunting task of building an effective
property tax system where no such system currently exists. Increasingly, coun-
tries are coming to realize both the revenue potential and the policy advantages
of land-based taxes. The result is that the countries in the first set are probably
dwindling in number, while the latter two sets are increasing in size over time.

One observable result is that the variability across countries in property tax
collections as a percentage of gross domestic product (GDP) is much higher in
wealthy countries than it is in other countries. To be sure, the average reliance
on the property tax is higher overall in wealthier countries. But this higher aver-
age masks the fact that collections range from nearly nothing in countries such
as Kuwait, Luxembourg and Switzerland to well over 2 per cent of GDP in coun-
tries such as Canada, France, the UK and the USA. The performance of the
property tax in middle- and low-income countries is much more consistent, but
it is, for the most part, consistently low. Yields well below % per cent of GDP
are very common and yields above 1 per cent of GDP are rare indeed.

Without question, advocates and administrators of the property tax in indus-
trialized countries face very different challenges from their counterparts in
developing countries. The variation observed among the world’s wealthiest
countries is certainly attributable in part to policy choices — many of which may
have been made decades or even centuries ago. But such choices are also made
in a context that is a product of the complexity associated with property tax
policy and administration.

The basic idea underlying nearly all taxes on land is that the tax should be a
function of the productive capacity of the land (and often permanent improve-
ments). While historically capacity may have been measured in quantities of
food or other commodities produced, it is now most frequently measured as
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capital market value (or some proxy), thus maintaining a clear conceptual link
between taxable value and property productivity. But markets are dynamic and
real estate values may move dramatically within short periods of time in
response to changing market perceptions. Tracking these changes and incorpo-
rating them appropriately into estimates of taxable value are daunting
administrative tasks requiring both human and financial resources and the
political will to keep tax rolls up to date.

In many instances, these administrative functions are not carried out as
effectively as they might be. As a consequence, official records containing key
property information are not always complete and up to date. Even if records are
current, dynamic market conditions, lack of resources and political resistance
may combine to yield taxable values which are badly out of date and which no
longer reflect current market judgments of property value. When property values
are updated and taxes levied, those subject to the tax may launch time-consuming
and expensive appeals and public protests. And for a variety of political reasons,
policymakers may choose to overuse tax exemptions that erode the tax base.
Ultimately, effective administration of the property tax requires the sustained
commitment of a country’s political leaders. Policy leaders must frame and
sanction a sound and practical legal framework. They must commit sufficient
resources to administer the system efficiently and effectively. Finally, they must
uphold the administrative and judicial officials who are charged with levying
and collecting the tax. The chapters in this volume describe best practice in
both policy and administration, but these must be coupled with political com-
mitment if the property tax system is to be seen as fair, and if it is to realize its
potential as a revenue source.

The issues in middle- and low-income countries include all those facing more
industrialized countries, especially concerns about the level of political support
from senior political leaders. But their efforts are often complicated by additional
unique challenges as well. In many instances, property rights are ambiguous by
western standards, and formal systems for recording property rights are incom-
plete. Many such countries experience inadequate formal property markets and
underdeveloped market-sustaining institutions (e.g. mortgage markets), limiting
the ability to base taxable value on readily available market information. At the
same time, many of these countries face rapidly increasing urbanization and
growth in informal settlements. All too often, the resources to mount, reform or
maintain a viable property tax system are severely lacking.

A recent UN-Habitat publication (Walters, 2011) stresses that implementing
a practicable property tax system in such an environment should be informed by
four considerations:

1. The system should reflect and be sensitive to the accepted institutions and
traditions related to land and property rights. In this context, two distinc-
tions are central. The first is whether land is seen as a tradable economic
commodity or whether land is viewed as fundamental to achieving other
basic human rights. The other important property right question is whether
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or not individual private ownership of land is widely accepted. Given any
combination, it is possible to design a workable property tax system, but
these distinctions will affect who should be obligated to pay the tax and what
options are available to administrators in pursuing tax avoiders.

2. Implementing a property tax system requires a fiscal cadastre, and a practical
system must reflect the realities of the current formal and informal systems
for registering and defending land rights. In many cases, this will require a
fiscal cadastre that is separate from the legal cadastre. There are examples
where less formal fiscal cadastres have provided a path for landholders to
regularize their interests and transition to fully registered legal ownership.
The key is to link as closely as possible the interests of the administrators
and the taxpayers.

3. The property tax system should also attend carefully to market conditions in
different locations and for different types of property. As noted previously, in
many less developed countries, formal land markets are underdeveloped. In
such cases, attempting to base the property tax on market values can only
lead to frustration and failure. But there are other options as discussed in
Chapter 2 by McCluskey and Franzsen.

4. The system must be designed with a thought to the administrative capacity
of government agencies that will be charged with implementing the property
tax. Overall administration will likely need to be divided between levels of
government and between different agencies, as suggested in Mikesell’s
Chapter 4. And the information requirements for the system should be tai-
lored to the resources available for administering the tax.

While the challenges of designing and implementing a property tax system
are significant and vary somewhat based on the particular country context,
ongoing tensions between certain aspects of the property tax and its adminis-
tration also bear mentioning here. They are explored more fully in the chapters
which follow. These tensions will arise in virtually every context and are not
likely to be permanently resolved in any setting. Rather the balance must be
revisited and renewed, perhaps with modifications, time and time again over
the years.

The first such tension involves the balancing of administrative costs and oper-
ational effectiveness. The property tax is not a simple or inexpensive tax to
administer. It requires expertise and judgment on the part of administrators.
Even if governments employ private consultants to do much of the work of
managing the cadastre, valuing property, generating tax bills and even collecting
the tax, managing the system requires competent public employees with enough
expertise to ensure that adequate quality is maintained. But there is always a
temptation to increase the net yield from the tax by reducing administrative
costs. Reassessment cycles are often delayed. Staff may not be as well trained as
the job requires. Budgets for equipment and information sources may be cut
back. In the short run, these may have both fiscal and political benefits, but they
undermine the integrity and effectiveness of the system. Before long, values are
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out of date, cadastres are inaccurate, collection rates begin to fall and the system
loses legitimacy in the eyes of the public.

A second source of tension lies in two competing political objectives. Public
finance economists, including those represented in this volume, argue that
transparency in a tax system leads to improved governance. Public officials are
more accountable and responsive if the public understands clearly what the cost of
government is and what each household is expected to pay. For this reason, the
visibility of the property tax is often touted as one of its advantages. On the other
hand, that very visibility often makes the property tax very unpopular, as Rosengard
notes in his chapter. So there is a temptation to reduce the clarity of the property
tax system by such practices as allowing valuations to become outdated or by
using classification schemes that change the effective tax rate for different types of
property. In the minds of some public officials, the property tax would be more
politically acceptable to the public if it were less clear and visible. Thus, there is an
ongoing tension between transparency and political acquiescence.

A third tension exists between the policy goal of promoting some degree of
buoyancy in the tax system and a desire for certainty on the part of taxpayers.
Faced with rising costs and expanding demands for service improvements,
public officials are inclined to favour revenue sources which grow more or less
automatically with the economy in a region. Failure to build in this buoyancy
means that over time, the revenue source becomes less and less relevant as a
foundation for funding services. Thus, property taxes based on escalating market
values can be attractive because they yield additional revenue without raising
the tax rate. The public, on the other hand, desires certainty. Businesses and
households want to be able to predict with a high degree of accuracy exactly
what their tax obligation will be in the future. Both businesses and households
tend to favour stable valuations and stable tax rates. The tension becomes most
clear and strident following revaluations or other significant adjustments in the
property tax base. If public officials fail to adjust tax rates to hold revenues rela-
tively constant, public protest is often the result. But even if rates are reduced
overall, there may well be a significant tax shift between regions or property
classes that affects some taxpayers much more than others. If this tension
between a desire for buoyancy by public officials and a desire for stability by
taxpayers is not recurring, it likely means that taxpayers have prevailed and the
tax is losing relevance as a funding source.

The final tension to be mentioned is that between earmarking tax revenues
for a particular purpose versus placing all funds in a common general fund.
Experience suggests that public acceptance of a property tax is greatly enhanced
if the public understands exactly what infrastructure or service improvements
will result if the tax is paid. This argues strongly for earmarking the tax for those
specific purposes. On the other hand, public finance theory tends to favour plac-
ing tax revenues in a general fund from which a broad range of public services
can be funded. Such an approach grants to public officials greater flexibility in
managing the affairs of government. In this instance, fostering public accept-
ance and support should perhaps trump finance theory more often than it does.
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The chapters that follow are organized loosely around what some have termed
the property tax revenue identity. This expression recognizes that the actual
revenue collected through the property tax is a function of

¢ how the property to be taxed and its taxable value are legally defined

* how property is actually valued (valuation rate)

¢ what the tax rate is

¢ the proportion of the total property in a jurisdiction that actually appears on
the fiscal cadastre (coverage) and

¢ the actual collection rate.

Of these five factors, three are the result of administrative practices: the valua-
tion rate, the coverage and the collection rate. Defining the tax base and setting
the tax rate are largely policy considerations. In the chapters that follow, some
authors approach particular elements in this revenue identity, such as rate
setting or collection practices (Chapters 1-6). Others paint with a broader brush
and focus on policy issues or structural design considerations (Chapters 7-10).
Finally, some of the chapters focus on more specialized topics, such as
computer-assisted mass appraisal or how property owned by the government
but leased to private entities should be treated by the tax system (Chapters
11-15). In combination, the chapters present a rich and detailed understanding
of property tax practices around the world.

This brief discussion has pointed out that when local history and conditions
combine with the inherent challenges in designing and implementing a property
tax, variations in policy choices and administrative practices are inevitable.
That some choices and practices are superior to others has also become apparent
over the years. The purpose of this volume is to introduce the reader to both the
options and the better alternatives, where possible. Selection and implementa-
tion of strategies and techniques will of course require some degree of adaptation
to local conditions. And it might well be asked whether when all is said and
done, a tax that only raises 1-3 per cent of GDP is worth the effort and political
fallout. If the property tax is seen as a national tax, the answer may well be no.
Income and value added taxes quite likely have higher yields with fewer
administrative challenges, but as a mainstay in local revenue sources, the
property tax is a critical element. Our strong belief is that the property tax
represents a key element in providing a solid foundation and stable funding
source for basic public services.

Reference
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Property Tax: A Situation Analysis
and Overview

Harry Kitchen

Introduction

Property taxation is the backbone of municipal finance in most developed
countries, and has been for some time. More recently, it has played an increasingly
important role in financing local government services in a number of developing
and transitional countries. Over the years, and regardless of the country, property
tax has not been without controversy on a variety of issues and it still faces
substantial controversy on a number of fronts. Many of these are discussed in
this chapter, which is separated into a number of sections. The first lays out the
role that property taxes should play in financing municipal services. The second
provides data on the relative importance of property taxes as a generator of local
revenue in a range of countries. Then we note the base for property taxation in
the same countries. The next section covers a number of important and
controversial issues in assessment including the identification of property; the
importance of establishing uniform assessment practices; the responsibility for
assessment; the frequency with which it should take place; the importance of an
appeals mechanism; and mass appraisal as an assessment technique. Then we
look at a number of issues around property tax rates, in particular, responsibility
for setting the tax rate; limits on property tax rates; variable tax rates versus
uniform rates; taxation of business properties; exporting the tax on commercial
and industrial properties; property taxes and urban sprawl; responsibility for tax
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billing and collection; and other land and property related taxes used by local
governments. Then we turn to the often mentioned and frequently maligned
incidence of the property tax and whether property tax relief schemes should be
used to remove some of the alleged regressivity of the property tax. The final
three sections cover Senior the politics of the property tax; some speculations on
the future of the property tax, and a final summary.

Role for property taxes

Local governments in every country supply a range of goods and services;
from those that exhibit mainly ‘private good’ characteristics, such as water,
sewage, solid waste, electricity, and some recreation, to those that exhibit
mainly ‘public good’ characteristics, such as local roads and streets, street
lighting and sidewalks, police and fire protection, neighbourhood parks,
libraries, land use planning, sometimes social services and public education.
For services with mainly ‘private good’ characteristics, individual beneficiaries
can be identified, income redistribution is not a primary goal, and spillovers
are unlikely to exist. For these services, user fees are the most appropriate
financing tool. They are relatively easy to administer and, if properly designed,
they are efficient, accountable, transparent and fair in their impact on
taxpayers.

For services providing mainly collective or ‘public good’ benefits (specific
beneficiaries cannot be identified), user fees are inappropriate. Instead, these
should be funded from a local tax imposed on residents (or exported to the same
extent services are) with necessary adjustments through the use of grants to
account for spillovers; that is, benefits from these services that spill over into
neighbouring communities should be funded from something other than a local
tax. For services that are partially private and partially public, a combination of
user fees and local taxes may be appropriate.

While there may be some debate over the criteria that should be satisfied in
setting a local tax, it is generally agreed that the property tax meets the criteria
for a good local tax better than the alternatives of personal income or consumption
based taxes. Its tax base is largely immobile. Revenue is generally predictable and
stable in that it does not vary with the cyclical swings in economic activity as
much as personal income and consumption based tax revenues. The part of the
tax that is on residential property is unlikely to be exported. It is highly visible
and fair as long is it covers the cost of providing those services that provide
collective benefits to the local community. If the property tax is a local tax only
(senior levels of government not involved), harmonization problems and wasteful
tax competition should not be a problem. A potential downside of a local property
tax is that it may be more expensive to administer than other local taxes (income,
sales, fuel, for example) that could be ‘piggybacked’ onto existing federal or
regional taxes. This, however, may be a small price to pay if local governments
are to have autonomy and flexibility in setting tax policy — important ingredients
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of responsible, efficient and accountable local governments (McClure, 2001; Bird,
2001; Bird and Slack, 2004b; and Bird and Bahl, 2008).

Importance of the property tax

Today, municipal or local governments in many countries — but not every
country — rely on some form of property tax to generate revenues for funding
local public services. The relative importance of the property tax, of course,
varies from country to country. It depends on the range of services funded by
the tax, the distribution of expenditure responsibilities between the local
government and the senior levels of government, the relative importance of
grants from senior levels of government, the ability of the local government to
administer a local tax, and so on. Table 1.1 illustrates the importance of property
tax revenues for 25 countries chosen from different parts of the world. In Built
Environment Research Institute general, property taxes represent the highest
percentage of local revenues in Organization for Economic Co-operation and
Development (OECD) and Latin American countries, and the lowest percentage
in Asian and central and eastern European countries. Countries in Africa tend
to fall between these two extremes.

Choice of tax base

There is no uniform property tax base or method of assessment that applies in
every country. In some countries, the tax base is land only. In a few countries,
only buildings constitute the tax base. In most countries, however, both land
and buildings are taxed. For an indication of where each tax base is used and its
frequency of use, see Table 1.2 which lists the tax base and method of assess-
ment in the same 25 countries as are reported in Table 1.1.

The basis for assessment is wide-ranging. In some countries, it is based on
market value; in others, it is based on site value; and in others, it is rental
value. In some countries, the value is based on building area and property area —
this is referred to as unit value (Youngman and Malme, 2000). In a few countries,
a mix of these approaches is employed. Since these assessment bases are
discussed in a separate chapter in this book, they are not discussed in detail
here. A simple observation from this comparison is that valued based assessment
systems and market value, more specifically, are deemed to be superior to area
based systems in countries where there are fully functional property or real
estate markets. Here, market values can be determined. Where property or
real estate markets are not fully developed such as in developing and transitional
economies or where there are a number of impediments to their operation, area
based assessment may be preferred. As these countries develop and real estate
markets emerge, however, a move to a value based system is often their
eventual goal compulsory acquisition.
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Table 1.1 Reliance on property taxes by local governments
Property tax
as % of local
Countries Types of property tax revenues
OECD
Australia State land tax; municipal rates 37.7°
Canada Property tax 53.3
Germany Land tax 15.5
Japan Fixed property tax 25.5
United Kingdom  Council tax (local tax on residential property); 33.02
Business rates (central tax on non-residential property)
Central and
eastern Europe
Hungary Building tax; plot tax; communal tax 13.6°
Latvia Real estate tax 18.2¢
Poland Urban real estate tax; agricultural tax; forest tax 9.7
Russia Land tax; individual property tax; enterprise assets tax 7.0
Ukraine Land payments and taxes 9.3
Latin America
Argentina Property tax 35.0°
Chile Property tax 35.16
Colombia Unified property tax 35.07
Mexico Property tax 58.78
Nicaragua Property tax 6.4
Asia
China Urban and township land use tax; house property tax; 4.9
urban real estate tax; farm land occupation tax
India Property tax 7.0-41.0°
Indonesia Land and building tax 10.7
Philippines Real property tax 13.4
Thailand Buildings and land tax; land development tax 1.4
Africa
Guinea Rental value tax on housing; local business taxes 32.0
Kenya Property rates 15.0
South Africa Rates on property 21.0
Tanzania Local building tax; national land rents 4.0
Tunisia Rental value tax on housing; tax on unbuilt land; 32.4
local business tax
Notes:

"Includes only local taxation and not the state tax on land.

2Includes the local council tax and the local share of national non-domestic rates.

3Includes other local taxes such as a tourism tax.

“Percentage of local taxes.

5This refers only to the municipal tax. There is also a property tax at the provincial level.

5The property tax is a national tax earmarked for local governments; 40% of revenues
remains with municipalities where property is located.

"Property taxes as a percentage of total Colombian local taxes.

8Percentage of municipal taxes.

®The range depends on the state.

Source: Bird and Slack (2004a)
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Table 1.2 Tax and assessment bases

Country Tax base Basis of assessment

OECD:

Australia Land or land and improvements Market value or rental

value or combination

Canada Land and improvements Market value
(sometimes machinery included)

Germany Land and improvements; farm Market value (rental
properties also include income/construction
machinery and livestock costs); area in former

GDR
Japan Land, houses, buildings, and Market value

United Kingdom

Central and eastern
Europe:
Hungary

Latvia
Poland
Russia

Ukraine

Latin America
Argentina
Chile

Colombia
Mexico
Nicaragua

Asia
China

India

Indonesia
Philippines

Thailand

tangible business assets
Land and improvements; some
plant and machinery

Unimproved value (plot tax);
buildings (building tax)

Land and buildings

Land, buildings and structures
Land for land tax; structures for
property tax; assets for
enterprise property tax

Land

Land and buildings
Land and improvements

Land and buildings

Land and buildings

Land, buildings and permanent
improvements

Occupied land; land and
improvements
Land and improvements

Land and buildings

Land, building, improvements
and machinery

Land and improvements
(buildings and land tax); land
(land development tax)

Market value for
residential; rental value for
non-residential

Area or adjusted market
value

Market value

Area

Area; inventory value of
structures; value of assets

Area

Market value

Area by location for land;
construction value for
buildings

Market value

Market value

Cadastral value

Area; market value or
rental value

Mostly annual rental
value; limited use of area
and market value
Market value

Market value

Rental value; market
value

(Continued)
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Table 1.2 (cont’d)

Country Tax base Basis of assessment
Africa
Guinea Land and buildings Rental value
Kenya Land (but can use land and Area; market value; or a
improvements) combination
South Africa Land and/or improvements Market value
Tanzania Buildings, structures or limited Market value (or
development replacement cost, if
market value not
available)
Tunisia Land and improvements (rental Area; rental value
housing tax); land only (tax on
unbuilt land)

Source: Bird and Slack (2004a)

Issues in assessment

Regardless of the assessment base used, its success depends on five critical parts
of the assessment process: identifying the property; achieving uniformity in
assessment; responsibility for undertaking assessment; frequency of reassess-
ment; and having an effective appeals mechanism. This section concludes with
a discussion of an increasingly popular and productive assessment technique —
mass appraisal.

Property identification

All taxable properties must be identified and described on the assessment roll
with each property assigned a roll number. This number is important for linking
assessment information with tax billing and property transfer records (Slack,
2001). The assessment roll or fiscal cadastre should include the address of the
property, its owner, building and lot size in square metres (feet) or hectares
(acres), a definition of property boundaries (using cadastral maps), the age of the
building and information on renovations or improvements. This information
will be used to assign an assessed value to the property, especially if the tax base
is market value and the property has not recently been sold. Furthermore, this
information should be reported in a consistent way and a process should be
established to update assessment annually or as frequently as administratively
possible. Once assessed values have been determined, local tax rates must be
set, tax bills issued, responses must be made to assessment appeals, taxes must
be collected, and arrears must be addressed.

Property identification is often difficult in developing countries and transi-
tional economies (Dillinger, 2002; and Malme and Youngman, 2000). For example,
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maps for property identification may not exist; property ownership data may
not be provided because of disputes over who owns what; information on
improvements may be missing; building permit information may not be pro-
vided to the taxing authority; tax records may be identified by taxpayer and not
by property; land and building records may be maintained by different agencies
and not linked; computerized tax records may not exist because of the expense;
and tax records may be considered secret (see many of the case studies reported
in Bird and Slack, 2004a).

Uniformity in assessment

If property taxes are to be fair in their application, they must be based on assess-
ments that are uniform within each taxing jurisdiction. Uniformity in assessment
practices is especially important, for example, if the assessment base in a two-tier
local government system is used to apportion the costs of upper tier services con-
sumed by residents and businesses in the lower tier municipalities. Here, failure
to assess all lower tier municipalities in a uniform manner will lead to inequities
and distortions in local tax practices because the lower tier municipalities that are
over assessed will very likely be taxed for public services used by those lower tier
municipalities that are under assessed. Also, if a role of provincial/state/regional
grants to municipalities is to redistribute income, then the assessed value of prop-
erty within the municipality is likely to be the major, if not the sole, component
of the grant base. If assessment practices are not uniform, the redistributive mech-
anism inherent in these grants will not work as intended.

Uniformity is most easily achieved when the assessment function is central-
ized at the regional/state/provincial level if not at the central or federal level.
This is the practice in a number of countries reported in Table 1.3. At the very
minimum, this means that all assessors must use a standard assessment manual
where all details of the assessment practice and procedures are spelled out. As
well, assessors should be required to attend training courses and pass clearly
defined educational standards before becoming property assessors. This is the
current practice in Canada as it is in other countries that have fully developed
property assessment systems.

Uniformity in assessment means that all properties must be assessed in the
same way; that is, residential, commercial, industrial, farm, government,
properties of charitable organizations and not-for-profit agencies, and so on. In
most countries, the practice of exempting certain properties or applying
differential assessment rates to others lowers the tax base and creates potential
problems. Lower assessment rates are often used to provide special treatment
for farmland. This ranges from assessing farmland at its value as a farm rather
than its value as land for other purposes (Canada, Japan and Mexico), to taxing
farmland at lower rates (Colombia, India and Thailand), to exempting farm land
from taxation (United Kingdom, Nicaragua, Guinea, South Africa, Tanzania and
Tunisia), and a variety of other measures (Bird and Slack, 2004a).
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10 A Primer on Property Tax

In some countries, special treatment is also accorded to managed forest lands
(Canada and Poland, are two examples). This treatment takes a number of forms.
In some Canadian provinces, for example, forest lands are exempt from property
taxation; in others, they are taxed at a fixed amount per hectare; in still others
their assessment is fixed in value (Kitchen, 2002).

There is also variation in the way in which mines and mineral resources are
treated for property tax purposes. As with forest lands, they are sometimes
exempt from property taxation, either because they are not assessed or because
the property tax does not apply. Other times, mines along with underground
improvements and minerals are assessed and subject to property taxation
(Kitchen, 2002).

In some countries, special assessment rules apply to electrical, telecommuni-
cations and natural gas distribution systems; railway property other than land
and buildings; and pipelines. Depending on the country and the utility, valua-
tion may be based on assessed property value, gross revenue or gross receipts for
natural gas, electricity distribution, cable television and other telecommunica-
tions; pipe length and/or diameter for pipelines; and length of tracks or tonnage
per kilometre for railways. ‘Rights of ways’ owned by utilities and railways are
sometimes taxed at a fixed rate per acre/hectare.

Most countries provide additional exemptions from property taxation. Some
of these are mandated by senior levels of government and others are discretionary.
Those that are most likely to be mandated include exemptions for properties
owned and occupied by governments, universities, colleges, public hospitals,
penal institutions, churches and cemeteries, and properties owned by charitable
institutions. Public parks, roads, schools, public libraries, foreign embassies and
property owned by international organizations also tend to be exempt from
property taxes.

Exemptions create a number of problems or potential problems. First, they
reduce the tax base and thus increase taxes on taxable properties or lead to a lower
level and quality of local public services than would otherwise be the case. Second,
for properties owned by senior levels of government, universities, colleges, public
hospitals and penal institutions, payments-in-lieu of property taxes are often
provided, although these payments are often less than the property taxes would be
if they were permitted (Kitchen, 2002). Third, the policy of exempting properties
or assessing them at a value that is less than other properties is discriminatory and
unfair, leading to a mix of land use that may be different from the mix that would
exist under equal treatment of all properties. If it is possible to make a sound case
for the preferential treatment of certain organizations, then these organizations
should be rewarded directly through a system of grants or through the application
of differential tax rates (discussed below) applied to a uniform assessment base. In
either case, such subsidization would be more transparent and subject to review
and amendment by elected representatives according to their interpretation of the
public interest (Kitchen, 1992).

Fourth, where owners/managers of taxed properties face higher costs than
owners/managers of exempt properties, this differential will have implications
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for competition among businesses, and between businesses and government
(Kitchen and Vaillaincourt, 1990). Fifth, differential tax treatment of properties
almost always has a distortionary impact on location and other economic
decisions made by firms and governments.

Because of problems such as these, virtually all suggestions for property tax
reform have recommended that exempt properties be subject to full assessment
so that the value of the exemption is known. For properties where payments in
lieu of taxes are appropriate, the payment should be equivalent to the taxes that
would be collected under a uniform and equitable property tax system. For
exempt properties where payments in lieu are not appropriate, serious considera-
tion should be given to terminating their exempt status unless it can be estab-
lished that there is a worthy public policy interest in retaining the exemption.

To ensure that the assessment system operates effectively and fairly there are
at least two things that must be avoided: capping or freezing assessment and
utilizing preferential assessments. Capping or freezing is almost always a
response to rapid increases in assessed property values. In fact, this was a major
reason why two provincial governments in Canada (Nova Scotia and Prince
Edward Island) imposed a freeze on property assessment. While this practice
seems to be politically palatable in the short run, it is simply bad policy and bad
practice. It leads to inequities and distortions during the period of the cap or
freeze and it is inclined to have suicidal political consequences when the cap or
freeze is removed. During the freeze, inequities exist because individuals whose
property values increase relatively little pay proportionately more in property
taxes than individuals whose property values increase by a larger proportion.
This translates into the poor (as defined by property values) paying proportion-
ately more and the rich paying proportionately less for local services.

Distortions may also arise because there is an incentive for individuals whose
property values have increased the most to put pressure on local councils to
increase expenditure, knowing that they will pay proportionately less to fund
these additional services when compared with those individuals whose property
values have increased very little.

After a cap or freeze is removed or properties are reassessed after a number of
years, significant increases in some property values will be required to put all
properties on a level playing field. This, in turn, will lead to more criticism,
more complaints, the possibility, or even probability, of the province introduc-
ing more bad policies and practices to, once again, calm the critics.

Finally, if property values are increasing quickly, property owners are better
off. If they are better off, why should they not pay taxes to reflect this? If the
concern is that these taxpayers are income poor even though they are asset rich,
there are property tax relief schemes that are available to assist taxpayers. One
that is becoming more and more important in some countries is a ‘reverse
mortgage’ — the homeowner continues to live in the house and when the house
eventually sells, back taxes plus interest on these taxes are paid. A more common
option for rapidly fluctuating property values is to introduce a three-year moving
average to smooth out rapid changes in assessment and property taxes. This is
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not without problems, however, because properties with escalating prices do
not pay their fair share of taxes during the increase and they are over-taxed when
properties are decreasing in value.

Since uniformity in assessment is a critical component of any properly func-
tioning assessment system, special treatment should not be granted to certain
property types; in particular, waterfront and vacation properties should not be
given special consideration as some ratepayer groups in Canada, for example,
have been advocating. These properties should (must) be assessed in the same
manner and on the same base as other residential properties in every municipal-
ity. To do otherwise would be to grant them favourable treatment vis-a-vis other
properties, and unfairly lower their share of property taxes paid to fund local
services. Generally, the response of special interest groups is that they do not
receive as many services as the rest of the community. If this is true, the local
council can and should use variable tax rates to capture service differentials.

Responsibility for assessment

Reliance on a centralized uniform assessment manual is critical, but the way in
which the assessment is carried out may also be important. In Canada, for
example, assessors work for a variety of employers. In some provinces, they
work for the province; in others, they work for an independent province-wide
assessment authority; in another province, they work for a province-wide non-
profit corporation; and in a couple of provinces, municipalities hire their own
assessors. Differences in the effectiveness of using local rather than provincial
or region wide assessors has been studied in at least one US study where it was
concluded that county or regional rather than local assessors produced more
uniform residential assessments.

In addition, a centralized agency (region-wide) responsible for assessment has
a further advantage. It is able to benefit from economies of scale that might not
be available to each municipality if each were to carry out its own assessment
(Sjoquist and Walker, 1999). Alternatively, economies of scale might also be
achieved by contracting out the assessment function (Bell, 1999).

Table 1.3 shows the level of government responsible for assessment in
25 countries. In about half of these countries, the assessment function is
essentially local, and in the other half, it is regional or central. Even where
assessment is listed as a local responsibility, most of these countries do as they
do in Canada - they work from a standardized assessment manual that is
uniform across a province/state/region or country.

In the majority of countries, responsibility for assessment rests with at least
one level of government. In a few countries, generally those that are relatively
poor with little tax administrative capacity, self assessment may be the practice.
Here, property owners assess their own property and pay a tax based on this
assessed value. Hungary, Tunisia and Thailand are examples of countries that
have self assessment systems (for a discussion of self assessment systems, see
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Bird and Slack, 2004a). A major problem with this approach is that unless there
are significant and effective penalties for non-reporting and under-reporting, it is
almost certain to lead to under estimates of property values with the more
expensive properties carrying a higher rate of underestimation than lower price
properties. Not only is this unfair, it erodes the size of the tax base leading to
higher tax rates and/or lower levels of service than would otherwise be the case
(Bird and Slack, 2004a).

Frequency of assessment

If the assessment base is to be fair and productive, periodic valuations and
revaluations must be undertaken to ensure that assessment is kept up to
date. In value based systems, a shorter time frame for reassessment is
preferred because this helps in maintaining the legitimacy of the tax base
and it reduces the risk of sudden and dramatic changes in tax burdens that
often arise when reassessments are conducted sporadically and infrequently
(Bird and Slack, 2004a).

Indexing the assessment base (between infrequent reassessments) to keep up
with inflation, as is done in some countries, is not as equitable as conducting
frequent property reassessments. Indexing all properties by the same factor
(consumer price index or some other index) fails to capture the differential rates
at which individual properties change in value. On the other hand, giving up
some fairness may be a small price to pay if there are insufficient resources to
conduct reassessments on a fairly regular basis. Furthermore, indexing that
captures relative price changes by location and type of property could minimize
some of the large assessment changes that might otherwise occur at the time
when properties are actually reassessed.

Table 1.3 shows the range in the frequency of reassessing properties. Although
there are exceptions, the legislated interval for reassessing properties is generally
reported to be from 3 to 10 years. In practice, however, the interval is frequently
longer. In Canada over the past decade, most provinces have moved to more frequent
and up-to-date reassessments — some provinces now do them annually, most others
every three or four years but many are moving towards annual reassessment.

Appeals mechanism

An important component of a well-run assessment system is an effective appeals
mechanism. In other words, taxpayers should have an avenue for appealing their
assessment if they feel it has been incorrectly determined. In most cases, this
starts with a reassessment by the assessment authority to correct factual errors
and resolve minor differences of opinion over the value of the property. If differ-
ences cannot be resolved, the taxpayer should be able to proceed to a higher
authority, generally made up of valuation experts. In some countries, there may
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be a further stage whereby the appeal could go to a specialized tax court. Table 1.3
records the assessment appeals bodies in 25 countries.

Assessment technique

When reassessment based on market values is done frequently (yearly, every
second year, or even every third year), it is not possible for property assessors to
reassess each piece of residential property on such a frequent basis. This would
require too many assessors and it would be too expensive. This shortfall, how-
ever, can be overcome with mass appraisal techniques for residential properties.
Indeed, this approach is becoming more and more common in countries relying
on frequent property reassessments.

Mass appraisal makes use of a multiple regression statistical package. It
predicts the market value of properties from known values of other variables
associated with these properties (such as living area, lot size, location, availability
of garage, age of building, number of bathrooms, and so on). This technique
examines properties that have actually sold and identifies the statistical
relationship between a number of features of these properties and their selling
price. This statistical relationship is used to estimate the price for properties
that have not sold recently.

This approach does not eliminate the need for traditional property assessors
and assessment practices. Indeed, property assessors are necessary for examin-
ing a certain number or properties yearly and for assisting in developing and
improving the computer-assisted mass appraisal (CAMA) models that identify
property features affecting price. Property assessors are also needed for assessing
properties that display anomalies from the regular pattern and for handling
property assessment appeals. What mass appraisal does do is to permit more
frequent assessment updates without a physical inspection of all properties.

In many countries, assessment agencies now use software packages for mass
appraisals. Where this technique is used, local assessors can quickly analyse
thousands of sales and use this information to estimate market values for prop-
erties that have not recently sold. It has definitely improved the quality and
frequency of reassessment and permitted municipalities to have much more
up-to-date assessment rolls.

Summary

A uniform assessment system is necessary if one is to establish a tax base that is
fair, transparent and accountable. Uniformity is more likely achieved if a few
practices are followed. First, within a region, state, or province, all assessors work
from a standard assessment manual that is updated frequently to reflect changing
market conditions. Second, assessors should be required to pass specific educa-
tion and training programmes on assessment practices and procedures. Third,
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although the evidence is sketchy, assessors working for centralized assessment
agencies seem to be more successful (because they are more likely to work at
arm'’s length) than those working for municipalities in achieving uniformity in
assessment. Fourth, the more frequent the reassessment, the fairer the assess-
ment system, leading to fewer surprises for taxpayers, fewer complaints and
fewer appeals. Fifth, there should be an effective appeals mechanism in place to
correct for perceived inequities in the assessment system. Finally, wherever pos-
sible, mass appraisal techniques should be used to improve the quality of the
assessment system and to minimize the cost of the assessment process.

Issues with property tax rates

Assessment is the first major component of the property tax system and
setting the local tax rate is the second major component. In countries where
local governments set their own property tax rate, the first step is for the local
government to determine its expenditure requirements or needs. The second
step is for the local government to subtract all non-property tax revenues (grants,
user fees, charges, permits and so on) from spending requirements, leaving the
amount that is to be funded from the property tax. The third step is to divide the
required property tax revenues by the property tax base to get the property tax
rate. This rate, while easy to calculate, is not free of controversy, especially as it
is applied in most countries. The following discussion covers a number of issues
around tax rates.

Setting the property tax rate

In some countries, tax rates are set locally, although limits are sometimes
imposed by senior levels of government; in others they are set by senior levels
of government. In Japan, Latvia, Ukraine, Chile, Nicaragua, China, Thailand,
Guinea and Tunisia, rates are basically set by a senior level of government. In
Hungary, Poland, Russia, Colombia and the Philippines, rates are set by local
governments but within limits imposed by a senior level of government (Bird
and Slack, 2004a).

On the established theme that the most transparent, efficient and accountable
local government is one that is responsible for raising its own revenue, it fol-
lows that local governments should be responsible for setting their own tax
rates. Failure to permit and require this means that the close link between deci-
sions over revenue generation and expenditure decisions is lost. In those
countries where the tax base is determined by an independent assessment
authority or where it is the responsibility of a senior level of government,
responsibility for local rate setting is particularly important.

Where a two-tier system of local government exists and where both tiers rely
on the property tax, the upper tier should set its tax rate independently of the
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tax rate set by the lower tier. For each level of government, the tax rate should
be high enough to generate sufficient revenues (beyond those generated by user
fees, grants from senior levels of government, and other local revenues includ-
ing permits, licences, and so on) to cover the cost of local public services that
each level provides. Each tier should also use variable tax rates (described
below) if service levels and standards vary across the municipality or jurisdic-
tional area.

Limits on property tax rates

The practice of imposing tax limits on municipal governments by a senior level
of government is more prominent in some countries than in others. In the USA,
for example, a number of state governments have imposed limits on tax rates for
local government (O’Sullivan, 2001; Brunori, 2007). In Canada, provincial gov-
ernments have not placed limits on the general municipal tax rate although
some provinces have legislated the amount by which commercial/industrial tax
rates must differ from the residential rate.

Limits on tax rates are intended to control and restrict the growth in munici-
pal government spending and hence, property taxation. Recent research on the
success of these limits has addressed three main questions. First, have property
tax limits reduced property tax revenues? Based on the evidence, the answer is
yes. Property tax revenues have declined in constant dollars if not in current
dollars. In California, proposition 13 led to an immediate decrease of about
45 per cent. In Massachusetts, the initial impact was a decrease of 18 per cent
(Clemens et al., 2003). Overall in the USA, it has been estimated that local
property taxes per capita fell by 3 per cent after tax limits were imposed
(Shadbegian, 1999).

Second, have reductions in property tax revenues been offset by increases in
other local revenues? The evidence here is not as compelling but it does indicate
that other local revenue sources have generally been substituted for property tax
decreases (O’Sullivan, 2001; Brunori, 2007). Greater reliance is now placed on
local user fees, permits, licences, and so on.

Third, have property tax limits affected input choices (administrative staff
versus service providers such as police officers and firefighters) and quantities
of output produced by local governments? The evidence here is mixed. Some
studies found that local governments responded to tax limits by cutting propor-
tionately more of their administrative costs while others found that local
governments responded by cutting proportionately more of their service costs.
Similar variations in results were noted for output. Some studies found that
municipalities produced roughly the same quantity of services with less reve-
nue while other studies noted that private sector provision had replaced public
provision of local services (O’Sullivan, 2001).

Property tax limits also have another major impact. They curtail the decision-
making power of municipal governments because they reduce the municipal
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sector’s flexibility and capacity to raise its own revenue. This is particularly
worrisome if it means that local governments cannot provide sufficient revenues
to provide local public services that are desired or wanted by local citizens.

Analytical arguments supporting property tax limits for local governments
are generally weak unless, of course, they are necessary to prevent property tax
exporting (discussed below). This arises when local governments levy higher
taxes on industries, believing that the ultimate tax burden will be borne by non-
residents (Boadway and Kitchen, 1999).

In general, however, locally elected councils should be responsible for setting
local property tax rates. They are in the best position to determine what citizens
want and need. Furthermore, if these councils are unresponsive to local wishes,
they are likely to be voted out of office at the next municipal election. Also, the
comparatively large number of municipalities in every country means that local
tax rates are set in a competitive environment; that is, every municipality is
aware of its neighbouring jurisdiction’s tax rates and unwilling to have its rate
differ noticeably from its neighbours for fear of losing businesses and people.
The literature tells us that property tax differentials play a role in intra-regional
location decisions — hence the reason why municipal governments compete
with their neighbours to control property taxes. This tax competition works to
control tax rates and it permits the municipality to make its own spending and
taxation decisions without the restrictive controls of a senior level of govern-
ment. Finally, the implementation and use of municipal performance measures
would be much more effective and efficient in controlling the spending behav-
iour of local governments than are tax limitations.

Variable tax rates versus uniform rates

The issue here is whether a local taxing jurisdiction should apply a single
uniform property tax rate to all properties within its taxing jurisdiction or
whether different (variable) tax rates should be used, that is tax rates that vary
with the cost of servicing different properties by type or by location within a
municipality or rates that may vary for other reasons. The evidence suggests
that a number of countries have one tax rate for all properties. Others have tax
rates that differ by property class, or that differ by assessment practices, or that
differ because of tax relief for specific classes of property (Bird and Slack, 2004a).
In most cases where variable rates are used, properties are assessed at a uniform
percentage of market value (100 per cent, or 80 per cent, or some other fixed
percentage) and differential rates are applied to the assessed values. In a few
countries — the Philippines, for example — differentiation is achieved by applying
a uniform tax rate to properties that are assessed at different percentages of
value (Guevara, 2004).

Many countries have introduced, perhaps unwittingly, differentiation through
the use of graduated tax rates. This has been achieved by exempting low-value
properties from taxation, or as in some provinces in Argentina, by using tax
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rates that increase with the value of the property (Rezk, 2004). Rural parts of
some countries have attempted to apply progressive land taxes to the property
holdings of individuals. This has generally failed because of administrative
difficulties in assembling the information, especially when the landowner owns
property in different jurisdictions. Achieving differentiation in any way other
than through differential tax rates leads to a property tax system that is less
visible, and therefore less accountable and transparent, and considerably more
difficult to understand than one that assesses all properties in a uniform manner
and applies differential tax rates.

Traditionally and historically in Canada, as in most other countries with a
history of property taxation based on property values, the practice has been to
apply a single tax rate to all residential properties and a higher tax rate to com-
mercial and industrial properties. More recently in Canada, but not everywhere,
this practice has changed. All municipalities in the provinces of Alberta, British
Columbia and Ontario are now permitted to use variable property tax rates.
Some other countries have also moved in this direction.

Variable tax rates should be designed to capture cost differences across
properties, property types and municipalities or neighbourhoods within a city
(municipality) or city-region. For example, if some properties or property types
are more expensive to service, a case can be made for using differential property
tax rates. Here, higher tax rates are assigned to properties that are more expensive
to service.

Variable tax rates have a number of advantages (Slack, 2002a; Kitchen 2002).
First, they are fair on the basis of benefits received as long as the rates are set
to capture the cost of municipal services used up by different property types
or property location. Second, they are efficient if designed to recover the cost of
local public services consumed — no incentive would exist for a household or
firm to alter its behaviour or location to avoid the tax as long as it matched
the cost of services used up. Third, they are efficient as long as higher tax rates
apply to tax bases that are most inelastic in supply. Since residential property has
an inelastic tax base when compared with commercial and industrial property (it
can move to other municipalities and to other countries), this calls for higher tax
rates on residential properties than on commercial and industrial properties, a
practice that is almost never followed as is noted in the next section. Fourth,
variable tax rates have a further advantage in that they could be used to distort
decisions deliberately to achieve certain municipal land use objectives. For
example, if higher tax rates slow development, and lower tax rates speed up
development, a deliberate policy to develop certain neighbourhoods instead of
others might be achieved through different tax rates for different locations.

Taxation of business properties

The taxation of business properties (commercial and industrial) at higher tax
rates than residential properties is a common practice across countries (Bird and
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Slack, 2004a). Not only does it consist of higher property tax rates on these
properties, it often consists of a number of other property related charges that
have no relationship to services received or to property value.

Higher property taxation of commercial and industrial properties is generally
done in one of two ways: either through the practice of assessing business prop-
erties at higher values than residential properties with the same tax rate applied
to both property types; or through the simple application of higher tax rates on
business properties. Higher taxation of business properties creates a number
of efficiency and equity concerns. Efficiency in municipal service levels will not
be achieved if revenues collected from property taxes on business properties are
used to subsidize services consumed by the residential sector. Since service
levels in any municipality are driven primarily by the demands of the residential
sector (they vote), their subsidization means that the residential tax rate will be
less than it would be in the absence of the subsidy, and an oversupply of munici-
pal services could follow. Equity is not achieved either if those benefiting from
the services are not paying full costs.

This heavy taxation of the non-residential sector has been addressed in three
Canadian studies that compared the property tax paid by non-residential
properties with the cost of municipal services consumed by these properties.
All studies (Kitchen and Slack, 1993; KPMG, 1995; MMK Consulting Inc., 2004)
found that the residential sector, when compared with the non-residential
sector, is the recipient of proportionately more benefits from local government
services (social services, elementary and secondary education, libraries,
recreational facilities, etc.). The studies concluded that, when combined with
higher effective property tax rates paid by the non-residential sector, the
commercial/industrial sector is over-taxed and the residential sector under-
taxed. Beginning in 1995, the city council in Vancouver (Canada) did something
to correct this. It shifted, over the ensuing five years, some of its tax burden from
the commercial and industrial sector onto the residential sector. More recently,
the provincial government in Ontario announced that tax increases beyond the
range of fairness (Kitchen, 2002) — established as a standard that is defined by
taking the ratio of commercial/industrial taxes to single dwelling residential
property taxes — must be imposed on the residential sector and not on the
commercial/industrial sector.

At least one study in the USA found similar results. Specifically, it was
estimated that the ‘business related’ share of combined state and local expendi-
tures in the USA is about 13 per cent, although there is considerable variation
from state to state (Oakland and Testa, 1995). These businesses, however, pay
proportionately more of the state and local taxes.

Further concerns with the over-taxation of the commercial/industrial sector
arise because this tax represents a fixed charge that must be paid. The tax is
fixed in the sense that it is unrelated to the value of municipal services used or
profits earned. As long as the tax rate is more than necessary to cover the mar-
ginal cost of municipal services consumed or if there are no economic rents for
it to capture, resources will be allocated inefficiently. This over-taxation of the
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non-residential sector can lead to less economic activity, lower output, fewer
jobs and a less competitive business environment (Ottawa, 1998).

There is also an issue of whether this over-taxation plays a role in location
decisions. Since firms and businesses generally locate where they can maximize
their profits, the provision of fiscal inducements such as lower property taxes
can influence a firm’s location decision in the same way as the reduction in
other production costs may play a role. The impact of property tax differentials
depends on a number of factors including the size of the differential between
competing municipalities and whether this differential is sufficient to offset
differentials in other costs or market factors.

While it is uniformly accepted that the cost of doing business is an important
factor in location decisions, there is less consensus on the role played by property
taxes in this decision. The evidence, most of which is drawn from the USA,
suggests that property tax differentials are relatively unimportant in inter-
municipal or inter-regional location decisions but do play an important role in
intra-municipal or intra-regional location decisions (Kitchen and Slack, 1993).
Higher effective property tax rates on commercial and industrial properties in
one municipality within a region or area when compared with neighbouring
municipalities create incentives for firms and businesses to locate in the lower
taxed municipalities. In the extreme, one might expect these property tax
differentials to produce a heavy (why not total?) concentration of firms and
businesses in the lower taxed jurisdictions. In other words, intra-municipal tax
competition could be potentially destructive if it led to a race to have the lowest
tax rates. A study on municipalities in the province of British Columbia (Canada)
examined this issue and concluded that while there is some evidence that
municipalities react to tax increases of their neighbours, there is no widespread
destructive competition for capital (Brett and Pinkse, 2000). Similar studies in
the USA, however, have concluded that property tax competition among
neighbouring municipalities is much more prevalent and widespread (Brueckner
and Saavedra, 2001).

In reality, the extent to which firms and businesses respond to property tax
differentials depends on many factors. These include, for example, the impor-
tance of being in the core of the region or area for business reasons; the
opportunity to shift the tax differential on to consumers (of the final service or
product), employees and owners; and the enhanced amenities that may be
offered by a ‘downtown location.’

In a US study of individual office buildings in downtown Chicago, it was
found that 45 per cent of property tax differentials was shifted forward onto
tenants as higher gross rents per square foot and 55 per cent was borne by owners
(McDonald, 1993). The reality that some firms are willing to pay a premium to
locate in the downtown core suggests that those firms benefit from ‘economic
rents’ created by that location. For example, large financial institutions may
benefit from a downtown location. Taxing these rents is efficient from an
economics standpoint because it will not impact on the location decision. It
is difficult to know, however, the extent of the economic rent. In other words,
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it is difficult to know at what rent (or property tax) a firm will choose to move
out of the downtown location.

There are at least two more positive effects that would arise from shifting the
relative tax burden away from the business sector (Damus et al., 1987; Devarajan
et al., 1980). First, a reduction in the relative property tax burden on this sector
reduces the potential for exporting the property tax to non-residents (see discus-
sion in the next section). Second, since there is some evidence suggesting that
capital invested in real property is, on average, taxed at higher rates than capital
invested in other factors of production, at least in Canada, the variation in capi-
tal tax rates is reduced if this burden is altered. On balance, the reduction in tax
exporting and the decrease in the variance in tax rates could result in an improved
allocation of resources for the Canadian economy as a whole and overall
efficiency gains (Economic Council of Canada, 1987).

A major defence of the over-taxation of business properties is provided by
municipal officials and some taxpayers and it is as follows. Since businesses can
deduct all expenses incurred in earning income (including business taxes) for
their corporate income tax base, and since owner-occupiers of residential
dwellings are not allowed similar deductions, it has been suggested that an extra
tax on business is legitimate in that it attempts to even out the disparities in
taxes that would otherwise exist on these two different categories of taxable
property. While it is true that owner-occupiers are not able to deduct property
taxes, it is also the case that owner-occupiers are not required to include in tax-
able income either imputed income from their owner-occupied dwellings or, in
most countries, capital gains earned on the disposal of their principal residences
(Boadway and Kitchen, 1999). Such exclusion is similar to a deduction from
income for tax purposes (as in the case of the tax on businesses) in that both
reduce the taxable economic income of the taxpaying unit. On this basis, it is
difficult to make a case for a higher tax rate on commercial and industrial
properties.

Concern over the kinds of distortions noted above with the property tax on
commercial and industrial properties has prompted at least one suggestion for
reform in Canada (Bird and Mintz, 2000; Bird and Slack, 2004b; Bird and
Wilson, 2003). Specifically, it has been argued that revenues from a portion of
the non-residential property tax should be replaced with revenues from a new
business value tax (BVT). This BVT would be a value-added tax. It would be
levied on business income. It would be on production and not consumption.
This would make it an origin-based, not a destination-based tax; hence, it
would tax exports and not imports. Further, it is suggested that it be a provin-
cial tax, with municipalities having the opportunity to set local rates that are
‘piggy-backed’ onto the provincial rate. The province could even impose limits
on local surcharges to prevent excessive locational distortions. Because the
BVT is a value-added tax (essentially sales less cost of goods purchased), it
would eliminate a number of the distortions created by the current over-taxa-
tion of business property. This type of local business tax is used in Germany
and Japan.
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Exporting commercial and industrial property taxes

The opportunity for the commercial/industrial sector to export its property tax
burden onto residents of other municipalities has the potential for misallocating
resources and lowering municipal accountability. Of course, the ability of a firm
to export will depend on the elasticity of demand for the exported product.

Tax exporting refers to situations in which some portion of the local tax
burden is borne by people who live elsewhere, either through a change in rela-
tive commodity prices or in a change in the net return to non-locally owned
factors of production (inputs in the production process). For example, if higher
effective tax rates on commercial and industrial properties lead to relatively
higher prices charged on the sale of that community’s exports to other commu-
nities, the taxing jurisdiction will have effectively shifted part of its tax burden
onto residents of other communities. If the commercial/industrial property tax
in every jurisdiction is exported to some extent, those jurisdictions exporting
relatively more of the tax will be better off than those jurisdictions exporting
relatively less. In particular, if the burden of this tax is shifted from residents of
high income jurisdictions to those of low income jurisdictions, the distribution
of income among jurisdictions is worsened. Furthermore, this runs counter to
equalization schemes of senior levels of government that are aimed at redistrib-
uting resources (income) from relatively high income jurisdictions to relatively
low income jurisdictions.

There is limited evidence on tax exportation. One Canadian study on a sample
of large municipalities in Ontario is somewhat dated (Thirsk, 1982) but it is all
that we have. It concluded that the degree of exportation ranged from a low of
16 per cent of the commercial/industrial tax burden to a high of 106 per cent.
More than this, relatively rich municipalities had relatively high exporting rates
whereas relatively poor municipalities had relatively low tax exporting rates.
This tax exporting resulted in an implicit transfer from relatively low income
municipalities to relatively high income municipalities.

Furthermore, when the commercial/industrial sector exports its tax burden,
municipal government accountability is weakened because the direct link
between the municipal government responsible for local services and the
ultimate person/agency/body paying the tax is missing.

Property taxes and urban sprawl

Since the tax is levied on property, any investment that increases the value of
the property (such as any improvements including an increase in density) will
subject it to a higher tax. For this reason, higher property taxes are expected to
discourage density. If, on the other hand, higher property taxes reflect higher
levels of service, it is unlikely that there would be any impact on location or
land use. To the extent that the allocation of service costs is based on property



Property Tax: A Situation Analysis and Overview 23

values and not on services consumed, some taxpayers pay more or less for
services than the benefits they receive.

An extensive literature in Canada and the USA suggests that spatial factors do
affect the costs of development (Marchand and Charland, 1992; Transit
Cooperative Research Program, 1998; Brueckner, 2001). In particular, the density
of development and its location with respect to existing services influence the
costs of providing services. For example, ‘hard’ services such as sidewalks, roads
and water and sewer mains cost less to provide in denser neighbourhoods. With
water, a pipe is laid down the centre of a street and individual service lines
extend from the water main to each building. In high-density neighbourhoods,
there are more dwelling units per kilometre of water main over which to spread
the costs. Furthermore, increasing the distance from central infrastructure
facilities such as water and sewage treatment plants will increase costs.

An efficient property tax would thus reflect the higher costs associated with
providing services in less dense developments. This would generally mean
that property taxes based on services received should be higher in suburban
municipalities than in the core. If property taxes are higher in the core and
service provision less costly, the property tax creates an incentive to move to
less dense developments (Slack, 2002b).

Responsibility for property tax billing and collection

Before property taxes may be collected, each taxing jurisdiction is generally
responsible for making sure that the tax role is prepared, tax liability is
established for each property (the tax bill) and ensuring that the tax bills are
distributed to all property owners. In some countries, these functions are all
handled by the jurisdiction that sets the tax rate. In other countries, municipali-
ties set their own tax rates with the remainder of the activities handled by
another level of government (regional or state) or a private sector institution
(banks, for example). To illustrate, the tax role is often prepared by a region-,
state- or province-wide agency (discussed above); tax billing and collection are
often done by the taxing jurisdiction but there is no reason why this need be the
case. Tax billing and collection benefit from economies of scale; hence, these
two functions could be handled by a private sector institution or by a larger unit
of government. In the province of Ontario in Canada, for example, all regional
and county governments (upper tier) set their own taxes independently of the
tax rates set by the local municipalities (lower tier). The local municipalities
then send out combined tax bills and collect both upper and lower tier taxes.
This practice has been around for years and has been fiercely defended in the
face of proposals to migrate billing and collection to the upper tier in order to
take advantage of economies of scale. Furthermore, billing and collection is an
administrative function and has nothing to do with policy setting or decision
making; hence, there is no reason why billing and collection need to rest with
the taxing jurisdiction that sets the tax rate.
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Tax collection is usually, but not always, a local government function. If the
property tax is not paid by a specific due date, interest charges and a late-
payment penalty are generally charged. If payment is not forthcoming after a
considerable period of time, the property may be seized and sold to pay all
delinquent taxes and penalties. Such sales are rare, however. A more effective
enforcement mechanism, especially in countries with well defined legal sys-
tems for property ownership and transfers, involves preventing the transfer of
legal title to the property (either through a sale or gift) until all past property
taxes and penalties have been paid.

Tax arrears can be a serious problem for some countries because they lower
the revenues generated by the property tax. The larger the uncollected taxes, the
lower the effectiveness of the property tax system in generating revenues to
fund local public services. Large tax arrears create higher taxes on those proper-
ties that pay their taxes and/or lead to fewer local public services than should
otherwise be the case.

Other land and property related taxes used
by local governments

In addition to the property tax, there are a number of additional land based taxes
that are employed in virtually every country. The range of charges is extensive.
It includes development charges, special assessments and value capture levies
on the property tax base for financing local infrastructure. It also includes land
transfer taxes, capital gains taxes, stamp duties, inheritance taxes, value-added
taxes, and so on. Except for the first three listed above that have fiscal merit,
there is no solid economic rationale for the rest.

One that is fiscally appropriate is often called a development charge, or lot
levy, or exaction. It is used to recover the off-site costs of capital infrastructure
required to service new development or growth. Where these are used, they
almost always include the growth-related cost of infrastructure for water supply,
sewage treatment, trunk mains and roads. Depending on the country and munic-
ipality, they may also include growth-related infrastructure costs for general
administration, police, fire, recreation and cultural facilities (Kitchen, 2002).

A development charge or lot levy corresponds best to the benefits-received
principle when the costs and benefits of the infrastructure for each property can
be determined. An efficient development charge must cover the full cost of
delivering the service: a capacity component which covers the capital cost of
constructing the facility, plus a location or distance/density charge that reflects
the capital cost of extending the service to properties or neighbourhoods.

The most efficient development charges are those that vary by type of prop-
erty (residential, commercial or industrial), neighbourhood and distance from
source of supply, so that each charge captures the extra cost of the infrastructure
required to service the new growth. Most Canadian municipalities, however, do
not use variable charges. Instead, they impose identical charges on all properties
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of a particular type, regardless of location. While administratively convenient,
this practice levies the same charge on residential dwellings in low-density
neighbourhoods as on it does on residential dwellings in high-density
neighbourhoods. This occurs even though the marginal cost per property of
infrastructure projects in low-density areas is higher, which can lead to urban
sprawl (Slack, 2002a). Likewise, similar charges to properties that absorb differ-
ent amounts of resources, because of factors such as terrain or soil type, will
encourage development in the wrong places. While it may be naive to expect
municipal officials to calculate the infrastructure cost for each new property,
costs could and should be calculated for each new development area or neigh-
bourhood, to discourage inefficient patterns of development (Kitchen, 2006).

The second type of charge that has fiscal merit is some form of special
assessment or land betterment tax that has the capacity to collect taxes from
property owners who are beneficiaries of specific local public services. In the
USA and Canada, these charges are common; elsewhere, they are far less
common. A special assessment is a specific charge added to the existing property
tax to pay for improved capital facilities that border on them. The charge is
based on a specific capital expenditure in a particular year, but may be spread
over a number of years (Tassonyi, 1997). Projects financed in this way include
construction or reconstruction of sidewalks, streets, water mains or storm
sewers. The justification is that an owner of an abutting property will benefit
from the local improvement and should, therefore, help fund it.

Municipalities use several types of special assessments, and the correctness of
the apportionment depends upon the base for assessment. The most common
base, foot frontage of each benefiting property, is appropriate for projects whose
cost per property increases with the width of the lot. For projects such as parks,
whose benefits accrue to particular areas or blocks within a community, the
best approach may be zone assessment, under which all properties in the
serviced area pay the same share. Other possible bases for special assessments,
such as lot size, or charging each property based on their increase in value, are
less satisfactory than foot frontage and zone assessments. A sensible approach is
to split the cost of improvements that benefit an abutting property and the
public at large by charging the bordering properties, for example, 40-60 per cent
of the total construction costs, with the municipality raising the balance. The
challenge is to match the share assigned to abutting properties with the marginal
benefit to those properties.

The third type of charge is a value capture levy. It can be designed to recover
the increase in land value arising from a public investment. Municipal spending
on public infrastructure and subsequent zoning decisions can increase the com-
mercial value of holdings of private landowners. Value capture levies are justified
if the public investment creates windfall gains for the private developer. The levy
permits the municipality to capture (some of) the economic rents accruing to the
private sector that have been created by this local infrastructure spending.

The value may be captured in a variety of ways including a requirement that
the developer provide various facilities and infrastructure or cash, in return for
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being permitted to undertake the development that the new municipal
infrastructure facilitates and makes profitable. Value may also be captured
through a tax on commercial revenues generated by property abutting the
infrastructure. Alternatively and more likely, a special annual tax on property
could be levied on value added (Tassonyi, 1997). This would be relatively easy to
implement and administer, although care would be required in estimating the
value added to the property as a result of the public infrastructure (Kitchen,
2008). Value capture levies are most suitable for mega-projects such as rapid
transit expansion. Also, large developers could negotiate to provide transit
construction improvements.

The other charges noted earlier in this section that municipalities sometimes
use are much more difficult to justify on any kind of benefits based principles.
Land transfer taxes, for example, may be relatively easy to administer, but they
are a very bad local tax. A land transfer tax is levied at the time of sale of a
property and usually is calculated as a percentage of the value of the property
transferred. The tax, which must be paid before the transfer is registered, is like
a sales tax payable by the purchaser and is calculated as a percentage of
the purchase price. A number of variations on land transfer taxes exist. For
example, the tax rate sometimes increases with the value of the property; in
some cases, taxes are higher on non-residents.

Since this tax bears no relationship to the benefits received for local services,
it imposes a burden on those who buy property, while placing no burden on
those who remain in their existing property. Not only is this tax unfair in its
distributional impact, it reduces house sales and house prices and impedes
household mobility (Dachis et al., 2008). The tax also provides an incentive for
those who remain in their houses to demand municipal services knowing that
they will be disproportionately paid for by those who buy property.

Like the land tax, most of the remaining charges bear no relationship to the
value of local public services consumed by the owners or occupiers of different
properties. A major problem with overcharging properties for local public services
is the distortions and inefficiencies that are created, many of which are described
above. Also, these charges will, in all likelihood, lead to lower business
investment, reduced economic activity, and fewer jobs than could otherwise be
the case. Thisis not a desirable outcome, especially for developing and transitional
economies who are trying to grow and improve their standard of living.

Incidence of the property tax

The legal incidence of the property tax is on the owners of real property. The
emphasis in this chapter, however, is on economic incidence — the tax’s final rest-
ing place. Every tax creates an incentive for those paying the tax to try and avoid
it, either by attempting to shift its burden to another economic agent (for exam-
ple, from the owner to the tenant in the case of rental properties or from the
producer to the consumer or the factor of production in the case of the tax on
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commercial and industrial properties) or by shifting resources into other, less
heavily taxed activities, or by shifting one’s activity to other, less heavily taxed
jurisdictions. The following discussion focuses on who pays the property tax and
a range of property tax relief measures that are used in a number of countries.

Who pays it?

Local council meetings, taxpayer discussions and newspaper reports on local
government revenue issues frequently focus on the incidence of the property tax
and more specifically, on its so-called regressivity — a tax is regressive if it
absorbs a greater percentage of the income of lower income individuals or house-
holds than of higher income individuals or households. Indeed, most municipal
officials, taxpayers and some analysts believe that the property tax is regressive,
though a number of studies have disputed this. Determining the incidence of
the property tax, or of any tax, is an empirical matter, and any empirical study
of the property tax must begin with assumptions about the tax’s distributional
impact on taxpayers. These assumptions can be derived, however, only after one
has decided on the role for the property tax (see Dahlby, 1985, for an excellent
summary of the assumptions used in the tax incidence literature and how these
assumptions affect the incidence pattern). Is it a benefits tax that falls on a prop-
erty’s consumption of municipal services? Or is it unrelated to benefits received
and more likely to be a tax on capital? Each of these views is summarized here.

If it is a benefits tax?

One view is that the property tax approximates a benefit tax and, as such,
encourages the right sort of fiscal decisions by local governments and taxpayers.
Benefit taxation, it is argued, promotes efficient public decisions because tax-
payers will oppose any programmes or services whose costs exceed its benefits
(Fischel, 2000; 2001). Benefits from local public programmes and their costs in
terms of property tax liabilities tend to be capitalized into property values. That
is to say, the benefits of low crime rates and good public parks or sound local
infrastructure on the one hand, and of low property tax rates, on the other, will
manifest themselves in higher market values.

To understand how property tax capitalization can work, consider the case of
two neighbouring cities, X and Y. The two cities are identical in every respect
(structure, demography and provision of local public services) except one:
property taxes are higher in City Y. If taxpayers (residential and non-residential)
are aware of this property tax differential and respond to it, it becomes capitalized
into lower property values in the higher taxed city (City Y) vis-a-vis the lower
taxed city (City X). The following numerical example illustrates how capitaliza-
tion works. Consider two houses (A in one municipality and B in another
municipality) that are identical in every respect except for their property tax
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liability. Property taxes on house A exceed those on house B by $2,000. Higher
property taxes on A mean that the imputed net return (imputed gross return
minus operating costs including property taxes) on this property is $2,000 less
than the imputed net return on B. If the rate of return on investments in general
(as reflected in the interest rate) is currently 10 per cent, this translates into a
$20,000 difference in property values ($2,000 divided by 0.10).

As long as differences in property taxes are capitalized into differences in
property values, the tax provides no incentive to live or locate in one municipal-
ity over another and in that sense, is efficient. Recent evidence suggests that
considerable capitalization of property taxes occurs in cities in the USA (Zodrow,
2001a; Fischel, 2001). In Canada, there have been two empirical studies of the
capitalization of residential property tax differentials into residential property
values. The first was completed in the 1970s and the second in the early 1980s
and the results may no longer be relevant. For what it is worth, the first study,
based on housing data for London, Ontario, found no evidence of capitalization
(Chinloy, 1978). The second study, based on similar data for 27 communities
within the city of Edmonton, Alberta, found some capitalization (Shah, 1989).

If the property tax were a true benefits tax designed to fund local government
services, the tax price of a service would equal the marginal benefit from the
service and there would be no incentive to move to one municipality to another
in order to minimize the net tax burden (municipal expenditures minus municipal
taxes). Given a number of jurisdictions large enough to ensure the satisfaction of
every level of demand for public services and perfectly mobile consumers/
taxpayers who vote with their feet, net tax burdens would be the same across all
municipalities. In this scenario, the property tax is like a user fee in that it covers
the cost of municipal services consumed and involves no redistribution of
income - local residents bear the full burden of any increase in property taxes,
and since the tax falls on housing, it is regressive. The regressivity arises because
the tax is a flat percentage rate on the values of dwelling units; since lower
income households spend more on housing relative to income than higher
income households spend, it follows that they spend relatively more on property
taxes as well. The question that lingers, however, is whether this way of
considering the tax burden is in fact a valid one.

If it is a capital tax?

An alternative conceptual view of the property tax (often called the ‘new view’)
is that it is a tax on capital and, as such, a source of distortion in housing markets
and in local fiscal decisions (Zodrow, 2001a; Zodrow, 2001b). The fact that the
tax base includes structures and other improvements to land discourages
improvements; the result is an underutilization of land in the sense that the
amount of capital used per unit of land is less than the economically efficient
amount. Also, since the tax is on capital, it is progressive; that is, it claims a
higher percentage of income from higher income individuals than it claims from
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lower income individuals. This arises because higher income households own a
disproportionately large share of the stock of capital.

Which is the preferred view?

There is no clear cut answer to this question. Both views have their theoretical
strengths and weaknesses and both have been tested empirically with varying
results (Kitchen, 2002). Also, both have their supporters and both have their
detractors. After considering the evidence on property tax incidence, it is
impossible to say whether the property tax is regressive or not. In all likelihood,
it is less regressive than it is said to be by the strongest proponents of the
benefits tax view but not as progressive as it is said to be by many proponents
of the capital tax view. In any case, a more fundamental question is whether on
not one should really be concerned about the regressivity of the property tax?
The answer is not likely because the property tax funds a bundle of municipal
services that provide collective benefits to the local community. Hence, the tax
should be structured so that it is allocatively (economically) efficient,
accountable and transparent, as discussed earlier in this chapter. Concerns
about the distributional impacts of the property tax are important, but they
should be handled through property tax relief schemes or, more generally,
through income transfer programmes that are targeted for the truly needy
(Boadway and Kitchen, 1999).

Property tax relief programmes

Property tax relief programmes are intended to reduce the property tax burden
on specific individuals in specific circumstances. Reliance on one or more of
these programmes is motivated by a perception that the property tax is regressive
(takes proportionately more income from low income individuals than from
high income individuals) - an issue that has been the subject of many studies
and debates for a number of years without any firm conclusion or direction
(Kitchen, 2002; Kitchen, 1992; Duncombe and Yinger, 2001). In spite of the
uncertainty over whether or not the property tax is regressive, municipal
governments and their senior counterparts in countries where a property tax is
used almost always assume that it is regressive. This has produced a variety of
programmes including those described here. While this description concentrates
on the Canadian schemes or potential schemes, it is also indicative of those
used in other countries.

Property tax credits are used in five Canadian provinces (Quebec, Ontario,
Manitoba, Alberta and British Columbia). The credit is designed so that its value
varies inversely with personal income tax liability; that is, as income tax liabil-
ity increases, the value of the credit, which is subtracted from personal income
taxes payable, declines.
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One comprehensive analysis of the Ontario refundable property tax credit
programme suggested that the property tax credit is progressive in its impact
on taxpayers; that is, it provides relatively greater benefits to low income
households vis-a-vis high income households (Bird and Slack, 1978). A similar
conclusion was noted some years later in a study completed for the Fair Tax
Commission in Ontario (Ontario, 1993). While property tax credits are likely to
be progressive, especially if they are refundable, they are not problem free. For
example, when a tax credit exceeds tax liability, the tax is refundable if the
government reimburses the taxpayer for this difference. It is non-refundable if
the government does not refund this difference. A problem exists because
residents pay their property taxes during the year, yet they do not receive the
tax credit until their income tax return has been filed early in the following
year. This practice can create liquidity problems for income-poor taxpayers
because of the relatively long wait between payment of property taxes and
receipt of the tax credit.

Furthermore, given the uncertainty over whether or not the property tax is
regressive, the property tax credit could more appropriately be analysed as part
of the general income-transfer programme in province, region or state, and not
as a credit specifically designed to offset property tax liability. Indeed, it is
unlikely that many taxpayers see any link between property taxes paid and the
ensuing tax credit. After all, the credit for property taxes paid in one year is not
available until the income tax return is filed in the following year.

When it is considered as a component of the state income-transfer system,
one could question whether the property tax credit, which is designed to provide
more relief to those with more wealth (higher property values), generates the
desired income redistributional results. To some, it may seem strange to have an
income distribution system that provides more relief for taxpayers with more
wealth.

In summary, uncertainty over regressivity of the property tax and the
tendency to provide relief that varies directly with property values argues
strongly in favour of eliminating property tax credits and using other
components of the state, region or provincial government’s income-transfer
system to improve inequities in the overall distribution of income. Indeed, the
analysis of the province of Ontario’s property tax credit programme referred to
above concluded that it is ‘difficult to argue convincingly that the property tax
credit system ... has been either terribly successful or terribly needed’ (Bird and
Slack, 1978).

Tax deferral programmes are not widely used, although local governments in
some countries have the power to implement them for specific taxpayers. Also,
they are sometimes implemented by a more senior level of government. For
example, in the province of British Columbia in Canada, a province-wide tax
deferral programme for senior citizens and handicapped individuals operates.
And in the province of Ontario, a deferral scheme is mandatory for low-income
seniors and the disabled to alleviate any tax burden arising from increased taxes
due to reassessment.



Property Tax: A Situation Analysis and Overview 31

Under a tax deferral programme, the owner of the property is permitted to
defer some or all of his/her property taxes on an annual basis. Depending on the
programme, the lost revenue will be made up from revenue provided by a senior
level of government or from general revenues of the municipality itself. The
amount of the tax deferred becomes a lien against the property and is payable to
the senior level of government or the municipality when the property is trans-
ferred. Also, there is usually, but not always, an interest charge applied to the
deferred taxes.

There are a number of implications arising from the use of tax deferral
schemes. First, if one’s ability to pay taxes is measured by a combination of
income and wealth where the property tax is viewed as a proxy for a tax on
wealth, then a taxpayer who is asset rich but income poor could use this scheme
to reduce his/her tax burden. In fact, tax deferral schemes can be especially use-
ful in alleviating cash flow problems for income deficient taxpayers.

Second, and more critically, eligibility for most tax deferral programmes is
restricted by age (seniors) and sometimes, disability. While one may be critical
of age or disability dependent eligibility requirements for any income transfer
scheme, it may be administratively practical to impose restrictions of this sort.
Otherwise, if this programme were expanded to include everyone, there could
be a significant increase in the number of applicants with the ensuing result that
loans (tax deferrals plus interest charges on them) would be outstanding for a
much longer period of time. According to some municipal officials, this would
be administratively more complicated and costly (Slack, 1989).

Grants, designed to remove some of the property tax burden, are provided to
eligible homeowners and/or renters in some countries. The value of the grant
usually varies inversely with income and/or is given according to whether or not
potential recipients are elderly or in receipt of welfare assistance. In the prov-
ince of New Brunswick in Canada, for example, grants are the only property tax
credit scheme while in other provinces (e.g. Alberta and Manitoba), grants are
used in conjunction with tax credits. In British Columbia and Ontario, tax cred-
its, deferrals and grants are used for various purposes.

As a mechanism for transferring income, the grant should be evaluated in the
same way as any other component of the overall provincial income-transfer
scheme. By comparison with current property tax credit schemes, the disburse-
ment of grants could be more directly linked with the payment of or reduction
in property tax liability. Also, it is frequently easier to direct grants to specific
individuals especially in smaller communities where hardship cases are more
quickly identified, even though it may be more complex administratively to
operate than the tax credit programme.

Exempting individuals from property taxes as is done for certain taxpayers
under specific circumstances in the provinces of Newfoundland and Nova Scotia
in Canada effectively removes the burden of funding local services from these
taxpayers and shifts the costs on to other taxpayers. This differs from grants in
that the individuals do not receive actual cash payments from the province but
its impact is similar to that where grants, reductions, cancellations or refunds
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completely offset property tax payments. Exempting property differs from tax
deferrals in that taxes are simply postponed under the latter scheme while they
are not payable under the former.

Where the exemption is available to people over a certain age only (senior
citizens, for example), these exemptions, as a tax relief measure, may be
deficient because they fail to consider the ability of the recipient to pay taxes.
Similar deficiencies may exist where the criteria for exempting property for
owner-occupiers is based strictly on taxpayer’s income, and ignores property
values.

Reducing, cancelling or refunding property taxes is generally associated with
special circumstances, usually with poverty or illness. These programmes last
for one year, and taxpayers are required to apply for them annually. The lost
revenues are absorbed out of general municipal revenues. These programmes are
used infrequently and appear to operate more appropriately in smaller munici-
palities where it is easier to identify worthy recipients.

Assessment credits are not used as widely as the other programmes but they
have been suggested as a possible mechanism for relieving the property tax bur-
den on residential properties. This scheme involves the removal of a fixed
amount (determined by the local council) of market value assessment from
property taxation. It works quite simply. After all properties are assessed at mar-
ket value, a fixed amount of assessment is deducted from the total assessed
value (similar to allowing personal income tax exemptions in a personal income
tax system). Use of assessment credits applied to each piece of property would
convert the property tax into a progressive tax rate. While this may appear to
have merit on the surface, it would be a suspect device unless all properties
owned by any particular individual were aggregated. Use of assessment credits
would also result in a reduced assessment base overall. When compared with
the system before the assessment credit is introduced, an equivalent amount
of property tax dollars would be generated, then, through the imposition of
higher property tax rates. For those properties with relatively low assessed val-
ues, the value of the assessment exemption would offset the higher tax rates and
these taxpayers would be better off financially. For properties with relatively
high values, the higher tax rates would more than offset the taxes saved from the
availability of the assessment credit, and these taxpayers would be worse off
financially. As a relief mechanism, the assessment credit, which is the same
dollar value for all residential property owners, is deficient because it is based on
the assessed value of property and not on the property owner’s total ability to
pay (Slack, 1989).

Summary
While tax relief for people who are deemed to have insufficient ability to pay is

an important policy objective of governments, there is some question whether
local governments ought to be using property tax relief instruments for income
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redistribution purposes. There are at least three objections to these instruments
at the municipal level. First, the available evidence is not conclusive on whether
or not the property tax is regressive. If it is not regressive, there is little basis for
providing relief to reduce any alleged regressivity.

Second, if the tax is considered as a tax on one component of wealth (namely,
property values), there may be limited support for granting property tax relief on
the basis of the taxpayers income. In other words, if some recipients are asset
rich and income poor, the real issue is whether people with significant assets
should get relief from property tax payments, under any circumstances. Third,
if taxpayers are not required to pay for local services they use, there is every
incentive for them to demand larger quantities than is allocatively efficient.

Briefly, then, greater dependence on province-wide, region-wide, state-wide or
nationwide income transfer schemes could more appropriately handle the
income distribution issue (greater overall equity in the tax system based on abil-
ity to pay) while greater use of tax deferral schemes could handle the liquidity
problem for asset wealthy homeowners. Recent trends towards the increased
use of reverse mortgages, especially for elderly homeowners, can do a great deal
to alleviate property tax burdens as well (Shan, 2009).

Politics of the property tax

Despite the merits of the property tax as a good tax for local governments, it is
one of the most unpopular taxes in many countries. Its high visibility, though a
positive virtue by any tax policy measure, and uneven assessment practices are
largely responsible for its unpopularity.

The property tax is determined annually with payment generally made on a
yearly, semi-annual or quarterly basis. Each single tax payment is almost always
larger than any other single tax payment and is, therefore, highly visible.
Furthermore, the payment is not based on the amount of one’s income (as with
the personal income tax) nor is it triggered by the exchange of money for a
specific good or service (as with consumption based taxes). At the same time,
taxpayers often question where this money is being spent. They tend to forget
that property tax revenues are necessary to fund those services that provide col-
lective benefits to the local municipality (roads, streets, sidewalks, street
lighting, fire and police protection, neighbourhood parks, libraries, public rec-
reation and so on) and because of this, the link between taxes paid and services
received is often ignored. Ironically, it is this visibility that has made the
property tax one of the most efficient taxes in use. Increases are often met with
public resistance so decision makers have a strong incentive to provide local
services in a responsible and efficient manner.

Unfair assessment practices still exist although they tend to be less prevalent
than in the past. Policies to shift part of the tax burden from the non-residential
(commercial/industrial and industrial) to the residential sector — recent practice
in some places and generally a good policy decision — have been perceived as a
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problem by many residential taxpayers. Moreover, it is the residential taxpayer
who votes, not the non-residential taxpayer. The summation of concerns such
as these have led to the growing unpopularity of the property tax.

This unpopularity is behind a number of policy initiatives to alleviate tax-
payer criticism. Among others, this includes property tax limits; assessment
freezes or phasing-in of assessment increases; use of exemptions; shifts to user
fees and specific charges; and reliance on tax relief schemes.

Property tax limits take many forms. In the USA, for example, 34 state
governments have imposed property tax rate limitations on local governments.
These prevent the rates from exceeding a predetermined level; for example;
proposition 13 in California is the most notorious and it set the property tax rate
at 1 per cent. Twenty-nine states in the USA also impose property limits on the
extent to which property tax revenues can increase. These range from 2 per cent
in Arizona to 15 per cent in Delaware (Brunori, 2007). Another 12 states have
imposed limits on increases in assessed property values. In California, reassess-
ment of properties can only occur at the time of sale or resale. Between sales,
assessment may only increase by 2 per cent per year. In Michigan, reassessment
is restricted to the lesser of 5 per cent or the inflation rate (O’Sullivan, 2001;
Brunori, 2007).

Market value assessment has been criticized on the ground that rapid increases
in market values may increase property taxes beyond taxpayers’ ability to pay
them. California tried to address the volatility problem by updating assessments to
market value only when the property is sold and increasing assessment, thereafter,
by 2 per cent annually. In the UK, every property was assessed at its market value
in April 1991 and placed into one of eight valuation bands (Slack, 2004). The higher
the band, the higher the tax rate. A property is not reassessed once it has been
placed in a higher band. Changes in value do not affect a property’s assignment to
a given band unless the size of the property changes. Two provinces in Canada have
restricted annual residential assessment increases — one to the rate of inflation
until the property is sold at which time a new assessed value is established (Nova
Scotia) and the other until time of sale (Prince Edward Island). A third province
(Ontario) recently switched from annual reassessments to a four-year reassessment
cycle with a phase-in of changes over the four intervening years.

Such tax and assessment limits while popular politically almost always gener-
ate serious short- and long-run consequences. In general, they are unfair and
inefficient in their impact and often create distortions that are hard to overcome
in the long run. Such limits, however, have created at least one positive out-
come. Local governments, in many places, have turned to alternative revenue
sources for funding some of their services. For example, there has been a trend
towards greater reliance on user fees for funding solid waste collection and dis-
posal; increased reliance on fuel taxes for public transit and transportation and
even congestion or toll charges in some large cities and metropolitan areas
(Kitchen, 2008).

Also, there is really no solid argument for continuing with property tax
exemptions as was discussed above. Finally, concern over assessment volatility
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and property tax increases should not be addressed through limitations or
restrictions on either, but rather through income transfers targeted to the poor
of specific income tax relief programmes.

Future for the property tax

Perhaps the most certain thing that can be said about the property tax is that it
is here to stay! Except for the Scandinavian countries where local property taxes
do not exist, it has been the mainstay of municipal finance systems in virtually
every industrialized and developed country for many decades and will continue
to be there in the future. More recently and as functioning real estate markets
have developed, its importance has grown in China, Russia and many eastern
European countries.

Its strength lies in its solid attributes for funding local services — the tax base
is immobile; the revenue yield is largely predictable and stable; the residential
portion is unlikely to be exported; it is highly visible and fair as long is it covers
the cost of providing those services that provide collective benefits to the local
community; and if it is only a local tax (senior governments not involved),
harmonization problems and wasteful tax competition are seldom a problem.
This, however, does not mean that it is the only tax that will be used by many
local and municipal governments in the future. There are solid arguments for
giving cities and large metropolitan areas access to more than one tax as long as
the local governing body sets the tax rate (Kitchen and Slack, 2003; Kitchen,
2004, 2008). This includes access to the personal income tax (either employee or
resident based) and it includes access to one or more consumption based taxes
(e.g. general sales, fuel taxes, motel and hotel occupancy taxes). Indeed, local
governments, especially cities and large metropolitan areas in many countries,
currently have access to more than one local tax (OECD, 2009) and this trend is
likely to continue.

At the same time, there is every reason to believe that initiatives to impose
assessment and property tax limits will continue. While these often create fiscal
problems for local governments, one positive effect could be a movement to a
greater reliance on user fees and charges as long as the fee and charge structure
is efficiently and fairly designed. Indeed, this has happened in many places and
seems to be growing.

Summary

For a variety of reasons, a local property tax is a good tax. There is, however, no
uniform property tax base or method of assessment that applies in every country.
In some countries, the tax base is land only. In a few countries, only buildings
constitute the tax base. In most countries, however, both land and buildings are
taxed. The basis for assessment is also wide ranging. In some countries, the value
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of the tax base is determined by market value, or site value. In other countries, the
value is based on building area and property area — this is referred to as unit value.
In a few countries, a mix of these approaches is employed in determining value.

Of these possible tax bases, valued based assessment systems and market
value, more specifically, are deemed to be superior to area based systems in
countries where there are fully operational property or real estate markets. Here,
market values can be determined. Where property or real estate markets are not
fully developed such as in developing and transitional economies or where there
are a number of impediments to their operation, area based assessment is likely
to be superior.

The success of any assessment system depends on a number of critical parts.
A uniform assessment system is needed if one is to establish a tax base that is
fair, transparent and accountable. Uniformity is more likely achieved if a few
practices are followed. First, within a region, state or province, all assessors work
from a standard and uniform assessment manual that is updated frequently to
reflect changing conditions. Second, assessors should be required to pass specific
education and training programmes on assessment practices and procedures.
Third, although the evidence is sketchy, assessors working for centralized
assessment agencies seem to be more successful (because they are more likely to
work at arm’s length) than those working for municipalities in achieving
uniformity in assessment. Fourth, the more frequent the reassessment, the fairer
the assessment system, leading to fewer surprises for taxpayers, fewer complaints
and fewer appeals. Fifth, there should be an effective appeals mechanism in place
to correct for perceived inequities in the assessment system. Finally, wherever
possible, mass appraisal techniques should be used to improve the quality of the
assessment system and to minimize its impact on costs.

The second major component of the property tax system is the tax rate. Here,
it is generally conceded that each level of government (metropolitan and local,
for example) should be responsible for setting its own property tax rate(s).
Variable tax rates should be used when the cost of providing municipal services
varies by property type and location. Variable rates, when compared with a uni-
form rate, are more likely to discourage urban sprawl and to minimize the extent
to which the local property tax is exported to other jurisdictions.

Business properties (commercial and industrial) should not be over-taxed vis-
a-vis residential properties. Limits (by a senior level of government) should not
be imposed on tax rates set by local governments unless they are to prevent
local taxing authorities from imposing unnecessarily high rates on commercial
and industrial properties vis-a-vis residential properties or unless they are to
protect the policy interests of a more senior level of government.

Tax billing and collection is an administrative function that benefits from
economies of scale and should, therefore, be administered on a regional basis.
Other land based taxes should not be used by local government unless they are
designed to fund the costs of capital infrastructure needed to service specific
properties or neighbourhoods, or unless these charges fund higher service levels
or more services for specific properties or neighbourhoods.
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Uncertainty over whether or not the property tax is regressive suggests that
extreme caution should be exercised before specific property tax relief schemes
are introduced. The property tax should be viewed as a tax that funds a bundle
of local government services that provide collective benefits to the local com-
munity. To the extent that it imposes an unfair tax burden on lower income
households, this tax burden should be treated in the same way that every other
income distributional concern should be treated; that is, relief should come in
the form of a comprehensive tax relief scheme administered by the regional or
central government and not a property tax relief scheme directed at specific
property owners and implemented by local governments.

Although politics plays a role in the structure of every tax, the visibility and
general unpopularity of the property tax has made it one of the most politicized
taxes in almost every country where it exists. This has led to the introduction
of exemptions, assessment freezes and property tax limits. All of these serve to
make the property tax less efficient, less transparent, less accountable and more
inequitable than it should be. As for the future of the property tax, it is here to
stay. It will continue to be an important source of revenue for local governments
in most countries over the next few decades.
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Value-Based Approaches
to Property Taxation

Riél Franzsen and William J. McCluskey

Introduction

One of the key policy decisions in respect of the implementation of a property tax
is the one on an appropriate tax base. It is as much a political as a policy decision
because it will ultimately have to be defined in the law. In unitary states (e.g.
Indonesia, Jamaica, Kenya, South Africa, UK) the tax base or bases are generally
determined in a national law, whereas in federal countries (e.g. Canada, USA) it
is determined in terms of state/provincial laws.

In many respects the choice of an appropriate (or less appropriate) tax base is
a function of several criteria including history, culture, politics and administra-
tive expediency (Almy, 2001). As will be discussed in Chapter 3, the choice of
tax base is a critical policy decision which should ideally be based primarily on
the available property-related data.

There are generally three value-based approaches in determining a tax base for
the property tax:

e capital improved value
e capital unimproved value
¢ annual value.
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This is, to some extent, an over-simplification because there are several
examples of jurisdictions and countries that utilize more than one basis at the
same time (Bahl and Linn, 1992; Bird and Slack, 2004; Franzsen and McCluskey,
2005). Typically, you can find residential property taxed on one basis, and
commercial, industrial and agricultural property taxed on a different basis
(McCluskey, 1991).

Apart from the traditional value-based approaches mentioned above, there are
also countries or jurisdictions (within countries) utilizing non-value approaches,
or approaches which can best be described as ‘hybrid’ approaches, to determine
an appropriate property tax base. These non-value approaches, of which the
area-based approach (Bell et al., 2008; Malme and Youngman, 2001; McCluskey
et al., 1998) is the most common, are discussed in some detail in Chapter 13.

This chapter is divided into several sections: a general overview of tax bases,
market valuation approaches as the basis for the property tax, the concept
of market value, traditional valuation methods; and finally some conclusions
are drawn.

Overview of property tax bases

Scope of the property tax base

Only a few countries (e.g. Georgia) or taxing jurisdictions (a number of states in
the USA) include movable (i.e. personal) property, such as aircraft, boats and
yachts, in the base of their annual property tax. The vast majority of countries
or jurisdictions will levy property tax only on immovable (i.e. real) property. In
the remainder of this chapter property tax bases will be discussed with reference
to taxes levied only on immovable property.

Although immovable property in principle provides a broad tax base, the
definition of, for example, ‘property’ or ‘land’ may indeed broaden or narrow the
actual scope of the tax (Bahl, et al., 2010; Bahl, 2009). In South Africa, for
example, ‘property’ and ‘owner’ are broadly defined. There are only a few
exclusions (i.e. property categories not included in the tax base by law) and
exemptions (i.e. property included in the base and in principle taxable, but fully
or partially exempted by applying a zero or lower tax rate). In contrast, Tanzania’s
local government and property tax laws allow for significant exclusions (e.g.
vacant land) and exemptions (all government-owned property), which narrow
the tax base materially.

From 1993, the property tax in Sweden has been levied only on residential
property (Youngman and Malme, 1994) and since 1978 only non-residential
properties were taxed in the Republic of Ireland, although a residential property
tax is to be reintroduced (Commission on Taxation, 2009). In some countries, for
example India and Pakistan (Bahl and Wallace, 2010), owner-occupied properties
are taxed, but at a materially lower rate. The issue of classified rates, also referred
to as differential taxation, is dealt with in Chapter 5.
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Nature of the tax base

The relevant property-tax-related laws in some countries may allow local
authorities to select an appropriate tax base from two or more options (e.g.
Australia, Kenya, Malaysia, Namibia, New Zealand and Swaziland) (Olima,
2005). For example, local authorities in New Zealand are allowed to use capital
improved value, unimproved land value or annual rental value, whereas local
authorities in Namibia may choose among area, capital improved value or site
value, or the value of land and buildings separately.

In many countries the law will define a single property tax base, for example
Brazil, Estonia, Indonesia, Philippines and South Africa (Rosengard, 1998).
However, there are also countries where different tax bases may be utilized with
reference to the use of the property, for example Barbados, Niger, St Lucia,
Trinidad & Tobago and the UK (Franzsen and McCluskey, 2005; McCluskey
et al., 2010). In a few countries different tax bases are used within a single taxing
jurisdiction, on the basis of:

e location: for example, in shires in Western Australia, urban properties are
taxed on the basis of annual rental values and rural properties on the basis of
unimproved land values (Franzsen, 2005)

¢ use: for example in the the UK, residential properties are taxed on the basis of
capital values and non-residential properties on the basis of annual rental
values (Hills and Sutherland, 1991; McCluskey, 1999

¢ whether developed or undeveloped: for example in Cote d’'Ivoire where the
former is taxed on the basis of annual rental value and the latter on the basis
of capital value (Tayoh, 2009)

e category of ownership: for example Niger, where property belonging to
individuals are taxed on the basis of annual rental value, but properties owned
by legal entities on the basis of a capital (book) value (Hassane, 2009)

¢ simply because not all properties are yet reflected in the valuation roll: for exam-
ple, in most cities and towns in Tanzania, properties not on the valuation roll are
taxed on the basis of a calibrated flat tax, which allows for some differentiation
in respect of size, use and location (McCluskey and Franzsen, 2005).

Across developed and developing countries alike, a variety of tax bases are pres-
ently utilized, for example:

¢ simple flat taxes on the basis of ownership (or occupation), without reference
to size or value, e.g. Ireland, Malawi

e simple area- or adjusted-area-based taxes, e.g. Bosnia, Burundi, Democratic
Republic of the Congo, Hungary, India, Israel, Poland, Tajikistan (Szalai and
Tassonyi, 2004; Zorn et al, 2000; Rochlickova, 1999; Peteri and Lados, 1999)

¢ unimproved land value or site value taxes, e.g. Australia, Estonia, Fiji, Jamaica,
Kenya (McCluskey, 2005)

¢ taxes on building value only, e.g. Ghana, Tanzania
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¢ land value and building value taxes (i.e. split-rate taxes), e.g. Grenada, Namibia,
Swaziland (Franzsen and McCluskey, 2005), and some counties in Virginia and
Pennsylvania in the USA (Bowman and Bell, 2004; Bourassa, 2009)

e capital improved value taxes, e.g. Australia, Brazil, Cameroon, Canada,
Colombia, New Zealand, South Africa, USA

¢ Annual value taxes, e.g. Australia, Egypt, France, Ghana, India, Malaysia,
New Zealand, Singapore, Uganda, UK (Rao and Ravindra, 2002).

Selection of tax base

Why a country uses a particular basis for its property tax can often be explained
by its historical origins. Many countries that were former British or French
colonies retained and still maintain an annual rental value system. However,
with the passing of time, property markets in countries generally and in cities
more specifically evolve, often creating potential disjoints between the
current property tax basis as provided for in the law and the current status
of the property market. This may result in a system that is somewhat
dysfunctional (e.g. Freetown, Sierra Leone and Mumbai, India). However, in
some countries the historically inherited system has indeed been adapted or
reformed to align itself more appropriately with the current legal, political
and/or socio-economic conditions applying in the relevant country, state or
city. Recent reforms in a number of cities in India that have replaced their
dilapidated annual value systems with calibrated area-based systems (Rao,
2008) and the rather perverse migration from a market value to an acquisition
value base system in California in 1978 (Youngman and Malme, 1994) can be
cited as examples.

The absence or paucity of reliable transaction evidence and lack of valuation
assessment skills are major issues in many developing countries (McCluskey
and Plimmer, 2007). Despite these realities, some countries have recently
abolished their primarily area-based systems and implemented value-based
property tax, for example Sierra Leone (2004), Rwanda (2011) and Cameroon
(2007). In contrast, annual value taxation was retained as preferred tax base in
recent reforms in Uganda (2005) and Egypt (the new law was passed in 2008, but
will likely only be implemented in 2013) — despite the lack of valuation skills in
these two countries.

In jurisdictions where property markets are relatively efficient, and the
required levels of skill exist to determine credible property values on a signifi-
cant scale on a regular basis, annual value or capital improved value approaches
may indeed present themselves as the preferred options. Not surprisingly,
annual and capital value systems are common in developed countries. Rather
surprisingly, ad valorem systems are also common in developing countries (e.g.
Argentina, Brazil, Colombia, Fiji, Ghana, Indonesia, Malawi, Philippines, South
Africa and Sri Lanka). A number of countries in central and eastern Europe (e.g.
Estonia, Latvia, Lithuania, Moldova, Slovenia) (McCluskey and Beve, 2007;



Value-Based Approaches to Property Taxation 45

Bevc, 2000) and central Asia (Armenia, Kazakhstan) have already adopted, or are
in the process of implementing, a value-based property tax system (McCluskey
and Plimmer, 2007).

Value-based approaches

Annual value systems

As mentioned above, a number of countries with a British (e.g. Australia, Belize,
Guyana, Hong Kong, India, Malaysia, New Zealand, Singapore, St Lucia and
Uganda) or French (e.g. Chad, Cote d’Ivoire, Mauritius, Niger, Senegal and
Tunisia) colonial history utilize an annual value property tax system.

In Cote d’Ivoire, an annual value system is used for developed parcels, whereas
a capital value system is used for undeveloped parcels (Tayoh, 2009). In Uganda,
the 1979 law was replaced with a new law in 2005, retaining the annual value
system. Given that there are fewer than 50 valuers in this country with a
population in excess of 30 million, it is doubtful that the system will be able to
function properly outside the capital city of Kampala (Franzsen, 2010). In Egypt,
the outdated property tax legislation which provides for three taxes, was replaced
in 2008 by a new law providing for one, consolidated tax with annual value as
tax base. It was foreseen that revenue from property tax would increase sevenfold
within the first two years of implementation (Amin, 2010). The new tax has
been met by severe political resistance, resulting in a compulsory value thresh-
old of 1 million Egyptian pounds. As a result it is estimated that less than 5 per
cent of properties in Egypt will actually be liable for the new tax (Amin, 2010).
At the other end of the scale, Singapore and Hong Kong operate modern and
dynamic rental value systems and comprehensive revaluations occur annually.

An annual rental value system relies on arm’s length rental transactions for all
property types. The basis of an ad valorem property tax should be closely aligned
to the operation of the property market. If an active residential rental market that
results in sufficient rental evidence exists, it could support annual rental value
assessments. For example, Hong Kong and Singapore have well-functioning rental
markets for both residential and non-residential property. In Hong Kong, for
example, a reference tenement approach to value is adopted in respect of high-rise
apartments and condominiums. This involves the valuation of the most typical
type of unit in a block; other units are then valued in line with the typical unit,
but subject to some adjustments for location (floor), aspect, size, presence of
elevators and other amenities such as balcony. Retail, office and industrial prop-
erty that are relatively homogeneous, are valued on the basis of standardized
values reflecting the specific street location, shopping centre, age and condition.

In the UK, however, the rental market is only used for purposes of non-
residential properties. Given the high percentage (in excess of 70 per cent) of
owner-occupied properties in the residential market, the council tax is based on
capital values (DoE, 1991; DoETR, 1998).
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Western Australian cities and shires use ‘gross rental value’ (GRV) as its tax
base for urban property (Franzsen, 2005). The Office of the Valuer General of
Western Australia provides the City of Perth with a valuation roll every three
years. Previously the City of Perth categorized properties into seven property
classes. However, with effect from 1 July 2011 (i.e. from the 2011-12 financial
year), only four property classes, namely residential, commercial, office and
vacant, have been determined. The tax rates for 2011-12, based on the GRVs, are
as follows: residential: 3.7 per cent; office: 2.5 per cent; vacant: 5 per cent; and
commercial: 4.6 per cent. Apart from the above differential rates, and irrespective
the value of a taxable property, a minimum rate of ASD 560 applies.

The City of Melbourne, in the State of Victoria, Australia, uses a ‘net annual
value’ (NAV) approach. The City of Melbourne is the only jurisdiction in the
state of Victoria that uses differential tax rates in combination with its NAV tax
base. In 2010-11 the residential tax rate was 4.4 per cent, and for non-residential
property the tax rate was 5.2 per cent. Values for commercial properties are
based on actual rental market evidence, whereas the NAV of a residential prop-
erty in the City of Melbourne is a mandatory 5 per cent of that property’s capital
value. In other words, the valuer must determine the capital value of residential
properties to determine the NAV. A general revaluation is done every two years
(CoM, 2011).

Advantages

Mass appraisal could be used effectively for homogenous condominium and
high-rise apartment type properties. An annual value approach provides a
reasonable proxy for benefits received in respect of people-related services, such
as libraries, clinics, recreational facilities (McCluskey et al., 2010).

Disadvantages

Especially in developing countries there is lack of clarity in the relevant laws on
how vacant land should be accommodated and, where there is rent control,
whether market rent or regulated rent should be used as the base (Bahl and
Wallace, 2010). Determining a notional market rent for owner-occupied property
may also be difficult (Bahl and Wallace, 2010). As Bahl and Wallace (2010) also
points out, an annual value basis does not fit well in a system where other prop-
erty-related taxes (e.g. property transfer taxes and capital gains taxes) are based on
capital values.

Capital value systems

The notion of capital value can be considered from two perspectives, namely
that of ‘improved’ capital value, and that of ‘unimproved’ capital value (Bahl,
1998). In simplest terms the former values both land and buildings or
improvements to land while the latter only values the land ignoring the
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improvements. As mentioned already, the basis of an ad valorem property tax
should be closely aligned to the property market. If an active capital market
exists from which sufficient evidence of market prices can be obtained, it could
support a property tax system based on capital value assessments.

‘Market value’, ‘assessed value’ and ‘cadastral value’ are just some of the
terms encountered in the context of capital value systems. Relatively few juris-
dictions value to 100 per cent of ‘market value’ for purposes of the property tax.

In the context of capital value systems, a number of different tax base options
exist:

¢ ‘unimproved land value’ or ‘site value’ — where only the value of land is used,
in other words improvements are generally ignored for tax purposes

¢ building value only — where land values are ignored and only the value of
building and other improvements are considered for tax purposes

¢ land value and building value as separate taxable objects — where the value
of both land and buildings are determined independently and taxed
independently

e capital improved value — where the total value of the property is determined
(whether improved or vacant).

Each of these options will now be reviewed.

Unimproved land value or site value systems

Systems based on unimproved land values or site values are presently used in a
number of developed countries (e.g. Australia and New Zealand), countries in
transition (e.g. Estonia) and developing countries (e.g. Fiji, Jamaica, Kenya,
Papua New Guinea and Solomon Islands). It is also used in a number of cities in
countries where another system is predominant, for example, Belmopan (Belize),
Mexicali (Mexico) and Harare (Zimbabwe).

A keyissue in the context of land value tax systems is the concept of ‘unimproved
land’. At the turn of the 19th century and early in the 20th century, there were
still large tracts of undeveloped land in countries such as Australia, New Zealand
and South Africa where the use of land value taxation was extensive. The original
concept of unimproved land was based on the physical state of the land as it
existed prior to any human development. Over time the so-called ‘virgin’ or ‘prai-
rie’ state of the land became problematic (McCluskey et al., 2010) as it became
increasingly difficult for valuers to determine the value of property as if in its
original state, given the nature of certain types of improvements (e.g. levelling)
that have been made to properties have effectively merged with these properties
(Franzsen and McCluskey, 2008). In many jurisdictions in countries such as
Australia, New Zealand and South Africa the problem was addressed by inserting
appropriate definitions of ‘unimproved land value’ or ‘site value’ in the relevant
valuation (and taxation) legislation. Strangely, the state of Queensland, Australia,
only addressed this issue as recently as 2010, acting on the recommendations of
the Queensland Statutory Valuation Reform Review (2010).
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The Queensland Land Valuation Act, 2010 now defines ‘site value’, ‘site
improvements’, ‘non-site improvements’ and ‘unimproved value of improved
land’ as follows:

19. What is the site value of improved land
1. If land is improved, its site value is its expected realisation under a bona fide
sale assuming all non-site improvements for the land had not been made.
2. However, the land’s site value is affected by any other relevant provisions
of this chapter.

23. What are site improvements
1. Site improvements, to land, means any of the following done to the land—
a. clearing vegetation on the land;
. picking up and removing stones;
. improving soil fertility or soil structure;
. if the land was contaminated land as defined under the Environmental
Protection Act 1994—works to manage or remedy the contamination;
e. restoring, rehabilitating or improving its surface by filling, grading or
levelling, not being irrigation or conservation works;
f. reclamation by draining or filling, including retaining walls and other
works for the reclamation;
g. underground drainage;
h. any other works done to the land necessary to improve or prepare it for
development.
2. However, a thing done as mentioned in subsection (1)—
a. is a site improvement only to the extent it increases the land’s value; and
b. ceases to be a site improvement if the benefit was exhausted on the
valuation day.
3. Also, excavating the land for any of the following is not a site improvement—
a. footings or foundations;

oo o

b. underground building levels.

Example of an underground building level—

an underground car park

4. In this section—

clearing vegetation on land—

a. means removing, cutting down, ringbarking, pushing over, poisoning or
destroying in any way, including by burning, flooding or draining; but

b. does not include destroying standing vegetation by stock or lopping a tree.

24. What are non-site improvements
1. Non-site improvements, to land, means work done, or material used, on the
land other than a site improvement.
2. The work done or material used is a non-site improvement whether or not
it adds value to the land.

25. Working out the value of site or non-site improvements
1. This section applies if, under this division, it is necessary to work out the
value of site improvements or non-site improvements (the existing improve-
ments) to or on the land to decide its site value or unimproved value.
2. The value of the actual improvements is the lesser of the following—
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a. the added value the existing improvements give to the land on the
valuation day, regardless of their cost;

b. the cost that should have reasonably been involved in effecting on to the
land, on the valuation day, improvements of a nature and efficiency
equivalent to the existing improvements.

3. In this section—added value, of non-site improvements, includes the value
of any commercial hotel licence whose value has been included in the land’s
value.

26. What is the unimproved value of improved land
1. If land is improved, its unimproved value is its expected realisation under a
bona fide sale assuming all site improvements and non-site improvements
on the land had not been made.
2. However, the land’s unimproved value is affected by any other relevant
provisions of this chapter.

As stated by Condon (2011), municipalities in Queensland now use the new
site value methodology to value non-rural land, while still retaining the
unimproved value methodology to value rural land. Given the context of
Queensland, approximately 95 per cent of residential land in Queensland has
not been significantly affected by the change in valuation methodology.
However, for other types of land such as industrial estates that have been heavily
filled, retained or levelled have seen the value of these improvements now
included in the value of the relevant properties. These changes reflect the differ-
ence in value between the land in its natural state (i.e. unimproved value) and
its current state (i.e. site value) (Condon, 2011).

Given that improvements are excluded from the tax base, land value systems
rely extensively on the comparative sales method of valuation. In Jamaica, the fac-
tors important in determining assessed value are the area of the parcel, location,
use, zoning, topography and shape. Sales are analysed to develop so-called ‘stand-
ard enclosure values’ for predetermined enclosures. These values are then applied
to all parcels located within the relevant enclosures. The values are then adjusted
to reflect differences between the individual parcels and the standard enclosure
value. Given the homogeneity of parcels within specific locations, much of the
land sales analysis is still done manually, although the use of automated valuation
processes and geographic information systems (GIS) is increasing. GIS is especially
used to identify parcels and for purposes of valuation quality control.

Despite statutory definitions for ‘unimproved value’ or ‘site value’, land value
taxation present challenges, such as:

(i) Obtaining land-only data
Conceptually many commentators, valuers and taxpayers apparently find it
problematic to ignore the existing improvements on land in determining a
taxable value.

(ii) Few land sales
This is probably the most often levelled criticism against the use of a
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land-value tax system — especially in heavily built-up areas where there
are few if any vacant plots and thus a lack of empirical sales data to use as
evidence of land values (McCluskey and Franzsen, 2004; Franzsen, 2009).
(iii) Excluding buildings reduces equity

Especially in urban areas, the greater proportion of the total value of an
improved property would generally be in the improvements effected to the
land, rather than the land itself. However, this is not necessarily the case.
In jurisdictions where suitable land for development is scarce (e.g. due to
geographic features or zoning) or where other property-specific locational
factors (e.g. river frontage or exceptional views) are evident, the land to
improvement ratio may differ significantly.

For these reasons it can indeed be argued that excluding improvements
reduces the equity of the property tax.

(iv) Loss of transparency

Arguably the majority of taxpayers have an intuitive notion of the value of
their property; in other words they would have a fair sense of what a property
would fetch in the market place. Thus a tax which excludes an important
but undeterminable proportion of the ‘market value’ for purposes of deter-
mining a property’s taxable value is difficult to explain. The result is that
the tax becomes less transparent.

Advantages

Given a few exceptions, the physical attributes of land remain constant, which
makes a land value tax less costly to maintain (Franzsen and McCluskey, 2008)
than one which includes the valuation of buildings and other improvements.
Furthermore, the tax burden should be borne more heavily by landowners,
which makes it more progressive (Bahl, 1998). It may provide a simple solution
in rural areas (Bahl and Wallace, 2010).

Disadvantages

Especially in heavily built-up areas, it may become exceedingly difficult to
determine pure land values — i.e. to determine an acceptable division of value
between the land and building components of a property (Bahl, 1998; McCluskey
and Franzsen, 2004). Furthermore, given a narrow, less buoyant base, higher
nominal tax rates are required, which may be politically problematic (Bahl,
1998; Bahl and Wallace, 2010), as is the exclusion of significant wealth inherent
in buildings. Furthermore, it does not fit in with property transfer taxes based on
total values (Bahl and Wallace, 2010).

Building value only systems

In some countries, for example Ghana and Tanzania, where land cannot be
privately owned and belongs to the state, the property tax is levied only on the
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value of buildings and other improvements. In both Ghana and Tanzania, build-
ings are valued on a depreciated replacement cost basis.

Subsection 96(9) of the Local Government Act, 1993, of Ghana defines the tax
base as follows:

Subject to subsection (11) of this section, the rateable value of premises shall be the
replacement cost of the buildings, structures and other development comprised in
the premises after deducting the amount which it would cost at the time of the
valuation to restore the premises to a condition in which they would be as service-
able as they were new; except that the rateable value shall not be more than fifty
percent of the replacement cost for the premises of an owner occupier and shall not
be less than seventy-five percent if the replacement cost in all other cases.

Subsection 96(11) stipulates that the minister responsible for local govern-
ment may by law prescribe another ‘basis for the assessment of rateable value of
premises’ — for a particular taxing authority or in general.

Advantages

Where land cannot be taxed for political or cultural reasons, buildings provide at
least a viable option. In many cities in developing countries the value of build-
ings as a ratio of total value is considerable and with significant development,
the tax base is relatively buoyant.

Disadvantages

In comparison to the determination of land values, the determination of values
of buildings is much more complex, time-consuming and costly (McCluskey
and Franzsen, 2005).

Split-rating systems - i.e. the separate valuation
and taxation of land and improvements

This form of property tax is known by various names, including ‘split-rate tax’
(in the USA), ‘differential rating’ (South Africa) or ‘composite rating’ (Namibia
and South Africa). Although phased out in South Africa in 2011, this form of
property tax is still predominant in Namibia and Swaziland. In Namibia the
significantly higher tax on unimproved land is used as a policy tool to stimulate
the development of unimproved land.

Section 6 of the Rating Act, 1995, of Swaziland defines the tax base options as
follows:

Method of rating
6. (1) a. Each rate shall be made, levied and assessed on immovable property on
the basis of the valuation of the land and improvements thereon.
b. The rates may be made, levied and assessed on the valuation of the land, the
improvements, a combination thereof or the total valuation of the property.
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Table 2.1 The 2010-11 tax rates for Piggs Peak Town Council, Swaziland

Residential properties — whether privately owned

or government-owned Tax rate
Vacant land 1%
Land which has been developed 0.80%
Improvements 0.50%

Commercial properties — whether privately owned
or government-owned

Vacant land 2.60%
Land which has been developed 1.50%
Improvements 1.50%

Information sourced from Piggs Peak Town Council (http://www.piggspeak.org.sz/thetown/rates/
index.php).

c. If the combination option is used, separate rates may be applied to the land
and improvements components of the valuation.

(2) The local authority shall obtain the approval of the Minister for the rating
method determined under subsection (1) and thereafter, until the local authority
determines otherwise with the approval of the Minister, all rates shall be made,
levied and assessed accordingly.

(our emphasis)

Table 2.1 stipulates the 2010-11 tax rates for the Piggs Peak Town Council in
Swaziland.

Advantages

Including both land and improvements in the tax base, the base is broader and
more buoyant. Politically it should be more acceptable as valuable improvements
are indeed captured and lower nominal tax rates can be applied (Bahl, 1998;
McCluskey et al., 2010).

Disadvantages

A significant disadvantage of a split-rate approach is the costly valuations
required (Bahl and Wallace, 2010; Bourassa, 2009). Credible and defendable
values must be determined for both the land component and the building
component (Franzsen and McCluskey, 2005; Bourassa, 2009).

Capital improved value systems

The majority of countries levy some form of capital improved value system.
However, systems vary rather significantly on how the capital value of taxable
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property must be assessed. In South Africa, municipalities levy property tax on
‘market value’. Latin American countries levy property tax on capital value.

In Botswana (Franzsen, 2003) and the Philippines, land and buildings are val-
ued separately. In Botswana the two separately determined values are then
added and the tax calculated on the aggregate amount. In the Philippines, the
assessment of land is based on market transactions while the assessment of
buildings and other improvements is based on depreciated replacement cost.
This approach is also used in most Latin American countries and is to some
extent a solution to the scarcity of valuers. However, in some cities, for example
in Bogota, Colombia, the assessment process is changing to become more
market-related.

Indonesia uses a simplified system of assessment for both land and buildings.
Land is categorized into land value zones according to use and location, whereas
buildings are classified into 40 different classes. Each class has a prescribed unit
price per square metre. Therefore, individual properties are not separately
valued, but rather assessed according to the prescribed land zone rate per m? and
building class rate per m?.

The principal valuation methods used for determining property tax assess-
ments on all property types include the comparative, income (or expenditure and
receipts) and cost (often depreciated replacement cost) methods — discussed
below. These methods apply equally across the main property tax bases,
whether these are annual rental value, capital value or unimproved value. The
application of the methods has evolved to meet certain local needs and to
reflect how the property market operates. The majority of property tax systems
are based around the concept of market value and attempt to derive objective
estimates of value based on market transaction evidence. However, where this
evidence is scare or unreliable, jurisdictions have had recourse to cost-based
approaches such as those used in metropolitan Manila, Dar es Salaam and
several Latin American cities. The use of construction costs without any direct
comparison to market values can lead to major problems with assessment
levels; for example the average assessment level in Porto Alegre, Brazil was 30
per cent (De Cesare, 2002) and in Buenos Aires, Argentina, it was 35 per cent
(Lafuente, 2009).

As discussed in more detail in Chapter 14, computer-assisted mass appraisal
(CAMA) has become a fundamental tool to assist valuers, particularly during
general revaluations. However, the development of such automated valuation
processes relies extensively on relatively large quantities of transaction data.
Data gathering, maintenance and analysis can be an impediment. Therefore, the
application of such approaches has tended to focus on residential property and,
to a much lesser extent, on commercial properties. The development of mass
appraisal solutions for residential property is essential, given the relatively large
number of those properties in comparison to commercial and industrial
property.

Cities such as Cape Town, Hong Kong and Toledo, Ohio, have been successful
in developing automated valuation systems for their residential properties,
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whereas some cities (Hong Kong, Toronto and Vancouver) have extended these
systems to homogeneous office, retail and industrial properties as well.

The GIS in identifying the value influence of location is becoming imbedded
within a number of jurisdictions. Cities such as Bogota, Cape Town and
Bangalore have been using GIS for property tax purposes. A more widespread
application of GIS in terms of identifying parcels and supporting land titling
projects may prove to be hugely beneficial for extending property tax base cover-
age. The use of GIS in the context of property taxation is discussed in more
detail in Chapter 15. CAMA-based approaches and GIS are not yet widespread in
developing countries, but there is clearly significant interest in developing such
techniques. Within city jurisdictions commercial property typically tends to
represent the most valuable taxable property and could potentially generate sig-
nificant tax revenue. Given the uniqueness of some of these properties, and
their high values, the valuation approaches normally adopted to determine val-
ues for these properties tend to be resource intensive.

Self declaration, in terms of returns giving information on the owner’s prop-
erty, is widely used as a means of updating the property inventory (Franzsen and
McCluskey, 2008). This is the case in Hong Kong, Hungary, Malaysia, Philippines
and many countries in Francophone Africa (e.g. Cote d'Ivoire, Rwanda and
Niger). Indian cities, such as Ahmedabad, Bangalore, Chennai and Delhi, also
use self declaration (even though it is referred to as self assessment (Rao, 2008)).
Self declaration of transactions is also used in Manila, Philippines. True self
assessment, however, is uncommon. Bogota, in Colombia, has successfully used
self assessment since 1993.

Advantages

A capital improved value approach fits well other property-related taxes such as
property transfer and capital gains taxes (Bahl and Wallace, 2010). It provides a
buoyant base and a good proxy for benefits received in terms of infrastructure
(McCluskey et al., 2010).

Disadvantages

The major disadvantages of a capital value approach are its dependence on accu-
rate data which may be lacking in many countries (Bahl and Wallace, 2010) and
the cost of implementation and maintenance of a system that requires relatively
high levels of scarce skills (Franzsen and McCluskey, 2008).

Concept of market value

In terms of the concept of value, ‘value is in the eye of the beholder’. In this
regard, a seller often ascribes more value to the property offered for sale than a
buyer would ascribe to it. In essence, therefore, value is a relative concept.
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Thus the ‘art and science’ of valuation has seen a constant debate between
what something is worth and what the market considers it to be worth. The
concept of value, its definition and meaning, could be the basis for a book in
its own right. In fact, to illustrate the point the following are just some of the
early papers that have been written on the subject: Ross, 1970; Ratcliff, 1972;
Wendt, 1974; Featherston, 1975; Smith, 1977; Marshall, 1978; Colwell, 1979;
Albritton, 1980; Howcroft, 1980; Burton, 1982; Grissom, 1985; Horsley, 1992;
Rothwell, 1994.

The value of a property is normally determined on the basis of market value
or current use value. The interpretation of these two ‘values’ and their impact
on the value of a property can have important consequences. Simply put, ‘market
value’ must assume that all uses should be reflected in the value under the
application of highest and best use, whereas, current use value represents that
value in accordance with the current use of the property.

Assessors place a ‘value’ on property for the purposes of appraisal. The lexicon
of value goes by many different names: ‘full value’, ‘true value’, ‘market value’,
‘appraisal value’, ‘just value’, ‘fair cash value’, ‘actual value’, ‘fair and reasonable
market value’, ‘full and fair value’. Many of these terms often relate to valua-
tions for specific purposes, but the generic term of market value would appear
to be the term that is most readily understood.

The concept of valuation is centred around the processes used to estimate,
measure or predict a defined ‘value’. Normally, this defined value is market
value which for property tax purposes is generally defined by legislation.
There has been considerable debate as to what is, or should be, the most
appropriate wording for the definition of market value. Formal economic the-
ory has given us a generally accepted generic definition of the term (Grissom,
1985; Shlaes, 1984):

Market value is the highest price in terms of money which a property will bring in
a competitive and open market under all conditions requisite to a fair sale, the
buyer and seller each acting prudently and knowledgeably, and assuming the price
is not affected by undue stimulus.

When land is assessed as an economic commodity, the basic laws of supply
and demand dictate its monetary value. It is also clear that the concept of mon-
etary value depends on market transactions taking place within a ‘market’ in
which goods and services trade between buyers and sellers. In essence, the trad-
ing price is the price established in a competitive market at the intersection of
supply and demand, that is the equilibrium or market clearing price. Implied in
this definition are a number of assumptions including: a market exists at all
times; persons entering the market do so voluntarily; all persons in the market
are fully informed as to market conditions; market bids are based on estimates
of the future use of the property. Equally, this state of market perfection does
not always apply within the real estate market, which is often described as being
one of the more imperfect of investment markets.
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The concept of market value is somewhat hypothetical, in that it is derived
from the market prices of other comparable properties. This does not necessarily
mean that market value equals or is market price. However, if the sale price is
consistent with the market criteria and other elements of comparison then the
price can equal the market value. It is largely the inherent imperfections in the
property market that create differences between market price and market value.
Hence, market value is contingent on the specifics of a particular property in a
particular location.

Sometimes value and price are the same, most particularly when there is no
compulsion to buy or sell. Under other circumstances, there might be a wide
difference between the market value of a property and the actual sale price. The
appraiser must be careful to consider normal buyers’ and sellers’ attitudes for
the type of property being appraised. The appraiser is estimating actual market
value as opposed to theoretical value. The immobility of real estate makes it
unique, and from a theoretical position no two parcels are exactly alike. The
circumstances of one buyer and one seller may affect the sale price of a specific
property, whereas the actions of many buyers and sellers of similar type
properties determine the going rate for the sale or exchange of property on the
open market.

It is important to distinguish between ‘market value’ and ‘price’. A price
obtained for a specific property under a specific transaction may or may not repre-
sent that property’s market value: special considerations may have been present,
such as a family relationship between the buyer and seller, or else the transaction
may have been part of a larger set of transactions in which the parties had engaged.
It is the task of the real estate appraiser/property valuer to judge whether a certain
price obtained under a certain transaction is indicative of market value.

Valuations and prices do not have to equate, but it is important to accept that
on average buyers and sellers should be using the same subset of information so
that no significant bias results between values and prices. To consider this
further, if we have an equilibrium market, where the supply and demand for
property are in balance, then on average you would expect to see open market
values equating to prices. But the reality is that the property market is not in
equilibrium because of location scarcity. Prices will vary between potential
buyers which reflect their relative strengths and particular interests (Brown and
Matysiak, 2000).

It is a question of fact as to the current use of a property: it is either residen-
tial, industrial or recreational, and it has one value in terms of that current use.
This is in many respects the value to the owner/occupier on the basis of the
actual use being made of the property.

Examples of statutory definitions of ‘value’ for property tax

There are several examples of definitions of value in the legislation of various
countries that demonstrate those key elements that the value must consider
when determining ‘value’.
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‘Capital improved value means the sum which land, if it were held for an estate in
fee simple unencumbered by any lease, mortgage or other charge, might be expected
to realize at the time of valuation if offered for sale on any reasonable terms and
conditions which a genuine seller might in ordinary circumstances be expected to
require.’

(Valuation for Land Act 1960, New South Wales, Australia)

‘Capital value of land means the sum that the owner’s estate or interest in the land,
if unencumbered by any mortgage or other charge, might be expected to realize at
the time of valuation if offered for sale on such reasonable terms and conditions as
a bone fide seller might be expected to require.’

(Rating Valuations Act, 1998, New Zealand)

‘Market value of a property is the amount the property would have realized if sold
on the date of valuation in the open market by a willing seller to a willing buyer.’
(Local Government: Municipal Property Rates Act, 2004, South Africa)

In their standard on property tax policy, the International Association of
Assessing Officers (2010), argues that to maximize fairness and understandability
in an ad valorem property tax system, assessments should be based on the
‘current market value’ of property. They argue for this on the basis that only a
system requiring current market value can capture value shifts across geographic
areas and inherently account for the distribution of property-related wealth.

Highest and best use

There is little argument that the determination of highest and best use represents
the basis on which market value should be calculated. Highest and best use is
essentially an appraisal and zoning concept that evaluates all the possible,
permissible and profitable uses of a property to determine the use that will
provide the owner with the highest net return on investment in the property,
consistent with existing neighbouring land uses (Eckert, 1990).

As a general definition ‘highest and best use’ constitutes (Appraisal Institute,
2010):

The reasonably probable and legal use of vacant land or an improved property,
which is physically possible, appropriately supported, financially feasible, and that
results in the highest value.

The valuation principle of highest and best use is based on the economic prin-
ciple that investors and owners will generally seek the greatest return for capital
invested in real estate. This means that they will choose the type and level of
use that provides the greatest financial return for land. While this principle may
seem simply common sense, highest and best use theory helps explain why
some car-parking lots are still parking lots and others are being transformed into
high-rise residential developments.
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The highest and best use is the use that will render the maximum market
value of a particular property. That use must be legally allowable, physically
possible, have demand in the marketplace, and result in the maximum value for
the property. For example, ‘House X’ in an area zoned for residential use may
have a highest and best use as vacant and a highest and best use as improved that
are both the same, i.e. a single-family residence. A similar ‘House Y’ in an area
zoned for commercial use may have a highest and best use as vacant as a com-
mercial lot and highest and best use as improved as a residence. If the value of
the commercial lot as vacant in respect of ‘House Y’ exceeds the value of that
same house as a residence as improved plus demolition costs, the overall highest
and best use of this property would be the ‘as vacant value’ of a commercial lot.

Current or existing use value

The alternative to using market value is to apply a value based on the current use
of the property. This has the advantage of being much more objective and based
on the pertinent fact of what the property is actually being used for at the valua-
tion date. Current use would eliminate the potential intensification component
from highest and best use. It is argued that current use is proactively environ-
mentally friendly, recognizing the importance of conservation and sustainable
land use. Current use is congruent with the approach that land should not be
exploited beyond its sustainable capacity. It has the advantage that it is based on
what the valuer/appraiser can see and is therefore more objective.

If we accept that most, or the majority, of property owners and investors wish
to maximize their asset value, it is reasonable to expect that most properties
will be used at highest and best use, that is the current use value will equal mar-
ket value (based on highest and best use). However, there will be a few instances
when the current use value and market value will deviate, due largely to the
potential effect of planning and zoning possibilities.

Some countries and jurisdictions tend to use current use either as the basis for
all property tax assessments or as the basis for giving preferential treatment for
certain classes of property, such as agricultural land (USA), or land/buildings
used for exempt or recreational purposes. In the UK, for example, rating assess-
ments for commercial property are based on rental values, which are themselves
based on the current use of the property. This particular approach takes the view
that it is not proper to tax the occupier using the property for one use at a value
higher given by a different use.

In some cases there may be a difference between the highest and best use and
the current use caused by the imposition of statutory constraints or other zon-
ing or preservation requirements. Often, in historic parts of towns and cities,
buildings of architectural or historic interest have limited uses other than their
existing use, but the site may well have a high value due to the location of the
property. For example, churches and graveyards often occupy prominent and
high value sites, but to value them at market value cannot necessarily be
justified.
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Property tax legislation can often make provision for certain classes of
property where there is a clear difference between the current use value and the
market value. These preferential valuations tend to apply predominantly to
residential or agricultural properties. In Jamaica, statutory relief is granted in
cases where the valuation takes into account a potential use of the land which
is higher than its existing use, for example a dwelling located in a growing and
expanding commercial area; agricultural land where possibly the potential for
subdivision or alternative uses has been reflected; land occupied by approved
organizations, such as sports clubs, where again the value of the land is enhanced
due to its location and potential for development. In the USA all states use cur-
rent use values for agricultural land (Youngman, 2005).

Traditional valuation methods

In general, the ultimate goal of an appraisal, whether for property tax or other
purposes, is to provide an accurate estimate of the market value of the rele-
vant real estate asset. The valuation process involves the combination of
sound judgment, albeit often subjective, in conjunction with appropriate val-
uation methodologies to arrive at an accurate estimation of a property’s value.
However, an appraisal is at best an opinion of value, or an estimate that may
or may not be ‘accurate’ given that it is very dependent on the availability
of relevant data as well as the basic competence, integrity and judgment of
the valuer.

Three approaches to market value

Traditionally there are three valuation methods for determining the market
value of a property: the sales comparison approach, the cost approach and the
income approach (Eckert, 1990). The appraiser will determine which of the
methods is appropriate to the subject property under investigation. Properties
that are typically purchased by investors (e.g. multi-storey buildings) will
normally be valued using the income approach, while small retail or office prop-
erties will tend to be valued using the sales comparison approach. Single family
residences and condominiums are most commonly valued with greatest weight-
ing to the comparable sales approach. Properties that are rarely traded in the
market, such as highly specialized industrial property, public utilities and
network infrastructure are generally valued using the cost approach.

Sales comparison approach

As its name suggests, the comparable sales approach involves comparing the
subject property against other similar properties that have recently sold. The
economic principle underpinning this method is that of substitution which
states that a prudent purchaser will not pay more to buy or rent a property than
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it will cost them to buy or rent a comparable substitute property (Jenkins, 2000).
This approach lends itself well to the valuation of land, single family residences,
condominiums and other types of property which exhibit a high degree of
similarity, and for which a ready sales market exists.

The sales comparison approach looks at the price, or price per unit area, of
similar properties being sold in the marketplace. Simply put, the sales of
properties similar to the subject are analysed, and the sale prices adjusted to
account for differences in the comparables to the subject to determine the fair
market value of the subject. This approach is generally considered the most
reliable, if good comparable sales exist.

The mechanics of the market comparison approach involve the use of
relevant sales and market data in order to compare the property being appraised
with other similar properties which have recently been sold. The sources used
for determining value include actual sales prices, offers and rents and an
analysis of economic factors affecting marketability. Because no two properties
are ever identical, standard methods must be applied to gather data concerning
comparable properties which are as similar to the subject as possible in regard
to the following attributes: location; size (number of bedrooms and baths); age;
property type; financing terms and general price range; and date of sale.
Generally speaking the more good comparable data used, the more accurate
the estimate of value. The approach is based on the assumption that property
is worth what it will sell for in the absence of undue stress and if reasonable
time is given to find a buyer. It is important that the appraiser investigate the
sales to ensure that the sales are genuine open market transactions to ensure
that there are no extenuating circumstances that may have affected the selling
price. This is particularly important in those cases where there are few
comparisons available.

To ensure proper comparisons between similar properties will ideally require
an actual inspection. Inspections should determine, among other things, the
condition of improvements at time of sale, the number and type of rooms, the
plot size, aspect and topography and the sale price (if the sale was an arm’s
length or open market transaction). The known prices of the comparables are
adjusted by adding or subtracting the amount which a given attribute or feature
contributes to, or detracts from, the price of the comparable. For example, nega-
tive (downward) adjustments should be imposed to reflect those differences in
terms of state of repair, date of sale, poor design. Conversely, positive adjust-
ments should be made for the good design, special views and other features such
as quality of materials, access and landscaping.

Some advantages of using the sales comparison approach include the
following:

¢ Tt is the most easily understood method of valuation and the most widely used
in practice.

e It is particularly applicable for appraisal purposes involving the sale of
residential property, some types of commercial property and agricultural land.
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Some disadvantages of the sales comparison approach include:

¢ finding sufficient similar properties which have recently sold

¢ adjusting attributes to make them comparable to the subject property —
basically, the greater the amount of adjustment or number of adjustments, the
less reliable the comparable can become

¢ the fact the older sales tend to become less reliable in a changing and volatile
market

e difficulties in confirming transaction details to ensure that the sale is at arm’s
length

¢ rapidly changing economic conditions, periods of high inflation and high loan
costs that can create an environment which makes subjective valuations
difficult.

Cost approach

The cost approach establishes value based on the cost of producing or replacing
an asset. The principle behind the technique is that the fair value of an asset
should not exceed the cost of obtaining a substitute asset of comparable features
and functionality. In other words, replacement cost is the greatest amount that
a buyer would pay for a specific asset. The cost approach is sometimes called the
summation approach and is largely based on the theory that the value of a
property can be estimated by summing the land value and the depreciated value
of any improvements made onto the land. It is the land value, plus the cost of
reconstructing any improvements, less the depreciation on those improve-
ments. The value of the improvements is sometimes abbreviated to RCNLD, an
acronym for ‘reproduction cost new less depreciation’, or ‘replacement cost new
less deprecation’. There are two ways in which the valuer can assess cost.
Reproduction cost is the cost of replicating the exact same improvements using
the same or very similar materials based on today’s costs. This is a replica in
actual design and materials. In this method, the cost-as-new estimate is made as
if looking at plans of an exact duplicate of the subject building. One of the main
advantages of this approach is the greater accuracy of duplicating the building in
actual design and materials. The main disadvantage is that advances in
construction methods, materials and design make cost estimates of obsolete
building construction very difficult as materials being no longer readily available
creates difficulties in supply.

Replacement cost is the cost — at today’s prices and using today’s methods of
construction — for an improvement having the same or equivalent usefulness as
the subject property. The advantage of replacement cost new is the ready
availability of accurate current costs, and a better understanding of modern
building methods, design and materials. A major disadvantage relates to
decisions made on the choice of current replacement materials and design for
older construction. In practice, the replacement cost new tends to be the most
frequently used cost approach base. Replacement cost is a more practical and
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relevant method of estimating cost as it eliminates non-essential or obsolete
construction practices or materials. It also takes advantage of advancements in
construction technology and processes.

Reproduction therefore refers to reproducing an exact replica, whereas
replacement cost refers to the cost of building a house or other improvement
which has the same utility, but using modern design, workmanship and
materials. In most instances, when the cost approach is involved, the overall
methodology used is a hybrid of the cost and market data approaches. For
instance, while the cost to construct a building can be determined by adding the
labour and materials costs together, land values and depreciation must be
derived from an analysis of the market data. This approach is typically most
reliable when used on newer structures, but the method tends to become less
reliable as properties grow older.

As the cost approach has non-market-based components (costs), the approach
may not be a good indicator of market value, even when new. This is most
noticeable in respect of properties where the market demand is limited, such as
hospitals and universities. The cost to produce the asset is not indicative of its
market value, even when new. The accurate determination of obsolescence and
depreciation (as the property ages) tends to be the most difficult aspect associated
with the application of the cost approach.

Furthermore, there are situations where the subject property being valued is
old and dated, or highly specialized or unique, where the cost method requires a
significant degree of skill and judgment to account for the sometimes high levels
of depreciation that may have to be applied. In this regard the possibility of error
increases significantly as the age and specialization of the property increases. Of
major importance to the accuracy of the cost approach is the availability of com-
parable land sales data to support the value of the land component of the relevant
property. Therefore, many of the same limitations as discussed with reference to
the comparable sales approach would also be relevant.

Income capitalization approach

The income capitalization approach, often simply called the income approach,
is mostly used to value commercial and investment properties. This approach
capitalizes an income stream into a present value. This can be done using
revenue multipliers or single-year capitalization rates of the net operating
income (NOI). The NOI is the gross potential income (GPI), less vacancy (=
effective gross income), less operating expenses (but excluding debt service or
depreciation charges applied by accountants).

Alternatively, multiple years of net operating income can be valued by a
discounted cash flow analysis (DCF) model. The DCF model is widely used to
value larger and more expensive income-producing properties, such as office
buildings, hotels and retail malls. The DCF model measures market value by
reference to a property’s expected future cash flows generated from business
operations. This typically involves a projection of income and expenses, the
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assignment of an end or terminal value at the end of the projection period and
the determination of an appropriate discount rate that reflects the risk of
associated with the cash flow projections. Typically a five- to ten-year projection
period of cash flows is required, plus an estimated terminal value (which
represents the value of the business enterprise beyond the projected period).
This is then discounted to present value through the application of an appropri-
ate discount rate that reflects the weighted average cost of capital for the
business enterprise. The present value of the cash flows plus the terminal value
represents the market value of the property.

However, the income approach has certain disadvantages. It is difficult to
apply, as it requires a full financial model that forecasts future cash flows of the
subject business. This generally is not a particularly easy task, as it requires the
analysis of historic cash flows, the economic environment, and all other factors
that are likely to have an impact on the cash flow of the subject property. A
second disadvantage of the income approach is that during times of economic
disasters, such as those that would affect tourist travel and hence hotel occu-
pancy and hotel values, it becomes more difficult to estimate future cash flows.

Conclusions

An essential element of an ad valorem property tax is an active, formal and
transparent property market. Transactions, whether these are rentals or sales,
provide fundamental data for the purposes of determining assessments and
providing evidence for defending assessed values before tribunals and courts.
The availability of this type of data is an issue not only for developing countries
and countries in transition, but even in some of the developed industrialized
countries too.

The property market is the vehicle through which arm’s length transactions
are negotiated. What are transacted are interests in land — whether these are
freehold interests, leases or licences. Once private rights are recognized and
protected under the law, this security of tenure provides a key component for an
effective land market. Part of this process involves the legal environment to
ensure the proper legal recording of transfers, rentals, sales and so on. As a
technical matter, private property requires a suitable legal, judicial and admin-
istrative apparatus. Objects of ownership must be established and recorded.
Transfers of ownership must likewise be recorded. Such recording is necessary
to help resolve disputes over ownership that may arise.

One of the benefits of a transparent and efficient land market is access to more
reliable information about real property prices (Dale et al., 2007). However, even
with mature and efficient markets there are other factors which can affect the
quality and indeed the reliability of the transactions that occur, for example high
transfer taxes. Therefore, value based property taxes require, almost as a prerequi-
site, an active, transparent, secure, reliable market within which property interests
can be traded and financed through the banking sector (Adair et al., 2004).
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A major issue in many countries with an ad valorem property tax is that
valuation roll maintenance is neglected and not done in a comprehensive
manner (Dornfest, 2010). Despite what the law may dictate, in many instances
general revaluations are only undertaken infrequently (Franzsen, 2010). This is
an issue in, for example, Brazil, Ghana, Malaysia and Uganda. In most instances
the paucity of valuers and appropriate valuation skills are to blame, but in some
cases political interference also plays a major role (e.g. Kenya and Malaysia).

In the end, the property tax must be capable of efficient and cost-effective
administration. If it is based on annual or capital values, those values need to be
based on openly negotiated market evidence. In addition, as property markets
move in cycles, and properties change over time (e.g. through development,
rezoning, amalgamation and subdivision), it is important that the administra-
tion is sufficiently equipped to undertake supplementary valuations to account
for specific changes to individual properties and especially regular revaluations
of the whole property tax base. Capital improved value approaches tend to have
greater value volatility than annual value approaches. Therefore, there is a
greater need for more frequent revaluations in respect of capital-based systems.

A key question in the context of some developing countries, where property
markets are sometimes less than optimal or rather informal and where assess-
ment skills may be lacking, is whether a value-based system is necessarily the
best option. An outdated and/or incomplete system relying on discrete values
may indeed be more inequitable than a pragmatic, crude alternative based on
simple or adjusted areas, or on value bands. These alternative approaches are
discussed in Chapter 13.
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The Politics of the Property Tax
Enid Slack

Introduction

The property tax is an important tax for local governments in many countries
around the world but it is rarely a politically popular tax. It has been criticized
for being unfair because it is unrelated to ability to pay or to benefits received,
unsuitable because it supports services that are unrelated to property and inad-
equate because it does not provide sufficient municipal revenues to meet
expenditure needs. It has also been criticized for its effects on housing, land use
and urban development. Notwithstanding these criticisms, the property tax can
provide a significant source of revenue for local governments and is essential to
local autonomy. The formulation of property tax policy thus has important con-
sequences for the overall workings of municipal government.

Economics dictates that property taxes should be designed to meet a number
of public finance principles such as equity and efficiency. The reality of how
property taxes are implemented around the world, however, is often much dif-
ferent from what those principles would suggest. As one author notes, ‘tax
policy is the product of political decision making, with economic analysis
playing only a minor supporting role’ (Holcombe, 1998). Although the author is
not referring specifically to the property tax, his comments apply as much or
more to the property tax as to other taxes. Political pressure to maintain the tax
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burden at its current level or to develop policies that favour one group of
taxpayers over another often overrides economics principles.

This chapter describes some of the property tax policy choices that are made
where decisions have been based more on politics than on economic analysis.
The first section sets out the unique features of the property tax that have an
impact on the politics of the property tax. The second section sets out the
economic principles for designing a property tax. The third illustrates the diver-
gence between economics and politics using examples of various aspects of the
structure of the property tax (such as the determination of the tax base and the
setting of tax rates). The fourth section focuses on property tax revolts and
the resulting limitations on property tax increases and other property tax relief
measures. The fifth section discusses the politics of property tax reform. The
sixth section contrasts the role of the property tax in achieving local autonomy
with the reality of central control in many countries. The concluding section
emphasizes the need to design property tax policies properly from an economics
perspective while, at the same time, taking into account the need to be politi-
cally acceptable.

Unique characteristics of the property tax

There are several characteristics of the property tax that differentiate it from
other taxes. These characteristics all have an impact on how the tax is imple-
mented and explain, in part, why the politics and economics of the tax differ.

The property tax is a visible tax

The property tax is a very visible tax. Unlike the income tax, the property tax is
not withheld at source. Unlike the sales tax, it is not paid in small amounts with
each daily purchase. Instead, the property tax generally has to be paid directly by
taxpayers in periodic lump sums (except in cases where the mortgage institution
includes property taxes in monthly mortgage payments). This means that tax-
payers often tend to be more aware of the property taxes they pay than they are
of other taxes, and generally they will oppose tax increases. Moreover, the prop-
erty tax finances services which are also very visible, such as roads, garbage
collection and neighbourhood parks. Studies show that residents are more
willing to pay for local services when they rate their government and service
provision highly (Simonsen and Robbins, 2003).

Visibility is clearly desirable from a decision making perspective because it
makes taxpayers aware of the costs of local public services. This awareness
enhances accountability, which is obviously a good thing from both an economic
(hard budget constraint) and political (democratic) perspective. It does not,
however, make the property tax very popular. Visibility makes property taxes
difficult to sell politically and even more difficult to increase or reform relative to
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other taxes. Indeed, the property tax is often regarded as the ‘most hated’ tax
(Brunori, 2003). As will be shown, visibility and opposition to the property tax in
general have important consequences for the formulation of tax policy.

The property tax is inelastic

The base of the property tax is relatively inelastic, meaning that it does not
increase automatically over time. In the case of property taxes based on market
value assessment, property values generally respond more slowly to annual
changes in economic activity than do incomes. This inelasticity is exacerbated
in many jurisdictions around the world because few of them update property
values for taxation purposes on an annual basis. For property taxes based on the
area of the property (the base used in many transition economies), the tax
responds even more slowly to annual changes in income.

Inelasticity means that, in order to maintain property tax revenues in real
terms (let alone to raise property tax revenues), it is necessary to increase the
rate of the tax. As with visibility, inelasticity leads to greater accountability
because taxing authorities have to increase the tax rate to increase tax revenues
but it also leads, from a political perspective, to greater taxpayer resistance.

There is inherent arbitrariness in the determination
of the tax base

Taxpayers also dislike the property tax because of the way in which it is admin-
istered, particularly when market value assessment is used as the base of the
tax. Other taxes (such as income and sales taxes) are based on flows — income or
sales. Although the tax base may sometimes be the source of argument between
the taxpayer and the tax authority, there is, in principle, a measurable economic
activity on the basis of which the tax is levied (Bird and Slack, 2004). Property
taxes, on the other hand, are generally based on stocks — asset values. Unless the
asset subject to tax is sold (in an arm’s length transaction by a willing buyer to
a willing seller) in the tax period, someone has to determine the value that
serves as the basis on which to assess the tax.

Valuation is inherently and inevitably an arguable matter (Bird et al., 2012). If
there is a ‘self assessment’ system (as in Bogota, Colombia, for example), owners
are likely to under-value their property; if there is an ‘official’ (cadastral) assess-
ment system, owners are likely to feel that their property is (at least relative to
their neighbour’s property) over-valued (Bird and Slack, 2004). In the end, some-
one has to determine the tax base for the property tax, in a way that is not true
for any other significant tax. It is not surprising that the results are often per-
ceived to be unfair and arbitrary. Taxpayers’ perceptions around the fairness of
the tax (and how it is implemented) have an impact on the extent to which local
governments can raise the tax.
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Property is immovable

The property tax is generally regarded as a good tax for local governments
because property is immovable — it is unable to shift location in response to the
tax, and it cannot be hidden. Thus, it is difficult to evade the tax. Although a
change in property tax may be capitalized into property values in a particular
community, and in the long run tax differentials may affect where people locate,
these effects are of a smaller magnitude than those that would occur with
income and sales taxes at the local level. This characteristic of the property tax
makes it somewhat easier to levy and collect than other taxes.

Property taxes are related to benefits received
from local government services

Property taxes are also well suited to local governments because of the connec-
tion between many of the services typically funded at the local level and the
benefit to property values (Bird and Slack, 2004). Residential property taxes, in
particular, are appropriate to fund local government expenditures because they
are borne by local residents who use local services. To the extent that this is the
case, local property finance of local services will promote efficient public deci-
sions since taxpayers will support those measures for which the benefits exceed
the taxes (Fischel, 2001). Both the benefits derived from local services (for exam-
ple, roads, transit, schools) and the taxes used to finance these services are
capitalized into property values. Since taxpayers are willing to pay more for bet-
ter services and lower tax rates, either will translate into higher property values.
Of course, this analysis is based on a number of assumptions such as that local
governments do what voters want them to do and voters are free to move to
other jurisdictions if they do not like the combination of services and tax rates.
Moreover, others see the property tax as a tax on capital (see Zodrow, 2001, for
the tax on capital approach).

Concluding comments on unique characteristics

Notwithstanding the strong case to be made for property taxes to finance local
government services, the property tax only generates a significant portion of
local government revenues in a few countries, mainly those in the OECD (Slack,
2010a). In most developing and transition countries, on the other hand, the prop-
erty tax provides only a small, though not insignificant, share of the revenue
available for local governments. Property tax revenues are low in these coun-
tries, in part because of the way the tax is administered: the coverage of the tax
is not comprehensive, assessments are low, tax rates are low and collection rates
are also often low. Property tax revenues are also low in many countries because
it is politically difficult to increase tax rates on a visible tax.
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Principles for designing the property tax

In designing a property tax (or any tax), economists set out a series of principles
that should be applied:

¢ Equity based on benefits received: Where beneficiaries are identifiable and where
the service is not primarily redistributive in nature, beneficiaries should pay for
the service. Matching taxes to beneficiaries in this way can also reduce political
opposition to the tax if people feel that they are getting something for their taxes.

¢ Equity based on ability to pay: Where beneficiaries are not identifiable or where
the purpose of the programme is redistributive, the ability-to-pay principle can
be applied. According to this principle, taxes are fair if their burden is distrib-
uted in accordance with some measure of the taxpayer’s ability to pay taxes.

o Efficiency: Taxes represent a cost to taxpayers who respond to the tax by alter-
ing decisions such as where to live or work, how much to invest on
improvements to their home, where to locate a business and other decisions.
Efficiency dictates that these costs should be minimized.

e Accountability: Taxes should be designed in ways that are clear to taxpayers so
that policymakers are accountable to taxpayers for the cost of government.

e Stability and predictability: Revenues should be stable and predictable over time.

¢ Easy to administer: The time and resources devoted to administering the tax
should be minimized.

These principles, in many cases, overlap. For example, it is necessary to know
how taxpayers respond to a tax (efficiency) to determine who bears the burden
of the tax, and if it is fair (equity). Principles can also conflict. For example, a tax
that is considered to be fair (equity) may require administrative procedures that
make it too costly to administer. The remainder of this chapter provides exam-
ples of how these principles are applied (or not applied) to the property tax in the
context of the political realities facing decision makers.

Characteristics of the property tax

The property tax is calculated by multiplying a tax rate (or series of tax rates) by
the tax base. The following describes some of the choices that are made with
respect to the tax base and tax rates and compares them with what economic
principles would dictate.

Tax base

For a tax to be efficient and equitable, it is important that the tax base be as
comprehensive as possible. In the case of the property tax, this means that the
base should not exclude any properties, because exemptions narrow the tax base
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and thereby increase the taxes on the remaining taxpayers. It is inequitable
when some property owners receive benefits from municipal services but do not
have to pay for them, while others do have to pay for them. Differential costs
also have implications for economic competition among businesses and between
businesses and government. Finally, the proportion of tax-exempt properties
tends to vary by municipality, thereby creating disproportionate tax burdens
across communities.

In every country, however, some properties are exempt from property taxa-
tion. Many exemptions are mandatory under central government legislation;
others are at local discretion. Exemptions may be based on ownership (such as
government-owned property), on the use of the property (such as properties used
for charitable purposes) or on the basis of the characteristics of the owner or
occupier (such as age or disability).

Although there is great diversity in the use of exemptions, there are some
properties that are exempt in most jurisdictions. For example, property owned
and occupied by governments is generally exempt from property taxes (in some
cases, payments in lieu of taxes are made). Other property types that are often
exempt include colleges and universities, churches and cemeteries, public hos-
pitals, charitable institutions, public roads, parks, schools, libraries, foreign
embassies and property owned by international organizations.

Where there is the possibility that some properties will be exempt from prop-
erty taxation, efforts will be expended on the part of taxpayers to try to change
the provisions to exempt specific properties. Efforts will also be expended by
those who oppose the exemption to try to maintain the status quo. Although the
principles of equity and efficiency require a comprehensive property tax base,
the political reality is that exemptions are likely to exist, at least for some types
of properties because property taxpayers have an incentive to lobby to be
excluded from paying the tax.

Tax rates

In many countries, local governments may, can and do levy a series of property tax
rates that vary by property class (residential, commercial and industrial, for exam-
ple). This system gives local governments the power to manage the distribution of
the tax burden across various property classes within their jurisdiction, in addi-
tion to determining the size of the overall tax burden on taxpayers.

Variable tax rates can be justified in terms of equity and efficiency. On the
basis of equity with respect to benefits received, it can be argued that the benefits
from local public services are different for different property classes. Higher tax
rates should be charged on those types of properties that use more services. As
will be noted below, for example, residential properties tend to use more services
than non-residential properties. On efficiency grounds, it has been argued that
property taxes should be heavier on those components of the tax base that are
least elastic in supply. Since business capital tends to be more mobile than
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residential capital, for example, efficiency arguments lead to the conclusion that
business property should be taxed more lightly than residential property.

Notwithstanding the economic case for higher taxation of residential
properties than non-residential properties, the reality of tax differentials is quite
different. In almost every country, single-family owner-occupied residences are
favoured (as are farm properties) over non-residential properties. These cases are
discussed further below.

Property tax rates can also vary according to the services received. For
example, in some jurisdictions, there is a general tax rate across the city and
a special area rate or additional surcharge in those parts of the city that receive
services only provided to them, for example garbage collection, street light-
ing, transit and so forth. Special area rates, which are earmarked for services
in those locations, approximate to a benefit charge. Variable tax rates can also
be used to distort decisions deliberately to achieve certain land use objec-
tives. Since higher property taxes on buildings tend to slow development, and
lower taxes speed up development, a municipal policy to tax land more than
buildings would speed up development. Similarly, a municipal policy to
develop some neighbourhoods instead of others would call for differential
taxes in different locations.

Generally where variable tax rates are applied, properties are assessed at a
uniform ratio (100 per cent or a lesser percentage) of market value. Another way
to differentiate among property classes is through a classified assessment sys-
tem. Under this system, classifications or types of property are differentiated
according to ratios of assessed value but a uniform tax rate is applied. In terms
of accountability, variable tax rates are more visible and easier to understand for
taxpayers than a classified assessment system.

Residential properties

In most of the countries in which property taxes are levied, single-family owner-
occupied residential properties are favoured over multi-unit dwellings and over
commercial and industrial properties (Bird and Slack, 2004). Similarly, in most
transition economies, enterprises tend to pay higher property taxes than indi-
viduals (Malme and Youngman, 2000).

Favourable treatment of single-family residential properties is achieved in
three ways. First, where market value assessment is used, the system deliberately
under-assesses single-family residential property compared with apartments
and commercial and industrial property of comparable value. Second, many
jurisdictions around the world have legislated lower tax rates on single-family
residential property than on other types of property. Third, governments often
provide property tax relief to residential property owners (and in some cases to
tenants) in the form of tax credits, homeowner grants or tax deferrals (these are
described further below). These measures are not generally made available to
other types of properties.
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Single-family owner-occupied residential properties are presumably favoured
largely on political grounds: residential homeowners are much more likely to
vote in local elections than are tenants, and the eligibility of business owners to
vote is generally restricted. This favouritism occurs even though business own-
ers are generally more mobile than residents and even though they generally use
fewer services.

Farms

Farm properties are usually favoured in the property tax system as part of a
more general policy of protecting farmland. A common way to favour
farm properties is through assessment. Rather than assessing farms at their
market value that reflects the highest and best use, farms are often assessed
at their value in current use. This means that the value of a farm is deter-
mined by its selling price if it were to continue to be used as a farm. Alternative
uses of the farm, or its speculative value, are not considered in the determina-
tion of value.

Value in current use for farmland is used in many Canadian jurisdictions and
in New Zealand. In New Zealand, if the highest and best use exceeds current
use, both values are recorded. The difference between the taxes as assessed on
the two values may be postponed until the land is sold or no longer used for
farming. In one Canadian jurisdiction (Ontario), tax rates on farmland pending
development can be phased in over stages. The triggers for tax increases are:
when the land is used solely for farm purposes but has been registered for subdi-
vision and when the land is used solely for farm purposes but a building permit
has been issued.

Other ways of favouring farm properties include providing exemptions
for part or all of the farm property, lowering tax rates on farms or providing
farm tax rebates. Full exemptions are given in Ireland and Cyprus, for exam-
ple, whereas partial exemptions are provided in Jamaica and the Netherlands.
Lower tax rates are applied in Ontario, Canada - the farm tax rate (and
the rate for managed forests) is legislated to be 25 per cent of the residential
tax rate.

Favourable treatment of agricultural land is usually designed to preserve it
from conversion to urban use. It has been argued, however, that basing the prop-
erty tax on value in current use is not sufficient to preserve farmland because
the resulting tax differential is unlikely, given the generally low effective tax
rates on land, to be large enough to compensate for the much higher prices that
would be paid if the land were converted to urban use (Maurer and Paugam,
2000). Furthermore, favourable treatment of rural land can increase speculation
at the urban fringe and hence end up increasing urban land prices. Nevertheless,
farmers, like residential taxpayers, tend to have political clout, thereby enjoying
favourable treatment under the property tax system in most countries.
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Non-residential properties

Non-residential properties include a wide variety of property uses including
commercial uses (such as offices, banks, retail outlets, restaurants, hotels),
industrial uses (such as mines, manufacturing plants, shipyards) and special
uses (such as pipelines and railway rights of way). Effective property tax rates
(property taxes relative market value) are generally higher on non-residential
properties than on residential properties.

The differential property tax treatment does not necessarily reflect the differ-
ential use of services by different property types, however. For example, users of
non-residential property often provide their own garbage collection, security,
and fire protection. Kitchen and Slack (1993) reviewed property taxes and
municipal expenditures in eight municipalities in Ontario, Canada in 1990 and
concluded that non-residential property taxes ranged from 28 to 51 per cent of
total local property taxes but accounted for only 31 to 40 per cent of municipal
expenditures. A US study (Oakland and Testa, 1995) estimated that the busi-
ness-related share of state/local expenditures in the USA is less than the
business-related share of state/local tax revenues. The ratio differed from state
to state, however. The case can thus be made on benefit grounds for taxing non-
residential properties at a lower rate than residential properties. This is rarely
the case, however.

It has also been argued that property taxes should be heavier on those compo-
nents of the tax base that are least responsive to a tax increase (least elastic in
supply). Since businesses tend to be more mobile than homeowners (in other
words, they are more responsive to tax changes), efficiency arguments lead to
the conclusion that non-residential property should be taxed more lightly than
residential property. In reality, however, lower rates are generally applied to resi-
dential properties.

From an economics perspective, the higher taxation of non-residential
properties cannot be justified on the basis of equity (benefits received) or on
efficiency grounds. Differentially higher taxation distorts land use decisions
favouring residential use over commercial and industrial use (Maurer and
Paugam, 2000).

Tax exporting

Property taxes on commercial and industrial properties — generally the most
important part of the tax in developing countries, for example — can be shifted on
to consumers and owners of capital who may not live in the taxing jurisdiction.
To the extent that the product or service is exported outside the jurisdiction
(this is known as tax exporting), consumers in other jurisdictions may bear part
of the tax. Although non-residents who are commuters or visitors to the taxing
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jurisdiction use some services and therefore should pay some tax, there is a ten-
dency to tax them more than the cost of those services.

Tax exporting is inequitable because the same benefits of local expenditures
require different tax prices in different jurisdictions depending on the degree of
exporting. It is inefficient because a jurisdiction that can export taxes can pro-
vide greater net benefits (expenditures minus taxes) and will be able to attract
development. When an area exports its tax burdens, citizens will demand more
services than they themselves are willing to pay for through their taxes. The
result is an oversupply of public services. It is not accountable because those
bearing the burden of the tax are not the same as those enjoying the benefits
thus reducing democratic accountability.

Notwithstanding the efficiency arguments against tax exporting, ‘politicians
have a strong political bias toward exporting tax burdens (Brunori, 2003).
Political leaders prefer to meet constituent service demands without incurring
the risk of placing the burden of paying for those services on those constituents
(Brunori, 2003). At the same time, this means that the public is ready to demand
more and better services from their local governments if they do not have to pay
for them. It may thus be necessary for the central government to set a ceiling
rate to prevent excessive tax exporting (Bird and Slack, 2004).

Tax incentives

Although there is consensus in the academic literature that property taxes have a
small but significant influence on business location (Bartik, 1991), there is no
consensus that property tax incentives are an effective strategy to achieve eco-
nomic growth. Tax incentives often lead to a deterioration of the tax base and are
often accompanied by low levels of public services. Moreover, given the empirical
evidence that taxes have a fairly small effect, a large tax incentive is needed to
have an impact on firms’ decisions. Lower taxes for specific firms mean higher
taxes for all other taxpayers. Tax incentives are often wasted on firms that would
have located there anyway. Tax incentives can lead to unfair competition among
businesses and can lead to a situation where no major investments occur without
them. Economists would argue that policymakers need to concern themselves
more with issues of general tax policy (such as equity and efficiency) than with
tax incentives.

The political rationale for tax incentives is that the benefits of claiming credit
for job creation and investment outweigh all other considerations (Brunori,
2003). This rationale holds even if the incentives have a very small chance of
producing the desired results. The reason that local policymakers engage in
local tax competition is to attract and keep taxpayers who are believed to con-
tribute more in local revenues than they consume in government services.
‘Fiscal zoning’, such as zoning for large residential lot sizes, is a way to bring in
more affluent homeowners who are assumed to pay more in taxes than they use
in services.
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Property tax revolts, tax limitations
and tax relief

Property tax revolts, whereby taxpayers attempt to restrict the amount of prop-
erty taxes levied, are a political reality in some parts of the world. Generally, tax
revolts have occurred in market value systems where rapid inflation of housing
values has led to dramatic increases in property taxes. This type of volatility is
particularly problematic for politicians because, as will be discussed further
below, those taxpayers who face a significant tax increase ‘revolt’. In response to
taxpayer resistance to tax increases, some countries have implemented tax limi-
tations. Tax (and expenditure) limitations are ubiquitous in the USA (Sexton
and Sheffrin, 1995).

Tax limitations

The classic example of a property tax limitation arising from a tax revolt is
Proposition 13, which was passed in California in 1978. Under Proposition 13,
property tax rates cannot exceed 1 per cent of the property’s market value, and
valuations cannot grow by more than 2 per cent per year unless the property is
sold (this provision is known as time-of-sale reassessment). Proposition 13 also
required that state tax rate increases be approved by a two-thirds vote in the
legislature and that local tax rate increases be approved by a referendum.

The objective of the Californian system is to provide certainty and stability
for those taxpayers who stay in their homes, and it has been successful at achiev-
ing this goal. Property tax freezes of this nature, however, break the link between
taxes and market values and, breaking this link results in several problems:

o Taxes are less uniform and more arbitrary.

e Equity is sacrificed because properties with similar market values are not pay-
ing the same taxes.

¢ There is no incentive to review one’s assessment. If one of the reasons for the
volatility has to do with assessment errors, these errors will never be
corrected.

o It is very difficult to remove a freeze: ‘once a freeze is imposed, the process of
thawing may be too painful to bear’ (Youngman, 1999).

Slack (2010b) simulated the impact on taxpayers if assessment capping had been
introduced in 1980 in Ontario, Canada. She estimated the impact of a 5 per cent
cap, a 10 per cent cap, and a cap based on the rate of inflation (all of which are
imposed until the time of sale) on assessed values for residential properties
across the province. The results, which are generally consistent with those
found in the US literature, suggest that the change in assessed value arising from
capping favours property owners with high incomes and high property values at
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the expense of owners with lower property values and lower incomes; seniors at
the expense of young homeowners; owners of waterfront and recreational prop-
erties at the expense of owners of single-family homes and condominiums; and
properties sold a long time ago at the expense of properties that sold more
recently.

In short, tax limitations are largely inequitable and inefficient. As one author
notes, certainty is ‘purchased at a heavy price in tax equity’ (Youngman, 1996).
Moreover, once decision makers decide to implement a scheme that ensures
certainty and stability, it is impossible to remove the limitations. Even in the
face of subsequent huge state and local deficits in California, attributable at
least in part to Proposition 13, political factors have made it impossible to revisit
this issue.

Another example of a property tax system that was designed to achieve stabil-
ity, and did so at the expense of equity, is the property system (known as the
council tax or rates) in the UK. This system was introduced in the UK in 1993
following the repeal of the community charge (poll tax).

Under the UK system, there is no individual valuation. The market value as
of 1 April 1991 (taking account of any significant change to the property between
then and 1 April 1993) was determined for each residential property. Each prop-
erty was assigned to one of eight value bands. Individual properties may be
rebanded only under a few circumstances. If the local area changes for the worse,
all homes in the area may be placed into a lower band. If a home is expanded, it
will be rebanded only after it is sold; if a home decreases in value because part
of it is demolished, it may be rebanded immediately. If the property increases in
value because the occupier has carried out improvements, such as an extension,
it will be rebanded but again not until it is sold.

Banding did not freeze residential property taxes in the UK but it did freeze
assessments. However, since the council tax used an estimate of market value at
a particular point in time (1 April 1991) and then froze assessments for the fore-
seeable future, it has had the same implications as any out-of-date assessment
system: inequities have increased over time. Initially, there were to be frequent
revaluations of property and amendments to banding ranges to keep the base up to
date. There has been no revaluation of the council tax, however, since its introduc-
tion in 1993. The UK government announced a revaluation for 2007 (based on
2005 values), but due to political issues the revaluation was never implemented.

Tax relief

Most countries have implemented property tax relief measures to reduce the
perceived burden on some taxpayers. Relief measures vary according to a number
of factors: characteristics of the property (residential vs. non-residential),
characteristics of the beneficiaries (e.g. owners vs. renters, income, age, etc.),
and the extent to which these measures are permanent or transitory. Relief
programmes include grants, exemptions, tax credits, deferrals and special relief
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schemes for poor taxpayers (reductions, cancellations or refunds of taxes). In
some jurisdictions, more than one type of property tax relief is provided. For
example, property tax credits may be combined with tax deferrals for the elderly.
Reductions, cancellations or refunds may be needed for specific hardship cases,
even where other relief schemes are used.

From a political perspective, property tax relief measures of different types
have served, in many cases, to make the tax more palatable to the electorate
(Oates, 2001). At the same time, however, many of these schemes have impaired
the effectiveness of the system of local government finance. Limitations on
property taxes in the USA have undermined the role of the property tax in
encouraging efficient budgetary decisions (Oates, 2001). The result has been a
decline in local property taxes and an increase in intergovernmental transfers.
Another problem with property tax relief measures is the danger that transi-
tional or remedial measures (such as phasing in tax increases) take on a life of
their own and extend beyond the time required for the transition. Nevertheless,
tax relief is politically popular even if economists think that many of the pro-
grammes are inefficient and inequitable.

Regardless of country, some of the most vocal opponents to property taxes and
tax increases are seniors. In part, seniors oppose property tax increases because they
are cash poor (even though they may be asset rich). In part, they simply may have
more time to voice their opposition. Whatever the reason, they are a strong political
force in their opposition to the tax and often receive special tax treatment.

One way to provide tax relief to seniors is through tax deferral schemes to address
their cash flow problems. Property tax deferrals permit the property owner to defer
some or all of his/her property taxes. The amount is recovered either by the local
government or the central government. The outstanding amount becomes a lien
against the property and is payable when the property is transferred. It is a deferral
of taxes and not a tax rebate. In some cases, an interest charge (often below the
market rate of interest) applies to the taxes deferred. It is not recommended that tax
deferrals be expanded to include the non-elderly because the loans would be out-
standing for a much longer period of time and it would be necessary to determine
eligibility to receive a referral to ensure a reasonable number of beneficiaries.

Although the economic arguments for using tax deferral schemes are strong,
they are not particularly popular among taxpayers and are thus not popular
politically. The take-up rate in those places that offer them is extremely low
‘...largely owing to the strong attachment of the old to their homes and to their
desire to leave them unencumbered for their heirs’ (Bird and Slack, 1978). Tax
deferrals provide another example where economics and politics diverge.

The politics of property tax reform

Several countries have implemented or tried to implement property tax reform.
Case studies from six different countries (Canada, the UK, Hungary, Colombia,
Indonesia and Kenya) are summarized in Bird and Slack (2004). These case
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studies show that, not surprisingly, the nature and extent of the reform has been
different in different countries. Some countries have reformed the tax base (for
example, updated the assessment system) while others have focused attention
on the administration of the tax. The reasons for reform have also varied, and
they range from simplifying the tax system, to increasing the revenue yield from
the property tax, to removing inequities in the tax system.

Of all of the objectives for tax reform, removing inequities has proven to be
the most elusive. This reason is that, no matter how economically desirable the
long-run outcome of property tax reform may be in terms of the equity and
efficiency of the tax, its transitional effects may be sufficiently undesirable in
political terms to kill it. In short, there will always be winners and losers from
tax reform: those who were relatively over-taxed before the reform was imple-
mented will pay less tax; those who were relatively under-taxed before the
reform will pay more tax.

The losers from a change in policy tend to be very vocal (even if they are the
minority) because they value their losses more than the winners (even if they
are the majority) value their gains. This problem is not unique to property taxes
but it is particularly significant because of the visibility of the tax. With a visible
tax such as the property tax, increasing the tax on some taxpayers (particularly
when they are politically influential residential homeowners) is very hard to do.
Furthermore, where the losses are concentrated and the gains are dispersed, as is
often the case with tax reform, negatively affected interests will be motivated to
spend time and resources in political action that can result in permanent, insti-
tutionalized groups (for example, office towers, hotels, seniors, waterfront prop-
erties) in opposition to reform.

Another problem with tax reform is that there is widespread suspicion that
any change in tax policy is used by governments to raise the aggregate level of
taxes so that the number of losers and the magnitude of the losses outweigh the
number of gainers and the magnitude of the gains. In short, the public percep-
tion is that tax reform is not revenue neutral — a perception which, at least in the
cases where the goal of reform is to increase revenues, is often correct.

If property tax reform is expected to result in major tax shifts within or among
property classes, some form of phase-in mechanism is almost invariably
politically necessary to cushion the impact. Failure to allow adequately for tran-
sitional problems and to cushion burden shifts is generally a fatal defect. The
timing of phase-ins is often controversial because there is always a conflict
between moving to a fairer system as quickly as possible and lessening the
impact on those whose taxes would increase. One could argue, on the one hand,
that existing inequities should be allowed to be perpetuated; on the other hand,
it is not wise to create undue hardship by not phasing in tax changes.

Phase-ins are particularly needed where the reform has been delayed for a long
time. The longer the reform is delayed, the bigger the shifts that are likely to
occur and the more likely that reactions from those adversely affected will be
strong. Phase-in schemes can dampen the tax shifts but they also reduce the
fairness that the reform was trying to bring about. The case study from Ontario,
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Canada (Bird et al., 2012) shows how successive pieces of legislation were intro-
duced to cap tax increases and claw back tax decreases for non-residential
properties. The result was to reintroduce those inequities in the property tax
system that necessitated the reform in the first place.

Case studies of property tax reform also suggest that sustained political will is
needed to ensure that property tax reform is implemented (see the examples of
Kenya and Indonesia in Bird and Slack, 2004). Reforms not only have to be polit-
ically acceptable and administratively feasible, they also have to be designed
properly from an economics perspective, however (Bird and Slack, 2004). Such
reform is seldom easy, usually difficult technically and often not too rewarding
in either revenue or political terms.

The property tax as a local tax

Local governments require autonomy over their fiscal affairs to carry out their
responsibilities. In theory, the property tax can provide this kind of autonomy.
To do so, however, local governments must have some political and legal con-
trol over the amount of revenue they can raise and spend — without undue
influence of higher levels of government. As Bird (1993) notes, ‘local governments
should not only have access to those revenue sources that they are best equipped
to exploit — such as residential property taxes and user charges for public services
—but they should also be both encouraged and permitted to exploit these sources
without undue central supervision.’

A truly ‘local’ tax is one in which the local government determines the tax
base, sets the tax rates, collects the tax and keeps the revenues. Although a truly
local tax has all of these dimensions, the most important characteristic of a local
tax is the ability of the local government to set the tax rate. Only with tax rates
set locally (rather than by the central government) will there be local autonomy
and accountability for local expenditures and revenues:

...if a city government feels that it requires more money to do what it is expected
of it by its citizens, then it should be in a position to get that money from the people
who will be the primary beneficiaries of the resulting expenditures and to whom
they are ultimately accountable to at the ballot box - the citizens and voters of the
city. (Kneebone and McKenzie, 2003)

Rate flexibility is essential if a tax is to be adequately responsive to local needs
and decisions, while remaining politically accountable. A case can be made for
central government assessment to ensure uniformity of the assessment base and
equity in the tax, however. Fair property taxes have to be based on assessments
that are uniform within each jurisdiction. Uniform assessment systems are eas-
ier to achieve where the assessment function is centralized. One study, for
example, found that the use of county rather than local assessors resulted in
more uniform residential assessments in US jurisdictions (Strauss and Sullivan,



84 A Primer on Property Tax

1998). Furthermore, to the extent that there are economies of scale in the
assessment function, these are more likely to be achieved at the central
government level (Sjoquist and Walker, 1999).

In this way, the costs of local government are shared fairly across taxpayers.
Furthermore, since the property assessment base is sometimes used as the
measure of fiscal capacity for equalization grants from senior levels of
government, the assessment base needs to be uniform across jurisdictions.
When assessment is performed at the local level, there is an incentive to
under-value properties to increase the equalization grant. Nevertheless, the
assessment function is not always a central government function.

In reality, there are very few countries in which property taxes are truly local
taxes. The trend in the USA, for example, has been towards ‘less local taxing
authority and much more centralization of state-local finances’ (Brunori, 2003).
Table 3.1 summarizes the extent of local discretion over determining the tax
base and setting the tax rate for 25 countries around the world.

In most developing and transition countries, local property taxes are, in most
respects, more ‘central’ than ‘local’ in nature. As Table 3.1 indicates, the property
tax is largely a central tax in Latvia and Chile. Except for the Philippines, East
Asian countries exhibit a low level of own-source revenue autonomy (Ebel and
Taliercio, 2005). Rates are essentially set by the central government in countries
such asJapan, Ukraine, Chile, Thailand and Tunisia. In some countries (Hungary,
Colombia and the Philippines, for example), there is some local discretion
within centrally set limits. Sometimes, there is complete local discretion such
as in Argentina and Kenya.

Although not much has been written on the reasons for central control
over what is generally considered to be a local tax, three explanations have
been put forward for the lack of revenue autonomy at the local level in
developing and transition economies. One explanation is that there has been
confusion on the part of central and local government officials between
revenue sharing and own-source revenue autonomy (Bird et al., 1995).
Revenue sharing means that the proceeds of the tax accrue in whole or in
part to local governments but the central government sets the tax rates and
assesses and collects the tax. Shared tax revenues can be distributed among
local governments on the basis of where the revenues were collected or on
the basis of a formula, for example on a per capita basis. Revenue sharing is
similar to providing a transfer except that local government revenues are
tied to the revenues of the central government. It is not the same as giving
local governments their own authority to levy taxes. There is much more
central control over revenue sharing than there is if local governments have
their own taxing authority. In particular, the central government can arbi-
trarily change the amount of tax that it will share with local governments.
An interesting example is provided by the province of Alberta, Canada. The
provincial government agreed to share 5 cents per litre of fuel tax revenues
with the two major cities in the province. Subsequently, it decided unilater-
ally to lower the rate to 4 cents per litre. After fierce lobbying on the part of
the cities, 5 cents per litre was reinstated.



Table 3.1 Responsibility for tax base and discretion over tax rates
Responsibility for assessment Local discretion over tax rates
OECD:
Australia State government for central and Yes for local tax; limits on annual
local taxes increases in revenues
Canada Generally provincial Yes (restrictions apply in some
provinces)
Germany Local governments Central base rates; locally
determined leverage factors
Japan Local governments based on a Nationally set standard and
uniform national formula maximum rates
UK Central government Residential tax only; tax ratios for
bands set centrally
Central and
Eastern Europe:
Hungary Local governments Yes; within legal limits
Latvia Central government No, but local governments can
grant relief
Poland Local governments (using Yes; subject to prescribed
information in central registries) minimum and maximum rates
Russia Central government Yes, within narrow range set by
senior governments
Ukraine Central government — state tax No
administration
Latin America:
Argentina Provincial and local governments Yes
Chile National tax administration with No
local input
Colombia Local governments Yes, subject to central
government limits
Mexico State and local governments jointly ~ Yes
Nicaragua National tax administration No
Asia:
China Local tax office directly under the No
state council
India Local authorities; some state Yes, subject to state restrictions
assessment authorities
Indonesia Central tax department No, but can change valuation
deduction
Philippines Provincial and local governments Yes, subject to minimum and
maximum rates
Thailand Local governments No
Africa:
Guinea Central government No
Kenya Local governments Yes
South Africa Local governments Yes
Tanzania Local authorities (funded by central ~ Yes
government)
Tunisia Urban municipalities within No

nationally set ranges

Source: Bird and Slack (2004). Reproduced by permission of Enid Slack.
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A second explanation for the lack of revenue autonomy is that central
authorities are simply reluctant to grant much fiscal autonomy to local govern-
ments (Ebel and Taliercio, 2005). This explanation suggests that central
governments either do not trust local governments to exercise their taxing
authority appropriately or they are afraid that allowing local governments to
levy their own taxes will impinge on their own ability to levy property taxes or
other taxes. Although there may be some cases where the central government
should set limits on property tax rates (for example, to restrict their ability to
export taxes to other jurisdictions), in reality the control seems to go well
beyond this purpose.

A third explanation is that local governments have been reluctant to take
advantage of the legal authority assigned to them (Ebel and Taliercio, 2005). One
reason might be that, since individuals and businesses can easily move between
local jurisdictions, a differential property tax rate could encourage individuals to
move to those jurisdictions with lower tax rates. Although the resulting tax
competition can create an environment in which municipalities become more
efficient in their use of resources and more accountable to taxpayers, it can also
result in harmful competition. The more likely reason, however, is that local
government are unwilling to face the political fallout from levying taxes and
would prefer to have the central government bear that responsibility even
though the taxes are being used to deliver local services.

Conclusion

The review of property tax policies in different countries highlights the differ-
ences between what economic principles would dictate, on the one hand, and
what policy choices are actually made, on the other. In short, economic analysis
plays only a minor supporting role in tax policy decisions (Holcombe, 1998).
Inadequate attention to economics principles in designing property tax policy
results, in part, from the unique characteristics of the property tax. Its visibility,
for example, means that taxpayers know what taxes they pay and are aware of
annual changes in the tax. This visibility puts pressure on politicians to main-
tain the status quo in tax burdens from year to year, to favour certain properties
over others, to provide tax relief whenever there is a tax increase and to under-
take other measures that do not necessarily adhere to economics principles.

Policymakers would be wise to pay attention to economics principles to
ensure that the property tax is both a fair and efficient tax, however. Responding
to short-term political pressures at the expense of applying sound economics
principles can result in an even less equitable and efficient tax in the long run
and even greater taxpayer resistance. Given current interest in decentralization
and the desire to increase property taxation for local governments in many
countries around the world, it is important to ensure that the property tax sys-
tem is not only politically acceptable and administratively feasible but also that
it is designed properly from an economics perspective.
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Administration of Local Taxes:
An International Review of Practices
and Issues for Enhancing Fiscal Autonomy!

John L. Mikesell

Introduction

Many countries have concentrated tax revenue, taxing authority and tax
administration with the central government. However, there is a spreading
sense that local governments are maturing (Bahl, 1999), that they no longer
require central government guidance and control for them to make a positive
contribution to provision and delivery of government services, that they can and
should assume more responsibility for finance of services and that bringing deci-
sions closer to the voters will improve government efficiency, effectiveness and
responsiveness. An important element in the case for subnational revenue-rais-
ing responsibility is the idea that governments should face at least part of the
political consequences of obtaining resources to provide services, in other words,
that they should levy their own taxes to cover at least part of the cost of the
services they are providing. Bahl and Bird (2008) argue the case for subnational
taxes in developing countries as an element in fiscal decentralization, primarily
because they are ‘moving governance closer to the people’ and that case extends
at least as strongly to more developed nations.

As nations decentralize taxing authority and local governments have to
finance a greater share of the cost of the services they provide, there are two
significant lessons from international experience. First, taxes need not be admin-
istered by the government that levies them. Giving subnational governments
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meaningful authority to tax gives them power to adjust the size of their budgets
and to establish how the tax burden from financing that budget will be
distributed. Given the option, some subnational governments will choose to
administer the taxes they levy and some subnational governments will levy
taxes that others will administer. Both options can be feasible. Localization of
decision making does imply that the governments should decide for themselves
whether they will administer their own taxes. Choice of administration can be
an element of fiscal autonomy.

Second, international experience makes clear that local and regional adminis-
tration should not be automatically dismissed as technically impossible or
unwarranted. Whether local and regional governments in fact administer the
taxes that they levy depends on a mix of both technical and political considerations
(Veehorn and Ahmad, 1997). The issues will be explored in greater depth later,
but they may be summarized here. Local administration provides full scope for
decentralization of revenue policy (how a tax is administrated is a practical
element of policy itself) and exploits local familiarity with local business practices
and institutions. Central administration permits any efficiency advantages of
scale and technical expertise and permits a more balanced fight in disputes with
powerful taxpayers. The actual administrative pattern should balance these
advantages within existing national circumstances along with the practical
issues of comparative administrative capacity across the tiers of government and
with the political factors that shape decisions at all levels of government.

The choice of administrative system is not one to be taken lightly.
Administration defines tax policy, as Tanzi and Pellechio (1995) point out, ‘...
poor administration will change the way taxation affects the traditional objec-
tives of government policy, namely, allocation of resources, redistribution of
income, and stabilization.” No one style will be best in all operating environments
and for all tax bases. Choosing an appropriate administrative system is integral
to the choice of the tax system itself.

Countries that follow the path of revenue localization and assign taxing
authority to tiers of government below the central level - regional and local -
may choose various intergovernmental administrative assignments for tax
collection. The possibilities may be arrayed into three groups: (1) a single central
government agency that administers taxes levied by any level of government in
the country, (2) a central government tax authority plus subnational tax autho-
rities that operate independently of the central authority and of each other,
(3) a tax authority operated by the central government and independent subna-
tional authorities with considerable shared and cooperative operations of some
administrative tasks. Independent subnational agencies that administer taxes
levied by the central government is another possibility. For example, German
lander and Swiss canton tax authorities administer major taxes for the central
government, in the USA, where the state levies a real property tax, that tax is
normally administered by local governments, and in Canada, where Quebec
administers the national goods and services (value added) tax along with its
provincial tax. This arrangement is, however, rare for revenue-productive taxes.
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Unitary states tend to the first organizational format and federal states often
use a mixture of formats. There are exceptions. For example, China is a unitary
state with subnational tax administration operated by local governments.
However, these lower administrators are heavily subordinated to the central State
Administration of Taxes (SAT). Because taxes are shared upward, this central con-
trol is essential here because regional variations in administrative vigour and in
interpretation could make the effective central tax rates vary across the local gov-
ernments. There are reports that local governments can influence SAT to ensure
that local revenue before collections accrue to the central government through
their control of access to services such as water, power, housing and schools.

Not all taxes levied in a country necessarily follow the same administrative
format — administration may be entirely independent for one tax, fully central
for another, while there will be considerable cooperation for others. User charges
and prices for goods and services sold by governments — electricity, housing,
water, solid waste collection follow a different pattern: these systems are
virtually always administered by the government providing the service.

Central administration

A single tax administration administers all taxes in many countries, including
taxes levied by both national and local governments. Sometimes only the central
government has taxing authority, in which case single administration is the
only reasonable option. The uniformity argument is also strong when taxes
have been adopted centrally for dedicated and shared distribution to regional or
local government. It is also convenient when subnational governments may
levy supplemental (or piggybacked) rates on a national base. Subnational taxes —
taxes over which the subnational government exercises control at the margin —
and taxes controlled by the central government that have been allocated to
(i.e., shared with) subnational budgets are different. With shared taxes, the
margin for tax policy remains centralized and an important factor for localiza-
tion, accountability and prudence is gone. As Ebel and Yilmaz (2002) write
‘Accountability at the margin is an important characteristic of a revenue system
that fosters prudence in debt and expenditure management. It is impossible for
a subnational government not to have control over revenue margins and still be
fully accountable.” When the revenue choices are made by a different govern-
ment, the subnational government is not accountable for the revenue side of
fiscal operations.

When a tax is centrally administered, staff of the administrative unit are
employed by the central government. There may be regional authorities along
with the central authority, but these decentralized units are part of a single
central administration. Central administration typically includes: (1) returns
that encompass both the central tax and any subnational taxes, (2) a unified
registration process for taxpayers, (3) taxpayer identification numbers that serve
for all levels of government, (4) compatible and combined revenue and taxpayer
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accounting information systems, (5) unified delinquency control, audit strategy
and audit programmes. The functions are somewhat different for property taxes.
Here, the emphasis is on maintaining property records and developing a system
of mass valuation of property parcels; the focus is not on encouraging voluntary
compliance and, because the parcels are immobile, collection can proceed at a
slower pace. The process has been particularly critical in countries in transition
from plan to market.

Some national experiences

With centralized administration, the central administration — either centrally or
through dependent regional branches — collects taxes levied by the central
government, the revenue from which may finance central government services,
may be distributed to regional or local governments through conditional or
unconditional grant programmes or may be shared by formula with those lower
governments and also collects any taxes that might be levied by subnational
governments.

The National Tax Board plus regional tax authorities structure in Sweden
offers an example of decentralization within a national system. The ten regional
authorities (one for each county) are responsible for tax collection functions.
Each tax authority has a county tax director and a governing council, but they
are under the guidance of the National Tax Board. Within the National Tax
Board is the Enforcement Service (KFM), itself organized with ten regional
authorities (not coterminous with tax authority regions), assigned responsibility
to confirm and collect debts. The KFM collects unpaid taxes for the tax author-
ity, but its authority extends more broadly to other public claims (television
licenses, parking fines etc., owed to central and local authorities) and to private
claims (private judgments from general and administrative courts). The National
Tax Board administers both organizations, issues directives on their implemen-
tation of the laws, and works to maintain uniformity of administration across
the country. In the Swedish example, two regionally organized authorities
administer tax collection, but both are subordinated to the single National Tax
Board. Most central government tax systems, of course, do not have an entity
like the KFM and more compact nations do not require regional authorities.

When there is a single, central administration, it would also collect any taxes
levied by regional or local governments. Some countries do feature central
administration of assigned regional or local taxes. The Russian Federation offers
one example: the central Ministry of Taxation collects all taxes throughout the
country, including those levied by legislative action of regional or local govern-
ment, as well as shared taxes adopted by the Federation Duma for distribution
to subnational governments. (The separate tax police was abolished in 2003.)
Both subjects of the Federation and local units of self-government may levy
taxes from an assigned list. Some taxes are piggybacked surcharges to a central
tax (the enterprise profits tax has been such a tax), some may be levied by the
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Federation Duma for support of subnational budgets (the individual income tax
has been such a tax) and some are levied by action of the region (the retail sales
tax was such a tax) or by localities, but the central Ministry administers all the
taxes (Mikesell, 1999). Local land committees are responsible for calculation of
cadastral (formula) valuation of land that provides the base for support of local
governments, but the Ministry of Taxation is responsible for the overall opera-
tion of the system (Gerasimova et al. 2005).

In the early years of transition, there were continuing concerns in countries of
the former Soviet Union about dual subordination in the central tax administra-
tion: while the tax inspectors were officially and organizationally part of the
central government apparatus (the tax inspectorate within a ministry of finance
or an independent ministry of taxation), the field staff had considerable loyalty
to local authorities because those authorities provided them with office space,
heat, supplies and other amenities, if not salaries or salary supplements, and it
was common for regional authorities to have the right to approve appointments
of regional administrators of the central tax authority. This created the great
potential for administrative problems and abuses. In the transition period, not
all tax payments were collected (and of those collected, not all were collected
in live cash, as opposed to being collected in kind) and divided loyalties and
closeness to the regional and local authorities meant that subnational budgets
got favourable treatment in terms of what money could be extracted from
taxpayers. Regional and local governments got cash; the central government got
payment in kind and that payment could be valued at whatever amount the col-
lection authority chose. While this problem from the early period of transition
was extreme, it does illustrate a more general issue whenever administration of
one government works for another: will effort be vigorous when the proceeds of
that effort will go to another government? That is why clear performance expec-
tations and standards are particularly necessary when shared administration is
employed.

In several countries, a regional or local tax supplement accompanies
(piggybacks) the tax levied by a higher level of government, using higher level
administration for collection and enforcement. Examples of this arrangement
include the following:

1. Localities in Nordic countries supplement the central tax with a piggybacked
personal income tax administered by the central government. For example,
the Swedish National Tax Board, previously discussed, administers local
taxes based on the central personal income tax base. The proportional rates
vary between municipalities, with the lowest rates in well-to-do suburbs of
large cities and highest rates in the rural north and in municipalities suffer-
ing industrial decline. Similar income taxes apply in Denmark, Finland and
Iceland.

2. Some local governments in the USA levy supplements to state individual
income taxes. The state tax department administers the local taxes with its
own tax. The same administrative structure — withholding, return processing,
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revenue accounting, delinquency control, audit, enforcement — applies to
both state and local taxes. The local tax is commonly satisfied through a
single line on the larger state tax return. State administration makes it feasi-
ble to apply the tax to a broader measure of taxable income than that applied
in locally administered payroll taxes but localities complain about slow
distribution of revenue collections and about distribution of revenues to the
proper locality. No state accepted the federal offer of free administration of
their individual income taxes that was provided as part of the General
Revenue Sharing programme in the 1970s — loss of autonomy in defining the
state tax base was seen as an excessive price for the service.

3. Many local governments in the USA levy retail sales taxes that are supple-
ments to the state tax. Although some localities administer their own sales
taxes, more often the local taxes are a piggybacked supplement to the state
tax, with state administration provided at low or no cost to the locality.
Multi-branch merchants must segregate sales and collections according to
taxing jurisdiction so that revenues may be distributed to the proper juris-
diction. The merchant’s return will thus have as many lines as there are
jurisdictions in which it makes taxable sales. However, the single state return
with central administration is simpler for compliance than separate returns
for many independent taxing administrations. The state authorities must
undertake revenue accounting to separate payments between state and local
amounts and among the several taxing localities and distribute collections
on a timely basis.

4. Local governments in Switzerland levy supplements to canton individual
income taxes. Each of the 26 Swiss cantons has its own tax system, and local
governments are entitled to levy taxes to the extent authorized by the can-
ton. The communal tax is levied as a percentage or multiple of the basic
canton tax rate. A federal law requires cantons to harmonize their income tax
concept and deductions with the federal base, but they may set the amount
of deductions and their rate schedules. Each of the cantons has a separate
administrative body for collection of its taxes. The communal tax is piggy-
backed on the canton tax, and federal tax is reported on the canton return.
Thus, the canton is responsible for assessing and collecting federal, canton
and communal income tax — centralization down from the canton but decen-
tralized administration up to the federal level. In contrast to the case in many
nations, subnational — canton and municipal — Swiss governments receive
the bulk of income tax collections, not the federal government. And, again
in contrast to most international experience, the income tax is a relatively
modest revenue source for the federal level. But because the tax is collected
across all cantons, it is important that the base and deductions be standard-
ized in order that a uniform effective federal rate can be imposed on taxpayers
without regard to their location.

5. The greatest array of regional taxes that are centrally administered occurs in
Canada, where the national Canada Customs and Revenue Agency (CCRA)
collects harmonized national value added and provincial sales, corporate
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income and personal income taxes in some but not all provinces and not in
the same way for all taxes. (Canada Customs and Revenue Agency and
Department of Finance, 2000) For the harmonized sales tax and corporate
income tax, the provinces or territories may select their rate but must use the
national base (pure piggybacking). The goods and service tax base is broader
than the traditional provincial retail sales tax, so movement to the harmo-
nized tax system means base broadening. The 2011 referendum that took
British Columbia out of the harmonized sales tax apparently was successful
because of displeasure with the broader tax coverage. There is somewhat
greater flexibility in choosing rates and preferences for the personal income
tax than for the other taxes.

There are also non-piggybacked systems for central administration. Where it is
permitted, local governments themselves can arrange for centralized adminis-
tration. For many Ohio (USA) cities, a joint collection agency handles all aspects
of enforcement and charges a fee to cover the cost of running the agency. Three
regional entities around the state (Regional Income Tax Agency, Central
Collection Agency and Columbus Income Tax Division) administer multiple
taxes, providing a system in which a single return can cover a taxpayer’s obliga-
tions to several jurisdictions, even though the base details may not be exactly
the same for all. The agency collects a single payment for multiple-jurisdiction
returns (taxes are employment based and a taxpayer may work in several
jurisdictions) and provides the necessary division among cities. These taxes are
coordinated with neither the Ohio state income tax, the federal income tax nor
Ohio school district income taxes that the state administers on a piggyback
basis. Municipalities can choose to levy the tax, can choose the rate that they
levy and can choose whether to administer the tax themselves or to contract
with a regional administration agency. This range of choices gives the munici-
palities great fiscal autonomy and, because the municipalities can opt in or out,
requires that regional authorities pay great attention to the quality and cost of
the service that it provides.

Local property taxes in many countries give local governments some choice of
tax rate, but all parts of administration are performed by the national revenue
agency. Sometimes, however, the localities do not choose the rate, but receive the
proceeds of the centrally adopted and administered tax; these latter arrangements
are properly considered origin-based transfers from a central tax, not local taxes.

Results from central administration

Evidence from international experience suggests the following specific conclu-
sions about centralized administration:

1. A centralized administration improves the chances that any economies of
scale will be realized. Smaller independent local administrations may obtain
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the economies by contracting with larger entities or by combining operations
with other administrations, but this is less certain to occur than if the
administration is centralized. There are few tests for economies of scale in
tax administration. In one study, Sjoquist and Walker (1999) found for prop-
erty tax assessment in Georgia (USA) that a ten per cent in the volume of
assessments results in an increase in total costs of approximately 3 per cent.
However, Bell (1999) found from empirical analysis in the USA no evidence
that larger jurisdictions produce more accurate valuations than smaller ones.
Smaller units may achieve quality by contracting for outside expertise, thus
negating any size advantage.

2. A centralized administration provides a single structure for dealing with all
taxpayers throughout the country. That permits a single information system
for tracking taxpayers and their economic activities and a single taxpayer
identification number for all taxes. A single master file with all relevant data
would provide a strong tool for enforcement and collection through matching
across tax types. A single taxpayer identification number would assist
enforcement and a single registration process into the information system
would simplify taxpayer compliance.

3. A single centralized system improves the chances that taxpayers will receive
consistent treatment by the tax authority, no matter where the entity or its
taxable activities are located. Uniform treatment can improve the chances
that administration will be seen as fair and that it will not be slanted to
provide ‘deals’ to certain taxpayers. Because local administration is closer to
the people, there is always the concern that the administration will play
favourites and that confidential taxpayer information will be misused. A
perception of balanced administration likely contributes to the probability of
compliance with the tax.

4. A central organization can facilitate rotation of personnel, a critical compo-
nent of internal control to reduce the potential for corruption. In a smaller
administrative unit, there may simply be too few auditors of adequate skill
relative to the number of complex assignments to maintain regular rotation
for those assignments.

5. Central administration reduces the number of contacts between a taxpayer
and the tax authorities and, because there are certain overhead costs that
will be associated with collecting any tax, may reduce the cost of admin-
istration and compliance for the overall revenue system, central plus
subnational. A single administrative authority eliminates the possibility
that the taxpayer will be confused about what tax organization is respon-
sible for answering questions, receiving filings, enforcement, etc., or that
multiple audit visits will occur in a single audit cycle. When there are
multiple administrative agencies involved, some payments, corres-
pondence, appointments, etc., inevitably get misdirected by some
taxpayers. None of this will happen if there is only one authority collect-
ing taxes in the country.
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The large administrative agencies that centralization produces may afford
more qualified personnel, may be able to pay higher salaries (and thus reduce
the attractiveness of corruption), may allow personnel to specialize to a degree
not feasible with smaller administrative units and may have budgets that per-
mit more sophisticated information technology. It is tempting to argue that
higher pay will lead to better performance, a hypothesis generally untested.
However, an investigation in one US state (Connecticut) by Bates and Santerre
(1993) found no link between pay and performance in property tax collection,
a somewhat narrow indicator. In small administrative agencies, staff may be
required to handle all routine duties, thus losing both the gains from speciali-
zation and the internal control advantage of separation of duties.

A centralized, national tax administration can be better equipped, legally
and in terms of resources, to deal with national and global business entities
that might overwhelm subnational government agencies. Tannenwald
(2001) observes that, in the USA, ‘state and city tax departments are increas-
ingly “outgunned” in attempting to enforce [the corporate income tax].’
They simply lack the legal and accounting talent to keep up with the avoid-
ance or evasion strategies of large business. This problem certainly must be
even more acute in developing and transition countries.

A large, centralized national tax administration will be better able to deal
with taxable activities that cross regional or local jurisdiction boundaries
within the nation.

Central administration may permit adoption of more sophisticated struc-
tures of some taxes. For instances, it is easier for a local government to
administer an income tax based on ‘earned income’ or payrolls than a broad
tax on income from any source on the Haig-Simons concept; the former
requires enforcement against employers in the jurisdiction, a far easier task
than the broader reporting from entities outside the jurisdiction that the
latter would almost certainly require. The payroll version of a local income
tax, usually administered by a locality, typically means that jurisdictions in
which the person works will collect the tax revenue, even though that may
not be the jurisdiction in which the person lives and from which he demands
local public services.

Central administration may facilitate transfers of revenues to mitigate hori-
zontal fiscal disparity across subnational units of government. Revenue
from taxes administered by subnational governments almost always stays
with the government collecting the revenue, leaving great disparity between
regions with high endowment of the tax base (e.g., natural resources, heavy
industry, etc.) and those lacking such an endowment.

The separation between the lower and higher level taxes is not always clear
to the taxpayer. In some US states, for instance, the local tax appears as a
single line on the state vendor tax return, is fully subsumed in the state col-
lection and enforcement process and is collected without differentiation on
taxable transactions. In Canada, there is a single return for provincial and
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federal income taxes, although a separate calculation of some detail is
required for each. A single bill also normally applies with US property taxes,
with a single collector distributing revenues to the overlapping jurisdictions
that have levied taxes, making it harder for the taxpayer to know who to
blame for the tax. These arrangements make the taxes more convenient, but
blur political responsibility for the taxes being levied and collected. Also,
the central administering unit almost always restricts the structure of any
tax for which it offers administration (base definition and rate structure that
may be applied), thereby limiting tax policy options available to the local
government, as well as defining administrative policy (audit plans, collec-
tion policies, etc.) for the tax. These are policy choices effectively taken
from the locality when its taxes are centrally administered.

Independent local administration

Independent subnational authority both to enact tax legislation (choose taxes,
define bases and set rates) and to administer the taxes that have been enacted
affords subnational units greater fiscal autonomy because the regional or local
government controls both the design of the tax structure and how that structure
will be applied. In many instances, these taxes administered independently for
subnational authorities are not levied by the national government, so independ-
ent administration adds diversity to the overall revenue scheme of the country,
in addition to providing fiscal autonomy. For instance, the state and local sales
taxes in the USA affords major diversity away from income base dominance in
the overall revenue system, and there is no federal tax upon which administra-
tion could be based.

Subnational governments need administrative capacity that is adequate for
equitable and efficient collection of taxes for which they have assumed collec-
tions responsibility. Because administration itself is an element of revenue
autonomy, the fact that centralized administration might be less costly for some
taxes, might improve some facets of distributional equity, or might generate
some additional revenue is not decisive evidence for dictating central adminis-
tration. Leaving choice of administration to responsible subnational authorities
is an element of autonomy and, as seen in the Canadian case, can lead to central
administration of regional taxes or, in the case of the USA, to regional adminis-
tration of local taxes, as well as to independent subnational administration. The
choice should depend on the attractiveness (economic and political) of the
options presented. Some taxes are less technically suitable for subnational
administration than others and not all administrative functions for those that
might be administered at lower tiers are efficiently performed by smaller govern-
ments. But where lower tier governments can otherwise become technically
competent, subnational administration can be considered.

Particular attention should be devoted to the major broad-base taxes adminis-
tered independently by subnational governments, especially individual income
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taxes and real property taxes. General retail sales taxes make a considerable
contribution to subnational government finances in the USA and Canada. Cities
in Nepal, India, and other countries in Asia and Africa have relied on the octroi,
an easy, buoyant, and productive source of revenue. Jenkins et al. (2000) describe
operation of the tax in Nepal:

It was levied technically by using street barriers lowered and raised by tax inspec-
tors. Together with the fact that this money was levied on out-of-town people and
not on local constituents, the whole procedure reminded one of medieval robber-
barons descending from their castles to collect ‘fees’ from traveling merchants,
than of a tax fit for a modern government.

But it did provide a degree of revenue autonomy. There is even wider interna-
tional experience with subnational administration of selective excises, fees,
licenses, etc., but these sources typically have limited revenue potential, and
subnational governments cannot rationally afford to devote substantial resources
to their administration. Therefore, disappointing experience with minor sources
ought not be taken to mean that independent administration is impossible,
because it may mean that the governments do not see fit to waste their admin-
istrative resources on a tax with modest potential.

Some regional and local governments levy corporate income taxes, but there
are difficult logical and technical problems in regard to allocation of corporate
income among taxing jurisdictions, possibly unjustifiable compliance costs
imposed on businesses by these taxes, and subnational governments are forever
torn between rigorous enforcement to protect the tax base and giving favourable
treatment to local businesses to encourage economic development. US states
levy corporate income taxes that are similar to the comparable federal levy, but
state and federal administrations are separate. Federal law provides ground rules
that define when a state may tax income of a multi-state business (nexus) and
for division of business income among states in which the business operates.
However, the apportionment standards have become quite flexible through
court rulings, and states use a number of different formulae, causing some cor-
porations to be taxable on more than 100 per cent of their profits and others on
considerably less. The system rejects any attempt at state-by-state accounting of
profits earned by the corporation. Some Canadian provinces also administer
such taxes, but most are in the scheme administered by CCRA. In contrast to
the practice in the USA, Canada has a single, agreed apportionment formula for
dividing corporate income among the provinces. Other subnational govern-
ments generally do not attempt broad corporate profits taxes, leaving such
administration to the central level. The enterprise profits taxes that have been
levied by subjects of the Russian Federation are administered by the national
Ministry of Taxation.

Local administration may actually mean administration by contracted
specialists. Contracts with private firms and other governments for technical
parts of tax administration are common wherever local governments have
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responsibility for administration of real property taxes, but particularly in
Canada, the USA and parts of Africa. These are true service contracts for delivery
of particular services to the government, not the bidding off of right to collect
taxes characteristic of the tax farming approach to privatizing administration
(Stella, 1992). Until around the second decade of the twentieth century, US
localities frequently contracted with ‘tax ferrets’ to locate unreported and
untaxed properties, in exchange for a substantial share of the resulting tax rev-
enue. Paying on the basis of amounts collected normally is not a satisfactory
standard, inasmuch as a substantial sum will be collected in a mature voluntary
compliance based system with essentially no administrative effort.

Frequently contracted functions include mapping, listing and valuation of
parcels in real property taxation. In the USA, some states have experimented
with contract auditors for sales and corporate income taxes, and both states and
localities frequently contract with private firms on more difficult collection
assignments, often paying on the basis of amount collected. Local governments
in a few states, particularly Louisiana and Alabama, have contracted with pri-
vate firms for administration of their retail sales taxes. There have been ques-
tions about the appropriate basis for compensation on these contracts and on
some possible abuses of authority in collection. States also regularly use local
law enforcement agencies or private collectors in pursuit of collections from
difficult or dangerous taxpayers, often on a fee basis. Few accounts fall into this
extreme collection system — these are accounts virtually given up as hopeless by
the tax authorities, so any revenue at all is better than what the authorities
would have otherwise collected.

Experience with local administration

Much of the experience with independent subnational administration, particu-
larly of non-property taxes, comes from federations because they are more likely
to offer some fiscal autonomy, including administrative autonomy, to lower tier
governments.

1. In the USA “...tax policy and administration...are perhaps as decentralized as
in any country in the world.” (Duncan and McLure, 1997). States have almost
unlimited discretion as to the taxes they levy and, when levied, they will
administer them by themselves. Local governments work under whatever
system is allowed them by their states. Government finances in the USA are
generally driven by the principle that the government wishing to deliver gov-
ernment services should be prepared to raise the necessary revenues and to
administer the revenue system that has been selected to finance those ser-
vices. With some few exceptions, including those piggybacked arrangements
previously noted and some instances of intergovernmental cooperation to be
discussed in the next section, tax authorities are independent operations. In
general, both large and small subnational governments in the USA manage
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independent tax collection duties, not perfectly and sometimes with quite
notorious errors, but well enough that reports of these problems are news-
worthy because of their rarity. While the technology and sophistication used
by the US state and local governments likely far exceeds that available in
developing and transition countries, it should be recalled that these taxes
were initially administered with paper returns, file cards, pencils and adding
machines. In particular, the sales tax was a product of the Great Depression
of the 1930s. When real property tax revenues failed the states, the retail
sales tax proved capable of generating revenue to continue state services and
collection definitely used minimal technology.

. Several Canadian provinces continue to administer their provincial retail
sales taxes even as the Canada Customs and Revenue Agency administers
the national goods and services (value added) tax. The Canadian experience
clearly demonstrates the compatibility of a central value added tax and
regional retail sales taxes, with a wide range of administration being feasible.
As in the USA, the quality of provincial sales tax administration is regarded
as high.

. Australia provides another system of independent administration within a
federation. Taxes are levied and collected at three levels of government,
although a much greater share of subnational expenditure is financed by cen-
tral grants, rather than taxes levied by these lower governments, than is the
case in the USA and Canada. The states are effectively blocked by interpreta-
tion of the national constitution or by grant stipulations from levying any
general consumption or broad-based income taxes.

The Australian Tax Office administers the broad-based goods and service
(value added) tax, income taxes assessed on companies, trusts and indivi-
duals, and a variety of lesser indirect taxes. Independent revenue departments
in each state and territory administer taxes levied by these governments, the
most significant being employer payroll taxes, land taxes and stamp duties.
Municipalities levy and collect real estate taxes (rates). State government
valuation offices or contract valuers, not offices of the municipalities them-
selves, establish the taxable value for these municipal levies. The states
establish the standards that must be used for these valuations. There is no
provision for exchange of information across the levels of government.

. Nigeria, another federation, provides a degree of subnational tax administra-
tion. However, the results are less satisfactory than in the countries discussed
before. The Federal Inland Revenue Services collects the national taxes,
including shares going to federal, state, and local governments. The states
collect their taxes, including what are called ‘internally generated revenues’
that have been adopted for them at the federal level (personal income taxes,
stamp duties and capital gains tax) and some minor taxes that can be adopted
by the state with their State Board of Internal Revenue. Local government
revenue committees may administer minor sources levied locally, most
market and trading licences (Akindele et al., 2002). States have Joint State
Revenue Committees that include the head of the state tax service and heads
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of the local committees. There is a joint tax board that includes the head of
the national revenue service and heads of the state services to deal with dou-
ble taxation issues and to promote uniformity of the personal income taxes
(IMF 2001). Subnational units frequently lack systems to track collections,
master taxpayer lists and adequate staff. While they can track companies
through the national VAT registrations, they have no identification number
system for individuals. (Alm and Boex, 2002) The national government gives
subnational governments little choice in regard to the basic structure of their
taxes, even while permitting considerable administrative autonomy. The
difference in tax effort across states thus reflects differences in administra-
tive rigor rather than more transparent variation in tax base or rate. The
experience reminds of the need to ensure administrative capacity or a means
of obtaining it before allowing administrative autonomy.

5. In Brazil, another geographically large federation, central government, states
and municipalities design, implement and collect their own taxes. Although
the subnational governments have certain other taxing authority, the most
interesting system of taxes in the country involves taxes on goods and
services. The taxes are both broad and selective.

a. Both central and state governments levy broad-based value added type
taxes. The federal revenue service administers the federal VAT, the IPI
(Imposto sobre Produtos Insustrializados). The tax is limited to delivery
of industrial products at the producer level, defined to include importers
of foreign products. Agricultural and mineral products are excluded, as are
the retail and wholesale trade. Around 40 per cent of IPI revenue comes
from three product groups: automobiles, tobacco products and beverages.
And three-quarters of all collections come from three states: Minas Gerais,
Rio de Janeiro and Sio Paolo.

b. The states’ VAT, the ICMS (Imposto sobre operacoes relativas a Circulacao
de Mercadorias e Servicos), applies at all stages of the production — distri-
bution chain, generally to goods but not to services (except interstate
and intercity transportation and communication services) and is the most
productive revenue source in Brazil. State tax authorities collect the tax,
but the federal constitution requires states to transfer 25 per cent of their
ICMS proceeds to their municipalities, partly on the basis of origin of
collections and partly according to formulas enacted by each state legis-
lature. The taxes operate as value added taxes, but provide no credit for
capital goods. The individual states set the rate on intrastate trade within
federally established floor and ceiling; there are multiple rates by type of
product (the standard rate is 17 or 18 per cent, depending on the state;
luxuries may be taxed at a higher rate and some staple food products
may be taxed at a lower rate). However, a common federal rate applies to
interstate sales. The interstate tax follows the origin principle: the
importing state allows credit for tax paid to the state of origin. The normal
interstate rate is 12 per cent, but on interstate trade from rich to poor state
the rate is 7 per cent. The ICMS administrations establish fiscal frontier
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checkpoints — what amount to customs posts — to control inflows and
outflows. Vehicles are stopped to identify the goods they carry. The
information collected here is transmitted to assessing authorities to verify
payment of tax on the transaction (Purohit, 1997). Of course, these check-
points both interfere with the free flow of trade and create an opportunity
for corruption. As Ebrill et al. (2001) summarize for the interstate trade:
‘The exporting state receives revenue equal to the product of the inter-
state rate and the value added there; the importing state collects the
amount by which the tax collected on final sales at its own rate exceeds
the amount retained by the exporting state.’

c. There is no administrative integration from federal to state levels between
IPI and ICMS, although ICMS registration is coordinated with federal
income tax authorities. The IPI and ICMS use different legal norms and
different bookkeeping. Even though the national tax code defines the
main characteristics of ICMS, there are differences among the states in
their taxes.

d. The National Public Finance Council (Conselho de Politica Fazendaria or
CONFAZ), a body consisting of all state secretaries of finance, acts to
coordinate the interstate ICMS. The national government establishes the
rate on interstate sales, but CONFAZ determines exemptions or reduc-
tions in rates. Rate changes are infrequent because unanimous consent is
required for changes, but there have been a number of exemptions
approved. CONFAZ has not been successful in stopping tax wars between
the states, fought through special tax preferences, one of the ideas behind
its founding, but it has been working to develop a unified taxpayer master
file that includes filer information from taxes at all levels as an aid to tax
administration, and this would be a significant achievement.

e. The final tier of indirect tax is the municipal ISS (Imposto Sobre Servicos),
a tax on services. These taxes are on gross receipts of services in indus-
trial, commercial and professional sectors. The taxes are levied and
collected locally. Rates vary across municipalities from 0.5 to 10 per cent,
within a maximum established by federal law. Yields are modest in com-
parison to either IPI or ICMS.

6. The pattern in the Czech Republic, a unitary state in which the local govern-
ment administers only minor taxes and fees, has much in common with
many developing, transition and developed countries. The Czech Constitution
establishes the principle that taxes can be imposed only on the basis of legal
acts of the central parliament. Any local taxing authority must thus be
regulated by central government legislation. Most taxes levied for local gov-
ernment have been adopted by the national parliament and are collected by
the central government tax authority (the General Financial and Tax Board).
Most tax revenue received by municipalities in the Czech Republic comes
from shared personal and corporate income taxes and a property tax allocated
to them. Local governments may choose the property tax rate to be collected
for them within boundaries established by the central parliament, but they
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have no authority over the income tax rates or base. The income taxes

are shared between central and local governments with the local share

distributed according to origin of collections and population. The central

General Financial and Tax Board under the Ministry of Finance administers

these taxes through 223 local offices. These offices administer all major taxes

in the Republic, including those accruing to both central and local
governments.

a. The national parliament does, however, provide a small list of local fees
and taxes, of limited revenue productivity, that municipalities may levy,
although subject to centrally controlled rate limits: dog fees, resort and
recreation fees on visitors, tax on use of public space, fees on entry tickets,
fees on recreational units, motor vehicle entry fees and fees on gambling
machines. Over 90 per cent of Czech municipalities levy at least one of
the taxes; the most productive are those on the use of public space and
gambling. These are administered by local government tax offices that are
fully responsible for assessment, collection, enforcement, audit/inspec-
tion and first-level appeals. These local offices are entirely distinct from
the local offices of the central tax administration. (Kubatova et al., 2000).

b. This revenue assignment presents a facade of fiscal autonomy, including
autonomous administration, but because the sources assigned have mini-
mal revenue potential, the experience provides little evidence of the actual
administrative capacity of local administrations. Rigorous administration
has little revenue potential and the locality may rationally be less than
vigorous in administration.

7. Hungary, another unitary state, places authority to tax and responsibility for
administering taxes that have been levied at two levels: the central level and
the local level. The former collect taxes levied by the central government,
including both taxes that support services provided by the central govern-
ment and taxes that are shared or otherwise distributed to support local
government services. The local tax authorities administer taxes levied by the
local governments. The central Tax and Financial Control Office, an inde-
pendent authority of the national government, administers the income taxes,
the value added tax and central excises through 19 offices operating around
the country and four offices in Budapest. The local government tax offices
administer the taxes levied by the local government; these offices are
independent of local offices of the Tax and Financial Control Office and of
each other. They have no contact save for information exchange.

a. When Hungary established a one-tier local government system in the
Local Self-Government Law (1990), it created a system of local taxes to
support a portion of the cost of the services to be provided by these
governments. These local governments receive shares of certain centrally
raised revenues (individual income tax, vehicle tax and rental fees for agri-
cultural land) and receive state grants, but they also levy their own assigned
taxes. The 1990 law provides the local tax options, and municipal
governments choose which taxes they will adopt and what rates will apply.
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b. Localities are permitted six types of taxes: (1) a local business tax based
on net sales revenue of products or services sold, net of the cost of goods
sold, the value of subcontractor’s work and the cost of materials; (2) a
communal tax on private individuals (a flat amount per dwelling); (3) a
communal tax on businesses (tax based on number of employees);
(4) a land tax (tax based on either area of plot or its market value); (5) a
building tax (tax based on either useful surface area or market value); (6)
a tourism tax (tax based on number of guest nights spent, charge per guest
night or net floor space). The national law prescribes who will be subject
to tax, how the bases will be defined and what the maximum rate will be.
Local taxes generated 39.8 per cent of current local revenue in 1997, up
from 15.5 per cent in 1991, when the options were new (Hogye et al.,
2000). The local business tax generates more than 80 per cent of local
government tax revenue. A small number of taxpayers, sometimes only
one, may pay half or more of total tax revenue in some jurisdictions. In
these instances, the local government sometimes negotiates the payment
with large taxpayers and sometimes those large taxpayers expect extraor-
dinary rights to participate in decisions about how local revenue will be
spent. When a business taxpayer operates permanently in more than one
jurisdiction, the taxpayer determines the division of the base between
jurisdictions.

c. The local tax offices perform the standard functions of tax administration:
taxpayer registration, assessment and processing of declarations, receipt of
payments, delinquency control and audit. To facilitate this work, local
government tax offices use the same taxpayer identification numbers as
do the central government tax offices, so a single identifier applies for all
local taxes, although central and local files are not integrated. However,
the local tax authority may request information from the central tax
administration on taxpayers within its jurisdiction. Central authorities
give local governments the software needed for computer-based taxpayer
registration, thus allowing a uniform system of registration across the
administrations (OECD, 2001). Local governments may not, however,
access bank accounts to clear tax obligations, so the central offices have
this collection advantage. Most localities appear to do no serious audit of
tax returns.

d. The taxes allowed local governments in Hungary may not be high on the
list of preferred alternatives for assignment to this tier of government.
However, particularly in contrast to the experience with assignment of
minor taxes to local government in the Czech Republic, the taxes in
Hungary have made a considerable contribution to the finance of local
government services and the local governments make a concerted effort
to administer them. Serious options have brought a serious local adminis-
tration and increased fiscal autonomy.

8. Estonia offers its localities authority to levy and administer a sales tax. The
taxes are on the gross receipts of sales to final consumers and may not be
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levied at a rate exceeding 1 per cent. Local officials verify taxpayer reports by
checking reported gross receipts against VAT declaration of sales. They
enforce the taxes by denying operating licences to businesses that have not
paid the tax. Localities may choose to contract with the National Tax Board
for collection of the tax. (Sootla et al., 2000).

The special case of property taxes

Real property taxes are often cited as good candidates for independent
subnational administration. Indeed, few fiscally significant taxes are more sus-
ceptible to local administration than the property tax. As McCluskey and
Williams (1999) point out, real property ‘is visible, immobile, and a clear indi-
cator of one form of wealth. The property tax is thus difficult to avoid and if
well administered can represent a non-distortionary and highly efficient fiscal
tool.” It can take many forms, including taxes based on area, taxes based on
market values, or, as Mikesell and Zorn (2008) point out, taxes informed by
market values even where market data are scarce. However, except in a small
number of countries, notably the USA and Canada (Almy, 2000), the tax has
not been used to its full potential and is often levied, if at all, at the central
level. This application significantly reduces the contribution that the tax could
make to local fiscal autonomy, both in terms of giving local governments a tax
whose rate they can control, and in terms of giving them a tax that could be
locally administered. There are so few fiscally significant taxes that can be sat-
isfactorily applied at the local level, it is unfortunate when they are assigned to
a tier of government that has abundant other taxes at its disposal. When locali-
ties do administer the tax, they are responsible for maintaining property and
ownership records, determining taxable property values, calculating and dis-
tributing property tax bills, managing receipt of payment and applying tax
enforcement actions against non-payers (Eckert, 1990). As has been noted pre-
viously, the quality of their administration, particularly valuation of the tax
base, is usually subject to evaluation by higher levels of government and those
higher levels often provide training and technical assistance to local
administration.

Why aren’t locally administered local real property taxes a more significant
subnational revenue source? The reasons are more political than economic.
First, the difficulty and cost of administering an equitable property tax is exag-
gerated by those more familiar with income and consumption taxes than with
property taxation. The property tax is based on stock values at a point in time,
not on exchange-based flow values. As Bell and Bowman (1997) point out, ‘...the
fact that most property does not sell in a market transaction each year means
that the value is not observable.” This requires an assessment of the tax base, not
an accounting exercise of gathering records for the tax period. And this assess-
ment work is costly. However, there is virtually no compliance cost associated
with the property tax, so the administrative cost is the total cost of collection;
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there is no compliance expense required of the taxpayer — no recordkeeping, no
forms, no calculations. Taxpayers in some countries, such as Sweden, Poland
and the Slovak Republic, may be required to provide information to the tax
authorities to assist their valuation work. Other countries require taxpayer
valuation along with reporting. This is particularly common for countries in
transition, where the break from government enterprise to private firm is under-
way or recently completed. Among developed countries, Turkey probably places
greatest responsibility on the property owner, requiring reporting, valuation
and calculation of tax. But neither Canada nor the USA find the reporting
necessary.

The total collection cost for a typical real property tax (administration plus
compliance) is not dramatically different from the total cost of collecting a
sales or income tax when one recognizes both administrative and compliance
costs in the cost of collection (Almy, 2001). The bias against the real property
tax involves a miscalculation of the collection cost of the taxes, in particular
the difference between the generally taxpayer-passive property tax versus the
taxpayer-active income and consumption taxes. And the difficulty issue is
exaggerated as well: in contrast with the focus of the private fee appraiser, the
tax assessor is concerned less with the precise valuation of a single parcel
than with producing a uniform standard for distribution of the property tax
burden across parcels throughout the assessor’s jurisdiction. As Dillinger
(1991) explains

...it is important to distinguish tax valuation from the valuation governments
undertake when they intend to purchase a property outright. In the latter case, a
high standard of accuracy is required: the valuation must produce an absolute
value in current market terms, as the amount changing hands will equal the
entire value of the asset. Valuation for tax purposes, in contrast, requires only a
determination of the relative value of properties at a common point in time. As it
involves only an exchange equal to only a small percentage of the property’s value,
accuracy can be justifiably traded off in the interest of cost and administrative
simplicity.

For that purpose, the techniques of mass assessment — simple, formula-based
valuations driven by easily observable physical features of a property parcel
with valuation coefficients based on a sample of market transactions — are well
developed.

Valuation must be an estimating process and, thus, a market-based property
tax absolutely requires a transparent and accessible appeals process in which
errors (or worse) by the government tax assessor can be resolved. Administrative
equity for the property tax demands an open and understandable appeals pro-
cess, even more than it does for the income and consumption bases that rely on
filings by taxpayers, employers and financial institutions. But a mass assess-
ment system can produce a high degree of assessment uniformity at reasonable
total collection cost.
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As a practical matter, the property tax need not be market based. Some
property taxes are flat taxes on the parcel with adjustment for size, location, use
etc., and some property taxes are area based, either with or without adjustment
for location, use and other factors. In Tanzania, the tax is limited to buildings
(the government owns all land) and is based on the estimated reproduction cost
of the structure (Kelly and Musunu, 2000). The alternatives sometimes have
advantages. For example, a simple area based system affords a transparent meas-
ure for distribution of tax burden: those with more land or a larger structure pay
a larger share of the property tax than do those with less. Zorn et al. (2000)
propose such a scheme in Bosnia-Herzegovina because the area base ‘reduces the
contentiousness of what usually is the most controversial administrative
question — the method used to value property.’ In that environment, reducing
contention was an important policy concern; the simplicity and transparency of
the area base would have been a real advantage. Area based systems, as opposed
to market value based systems, were common in countries in transition from
Soviet-style systems ‘because they satisfy a widely held belief that taxation
decisions are official acts that must be satisfied by the proper authority, an
approach at odds with a tax base drawn from market data...As a result, some-
times, the best way to introduce a value-based tax is to introduce market
elements into the area based system.’ (Malme and Youngman, 2001) An area
based assessment scheme, with adjustment for location and type of property, is
used in the Slovak Republic (Bryson and Cornia, 2000) Poland provides one
particular example of an area based, municipally administered system (Bell and
Regulska, 1992). In this instance, individuals and corporations have been
required to present lists of their real estate to local officials as a part of the pro-
cess, making property owners more actively involved in the taxing process than
is usually the case for such taxes. McCluskey et al. (2002) suggest a British-style
banded property tax in developing and transition environments; such assess-
ments can be simple and inexpensive to administer, politically acceptable,
transparent, equitable and revenue-productive even when market data are scarce
and technology is limited.

Second, in many countries, the property tax has powerful political enemies.
The tax strikes people with wealth accumulations quite directly, the real proper-
ties to be taxed are obvious to all, and the levy itself is visible. People with con-
siderable property wealth usually have considerable political power and use that
power to thwart taxes that aim directly at their holdings. They prefer taxes borne
by others; preventing a real property tax provides them a way to duck a greater
(and arguably fairer) share of the cost of government. As Burgess and Stern (1993)
suggest, low utilization of property and land taxation ‘reflects the success of the
resistance of the rich and powerful to measures which harm their interests.’

Third, property owners have few avoidance options for the property tax.
Because the tax is usually administered with few compliance requirements
for property owners, the taxpayer has few alternatives for controlling liability
that are within the law. And when valuation and calculation are done by a
government agent, the taxpayer has scant opportunity to fiddle and finagle to
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reduce the amount of tax owed. There has been one notable exception. In some
parts of the former Soviet Union, properties will not be added to the tax lists
until structures are completed and registered with local authorities and, as a
result, many properties are never quite finished although they are functional
and occupied. Western countries avoid the problem by assessing on a percentage
completed basis. Evading a real property tax requires active collusion with
government officials, not concealment and accounting tricks; it cannot be done
independently by the taxpayer, which is contrary to the case with the taxpayer-
active taxes on income or consumption. Of course, the taxpayer may simply
ignore the property tax that has been levied; in countries like India and the
Philippines, as much of the tax as is collected often goes uncollected. And
municipalities in the Slovak Republic have had difficulty collecting real estate
taxes from insolvent businesses. But these failures to pay are evasion (outside
the law), not avoidance (within the law), and even these tax payments can be
guaranteed because if there is sufficient political will, the parcel of property
itself is in the jurisdiction and can be claimed by the taxing government if
payment is not made.

Another collection approach, the ‘rate clearance certificate’, from Kenya,
relies on taxpayer initiative to clear outstanding liabilities and is effective when
the property is transferred or when the property holder seeks a local business
permit or some other local service is being requested. It has not proven particu-
larly effective (Kelly, 2000). Publishing the names of delinquent property owners
is also often done, but without much apparent impact. Tax sales (action against
the property itself) do the trick; selling the parcel to recover taxes owed brings
owners forward with payment in hand. However, tax sales are politically diffi-
cult, even in the most developed countries.

There are a good number of other international examples of independently
administered local property taxes. Local governments in larger urban areas often
are responsible for administration of their real property taxes, even when subna-
tional governments are given no other significant fiscal autonomy. (Bahl and
Linn, 1992) The Netherlands offers one example of a successful nationwide
decentralization of property tax administration. Prior to 1992, the central gov-
ernment administered property taxes. Since then, administration of the property
tax (onroerende zaak belasting) is a local responsibility. Municipalities maintain
property records, assess properties (at market value) and collect the taxes.
Municipalities are almost evenly divided between those using civil servants for
assessment and those using contract assessment firms. Assessments are per-
formed on a mass basis, and disputes on individual parcel valuations are taken to
the courts for resolution. The National Valuation Board must approve local reval-
uation plans and makes ratio studies (studies of the ratio of assessed to current
market value) to evaluate the uniformity of assessments done by a municipality,
but it is not actively involved in administering the taxes. Tax rates vary from
municipality to municipality, according to choices made by councils, and there
are considerable differences in tax paid on comparable properties, depending on
the location of the parcel in the country. (Sterks and de Kam, 1991)
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Results from independent local administration

An important standard of modern public finance is the principle of subsidiarity,
the idea that governmental actions should be taken at the lowest level of
government, the level closest to the people, at which the desired objectives can
be achieved. The principle, when applied to tax administration, suggests that
independent regional and local tax administration ought not be dismissed, but
should be considered as another alternative in the efficient, effective and respon-
sive implementation of overall national tax policy. Casanegra de Jantscher
(1990) maintains that in developing countries ‘tax administration is tax policy’.
The same certainly holds true in transition nations and, given variations in
enforcement terms and conditions across a country, also applies to an important
degree for tax policy in any nation. Therefore, if it is reasonable for regional and
local governments to develop tax policy as an element of a programme for locali-
zation of government financing, then it is similarly reasonable to consider the
degree to which independent regional and local administration may be economi-
cally and technically feasible. It certainly would be politically feasible and
possibly politically desirable in a programme of increased fiscal responsiveness.
This is particularly critical because the taxpayer’s contact with the tax law — the
representation of what tax policy is — is through its administrative apparatus.
Hence, as far as the taxpayer is concerned, the representation of tax policy will
be the tax administrators.

Regional and local governments, even within a single country, vary widely in
terms of size, professionalism and economic development. This makes precise
conclusions about independent tax administration difficult. However, general
experience with independent regional and local tax administration suggests the
following:

1. Familiarity with local conditions and easy adaptability to those local condi-
tions can facilitate registration of taxpayers, collection and enforcement of
many taxes. Indeed, when local governments have designed their own tax
base and structures, local administration can be designed specifically for the
tax in that application and policy and administration can be fully merged.
Administration need not be a central one stretched to apply to the local
structural peculiarities, administrative decisions can be made without drag-
ging them through a centralized bureaucracy and, should enforcement be
directed toward large taxpayers as an administrative strategy (Baer et al.,
2002), the selection will be based on large taxpayers within the local or
regional tax system, not those large in national terms. One example: two
growing communities in Colorado, Parker and Castle Rock, created a Joint
Sales Tax Self-Collection programme in 2005, replacing state administration
for their local retail sales taxes because they believed that state enforcement
efforts were inadequate.

2. Local administration can apply taxes on economic activities that fall below
the threshold of central government interest because local administrators
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have familiarity with the local business environment from information
generated through local licensing and regulatory processes and can generate
revenue by bringing small enterprises into the tax system at relatively low
cost. Bringing them into the subnational tax system may also assist central
government revenue mobilization if there is information exchange between
central and subnational administrations.

. When administration of local taxes is separate, it is much easier for taxpayers
to see which government is levying what taxes — and to hold the appropriate
governments accountable. Transparency can be lost when a central authority
administers the tax levied by a lower level of government. Taxpayers receiving
a consolidated regional / local property tax bill or preparing a consolidated
regional / local income tax return often cannot easily discern which govern-
ment is levying which portion of the total tax bill. That reduces the degree to
which fiscal autonomy improves accountability for budget choices that have
been made. Independent administration usually exposes responsibility for
the tax being levied.

. Independent regional and local tax authorities can act as ‘insulated chambers
of experimentation’ for tax administration. They can innovate new approaches
and techniques, exploiting the nimbleness and creativity that often charac-
terizes smaller organizations. For example, state revenue departments in the
USA have been leaders in the application of new information technology,
bar-coding and imaging to tax administration; the State Revenue Department
of Western Australia markets its revenue collection information system
widely; and Guijarat state in India has developed a computerized system for
checking commercial vehicles to enforce the road tax at interstate check
posts, which reduces clearance time from 30 to 2 minutes. US states have
used posting of income and sales tax delinquent taxpayers on websites
(names, addresses and amounts), cancellation of business licenses and
suspension of driver’s licences as more aggressive collection measures. Some
subnational governments have greater flexibility and control over resources
than others, some have more creative administrators than others and some
have better environments for experimentation than others. That allows
something like natural experiments in tax administration, a result that can-
not easily happen within the confines of a single, centralized administration.
Furthermore, the impact of confusion and mistakes if the experiment fails is
localized and limited to the systems of the state or locality.

. Independent administration can provide the taxing government quicker,
and more certain control over its revenue. As Veehorn and Ahmad (1997)
recognize, central administration means that ‘local governments may
perceive that they have very little control over receipts.” With independent
administration, the government does not have to await distribution from the
central administration because it has control over funds as soon as the
taxpayer makes payment. Unfortunately, the central administration would
typically not have quickness as an objective in dealing with another
government’s revenue. Also, independent local administration simplifies
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revenue accounting: there is no dispute about the proper distribution of
collections among taxing governments, a frequent point of contention when
one government collects tax levied by another government. Slow and
inaccurate payment has been a common complaint among localities in the
USA whose sales or income tax is administered by the state government.
Before the advent of electronic funds transfer, larger cities in the state of
Texas would regularly fly to the state capital to receive payment of local sales
tax collections so that the city could have faster use of the funds for short-
term investment or payment of city obligations, rather than wait for the
payment to be mailed. When the US states experience budget problems, one
common approach is for them to delay scheduled payments (transfers or
centrally collected local taxes) to their local governments. However, these
complaints pale against the two year lags in shared personal income tax
receipts received by localities in Hungary (Bird et al., 1995). Delays are
blamed on sorting returns when taxpayer residence differs from location of
workplace or tax office. Such delays would work against any rate increases:
there would be a long lag between when the taxpayer feels the higher tax and
any public service benefits from the increase.

6. Subnational governments like the employment power that independent
administration provides. Unfortunately, in some countries, labour intensity
in tax collection and high collection cost is seen as a virtue. This is what
Fjeldstad (2001) observed about local tax administration in Tanzania: ‘for cer-
tain small taxes and charges the collection costs are the reason for the levy.
In other words, the purpose is to create employment or at least an income-
earning opportunity for someone who might otherwise be unemployed.” The
influence is real, although not so blatant, in other countries.

7. Local governments may not be satisfied with the central standard of tax
enforcement and local administration allows them to pursue a different
enforcement policy. As Alm (1999) has observed, the output of revenue
administration includes both government revenue and taxpayer equity, and
subnational units may balance these two outputs differently from the central
administration. In other words, local governments may have different views
about the appropriate distribution of uncollected taxes; independent local
administration allows enforcement policy to reflect these differences.

8. Independent administration would assure the regional or local government
that their revenue interests were rigorously represented in disputes about the
distribution of tax revenues from enterprises or individuals that might be
taxable in multiple jurisdictions. The question of what jurisdiction is enti-
tled to tax certain tax bases — the profit from business enterprise conducted
in several jurisdictions or income for individuals with work assignments in
several areas, for instance — is a thorny one if an effort is made to apportion
the total in a manner that generally reflects portions of activity within the
various taxing jurisdictions. Businesses and individuals tend to make legal
interpretations that reduce their tax liability and some also evade tax owed.
As a result, subnational governments may receive less revenue than they
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believe to be owed them, even though the entity has paid all tax owed the
central government. A central tax authority that administers both central
and piggybacked subnational taxes is almost certainly going to be less
concerned with getting the subnational tax apportionments right than
would be independent subnational authorities. Furthermore, the subna-
tional jurisdictions themselves may differ as to the appropriate distribution
of the tax base. A single central administrative authority is not well-
equipped to settle such disputes over regional interests. The case of each
taxing jurisdiction could best be made by independent administrations, not
by functionaries of the central administration.

Independent administration by the lower government that levies the tax
provides assurance to the taxing government that full and appropriate dili-
gence will be given the collection and enforcement of its taxes. When higher
governments (and the employees of these governments) administer those
taxes, there is the danger that administrators will give collection and enforce-
ment of lower tier taxes less attention and lower priority than taxes levied
by the higher tier. Allowing the collecting government to retain a portion of
the lower tier tax it administers (paying a collection fee, in other words) may
reduce the disincentive somewhat; such collection fees are, for instance,
often provided when state governments in the USA collect local govern-
ment sales taxes. However, if the fee is substantial, the reduced revenue to
the local units may dampen the enthusiasm with which lower units pursue
fiscal autonomy through enactment of their own taxes. Different sharing
rates may create similar problems. In regard to India, Hemming et al. (1997)
observe: ‘The fact that the center retains different percentages of different
taxes — with the rest being passed on to the states — may provide an incentive
to concentrate the collection effort and resources of the central tax adminis-
tration on those taxes...it retains in full or in higher percentage.’

Duplicate enforcement may provide a check against omissions when central
and subnational administrations exchange information and may make
corruption more difficult because two sets of enforcement officials must be
paid off. As Radian (1980) observes, ‘in countries where both central and
local authorities collect taxes, there is higher extractive capability than in
nations that rely solely on central administration.’

Burgess and Stern (1993) postulate that ‘[d]ifferences in the tradition of
compliance probably explain as much of the worldwide pattern of taxation
as do under-resourced or poorly organized tax administrations.” Countries
differ widely in regard to their ‘tax cultures’ (Nerre, 2008) and policy and
administration needs to fit the country. Local administration has a better
chance of bringing the population into the system than would administra-
tion imposed on them from the distant national capital. Administration by
local bodies, not by representatives of the central government, may help
create a compliance tradition.

There is a competitive aspect to the case for independent administration. The
argument made by McLure and Martinez (2000) for decentralization also
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applies to tax administration: ‘Just as competition in the marketplace protects
consumers from the rapaciousness of business, so tax competition protects
citizens from the rapaciousness of politicians and bureaucrats.” Tax authori-
ties are popularly viewed as among the most rapacious of civil servants.

Economies of scale in tax administration appear to present an important bar-
rier to independent administration. But that may not be controlling. Even if size
of jurisdiction is relevant to achieving effective administration, many regions
and municipalities have populations and economies larger than those of many
independent nations; if the nations can successfully administer their own taxes,
then surely economic and technical factors ought not preclude independent
administration of taxes levied by those large regions and municipalities. The tax
base of many national taxes — business income, value added, personal income -
is frequently concentrated in larger urban areas. In those instances, the practical
difference between national administration and local administration in those
areas would not be great. Furthermore, smaller regions or municipalities can
band together in administrative compacts for provision of any administrative
services for which size might matter.

Share, joint and cooperative administration

When there are multiple tiers of generally independent tax administration, there
are several possibilities for shared and cooperative administration both verti-
cally and horizontally. Tax administration can employ division of tasks among
central and subnational government, with lower units choosing tax base and
rate and conducting certain function in administration while the central
government ‘co-administers’ other functions. Kelly (2003) notes the importance
of property tax ‘co-administration’ in Indonesia’s decentralization programme:
‘The key to success is to maintain the correct balance between central and local
involvement in administration — not to make administration either a purely
central or local government responsibility.” The core functions of tax adminis-
tration — taxpayer registration and service, declaration or assessment, revenue
and taxpayer accounting, delinquency control, audit, enforcement, and appeal or
protest (Mikesell, 1998) — may, for a particular tax, be divided among tax author-
ities according to technical competencies, and some functions may be performed
by more than one authority. They will be performed for each tax, but not neces-
sarily by the government levying the tax and not necessarily all by the same
government. Technologies may differ, but ‘the functions themselves have been
essentially constant since at least biblical times’ (Baldwin, 1996).

The real property tax, while requiring considerable technical skill to obtain a
uniform appraisal of property, applies to a base that is quite immobile and non-
fugitive and whose value very much depends on local market conditions. In
these circumstances, co-administration between central and local government
can be an appropriate organization structure. A cooperative division of functions
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can combine local autonomy and familiarity with local conditions and central
technical skills. But nations have not reached the same conclusion about the
assignment of functions between central and local governments. This difference
appears in the division in assignment of valuation and collection responsibili-
ties across several nations (Dillinger, 1991; Almy, 2001; McCluskey and
Williams, 1999):

Central Valuation, Central Collection: France, Pakistan, Indonesia, Sweden,
Jordan, Albania, Armenia, Czech Republic, Georgia, Latvia, Russia, Portugal,
Cyprus, Estonia, Jamaica, Singapore. Municipalities in Estonia perform some duties
in administration of the property tax, but the central government has the dominant
role in assessment and collection.

Central Valuation, Local Collection: United Kingdom, Kenya (except largest cit-
ies), Germany, Columbia, Austria, Turkey, Denmark, New Zealand.

Local Valuation, Central Collection: Tunisia, Slovenia. The Russian land tax previ-
ously mentioned, with valuation by local land committees and the remainder of
administration done by the national Ministry of Taxation, might be considered an
example of this arrangement. However, the cadastral valuation system the land
committee must use is closely controlled from the national level.

Local Valuation, Local Collection: Brazil, India, Japan, Mexico (sometimes state),
Kenya (largest cities), Philippines, Hungary, Romania, Slovak Republic, Greece,
Italy, Netherlands, Switzerland (cantons), United States. In the USA, it is not unu-
sual for local law enforcement officials to serve as collection agents for both local
and state tax administrations when dealing with particularly difficult taxpayers.

Denmark illustrates one intergovernmental division of functions, where rev-
enue from three kinds of property tax is assigned to subnational governments: a
land tax on all plots of land; a service tax on buildings used for administration,
commerce and manufacturing; and a property value tax on owner-occupied
dwellings and summerhouses. The central government has main responsibility
for valuation of immovable property. Central government appoints 224 valua-
tion committees of three members with secretarial assistance from the munici-
pality. The basic information for valuation and collection is stored in
computerized registers. The Central Customs and Tax Administration, part of
the national Ministry of Taxation, maintains a register of sales prices, and the
municipalities maintain a valuation and collection register with: (1) description
of the land parcels from the national survey and land register, and (2) a building
and dwelling register with the description of buildings and dwelling units. The
Central Customs and Tax Administration carries out the central coordination of
valuation and gives instructions to the valuation committees. A property tax
office in each municipality collects the municipal and county share of the land
tax and service tax. The computer-generated annual property tax bill, divided
into instalments as determined by the municipality, also includes municipal
charges on the property (for roads, sewerage, district heating, street lighting,
water etc.) Payment can be made in cash at the municipal office, by the postal
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giro system or through the bank automatic payment system. Central government
collects the property value tax via withholding in combination with the indi-
vidual income tax.

Although independent administration is the rule for tax administration in the
USA, there are some prominent exceptions. Cooperative administration is fre-
quently used for administration of property tax on certain complex properties
(industrial property, telecommunications, transportation, etc.): a state agency
handles these complex assessments while local governments administer the
remainder of the tax, including assessment of less complex properties. Local
governments do administer, along with their own tax, the property taxes that a
few state governments continue to levy. The states and the federal Internal
Revenue Service do exchange information on both individual and corporate
income taxes, and states have both formal and informal information exchange
with each other.

Tax administration in Canada provides other examples of joint administration.
As earlier noted, tax administration for provincial and territorial taxes mixes
centralized and independent administration for individual and corporate
income and sales taxes. The pattern for the major local tax — the property tax
—is, however, one of cooperative administration between the regional and local
governments. Arrangements for local government finances in Canada are left
to the individual provinces and territories, not the federal government. Property
taxes yield virtually all the tax revenue collected by local governments in
Canada (98 per cent) and localities collect 80 per cent of all property taxes
levied. As a share of GDP, these property taxes are among the highest in the
world. That makes good quality assessment particularly important. Local
governments establish their own property tax rates and manage collection of
taxes they have levied, but the province or territory establishes the basic
structure and requirements for the local taxes, establishes the policy for
valuation of property parcels and is responsible for ensuring that assessment is
done according to the assessment standard that reflects provincial tax policy.
Thus, overall administration of the property tax combines centralized and
independent administration of the collection functions. For uniformity,
valuation is centralized while the other functions are handled by the local
government levying the tax.

The provinces use four different organizational structures to ensure uniform
assessments. Most also are organized to provide the efficiency advantages of
large scale operation:

1. Crown corporations: British Columbia (BC Assessment), New Brunswick
(Service New Brunswick), Newfoundland and Labrador (Municipal
Assessment Agency) and Saskatchewan (Saskatchewan Assessment
Management Agency) have set up government corporations to do property
assessments for local governments in the province. The corporations are
owned by provincial government with representation of the localities on
their governing boards.
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2. Non-profit corporation: Ontario (Municipal Property Assessment
Corporation, MPAC) has established a non-profit corporation owned by
municipalities in the province to administer provincial assessment policies.
MPAC has a head office with most of its staff located in 36 field offices across
the province. Property owners may appeal MPAC assessments to an inde-
pendent Assessment Review Board, whose decisions are final and binding.

3. Provincial Tax Assessment Departments: Manitoba, Nova Scotia, Prince
Edward Island and the territories administer assessment through traditional
government agencies.

4. Provincial Assessment Supervision: Alberta Assessment Services, an agency
of provincial government, establishes assessment standards, provides techni-
cal support and maintains quality control for assessments. The municipali-
ties do the actual assessment using appointed assessors, however, according
to the promulgated standards.

The corporations provide other services to local governments, but property
assessment is the principal service that they offer. The focus of each arrange-
ment is to improve the uniformity of assessment of the tax base across the prov-
ince or territory; without such uniformity, an equitable application of the
property tax is impossible. The taxing locality can then levy and collect the tax
applied to the base that has been assessed according to the regionally uniform
assessment standard.

Land tax administration in Estonia presents a somewhat different approach to
cooperative administration. Estonia, the first country of the former Soviet
Union to adopt a market value based land tax (1993}, introduced the tax as an
element of broader reforms toward fiscal decentralization and privatization. The
tax yields only around 6.5 per cent of local government revenue, with shares
slightly higher in rural areas than in urban areas. Local councils annually set the
tax rate within limits set by the central governments on the capital value of the
land without buildings, timber, plants or structures. Since 1996, land tax collec-
tions have been local revenue. However, to encourage quicker privatization of
municipal land, from the start of 2000, the municipalities receive only the tax
on private land; the tax on land under public leases goes to the central govern-
ment. Administration involves both central and local governments. The
National Land Board, part of the Ministry of Environment, estimates value
while the National Tax Board, part of the Ministry of Finance, collects the tax.
Municipalities collect information on property transactions and submit the data
to the National Land Board and provide the National Tax Board with informa-
tion necessary to maintain its Land Tax Register. At the conclusion of the valu-
ation process, local officials calculate the taxable value of each land parcel. The
National Tax Board administers tax billing and collections through its local
offices. Taxes are collected in three instalments through commercial banks.
Unpaid taxes become liens against the property and the National Tax Board may
seek sale of property for non-payment of tax. Administrative costs from both
levels of government is estimated to be roughly 5 per cent of collections.
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Programmes that centralize valuation but leave other elements of property
tax administration to lower levels are found in several countries. For example,
Malawi taxes property on a ratings basis; assessment is on a quinquiennial cycle
with local property valuation on the basis of information from the central
government Ministry of Lands, and the local authorities set the rates and handle
collection (Kelley et al., 2001). In Turkey, the national Ministry of Finance
estimates property values, with a considerable requirement for self assessment,
while the municipalities collect the taxes they have levied on that property.
That mix of functional responsibilities meets the needs of many countries seek-
ing to localize revenue authority and administration while wishing to maintain
a broad uniformity of standard for application of the property tax.

Finally, Mexico presents a special case of cooperative administration. In
general, the central government administers federal taxes and all states have
signed agreements whereby they trade the exercise of most of their taxing
authority for a share of federal revenues. However, state governments sign agree-
ments (convenios de colaboracion administrative) with the federal government,
which allows them to audit and otherwise verify compliance with federal laws
in exchange for a significant portion of additional federal revenues they locate.
That gives them revenue based on their particular knowledge of local economic
activities about which the central administration might not be aware. In the
USA, some states administering local sales taxes provide the local governments
periodic lists of their local sales tax payers so that the locality can check for
omissions and request state enforcement action.

Shared administration allows independence while permitting administrative
specialization. It provides many of the advantages that fully centralized admin-
istration might afford, while permitting considerable autonomy and advantages
of small, local operations. When the decision to cooperate and share is made
voluntarily by the subnational government, there can be no argument that such
relationships interfere with fiscal autonomy. If performance by the central
authorities falls below the standard expected by the subnational government,
the subnational government can terminate the relationship. When shared
administration is required, however, it is more difficult for the relationship to
remain satisfactory. Higher tier governments are not in the habit of offering
performance guarantees to lower tier governments and, when there are many
subnational units whose taxes are being administered, producing such guaran-
tees for each of them would be difficult.

For property tax valuation, the guarantee would be in terms of achieving the
legally intended assessment ratio or level of assessment (the ratio of the value
determined for tax purposes [the assessed value] to the legally targeted value
[often current market value]) and of achieving a target level of disparity of assess-
ment ratios to assure that the tax is distributed across properties in the way that
the law intends. Valuation is the most difficult stage in property tax systems,
and achieving an appropriate degree of assessment ratio uniformity is critical for
the levy of an equitable and productive tax. In the USA, a number of states con-
duct this uniformity testing of the assessment work done by local jurisdictions
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to ensure that these governments — either themselves or the contractors they
have hired to perform the work - are doing an adequate job of valuation. The
Canadian corporations that provide property tax valuation services to localities
regularly report their uniformity and level of assessment statistics as a measure
of the quality of the work they have done.

For taxes other than the real property tax, the guarantee would need to be in
terms of certain activities associated with administering the tax (taxpayer satis-
faction with and accuracy of assistance provided by taxpayer service centres,
audit coverage rate, delinquency rate, closure of account receivables, speed and
accuracy of return processing and payment deposit). Calculating noncompliance
rates and their distribution across types of taxpayers — the most appropriate indi-
cators of quality of tax administration for taxes placing considerable compliance
responsibilities on taxpayers — is generally not feasible for subnational units.
Meeting revenue targets or forecasts, although a tempting standard, would not
be reasonable, in light of the difficulty of making accurate revenue forecasts: Is
the revenue target missed because of poor tax collection or because of an
inaccurate revenue forecast? Is the revenue target being exceeded because of
unexpectedly successful tax administration or because of an unexpectedly
robust economy driving revenue collections? Kahn et al. (2001) find a Brazilian
programme to provide monetary compensation to tax collectors based on
individual and group performance in finding and collecting taxes from evaders
tohave had a greatimpact on collection of fines. The bonus or reward (Retribuicao
Adicional Variavel) was created in 1989 in the federal tax system.

Conclusion

The decision to decentralize administration of local taxes frequently involves,
as Dillinger (1991) describes, ‘a tradeoff between indifference and incompe-
tence.” When the central government receives no revenue from administration
of a tax, that tax is likely to receive less attention than is given taxes yielding
revenue for the central government. But the local government may have lower
capacity to administer its taxes than does the central government, in terms of
qualified personnel, technology and ability to stand up to large businesses.
Hence the tradeoff: the central government is capable but less interested in local
collections and the local government is keenly interested by less capable.

That is the basic dilemma in providing subnational governments new author-
ity for their own tax administration: regional or local governments are unlikely
to have the full capacity to administer their own taxes if they have never
actually done it before, and central governments are reluctant to permit self-
administration without demonstrated administrative capacity. Therefore, when
considering whether subnational governments would be capable of self-admin-
istration, the question should be the extent to which they could become capable
of the tasks, not whether they are currently prepared to do the work. It certainly
means that training and technical assistance should accompany any major
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decentralization of administrative authority. In sum, incompetence can be
remedied, but indifference is permanent.

A basic problem in providing subnational governments with greater fiscal
autonomy in developing and transition nations is that both the tax bases and
taxing authority granted them are often inherently weak — the bases are nar-
row and have modest yield prospects, the taxes have modest buoyancy, the
taxes are difficult to collect and the localities frequently have constrained
enforcement powers. Modest bases are a problem when the taxes continue to
be centrally administered and even more of a problem when the small bases
are to be locally administered. In these instances, local authorities do not find
it reasonable to devote considerable resources to the enforcement of these
taxes. Passively accepting whatever revenue happens to come in is usually
the most reasonable approach. Granting tax authority for an array of minor
taxes not only obscures the actual tax burden, thus violating the transparency
requirement, it also makes low quality administration more likely. It is a
mistake to decentralize by granting subnational governments the authority
to administer a great list of minor taxes. Permitting a single meaningful
revenue source is much more valuable than permitting a long list of minor
sources.

Assignment of reasonable taxing powers helps give a government control over
its fiscal destiny. It allows the government, acting for its citizens, choice over its
level of spending and how that spending will be financed from segments of its
economy. That is an important element for fiscal autonomy. From the revenue
side of the public economy, fiscal autonomy (and responsibility) is greatest when
the subnational government chooses what taxes it will levy, defines the bases it
will use, sets the rate and preference structure for those bases and administers
the taxes that have been adopted. While surcharges on central tax bases can give
a considerable degree of fiscal autonomy without some of the problems that full
autonomy can create, subnational governments may not agree, if given the
choice, that the autonomy thus given is adequate. In particular, they may be
concerned that a government not receiving the revenue from a tax that it admin-
isters is likely to feel less urgency in collection of, or reform of, that tax than are
those using the revenue to finance their operations. They may feel that admin-
istration in practice is inextricably intertwined with tax policy and that, with-
out having choice over administrative decisions, they lack appropriate fiscal
autonomy.

International experience demonstrates that regional and local governments
can administer the taxes they levy, given political will and operational support.
Capacity can be developed in a tax authority. Horizontal and vertical coopera-
tion and exchange of information can improve administration and simplify
compliance. Issues beyond capacity development, technical assistance and
information exchange include: (1) coordination of registration for national and
subnational taxes to ease business development and to facilitate information
exchange for administration; (2) use of a single taxpayer identification number
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to the greatest extent possible; (3) exchange of audit and other compliance data
to the fullest extent permitted by law; (4) locating taxpayer services offices
together to the greatest possible extent; (5) coordinating payment mechanisms
for central and subnational taxes. Cooperation does often entail some reduction
in administrative autonomy, however. When cooperation is optional, its practice
certainly proves of benefit to all cooperating administrative units.

Note

1 This chapter is largely based on a paper by Mikesell, J. ‘Developing Options for the
Administration of Local Taxes: An International Review’ published in Public
Budgeting & Finance, Spring 2007 (a Wiley-Blackwell journal).
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Establishing a Tax Rate

Kurt Zorn

Introduction

Determination of a tax rate is an integral and critical component of any tax
system, whether the tax is based on consumption, income or wealth. The prop-
erty tax is no exception. How the rate applied to the defined property base is
established can have a significant effect on the property tax’s ability to mobilize
revenues, its fairness, the costs associated with administering the tax and its
economic effects.

Generally there are many steps involved in the administration of a property
tax system. These steps include: establishing laws and statutes which provide
general guidance regarding what property should be subject to taxation, how it
should be valued and how it should be taxed; developing rules and regulations
for the administration of the tax; discovering property; preparing an inventory of
property; estimating the value of property; determining the taxable value of the
property; establishing a tax rate; and calculating the property tax bill (Brown and
Hepworth, 2002). While there is an extensive academic and practitioner litera-
ture about property taxation and property tax administration, one aspect that
tends to receive less attention is how property tax rates are established.

The literature does devote considerable attention to how the property tax base
is determined and how that base is valued. Of course, determination and valua-
tion of the tax base is essential to arriving at a levy in any tax system. However,
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equally important to the determination of the tax levy is the tax rate applied to
the tax base. This is certainly true with the property tax where the property tax
base and the property tax rate are inextricably intertwined when determining a
property tax levy. If there is a desired amount of revenue that needs to be raised
from the property tax, it is simple to see that a large property tax base results in
a low tax rate. Conversely, if the tax base is relatively small, the property tax
rate must be high to achieve the targeted tax levy.

The purpose of this chapter is to provide a detailed look into considerations
that lie behind the establishment of a property tax rate. Included in these con-
siderations is the fact that the way property tax rates are established can have an
effect on revenue mobilization, fairness, economic neutrality and transparency.

What level of government should
set the property tax rate?

There is a rich literature that deals with the issue of fiscal decentralization and
the principles behind both expenditure and revenue assignments in a decentral-
ized system. See, for example, Bahl and Linn (1992); Bird (2000); Bird and
Vaillaincourt (1999); Ebel and Yilmaz (2002); Martinez-Vazquez (2001); and
McLure (1998). It is generally agreed that governmental functions that involve
maintaining a growing and stable economy along with ensuring national security
should be the province of the central government. Similarly, policies and
programmes intended to redistribute income should be the responsibility of
higher, rather than lower, levels of government in order to ensure fairness.

On the other hand, the correspondence principle, which argues that expendi-
ture assignment should be correlated with the level of government that best
matches the area where the recipients of the benefits from these goods and
services reside, suggests that the vast majority of government goods and services
should be provided at the subnational level and, more explicitly, the local level
of government. A final concept that tends to reinforce the notion of a subnational
emphasis on expenditure assignment is the principle of subsidiarity. Under this
principle, the delivery of goods and services should be assigned to the lowest
level of government that can efficiently provide them.

Subsidiarity recognizes that tastes and preferences for publicly provided goods
and services tend to vary widely, making decentralization of their provision
desirable to the extent reasonable. Therefore, at least conceptually, it makes
sense to deliver the vast majority of public services at the subnational level
where local officials, who are more in touch with the preferences of the citizenry,
decide what to provide, how to provide it and for whom to provide these goods
and services.

If subnational governments are going to be expected to participate in the
delivery of publicly provided goods and services, they must have the ability to
finance them. Fiscal decentralization, which is predicated on the correspondence
and subsidiarity principles and which argues that local policymakers should be
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granted an appropriate amount of fiscal autonomy with regard to expenditures,
suggests that there should be a similar degree of autonomy on the revenue side
of the equation. The logical financing sources for subnational governments
most likely will consist of revenues they mobilize themselves along with
transfers from higher levels of government. And taxation is an important
component of any plan for local revenue mobilization.

Determining exactly what taxes subnational governments should have access
to can be a challenge. The benefits of local fiscal autonomy and more direct
accountability have to be weighed against the costs, such as loss of central con-
trol over the fiscal matters of subnational governments. Granting greater
autonomy to local officials also may have its drawbacks. Because officials are
directly accountable for a set of revenue sources, they may be reluctant to fully
utilize them due to a fear of political backlash. This, in turn, may result in
officials at the subnational level making inefficient use of the revenue sources
available to them, resulting in a deterioration of the quality and quantity of
goods and services they are able to provide. In addition, with increased auton-
omy, subnational governments may try to levy taxes on tax bases for which
they have little or no accountability. Ideally, subnational governments’ access
to tax bases should be limited to those that correlate with jurisdictional
boundaries.

The literature does provide guidance with regard to proper revenue assign-
ment, specifically in the case of taxes. When considering what taxes should be
under the purview of subnational governments, Bahl argues that central govern-
ments should consider four criteria (Bahl, 2001). First, the revenue adequacy of
the taxes should be considered. Specifically, a determination must be made
regarding how much of the expenditure responsibility it has assigned to
subnational governments should be covered by taxes. Second, the taxes assigned
to local governments should correspond to expenditures. ‘Local governments
should not have access to taxes where there is potential to export a significant
part of the burden to persons who live outside the expenditure benefit zone.’
Third, it is important that subnational governments be assigned taxes they can
administer efficiently, effectively and equitably. Fourth, local governments
should have some discretion in setting the tax rate. Without an opportunity to
adjust the tax rate, the local government lacks the ability to adjust the relative
price of locally provided goods and services. An important feature of fiscal
decentralization is the enhancement of transparency regarding the link between
expenditures and revenues. If the tax rate is centrally determined, accountabil-
ity is compromised because it is no longer clear what influence, if any, local
officials have over rate setting.

Others reinforce the notion that tax rate setting is an important component
of any subnational tax structure. Bird (2000) argues that a completely
subnational tax possesses four characteristics: it is assessed by the subna-
tional government; the tax is collected by the subnational government;
revenues accrue to the subnational government; and the subnational govern-
ment sets the tax rate. There are, of course, many situations where the central
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and subnational governments share the aforementioned responsibilities with
regard to a particular tax. However, ‘...the most critical aspect of subnational
taxing power is who is politically responsible for setting the tax rate’ (Bird,
2000). Without the ability to set the tax rate, subnational governments lack
the ability to significantly affect the level and composition of their revenues.
Therefore, autonomy and accountability are compromised. However, this
ability to set rates does not have to be complete. If subnational governments
are allowed to set rates within a range determined by the central government,
they are afforded at least a degree of autonomy and will be at least partially
accountable for the rates set.

Property taxes are often mentioned whenever subnational taxes are being
discussed. Depending on how they are designed and administered they have
the potential for satisfying the four criteria posited by Bahl (2001) and the
conditions outlined by Bird (2000). Malme and Youngman (2001) argue that
property taxes have the potential to be an important component of a well-
functioning intergovernmental fiscal system. And, as noted above, in order
for the property tax to be an effective and responsive tool in local fiscal poli-
cymaking it is important that local governments have considerable say in
setting the tax rate.

Setting the property tax rate

On the surface, the relationship among the tax rate, the tax base, and the amount
of tax revenues (tax levy) raised from the property tax is straightforward:

L=1NTB (5.1)

where

L=the property tax levy

r=the property tax rate

NTB=the net property tax base. (The net property tax base is defined as the base
to which the property tax rate is applied. A discussion of how the net base
varies from the gross property tax base is provided later.)

The amount of the tax levy is directly related to both the size of the property
base subject to the tax and the level of the tax rate. Tax revenues will increase
under a number of scenarios including when the rate and base both increase,
when the tax rate experiences a larger percentage increase than the tax
base decreases or the tax rate decreases less percentage-wise than the tax base
increases or when the tax base increases but the tax rate remains unchanged
or vice versa. However, as those familiar with the property tax will tell you,
the relationship among the rate, base, and levy is not as simple as it first
appears.
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Determining the tax base

The first step in structuring a property tax is determining what types of property
will be subject to the tax. Often the choices include land, structures on the land
and personal (movable) property.

Once the property subject to taxation has been identified, a basis for valuing
that property must be chosen. Generally one of three different approaches is
used — the capital value approach, the rental value approach or the area based
approach. The capital approach values property at its market value, based on its
highest and best use as identified in an arm’s length transaction. The rental
approach bases the property’s value on the open market rental value for its cur-
rent use. The area based approach uses the physical size of the property, usually
per square metre, as the basis for valuation of property. A variation on this
approach is a unit basis of valuation where the tax is based on each physical unit
without reference to area or size. The end result, regardless of the valuation
method chosen, is the gross property tax base (GTB).

The size of the GTB will depend on how effectively the valuation is performed.
Some approaches are fairly uncomplicated, such as the area based approach,
requiring no particular level of sophistication in order to arrive at an accurate
valuation of the tax base. On the other hand, the rental and capital value
approaches are more data intensive, and accurate valuation demands more
expertise on the part of administrators. Because valuation is relatively easy
using an area based approach, it is not uncommon to find this approach in use in
developing and transitional countries. Rental and capital value approaches to
valuation tend to be more prevalent in developed countries and in those coun-
tries that possess a longer history of reliance on the property tax.

Ideally the GTB would form the basis for property taxation but in reality that
generally is not the case. The GTB is often reduced either by passive or active
administrative actions. The former refers to situations where valuation approaches
are not applied properly, resulting in a divergence between what constitutes the true
size of the base (GTB) and the base subject to the tax (NTB). The more complicated
the valuation process, such as those that occur under the rental and capital value
approaches, the higher the probability that passive administrative actions will
impact the tax base. In reality, there is the possibility that some actors in the process
may use the more complex rental or capital valuation processes as ‘cover’ for very
deliberate moves to manipulate a divergence between net value and gross value. For
example, assessors in the USA sometimes purposely under-value real property,
causing its assessed value to differ from its market value (capital value).

The GTB may also be reduced through active administrative actions. When
valuing property, a conscious decision may be made to treat various types of
property differently. One approach may be to use different valuation algorithms
for different types of property, which result in variations in value across prop-
erty types. For example, residential land parcels may be valued on the basis of
comparative sales, while agricultural land is valued based on soil productivity.
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Another approach is to use a common valuation method and then adjust the
value subject to taxation depending on what classification category the property
fits. This second approach can be demonstrated algebraically (see Equation 5.2);

NTB, = zGTB, (5.2)

where

NTB, =the net property tax base for property in property class i
GTB,=the gross property tax base for property in property class i
z =the percentage of gross value of the tax base that is subject to taxation

An example of this divergence between the gross and net tax base is the rather
common phenomenon of classifying property types in the USA. Usually for polit-
ical reasons, a decision is made to treat residential (R) and commercial/industrial
(C/I) real property differently. Often the rationale, even if it is not explicitly stated,
is that it is politically advantageous to provide a ‘tax break’ for residential prop-
erty owners relative to business property owners. By doing this, politicians may
be viewed in a more favourable light by the bulk of their constituency, residential
homeowners, and receive more favourable consideration during elections.

So, for example, under a capital valuation approach, the market value of a
parcel of residential real property and of a parcel of commercial real property
may have equal gross values (GTB, and GTB_ ) of $200,000. But the value of the
net property tax bases (NTB, and NTB_,) will vary if the jurisdiction has chosen
to treat property differently based on its class. In this example, assume that the
jurisdiction has determined that commercial and industrial property should be
valued at its full gross value (z,=1.0) and residential property should only have
half of its gross value subject to taxation (z,=0.5). Therefore, the NTB subject to
taxation will vary between these two parcels ($200,000 for the commercial par-
cel and $100,000 for the residential parcel) despite the fact that they both have
the same gross property value.

A second way that active administrative actions may cause a divergence between
the GTB and the NTB is through the application of exemptions and deductions. Of
course, more than one approach may be employed simultaneously. For example,
property may be classified and also eligible for deductions and exemptions.

This difference can be shown algebraically by the following (see Equation 5.3):

NTB,=GTB,-X,-D, (5.3)
where

NTBp=the net property tax base for parcel p
GTBp=the gross property tax base for parcel p
X, =exemptions for parcel p

D, =deductions for parcel p.
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Commonly used exemptions include properties used for religious, educational
and charitable purposes. In addition, property tax abatements, which are popular
in the USA, may exempt all or a portion of business-related real and personal
property. The application of deductions tends to vary widely and is commonly
based on characteristics such as the age or income of the property owner, how
the property is used, etc.

Types of tax rates

Once the net property tax base (NTB) has been determined, the focus shifts to
what tax rate should be applied to the subject property. Two general types of
property tax rates exist — flat rates and progressive rates. Generally flat rates are
more predominant than progressive rates.

In its most fundamental form, a flat property tax rate is a single rate uniformly
applied to the entire NTB in a political jurisdiction (see Equation 5.1). The advan-
tages associated with using a flat tax rate for property taxation include uniformity,
simplicity, transparency and predictability of revenue. One rate is easy for the tax-
payer to comprehend, and tax officials will find its application to be uncomplicated.
Also, if the value of the property subject to taxation is known, simple multiplica-
tion provides information on how much revenue the property tax will generate.

Despite the apparent simplicity of using a flat rate for property taxation, things
can get complicated rather quickly. This arises when multiple flat rates are
employed. One way multiple flat rates may be employed is when there are over-
lapping jurisdictions that rely on the property tax as a source of revenue. While
each separate jurisdiction applies a single flat rate to property within its political
boundaries, an individual property parcel within these jurisdictions’ boundaries
will be subject to multiple flat rates. This can be seen algebraically as:

J
_ 5.4
L,=Yr,NTB, (5:4)

=1

where

j=jurisdiction j
r,=the flat tax rate for jurisdiction j

p=parcel p
J=total number of jurisdictions that have parcel p as part of their NTB

The result of the application of these multiple rates is that the property tax may
no longer be uniform. Two identical properties with the same valuation may
face different tax bills due to their different physical locations. For example, if
two identical parcels are located a few hundred metres apart in a municipality,
and parcel A is located in a special service district (such as water conservation
district) and parcel B is not located in the special district, parcel A will be subject
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to both the municipal property tax rate and the water conservation property tax
rate while parcel B will only be subject to the municipality’s tax rate. Just
because the total tax rate is not uniform does not imply that the difference in
rates is unfair. It is possible that parcels in the special service district are receiv-
ing benefits consistent with the property taxes paid.

In addition, the property owner will no longer perceive the property tax system
to be simple, easily understandable or predictable. Instead of only having to keep
track of a single jurisdiction’s tax rate setting process, the property owner must
monitor and understand the rate setting processes employed by a number of
jurisdictions. And, until all of the jurisdictions have completed their rate setting
and the subsequent tax billing, the parcel owner will not know what his or her
total property liability will be.

Another way multiple flat rates may occur is when a single jurisdiction
chooses to apply varying rates to different classes of property, resulting in mul-
tiple flat rates within the jurisdiction as:

I
L.=)»1rNTB,
i ;l i (55)

where

i=property class i
r,=the tax rate for property class i
I=the total number of property classes in the jurisdiction.

The classification may be based on use of the property, location of the property
or on ownership of the property. If the use, location or ownership of the property
is being used as a proxy for value of the parcel, these multiple flat rates are simi-
lar in their effect to progressive property tax rates.

Once again, uniformity is sacrificed because property receives differential
treatment based on its characteristics. In addition, simplicity and transparency
are adversely affected because the taxpayer and tax officials must know which
properties fall in which categories and the tax rates that apply to the particular
types of property.

Finally, it is possible for there to be a set of multiple flat rates applied to a
single parcel due to a combination of overlapping jurisdictions and different tax
rates applied by those jurisdictions based on the classification of property.

Unlike flat tax rates, which treat property within a particular jurisdiction or
property classification uniformly, progressive property tax rates increase as the
value of the NTB increases. Factors that may influence the value of land or both
land and structures include the parcel’s location, use, land fertility, condition of
structure, age of structure, amenities etc.

The obvious advantage of this approach to structuring property tax rates is the
ability to generate a more robust stream of revenue compared to applying a sin-
gle flat rate to the jurisdiction’s NTB. In addition, this approach to rate setting
increases the equity of the property tax because it correlates the tax levy with
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the property owner’s ability to pay based on the property’s value. On the other
hand, a progressive property tax rate structure is more difficult to administer
and less transparent to property owners.

The most common progressive rate structure applies larger tax rates as NTB
increases. For example, the first $50,000 of NTB may be subject to a rate of 1 per
cent; property valued from $50,001 to $100,000 may be taxed at 1.5 per cent; and
property with an N'TB over $100,000 may be subject to a tax rate of 2 per cent.
Normally these progressive tax rates are applied as average tax rates on the entire
NTB and not as marginal tax rates on the increments of value in each bracket.

Different progressive rates can be applied to dissimilar classes of property and
it is also possible for overlapping jurisdictions to levy different rates on property
with different values. In these cases, simplicity and transparency clearly are
compromised.

Determining the tax rate

Tax rates generally are established by either official determination or by the
residual method. The former approach is often associated with a culture where
‘...taxation decisions are [considered to be| official acts and therefore must be
ratified by the proper authority...” (Malme and Youngman, 2001). The formal
process of determining rates and ensuring that the appropriate decision making
bodies have provided their stamp of approval become the primary concern, with
revenue mobilization being a secondary concern. One advantage of this approach
is that determination of the rate or schedule of rates is relatively simple even
though the politics surrounding the establishment of rates may be complex.

Another approach to determining the property tax rate first ascertains how
much revenue needs to be raised by the property tax and then sets the rate at the
level necessary to raise the requisite revenue. This approach to rate setting often
is referred to as the residual method. Under this approach, the jurisdiction deter-
mines what its expenditure needs are and projects the revenues it expects to
realize from non-property tax sources, with the difference between these two
amounts representing the amount of revenue that must be raised from the prop-
erty tax. The amount to be raised, the property tax levy (L), is divided into the
net property tax base (NTB), to arrive at the property tax rate (r)).

L

P (5.6)
/7 NTB,
and
L,=E - NPR, (5.7)
where

E, =expenditures in jurisdiction j
NPR, =non-property tax revenues in jurisdiction j
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Clearly the primary consideration behind the residual method is revenue
mobilization. This focus comes at the expense of simplicity and transparency
because of the need to know what budgeted expenditures are, what revenues are
expected from other sources and what the size the NTB is. None of these pieces
of information are necessary under the official determination approach.

Who sets the rate?

If the property tax is part of an overall effort toward fiscal decentralization,
conceptually decision makers at the subnational level should possess autonomy
and have accountability with regard to the tax. This autonomy should extend
to rate setting, in the form of either complete control or partial control over
tax rates.

In reality the level of government possessing responsibility for setting tax rates
varies among countries. At one extreme, the central government retains com-
plete control over rate setting for property taxes and generally relies on an official
determination approach when setting rates. This approach is more likely to be
found in developing and transitional economies because of the increased likeli-
hood that cultural values designate property tax rate setting as an official act and
the fact that there is not an existing infrastructure at the subnational level of
government to administer the property tax effectively and efficiently. In a similar
vein, it is not uncommon, in developing and transitional countries, to find prop-
erty tax systems that use an area based valuation approach because these systems
are easier to understand and to administer (Malme and Youngman, 2001).

At the other extreme, local governments possess complete control over their
tax rates with no involvement of higher levels of government. Quite often in
these situations the residual approach serves as the basis for determining the tax
rate. However, the majority of situations fall somewhere in between these two
extremes.

Central governments may choose to limit subnational governments’ discre-
tion over property tax rates using one of three control mechanisms. First, the
central government may set statutory limits on property tax rates. This may
consist of a ceiling on the statutory (or legal) rates or a specification of a range in
which tax rates must fall. In other words, the r, in Equation 5.6 is subject to an
upper limit or both an upper and lower limit. Second, the central government
may impose a limit on the property tax levy (L) which indirectly constrains the
ability of the local government to set property tax rates. For example, if the
increase in the tax levy is limited to 5 per cent and the NTB, increases by 3 per
cent, the maximum amount the local government can increase its tax rate (r) is
approximately 2 per cent. Similarly, if NTB, increased by 10 per cent, the local
government would be required to cut its tax rate by approximately 5 per cent.
Third, a limit on the increase in expenditures at the local level can indirectly
affect the local government’s ability to set property tax rates. This occurs
because E, in Equation 5.7 is constrained, meaning that the amount of revenue
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that needs to be raised through the property tax (L) is reduced, ceteris paribus.
Therefore, a smaller levy is required from the net property tax base, resulting in
a lower property tax rate.

Rate setting in practice

As demonstrated above, there are many considerations that go into setting a
property tax rate. Not surprisingly there exists a wide variation in how property
taxes are set and by whom they are set. What follows is a few country examples
that help to demonstrate different approaches that are used to set tax rates. In
addition, a summary table provides an overview of different rate setting charac-
teristics in a number of countries.

The Czech Republic is an example of a country where the central government
officially determines property tax rates. An area based valuation standard is
used and multiple flat rates are applied. These tax rates vary with building use
and location. As can be seen in Table 5.1, the area of a building in square metres
serves as the base for the tax (NTB) and it is multiplied by the tax rate deter-
mined for the type of use the building is subjected to.

The value is then adjusted for location, using the following coefficients
(Table 5.2.):

Table 5.1 Property tax rates in Czech Republic, per m?

Residential buildings CZK 1
Weekend and recreation buildings CZK 3
Isolated garages CzZK 4
Buildings used for agricultural production, forestry or water enterprises CZK 1
Industrial and energy property CZK 5
Other buildings used for business purposes CzK 10
Any other buildings or construction not mentioned above CZK 3

Rates are increased by CZK 0.75 per m? for each additional floor, if the building consists of more than one floor
Information sourced from the Confederation Fiscale Europeenne (http://www.cfe-eutax.org/taxation/real-estate-
tax/czech-republic, accessed 19 March 2012).

Table 5.2 Location coefficients, Czech Republic

1.0 In municipalities having up to 1,000 inhabitants

1.4 In municipalities having 1,001-6,000 inhabitants
1.6 In municipalities having 6,001—-10,000 inhabitants
2.0 In municipalities having 10,001-25,000 inhabitants
2.5 In municipalities having 25,001-50,000 inhabitants
3.5 In municipalities with more than 50,000 inhabitants
4.5 In Prague

Information sourced from the Confederation Fiscale Europeenne (http://www.cfe-eutax.
org/taxation/real-estate-tax/czech-republic, accessed 19 March 2012).
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Table 5.3 Personal property tax rates, Russian Federation

Value Maximum rate
Up to 300,000 rubles 0.1 per cent
300-500,000 rubles 0.1-0.3 per cent
Above 500,000 rubles 0.3-2.0 per cent

Source: Mikesell et al., (2006)

Table 5.4 Property rate schedule adopted by parliament, $J

Property value Tax rate

Less than 200,000 600

200,001-1,000,000 600+0.3% of the amount over 200,000
1,000,001-2,500,000 3,000+0.5% of the amount over 1,000,000
2,500,000—more 10,500+ 1.75% of the amount over 2,500,000

Source: Sjoquist (2005). Reproduced by permission of David Sjoquist.

In Russia, the personal property (real estate) tax is centrally administered, but
local authorities have some discretion over tax rates. This tax is levied on
owners of residential houses, apartments, summer houses, garages and other
buildings throughout the Russian Federation. Flat tax rates are set by local
authorities, who can determine what criteria to use, such as type of property,
use or value, when arriving at NTB. However, the tax rates are subject to ceilings
established by the central government (Table 5.3).

Under this system it is possible for local authorities to construct a number of
different rate scenarios. One possibility is a flat rate of 0.1 per cent (or less)
applied to all personal property in the jurisdiction. On the other hand, it is pos-
sible to apply a series of progressive tax rates that vary as the value of personal
property increases. Also, a combination of rates, based on value and use, is pos-
sible under the parameters set by the central government.

A number of countries, such as Jamaica, Chile, Pakistan, Cyprus and the
Philippines, have experience levying property tax rates that vary with property
values (Sjoquist, 2005). Although Jamaica now uses a flat property tax rate, in
the recent past a schedule of progressive property tax rates, established by the
central government, were levied on the value of unimproved land. However,
these rates were effectively limited by a cap on maximum property tax liabili-
ties (levies).

The examples provided above, regarding the structure of property tax rates
used in the Czech Republic, Russian Federation and Jamaica, provide a glimpse
at the variety of structures and practices present in the world. An overview of
tax rate setting characteristics compiled by Bird and Slack (2005) further under-
scores the variety when it comes to property tax rate setting. As can be seen
from Table 5.5, there is substantial variation in the amount of local discretion
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Table 5.5 Characteristics of tax rate setting, selected countries

Different tax by
property class

Local discretion over tax rates

OECD:
Australia

Canada
Germany

Japan

UK

Central &

eastern Europe:

Hungary
Latvia
Poland

Russia

Ukraine

Latin America:
Argentina
Chile
Colombia
Mexico
Nicaragua
Asia:
China
India
Indonesia
Philippines

Thailand

Africa:
Guinea
Kenya

South Africa

Tanzania
Tunisia

Yes

Yes
Yes

No; assessment
differentiation
Two separate taxes

Yes
No
Yes

Yes

No

Yes
No
Yes
Yes
No

No

Yes

No

No, assessment
differentiation
Yes

Yes

Yes, but rarely
differentiated

No, relief
mechanisms used
Yes

No

Yes for local tax; limits on annual increase
in revenues.

Yes (restrictions apply in some provinces)
Central base rates; locally determined
leverage factors

Nationally set standard and maximum rates

Residential tax only; tax ratios for bands set
centrally

Yes, within legal limits

No, but local governments can grant relief
Yes, subject to prescribed minimum and
maximum rates

Yes, within narrow range set by senior
governments

No

Yes
No
Yes, subject to central government limits
Yes
No

No

Yes, subject to state restrictions

No, but can change valuation deduction
Yes, subject to minimum and maximum
rates

No

No
Yes

Yes

Yes
No

Source: Bird and Slack (2005). Reproduced by permission of Enid Slack.
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afforded local authorities and whether distinctions are made among different
classes of property when setting tax rates.

Conclusions

There are many things that need to be considered when administering a property
tax. Attention tends to be focused on the definition of the tax base, determining
the value of the tax base and collecting revenue. An aspect of property tax
administration that is integral, but often underappreciated, is deciding how to
establish the property tax rate.

A large number of considerations go into the setting of a tax rate — how to
define the tax base, what type of rate to use, whether the primary focus is on
revenue mobilization and who should set the rate. Depending on the choices
made, property tax rate setting can be a fairly simple procedure or can be quite
complex. In turn these choices can have a significant effect on the fairness, eco-
nomic neutrality, transparency and revenue productivity of the property tax
system.
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Property Tax Collection
and Enforcement

Roy Kelly

Introduction

The ultimate objective of property taxation is to mobilize government revenue
as efficiently and equitably as possible to pay for public services. Property
taxation policy and administration must therefore be successfully designed and
implemented to mobilize the appropriate level of public revenue, while ensuring
fairness and minimizing administrative, compliance and efficiency costs.

Governments throughout the world are undertaking property tax reforms to
improve revenue yield, taxation efficiency and/or taxpayer equity. Property tax
revenue yields can be improved by implementing policy changes to broaden the
property tax base definition and to introduce changes in tax collection and
enforcement incentives, sanctions and penalties, among others. Property tax
efficiency can be enhanced by introducing policy changes to minimize
exemptions to ensure a broader property tax base, by defining the tax base to
include land only or by introducing a two rate property tax rate system, which
taxes land higher than improvements and/or by establishing higher tax rates on
vacant, undeveloped land, among others. Property tax equity can be improved
by introducing policy changes on definitions of tax liability, tax rate structures
and/or tax relief measures to ensure horizontal and vertical equity, based on the
benefit or ability to pay principles.

A Primer on Property Tax: Administration and Policy, First Edition.
Edited by William J. McCluskey, Gary C. Cornia and Lawrence C. Walters.
© 2013 Blackwell Publishing Ltd. Published 2013 by Blackwell Publishing Ltd.
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Although distinct policies can be adopted which fine tune the property tax
policy framework, the ultimate impact of these policy choices on revenue yield,
efficiency and equity depends on the quality of property tax administration.
Ultimately, unless property tax revenues are effectively collected, all other
intended policy objectives will not be achieved. Governments must ensure that
all property is captured on the tax rolls, that property is valued close to market
value, that tax liability is assessed and levied accurately, that a dispute resolution
mechanism is in place and that the tax revenues are actually collected. Each of
these important administrative actions is necessary in order to realize property
tax revenues and any intended efficiency and equity objectives.

Strategically speaking, collection and enforcement are the most important
components of the property tax system. The property tax is primarily a fiscal
instrument designed to provide government revenue, although the property tax
can also be used to improve efficiency (e.g. through using vacant land taxes or
betterment taxes) and/or improve equity (e.g. through taxing real estate capital).
These objectives can only be obtained, however, if the property tax is uniformly
and effectively collected and enforced. That is, the various property tax objectives
(i.e. revenue, efficiency and equity) in law cannot be realized unless the revenue
is actually collected and enforced.

If raising revenue is the primary objective for property taxation, it is clear that
identification and valuation of the tax base, important as these may be, are only
supportive activities. They are not the ultimate purpose for a tax system. Therefore,
a property tax agency should not view itself as a mapping agency or a valuation
agency. Maps, property information and property valuations are intermediate
outputs needed to achieve the final output of revenue collection. Property tax
agencies must always view themselves as essentially tax collection agencies.

This chapter focuses on the ever important role of the property tax collection
process. The first section briefly presents a conceptual revenue model to
illustrate the importance of tax administration, especially the critical role of tax
collection. The next section briefly explores reasons for low property tax revenue
collection and identifies possible government interventions to improve property
tax revenue mobilization. The third section focuses on the key steps of the
property tax collection process; determining tax liability, assessing the tax liabi-
lity, billing and notifying the taxpayer, receiving and accounting for the tax
revenues and enforcing against noncompliance, while the final section concludes
with some summary thoughts.

Policy and administrative determinants
of property tax revenues
Successful property taxation systems depend on a combination of appropriate

policy and administrative variables. Governments must choose among policy
options related to tax base definitions, exemptions, valuation standards, tax rate
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structures, collection and enforcement provisions and dispute resolution
mechanisms. Simultaneously governments must establish tax administration
systems which can maintain fiscal cadastre records, generate accurate property
valuations, calculate tax liability assessments, bill and collect revenues, enforce
against noncompliance, handle objections and appeals and provide taxpayer
service.

As the following conceptual model indicates, the level of tax revenues depends
on both tax policy choices and administrative efficiency (Linn, 1980; Kelly,
2000, 2004). Total tax revenue is a function of two variables related to policy
choices, namely tax base definition and tax rate, and three variables linked to
administrative choices, measured through the coverage ratio (CVR), valuation
ratio (VR), and collection ratio (CLR).

Taxrevenue = [Tax base x taxrate] x [CVRx VR xCLR]

(Policy-relatedvariables) (Administration-related variables)
(6.1)

Definition of model variables

The tax base variable is defined in government policy in terms of what is and is
not to be taxed.

The tax rate variable is defined as the statutory tax rate.

The coverage ratio (CVR) variable is defined as the amount of taxable property
captured in the fiscal cadastre, divided by the total taxable property in a jurisdic-
tion, measuring the accuracy and completeness of the property tax roll
information.

The valuation ratio (VR) variable is defined as the property value as recorded
on the valuation roll divided by the real market value of properties on the tax
roll. This measures the accuracy of the overall property valuation level (i.e. what
percentage of market value is being captured through the valuation process).
Property valuation is to allocate the relative tax burdens of properties, not
necessarily the absolute tax burden per property. The absolute tax burden is
determined largely through the tax rate structure.

The collection ratio (CLR) variable is defined as tax revenue collected over
total tax liability billed for that year. This collection ratio measures the collection
efficiency on both current liability and tax arrears. The revenue collection ratio
measures the tax revenues collected over the total amount collectable. The ratio
should not measure the amount collected over the tax amount budgeted or
targeted to be collected. In addition, it is important to note that the revenue
collection ratio can be subdivided into three subratios measuring the quality of
tax liability assessment, the collection on current tax liabilities and the
enforcement efficiency in collecting outstanding tax liabilities.

Although tax policy decisions on the base and rates determine the ‘potential’
revenue yield and/or the impacts on efficiency and equity, the realization of
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those revenue and policy objectives depends on the quality of administration,
which will determine the extent to which the tax base is captured in the fiscal
cadastre (i.e. coverage ratio), the absolute accuracy of the property valuations
(i.e. valuation ratio) and the extent to which levied taxes are collected (i.e.
collection ratio). These coverage, valuation and collection ratios are the critical
administrative variables that determine the effective tax rates and tax burden
for each property, thus determining the total revenue yield, economic efficiency
and equity.

As Figure 6.1 illustrates, property tax administration involves an integrated
set of activities related to: (1) creation and maintenance of the property database,
(2) determination of the property valuation and assessment, (3) tax notification
and billing, (4) tax collection, (5) enforcement against noncompliance and (6)
dispute resolution and taxpayer service. As Table 6.1 indicates, each of these six
major functions of property tax administration is linked to one or more of the
administrative ratios. Tax policy and administration reforms are undertaken to
improve these various ratios.

The first two administrative activities focus on creating the property asses-
sment roll, by collecting and managing information on taxpayer and property
characteristics and determining the property valuation and assessment for
taxation purposes. This combination of information on the taxpayer (subject)
and the taxable property (object) produces the property valuation assessment
roll, which serves as the basis for levying, billing, collecting and enforcing
the tax liability. Essentially these coverage and valuation-related admini-
stration activities generate the intermediate output of the valuation
assessment roll upon which the tax collection function depends for mobilizing
the revenues.

As important as the coverage and valuation ratios are, it is ultimately the
performance of the actual revenue collection ratio that generates the revenue
yield and influences taxpayer behavioural changes, which determine the final
efficiency and equity impacts of the property tax system. In short, it is the suc-
cessful act of tax collection which ultimately determines the impact of any
statutory tax policy.

The conceptual revenue model illustrates the combined impact on revenue
yield from tax administration reforms related to coverage, valuation or collection.
The property tax in Indonesia, for example, is estimated to have a coverage ratio
of about 80 per cent, a valuation ratio of about 60 per cent and a collection ratio of
about 80 per cent. If administrative reforms were introduced which could improve
each ratio by 10 percentage points, that is, up to a coverage ratio of 90 per cent, a
valuation of 70 per cent and a collection ratio of 90 per cent, property tax revenues
could be improved by 48 per cent overall, without any policy changes to the actual
tax rate or tax base (Kelly, 2004). This improvement estimate is calculated as the
change between the existing administrative efficiency of the coverage ratio
(0.8)xvaluation ratio (0.6)xcollection ratio (0.80)=0.38 and the efficiency of the
improved administrative ratios of 0.9x0.7x0.9=0.57. The percentage change from
0.38 to 0.57 is 48 per cent.
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Table 6.1 Property tax administration functions and administrative ratios
Property tax Critical
function Objective Action administrative ratio
Tax base To determine what Identify the tax base Coverage ratio
identification will be taxed (land, building and/or
machinery and
equipment)
Identify the exemptions
from the tax base
Tax base To determine how the  ‘Weight’ the tax base Valuation ratio
valuation tax burden will be (either by area, other
distributed among characteristics or value)
the taxpayers Influence the distribution
of the tax burden among
the taxpayers
Tax liability To determine how Determine the overall tax ~ Collection/
assessment much tax will be levied  level enforcement ratio

Tax collection

Tax
enforcement

Tax (and
valuation)
appeals
resolution
Taxpayer
service

To determine how the
tax burden will be
distributed among
the taxpayers

To collect the tax

To determine how
much revenue will be
collected though
enforcement

To ensure that the
tax is equitably
administered

To provide service to
the taxpayer

Influence tax burden
distribution among
taxpayers through
varying effective tax rates

Issue and deliver the
tax bills
Collect the tax

Enforce against
noncompliance
(sanctions and penalties)

Resolve disputes
concerning the property
information, valuation or
tax assessment

Taxpayer education
Taxpayer service

Tax rate (policy
variable)

Collection/
enforcement ratio

Collection/
enforcement ratio

Linked to coverage
and valuation ratio
and to the tax rate

Linked to collection
ratio (i.e. good
taxpayer service will
encourage higher
collection ratio)

Source: Kelly (2000)

The conceptual revenue model emphasizes the importance of implementing
property tax related administrative reforms linked to improving coverage,
valuation and collection. The challenge for property tax reformers is being
able to identify the most appropriate reform strategy to correctly identify the
major administrative constraints and to design appropriate interventions and
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strategically sequence those actions to develop the necessary synergy for
sustained reform momentum.

In the USA and other OECD countries, since the cadastral information
systems and the tax collection systems tend to function well, the administrative
reform priority tends to focus narrowly on improving the valuation ratio. The
major opportunity for improving property taxes within these environments is to
develop a cost-effective, accurate estimation of market values for each property
on the tax roll. Thus, the appropriate reform strategy may be to place primary
focus on improving the valuation ratio, placing a secondary emphasis on
updating and refining property information and revenue collection systems.

By contrast, however, in most non-OECD countries, property valuation is not
the major administrative constraint. Rather, these countries face major obstacles
in creating a complete listing of properties for a fiscal cadastre and more
importantly, in billing, collecting and enforcing payment of the property tax
liabilities. In contrast to most OECD countries with coverage and collection
rates both close to 100 per cent, most developing and transitional countries have
coverage ratios estimated to be 40-60 per cent and collection ratios estimated to
be 30-60 per cent (Youngman and Malme, 1994, 2002; Kelly et al., 2001; Bird
and Slack, 2004).

Property tax reforms in these countries do not have the luxury of focusing
solely on property valuation and the fiscal cadastre but rather must place first
priority on establishing an accountable and efficient tax collection system and,
perhaps most importantly, on mobilizing the necessary political will to collect
and enforce the property tax. Many countries do not have a culture of paying
taxes, and this creates unique challenges in instituting successful tax collection.
However, in the absence of a credible tax collection system, investing in major
improvements in property tax coverage and valuations will make little differ-
ence in improving revenue yield, efficiency and/or equity.

Unfortunately many property tax reforms in developing and transitional
countries have been designed and implemented as narrowly focused property
valuation reforms rather than as comprehensive property tax administration
reforms. These reforms have typically placed priority on increasing property
valuation accuracy (largely through introducing new valuation techniques or by
contracting private sector valuers), and through improving the tax base coverage
(largely through creating GIS-based tax maps), for example, Philippines in late
1980s (Dillinger, 1991; Kelly, 1995) and Tanzania in mid-late 1990s (Kelly and
Musunu, 2000; McCluskey et al., 2003).

This ‘valuation-pushed’ implementation strategy typically produces new
property valuation systems and property values, maps, improved property infor-
mation and, often, linkages with computer-assisted valuation and geographic
information systems (see Box 6.1). The emphasis is on the intermediate outputs
of maps and property values, focusing on the coverage and valuation ratios,
rather than on the final output of revenue generation, which depends on the
collection ratio. This valuation-pushed strategy assumes that short-term and
long-term revenue can be increased by improving the quality of the property
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Box 6.1 Contrasting reform implementation strategies

Collection-led strategy

Expected activities:

collection systems

delinquency lists

enforcement against noncompliance
objections and appeals

property information

valuation systems

Sequence of outputs:

improve tax collection

potential for enforcement

improve equity through enforcement
update property information
improve property valuations

Reform priority sequence:
collection, coverage, valuation ratio

Examples:
Chile, Indonesia (late 1980s)
Quezon City (Philippines) 2002

Appropriate reform environment:
developing/transitional countries

Valuation-pushed strategy

Expected activities:

valuation systems

property revaluation

property information collection
mapping

computer-assisted valuation (CAV)
geographic information system (GIS)
objections and appeals

Sequence of outputs:

revise property valuation systems
new maps (often digitized)

update information and values
computerize CAV and GIS Systems
improve collections

Reform priority sequence:
valuation, coverage ratio

Examples:
Philippines, Tanzania, Uganda

Appropriate reform environment:
OECD countries

valuations and property information. Revenue collection and enforcement
improvements are often neglected or relegated to secondary importance.

In contrast to the traditional valuation-pushed approach to property tax
reform, however, more countries have recognized the need to follow a more
‘collection-led’ implementation strategy (e.g. Chile and Indonesia in the mid to
late 1980s (Kelly, 1993, 2004; Rosengard, 1998); Quezon City, the Philippines,
since the early 2000s (Ignacio, 2005), where first priority is placed on improving
the revenue collection and enforcement component (collection ratio), while
simultaneously building on improvements to property information and valua-
tions (coverage and valuation ratio, respectively) (see Box 6.1).

The collection-led strategy recognizes that improved property valuation and
property information accuracy, in the absence of improved property tax collec-
tion, will not maximize the short- and long-term revenue yield, efficiency and/
or equity. That is, unless revenue collection and enforcement are strengthened,
taxpayers facing improved (and potentially higher) property valuations will still
be able to continue avoiding paying the revised tax liability, thus rendering any
hypothetical revenue or equity gains ineffective.
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The collection-led strategy focuses on improving the revenue collection
system, ensuring a combination of accurate and prompt billing, establishing
multiple convenient payment points, including the use of banks and post offices,
allowing payment in instalments, introducing payment incentives and taking
timely and strict enforcement follow-up against delinquent accounts and non-
compliance. This collection-led approach assumes that strict collection and
enforcement, with improved taxpayer service, can generate immediate improve-
ments in revenues, encourage voluntary compliance and create subsequent
pressure for improving the quality of property information and valuations,
which can again further improve revenues, equity and efficiency.

Property tax reforms throughout the world are increasingly taking a more
balanced, comprehensive approach, recognizing the ever-important role of improved
property tax collection. The challenge in designing a successful collection-led
strategy is to understand the inherent obstacles for improving overall revenue
collection, identify creative solutions to overcome these constraints and implement
the right package of incentives, sanctions and penalties which will be effective
within each unique legal, institutional and social environment.

Common reasons for low rates of collection
and enforcement

Property tax collection and enforcement can be a major problem for governments
throughout the world. While property tax collection ratios in OECD countries
tend to be close to 100 per cent, collection rates in developing countries range
from between 30 to 60 per cent (Youngman and Malme, 1994, 2002; Bird and
Slack, 2004). Property tax collection figures are not systematically available for
developing countries. The 30-60 per cent average collection rate is estimated
from various case studies on countries from Asia, Latin America and Africa. Some
case studies even put the collection rate lower: for example, Dillinger (1991) states
that the collection rate in Ibadan, Nigeria was only 9 per cent while a separate
World Bank (1986) study states that property tax delinquencies in the West African
countries of Senegal, Nigeria, Ivory Coast and Liberia averaged about 50 per cent
but were sometimes as low as 10 per cent in the 1980s. In Albania in 1994 and
1995, the property tax collection rate was only 15 per cent and 25 per cent respec-
tively, due to taxpayer resistance and the poor state of the economy (Almy, 2001).
In contrast, the property tax collection ratio for urban and rural areas in Indonesia
was about 50-60 per cent up to the 1990, improving to close to 79 per cent in 1994
with the introduction of the ‘payment point system’ (Kelly, 1993).

The key to improving property tax collection is to understand the various
reasons for low collections and taxpayer noncompliance, identify possible
options for government intervention and then develop the human and systems
capacity, and to garner the political will to implement improved collection and
enforcement.
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Table 6.2 How to improve tax collection performance

Possible reasons for low
collection rate

Possible solutions

Citizens have no faith in how the
government will spend the collected
revenue. They feel that collected
revenues will be misused, and therefore
refuse to, or are reluctant to, pay.

Citizens have no faith in the ultimate
equity of the property tax system.
Outdated property information, unequal
property valuations, ‘mis-assessment,
mismanaged collections, unsystematic
enforcement, and lack of fair appeals
procedures create mistrust.

Citizens are willing to pay but the
property tax payment is lumpy and
highly visible, generating difficulties
and/or resistance to pay.

Citizens are willing but do not pay
because of poor tax administration. Tax
bills are late or never delivered because
of inadequate bill distribution systems,
payment system are not understood, too
complicated or payment points are
inconveniently located. Compliance
costs for payment are very high in
relation to the amount of the tax or the
possible penalty for noncompliance.

Develop a credible budget. Improve government
budgeting, revenue and expenditure decisions
and financial management systems. Improve
public relations between the government and the
taxpayers. Correct misinformation about
expenditures decisions. Publicize the budget
details and summary on results and outputs.
Use participatory planning and budgeting
techniques. Introduce citizen report cards and
other third-party monitoring and evaluation
systems.

Improve property tax policy and administration.
Re-examine policies related to tax base
definitions, exemptions, rates, deductions and
assessment ratios, incentives, sanctions and
penalties and appeals.

Administration improvements may need to focus
on property information, valuation, assessment,
collection, enforcement and appeals. Introduce a
two-stage dispute resolution (appeals) process
to minimize compliance and administration costs
and ensure greater perception of taxpayer equity.
Use effective public relations (taxpayer service)
to inform taxpayers on overall equity of the
property tax structure.

Enable taxpayers to pay in instalments (e.g.
quarterly rather than in a single payment). To
reduce visibility (and possible political
resistance) enable taxpayers to pay property tax
automatically through their mortgage companies
or through automatic bank payment systems
(North America, Singapore).

Improve tax administration. Use computers to
calculate and issue tax assessment notices,
change the legal concept of notification, institute
a more effective bill delivery system, use
barcoding with addresses and improve the
taxpayer education programme. Simplify tax
payment procedures to reduce compliance costs
by establishing convenient payment options.
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Possible reasons for low
collection rate

Possible solutions

People do pay but the tax revenue
collected may be mishandled and
incorrectly managed. This is especially a
problem in cash-based societies.

People do not pay because they know
the government ultimately will not
enforce the tax obligation. There is a lack
of enforcement measures (e.g.
incentives, sanctions or penalties) and/
or there is a lack of political will to use
the available enforcement measures.
Often taxpayers will use the court
system to effectively forestall any attempt
at enforcement.

People do not pay because there is a
lack of tax payment mentality. Some
cultural/political systems have a recent
history of free services from the
government and thus do not understand
the rationale for taxation in general. In
rural areas, customary land tenure
systems make it difficult to enforce
through seizure and auction of property.

Transfer ‘teller function’ to the banking system;
install a carefully designed payment control
system. Introduce alternative payment options
such as payment through automatic payment
from bank accounts (North America), credit card
(North America, Singapore), using neighbours to
collect property tax (Paraguay).

Ensure that the payment control system
generates a prompt and accurate delinquency
list to enable enforcement, re-evaluate the
incentives, sanctions and penalty structure and
mobilize political will to enforce. Effectively
develop and utilize non-court options for
encouraging compliance. Mobilize political will.
Require taxpayers to pay tax liability prior to
court appeals.

Civic education to explain role of public sector in
providing services and the link to payment for
services through user charges, fees and
property taxation. Taxpayer education
programme to explain the importance of
property taxation in financing public services.
Carefully evaluate the cultural/political norms
and implement creative alternative means to
stimulate compliance.

As summarized in Table 6.2, the appropriate response to improved property
tax collections depends on the exact nature of the collection problem, and must
be tailored to the specific social, legal and institutional environment unique to
each country. Let us identify some of the major reasons why citizens may not
voluntarily pay their property taxes, and then identify possible options for gov-
ernment interventions to help overcome each specific constraint:

Problem: Citizens have no faith in how the government will spend the collected
revenue. They suspect that collected revenues will be misused and therefore

refuse to or are reluctant to pay.

Possible response: Develop a credible budget. Improve government budgeting,
revenue and expenditure decisions and financial management systems.
Improve public relations between the government and the taxpayers. Correct
misinformation about expenditures decisions. Publicize budget details and
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summaries on service delivery outputs. Use participatory planning and
budgeting techniques. Introduce citizen report cards and other third-party
monitoring and evaluation systems.

Problem: Citizens have little faith in the ultimate equity of the property tax
system. Outdated property information, unequal property valuations, ‘mis-
assessment’, mismanaged collections, unsystematic enforcement and lack of
fair appeals procedures have created mistrust.

Possible response: Improve property tax policy and administration. Re-examine
policies related to tax base definitions, exemptions, rates, deductions and
assessment ratios, incentives, sanctions and penalties and appeals.

Improve administration to enhance quality of property information, valuation,
assessment, collection, enforcement and appeals. Introduce a two-stage dis-
pute resolution (appeals) process to minimize compliance and administration
costs and ensure greater perception of taxpayer equity. Use effective public
relations (taxpayer service) to inform taxpayers about overall equity of the
property tax structure.

Problem: Citizens have difficulty paying the property tax or be reluctant to pay
the tax because it is too lumpy and highly visible.

Possible response: Enable taxpayers to pay in instalments (e.g. quarterly rather than
in a single payment). Reduce visibility (and possible political resistance) by enabling
taxpayers to pay property tax automatically through their mortgage companies
or through automatic bank payment systems (e.g. North America, Singapore).

Problem: Citizens are willing to pay, but do not pay, because of poor tax
administration. Tax bills are late or never delivered because of inadequate bill
distribution systems or because payment systems are not well understood or
too complicated. Payment points are inconveniently located and individual
compliance costs for payment are very high in relation to the amount of the
tax or the possible penalty for noncompliance.

Possible response: Improve tax administration. Use computers to calculate and
issue tax notices, change the legal concept of notification, institute a more
effective bill delivery system, use barcoding with addresses and improve and
expand taxpayer education programmes. Simplify tax payment procedures to
reduce compliance costs, by establishing convenient payment options.

Problem: Citizens do pay the property tax, but the tax revenue collected may be
mishandled and not properly recorded in the accounts. This can especially be
a problem in cash-based societies and in more remote rural areas.

Possible response: Transfer ‘teller function’ to the banking system; install a care-
fully designed payment control system. Rotate tax collectors. Where possible,
require daily deposits of tax collections. Introduce alternative payment options
such as payment through automatic payment from bank accounts (North
America), credit card (North America, Singapore), using neighbours to collect
property tax (Paraguay) (USAID, undated) and linking property tax payments to
payment of other premise-based services like electricity or water, among others.

Problem: Citizens do not pay because they are confident that ultimately, the
government will not enforce the tax obligation. There is a lack of enforcement
measures (e.g. incentives, sanctions or penalties) and/or there is a lack of
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political will to use the available enforcement measures. Taxpayers may use
the court system to effectively forestall any attempt at enforcement.

Possible response: Ensure that the payment control system generates a prompt
and accurate delinquency list to enable enforcement, re-evaluate the incen-
tives, sanctions and penalty structure and mobilize political will to enforce.
Effectively develop and utilize non-court options for encouraging compliance
(e.g. publishing names of delinquent taxpayers in newspapers (e.g. East Africa).
Use system of requiring tax payment certificates and imposing tax liens.
Require taxpayers to pay tax liability prior to court appeals. Enforce seizure of
properties and auctions to recover outstanding tax liabilities.

Problem: Citizens do not pay due to lack of established tax payment mentality.
Some cultural/political systems have a recent history of free services from the
government and thus citizens may not understand the rationale for taxation
in general (e.g. transitional countries). In some countries, customary land ten-
ure systems make it difficult to apply the concept of individual tax payments
and to enforce through seizure and auction of property (e.g. Africa).

Possible response: Introduce civic education programmes to explain the role of
the public sector in providing services and the importance of property taxa-
tion in financing public services. Carefully evaluate the cultural/political
norms and implement creative alternatives means to stimulate compliance.

To properly design and implement the appropriate government response to
citizen reluctance to pay the property tax, taxing jurisdictions must first
understand the underlying constraints to improved property tax revenue
mobilization. Policy and administrative changes must then be designed and
implemented within the sequence of administrative activities related to property
tax collection. The following section outlines the key steps needed for any
effective property tax collection system.

Designing an effective property tax
collection system

The property tax collection process involves three basic sets of activities. First,
the tax liability must be assessed for each property, determining correct legal
liability, applying proper tax rates, deductions and credits and notifying taxpayers
of their tax liabilities. Second, the tax payments must be received and properly
accounted. Third, taxpayer compliance must be enforced. And throughout this
entire process, taxpayers must be provided with timely and complete information
through a ‘taxpayer service’ to encourage compliance, minimize compliance
costs, improve tax administration efficiency and ensure equity.

Assessing the tax liability

Using information contained on the property valuation roll, the tax department
must correctly assess the tax liability for individual taxpayers. This tax
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assessment process involves determining the legal liability, applying the proper
tax rates, deductions and credits in order to calculate the tax liability and then
billing the taxpayer for the correct tax amount.

Determining legal tax liability

Tax liability must be clearly defined in order to properly levy the property tax
and enforce against noncompliance. Although there is often a conceptual dis-
tinction made between an in personam and an in rem definition of tax liability,
ultimately all taxes fall on a taxpayer, in the sense that an individual, not the
property, will ultimately pay the tax liability. The concepts of in rem and in
personam are subject to considerable confusion and debate. There is general
agreement that the legal liability of an in rem system rests with the property
while the in personam system rests with the taxable person, however defined.
In practice, however, tax systems identify a taxpayer (person) even under in rem
systems, because ultimately taxes are paid by a person not a property. In fact, the
conceptual distinction rarely affects actual property tax administration since
laws typically define the tax object as the property and the tax subject as the
taxpayer responsible for paying the tax.

Thus, in practice, to better facilitate tax administration, tax legislation usually
defines tax liability very broadly, dealing separately with any specific liability
and enforcement issues raised by the conceptual differences between in
personam and in rem systems (Youngman, 1996).

Under a broad definition, property tax liability can be defined as falling on the
owner, occupant and/or beneficiary of the property, as determined by the tax
department. This broad definition used in Indonesia (Kelly, 1993) is similar to
that used in California (Cal. Rev. & Tax. Code §405) where tax liability falls on
any person ‘owning, claiming, possessing or controlling’ an interest in the prop-
erty on the lien date or in the Canadian Indian Act, §83(1)(a), which defines tax
liability as falling on persons ‘occupying, possessing or using’ the property
(quoted in Youngman, 1996).

Under this broad definition, the tax liability can fall on several persons simul-
taneously, making all parties ‘jointly and severally liable’ for the tax. Using this
broad definition of the taxpayer, and holding the taxpayers jointly and severally
liable, facilitates the tax administration process, especially in countries with
incomplete legal cadastres, and where legal ownership is unclear. The tax admin-
istration can pursue the owner, occupant and/or any identified beneficiary of the
property, greatly facilitating the tax collection and enforcement process.

Levying the tax liability

Based on the established policies and legal regulations, the tax department must
apply the appropriate set of tax rates and tax relief instruments (e.g. credits and
deductions) to determine the tax roll. The tax rate is either predetermined in
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national or state level legislation or must be set by the local council within the
established national or state level guidelines. Similarly, tax relief amounts are
usually set in national or state level legislation with or without local discretion.
Typically the tax relief measures include both those applicable to the property
itself (e.g. based on such factors as land use, size and/or location) and/or those
applicable to the taxpayer, however defined (e.g. based on such factors as taxpayer
age, veteran status and income group).

The taxing jurisdiction must properly apply those tax rates and tax relief
measures against the information on the taxpayer as well as information on the
property as contained in the valuation roll. A tax roll is then issued by the taxing
jurisdiction which would include the relevant legal information on the taxpayer
name and address, the property location and value and the calculated tax liability
amount ready for preparation of the tax bills. Levying the tax through issuing
the tax roll legally establishes a legal tax lien on a particular property, which can
only be cancelled through payment of the proper tax amount.

Notifying tax liability/tax billing

Based on information contained on the tax roll, the tax department will prepare
and mail the tax bills, notifying property owners/occupants of their tax liability.
The billing/tax notification process involves determining whom to notify, what
information should be included in the notification and how the tax bill
notification should be delivered to the taxpayer (see Box 6.2). Tax legislation
must clearly define the legal definition of notification to ensure fair and efficient
tax administration. In addition to tax bill notification, tax departments are
usually required to notify individual taxpayers of changes in property valuations,
assessment of specific penalties and intent to proceed to enforcement against
noncompliance, among others.

Who is to be notified?

The tax bill notification should be sent to the property address in care of the
designated taxpayer, if known. If the name of the taxpayer is not known, the tax
bill should be addressed to ‘owner and/or current resident’. Under a system of
special request, the tax bill could be sent to a different mailing address. In some
cases, tax bills can be sent to a third party, such as a mortgage company, which
has been determined responsible for paying the tax liability.

Ideally, separate tax bills should be issued for each individual parcel. If a
taxpayer has more than one parcel, that taxpayer would receive more than one
tax bill. A simple system of one tax bill for one individual property facilitates
the accounting and better enables effective enforcement. However, under
special circumstances, it may be justifiable to issue one tax bill for several
properties. For example, it would be more cost effective to send a single bill to
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Box 6.2 Example legal definition of notification (excerpt from
Government of Kenya ‘The Rating Act’ Ca.267 1972)

Section 26

(1) Except where otherwise provided by this Act, any notice required... shall be pub-
lished by advertisement once in the Gazette and in one or more newspapers circu-
lating in the municipality.

(2) Any notice...may be sent or served either —

(a) by delivering it to the person to... whom it is to be sent or served; or

(b) by leaving it at the usual or last known place of abode or business of that per-
son, or, in the case of a company, at its registered office; or

(c) by ordinary or registered post; or

(d) by delivering it to some person on the premises..., or, if there is no person on
the premises..., then by fixing it...to some conspicuous part of the rateable
property; or

(e) by any method which may be prescribed:

provided that, if the rating authority, ..., has reason to believe that such notice has not

been received by the person..., it may advertise, in the manner provided in subsection

(1), the general purport of such notice, ..., and thereupon the notice ... shall be deemed

to have been received by that person, and the advertisement may refer to one or more

notices, ... and to one or more rateable owners.

(3) Any notice, demand or other document by this Act...may be addressed by the

description ‘owner’ or ‘occupier’ of the premises..., without further name or

description.
4. When any notice, demand or other document required ... for the purposes of this Act
has been sent by ordinary or registered post, delivery or service thereof shall, ..., be

deemed to have been effected at the time at which a letter would be delivered in the
ordinary course of the post.

a taxpayer owning multiple properties, if these are low value properties. Under
special circumstances in some countries, a special category for multiple
property taxpayers can be established where a single bill can be sent to a
settlement/rural village, allowing the village chief to collect taxes from non-
registered plots. In rural societies, especially those with no parcel-based
information, it may be necessary to send one tax liability notice to the village
chief for collection from the villagers. This system had been used in rural
Indonesia since the 1600s, where the village head in essence becomes the ‘tax
assessor’ in practice, allocating the relative tax burden among the villagers
based on such criteria as relative property size, property value or even non-
property-based criteria.

Some tax systems allow public notification rather than individual notification.
For example: some Canadian Provinces issue a public notice rather than sending
out individual tax bills; Grenada posts the tax liabilities in public places rather
than trying to identify the correct addresses for bill delivery; and tax bills in
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Costa Rica are deposited at the central bank, the municipal treasuries and the
city council for taxpayers to claim, and no individual notification is made to
property owners (Garzon, 1989).

What is to be included in the tax bill notification?

The tax bill notification should include sufficient information to fully inform
the taxpayer of the specific tax liability amount, with supporting data on the
property and the procedures for paying the taxes. A tax bill typically should
include such information as:

name and address of taxpayer

parcel address

property identification number

parcel description (land and building area, land and building classification)
property valuation (broken into its components of land and building)

tax liability due

tax payment due date

payment location

information concerning legal requirements (dates, penalties, and procedures
for appeal, etc).

O XN AR

To improve taxpayer service and reduce compliance and administrative
costs, many taxing jurisdictions take advantage of the tax bill notification
process to provide additional information to taxpayers on the role of the
property tax, its importance in funding public services, the appeals/dispute
resolution process and a contact address/telephone number for further
information. In many countries, this information is also provided through
various channels including community group meetings, television, radio,
newspapers, movie theatre advertisements, posters and leaflets. In modern tax
systems using ICT, taxpayers can also access their billing and tax liability
information through the Internet.

Most modern property tax systems rely on computerization to manage prop-
erty tax information, produce the valuation and tax rolls and handle the tax
billing process. However, in many developing countries, these administrative
tasks continue to be handled on a manual basis. Under a manual system, each
piece of taxpayer- or property-related information requires increased adminis-
trative costs and time. Thus, general information on payment procedures and
location are usually preprinted on the tax bill form while individual taxpayer
and tax property information which must be manually transcribed is kept to a
minimum (i.e. name, address, and amount owed).

Given the information-intensive nature of property tax administration,
including the tax billing process, all property tax reforms now typically include
a major computerization component to increase the efficiency and equity of
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property tax administration. These computer-assisted property tax administration
management systems should be linked to the broader computer-assisted budgeting
and financial management systems.

How is the tax bill notification delivered?

Tax bills are delivered in a wide variety of ways (e.g. postal system or hand deliv-
ered by the tax officials, local government officials or private delivery service).
The principle is to develop a system which minimizes administration and com-
pliance costs.

The tax bill delivery method is influenced by the legal definition of ‘notifica-
tion’ and the specific circumstances within the country. Mail is usually preferred
in cases where addresses are clear. In the USA, using mailing barcodes has
reduced the number of wrong address returns in the USA (see Connecticut Task
Force report at http://www.ct.gov/opm/cwp/view.asp?a=2984%26q=383178).

Because of the various problems related to use of the postal system in some
countries, however, the tax department often must rely on its staff or local gov-
ernment officials to hand deliver the tax bills. Other options can include the
hiring of off-duty postal workers, electricity bill readers, farm extension workers
to deliver the tax bills, or using neighbourhood networks or other people who
have frequent contact with taxpayers. Although perhaps expensive, special pri-
vate couriers can also be used.

If the postal system is not utilized, it is important to develop an incentive
system which will encourage the delivery of the tax bills. For example, in
countries where the property tax accrues to a higher level local government,
lower level officials (e.g. village level officials) are often reluctant to deliver tax
bills or assist in the revenue collection process because they receive neither
institutional nor personal benefits from the property tax. Furthermore, these

Box 6.3 Tax bill delivery in Indonesia

Tax bill delivery is a major problem in Indonesia, especially in rural areas. In practice,
the postal system is only effective for properties with clear addresses (namely commer-
cial, industrial and high value residential), largely in urban areas. Even when the postal
system is used, there is a high return rate of undelivered tax bills. Taxpayers are reluctant
to accept delivery of the tax bills.

Because of the postal system problems, tax bills are generally hand delivered through
the government network. The government tax office will invite the highest value taxpay-
ers to a seminar during which a senior government official will explain the importance
of the property tax and compliance as a social responsibility. Tax bills will be handed out
personally to these taxpayers. Lower value bills are then given to the local government
administrative apparatus for delivery to the taxpayers. The individual delivering the tax
bills is compensated per tax bill delivered.
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local government officials often are not given transport money or daily
allowances to cover even the marginal costs of bill delivery activity. Given low
salaries and other alternatives for compensation, these lower level local
government officials can be reluctant to exert sufficient effort to ensure delivery
of tax bills.

All tax systems should stipulate that failure to receive the actual physical tax
bill does not exempt the taxpayer from his tax liabilities and related penalties.
The taxpayer is legally responsible for paying the taxes on time; the legal tax
liability is not dependent on receiving the tax bill (see Box 6.3).

Payment and receipt of tax payments

Upon receipt of the tax bill notification, the taxpayer is responsible for paying
the property tax amount, while the tax department is responsible for receiving
the tax payment, accounting for the payment receipts, maintaining the integrity
of the funds collected and generating an accurate and timely delinquency list for
subsequent enforcement purposes. The payment and accounting procedures
should be simple and as painless as possible, in order to minimize taxpayer
compliance costs while simultaneously allowing the tax department to
minimize its own administrative costs.

The key is to minimize both administrative and compliance costs. Unlike
major national taxes such as VAT, retail sales taxes and income taxes, the prop-
erty tax is a very administration-intensive tax, where the tax department is
responsible for identifying, valuing, assessing, billing, collecting and enforce-
ment. The taxpayer’s personal involvement with the property tax process is
largely through the act of tax payment. Thus, to encourage voluntary compli-
ance, the tax payment process should be structured to minimize the time and
effort required for individual taxpayers to meet their tax obligations.

Most modern property tax systems provide taxpayers with a variety of meth-
ods in which to pay their property taxes. For example, taxpayers are given the
option to make payments by sending a cheque, using computer-based banking,
automated tellers at financial institutions, telephone banking, pre-authorized
checking, credit cards or by paying in cash or cheque at convenient locations,
such as the local government finance department, regional tax payment centres
(‘collecturia’ in Latin America), post offices or financial institutions. The more
places designated, the easier it is for the taxpayer to pay, but potentially, the
harder it is for the tax administration to keep track of payments unless the sys-
tem is computerized, linking the various payment points with the tax
department.

To encourage ease of compliance, property tax systems generally allow
taxpayers to pay in instalments over a period of time, with various incentives
tailored to reduce both the administrative and compliance costs. Taxpayers
must have sufficient time to mobilize the funds necessary to pay the property
tax. Since the property tax liability is lumpy, the taxpayer may require some
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effort to gather the necessary payment. The key is to provide enough time for
the taxpayer to mobilize the necessary funds, but not enough time for the tax-
payer to forget the notification.

In general, most countries provide at least 30 days from the time of notification
(Singapore, Kenya, Barbados and USA). Senegal provides three months, while
Indonesia and Ecuador provide six months. The Land and Building Tax Law
(1986) in Indonesia stipulated that tax due dates were determined to be six
month after receipt of the tax bills. The intent was to force the tax department
to deliver tax bills, inform citizens of their tax liabilities and improve taxpayer
service. The impact was to make multiple tax due dates within a single taxing
jurisdiction, increasing the administrative costs of ensuring signed receipts for
each tax bill and enabling taxpayers to avoid tax payment by refusing to sign for
the tax bill, thus never establishing a tax lien (legal liability) on the property.
This was changed in 1988 under the ‘collection led strategy’, (Kelly, 1993).
Specific tax payment due dates are normally defined in legislation.

Most tax jurisdictions allow for property tax payment in instalments and
accept partial payments. The principle is to reduce the visibility and size of the
annual property tax bill and minimize compliance and administration costs,
while balancing the cash flow needs of the local government and the
taxpayer.

Many tax jurisdictions have introduced automatic payments through the
banking system, where taxpayers can sign up to have their property tax paid
automatically in 6-12 equal instalments throughout the year through the bank
(e.g. Canada, Singapore). Taxpayers of properties which have mortgages nor-
mally pay their property taxes through their mortgage companies, which can
reduce the risks to mortgage companies, securing their asset collateral.

Tax bills are lumpy, and therefore, for cash flow reasons, taxpayers prefer to
spread payment over time. Although administrative and compliance costs can
increase with the number of instalments, governments prefer to receive funds
early and/or periodically for their own cash flow reasons. In addition, high rates
of inflation can diminish the real value of tax revenue over time, unless the tax
liabilities are indexed for inflation.

The following examples illustrate the varied experience in structuring instal-
ment payments. In the USA and Canada, most taxing jurisdictions provide for
two payment instalments, some provide for four instalments while a few provide
for a variable number of instalments (Almy, 2000). In Canada, monthly instal-
ments are allowed, if linked to automatic payments through the banking system.
In Chile, taxes are paid in four equal instalments, indexed for inflation every six
months. In Indonesia, rural and urban property taxes must be paid in one instal-
ment, unless special arrangements are made with the tax department. In Jamaica,
property taxes must be paid in a single payment unless tax liability exceeds
J$5.00; landowners may then elect to pay on a bi-annual or quarterly basis. In
Nuevo Leon, Mexico, property taxes for the minimum tax bill of M$18,000 are
paid in one instalment, while higher value tax bills can be paid in six bi-monthly
instalments. However, a discount is available if payment is made in one lump
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sum. In most transitional countries in Europe, taxpayers have the option of
payment in 1-4 instalments; but in Armenia, taxpayers can make any number of
payments as long as the tax is paid in full by 31 December each year (Almy, 2001).

Along with general improvements in establishing transparent and accounta-
ble governance, public financial management, and property tax policy and
administration, tax departments often provide specific incentives to encourage
increased taxpayer compliance. Tax departments can provide both positive
incentives to encourage voluntary tax compliance by reducing compliance costs
and/or providing discounts for timely payments, as well as providing negative
incentives to discourage tax noncompliance by imposing a system of sanctions
and/or penalties. Options for negative incentives are discussed further under the
section on enforcement. On the positive side, tax departments can encourage
voluntary compliance through providing improved tax payment services, thus
reducing the compliance costs for taxpayers and/or through providing a discount
for prompt and complete tax payment.

Many countries will provide a discount for early payment of the property tax
to encourage high voluntary compliance. Early tax payment can reduce the need
for governments to borrow funds short-term for cash flow reasons and, even
with a discount, can result in a higher ‘real’ value of tax receipts for the govern-
ment, especially in countries with high rates of inflation.

The level of discount necessary to induce taxpayers to switch to early pay-
ment depends on the opportunity cost of the funds. Assuming a perfect capital
market, the taxpayer will voluntarily pay their property taxes early if the
discount is at least equal to the rate of return being foregone through early pay-
ment. For most residential taxpayers, this would be equal to their interest rate
received from their savings account.

The following examples illustrate the varied experience in providing dis-
counts to induce early payment: In Mexico City, taxpayers can reduce their bills
up to 22 per cent if payment is made early, and covers the whole year rather than
being paid in four equal instalments. In Ecuador, property taxes are due anytime
after 1 January, a maximum discount of 10 per cent is provided if the tax is paid
within 15 days. This 10 per cent discount decreases by one percentage point each
15days, up to six months. After six months, a 10 per cent annual penalty is
assessed. The rating law in Kenya provides the option to provide a reduction of
up to 5 per cent of the tax liability for early payment. In Barbados, there is a 10
per cent discount if the tax is paid within 30days and a 5 per cent reduction if
the tax is paid within 60 days (Garzon, 1989). Quezon City (Philippines) provides
a 20 per cent discount if the total property tax is paid as a one-time annual pay-
ment and a 10 per cent payment if you pay your quarterly payments on time.

Enforcing against noncompliance

Despite good public incentives for compliance, there are always those taxpayers
who fail to comply with their legal tax obligations. Thus, in addition to the
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positive incentives for compliance, all property tax systems must be able to
apply a series of negative incentives, such as penalties for late payments, appli-
cation of interest payments on outstanding liabilities, sanctions such as the
withholding of services for non-payment, and ultimately the penalty of property
seizure and auction to recover outstanding tax liabilities.

Tax enforcement is needed to deter noncompliance and fraudulent conduct by
taxpayers. Large amounts of delinquent accounts can be attributed to poor
administration, lack of an effective penalty structure and/or lack of political
will. To combat delinquency, the tax administration must produce and maintain
a delinquency list, issue demand notices and administer a series of sanctions
and penalties, including the ultimate act of property seizure and auction to
recover the outstanding taxes and penalties.

Delinquency list and delinquency notification

Effective enforcement begins with the production of a delinquency list. This
delinquency list must be produced and maintained in a timely manner to enable
the tax administration to effectively enforce the tax. The delinquency list is
derived from the accounts maintained during the receiving and accounting steps
of the collection process.

Immediately following the tax payment due date, some tax laws require that
a demand notice be sent to the delinquent taxpayer (Indonesia). This demand
note informs the taxpayer of his delinquency and provides information on the
amount due, the payment procedures and the consequences for noncompliance.
This notice is to inform the delinquent taxpayer that the tax department is
aware of the delinquent account and firmly intends to collect the delinquent
tax. Following the initial demand notice, the tax department usually sends a
variety of follow-up notices regarding the imposition of specific sanctions or
penalties, depending on the requirements of the law.

In other tax systems (North America), the original tax bill serves as the
demandnotice, allowing the tax department to commence recovery of delinquent
accounts immediately, with no subsequent action. Although not required by
law, the tax department typically will send reminder notices to encourage
voluntary compliance.

Sanctions and penalties

In cases of noncompliance, tax administration can apply either sanctions and/or
penalties. These should be applied in a timely manner in accordance with the
law to improve the credibility in the integrity of the tax system. The principle
is to make non-payment increasingly expensive to the taxpayer. The tax admin-
istration system must make it cheaper for the taxpayer to comply than to remain
in delinquency.
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Sanctions

Sanctions are negative incentives designed to encourage taxpayer compliance.
Sanctions are designed to deny a service to the taxpayer (or property) in cases
of noncompliance. For example, taxpayers can be required to have a tax
clearance certificate which can be effective in implementing sanctions. The
only shortcoming is that taxpayers in many countries are often forced to
experience inordinate delays and inconvenience due to the inability of the tax
administration to perform the necessary checks to issue the required tax
clearance certificate within a reasonable time. Taxpayers can also be required
to show a tax payment receipt in order to receive a government-provided
service such as a passport, birth certificate, pension, automobile licence,
business licence, or a government loan (e.g. Kenya and Brazil) and/or for all
property-related services (e.g. loans, building permits, development licences,
utilities). In countries where property is legally registered, it is also possible to
use tax liens (caveats or encumbrances) on the title to enforce the sanction.
The effectiveness of the sanctions depends on the ability to cross-reference the
services with the tax records. Cross-referencing services with property tax can
be quite difficult in the absence of unique taxpayer and property tax
identification numbers. In countries without a complete legal registration
system, tax departments find it nearly impossible to link property taxpayers
(subjects) to specific properties (objects).

Tax clearance certificates and tax liens are very effective ways to apply sanc-
tions. The two approaches should be used concurrently; they are not mutually
exclusive. Tax clearance certificates are a passive way for the government to
apply sanctions. That is, the government waits until the taxpayer requires a tax
clearance certificate for a specific property-related (or perhaps a person-related)
service. Tax liens, on the other hand, require that the government take a more
proactive role by applying a tax lien to the property title.

Tax clearance certificates and tax liens are not mutually exclusive. In some
cases a tax lien can be more effective than a tax clearance certificate. For
example, in the case of loans, most countries only require a tax clearance
certificate if the loan is for the specific property. But a tax certificate is not
required if the property is to be used as collateral for a business loan.

Legal systems must specify the precedence of liens. In most countries, the
property tax lien is superior to all other private rights and liens (e.g. housing
mortgages, business loans or personal loans), regardless of whether they were
acquired before or after the lien for property taxes, and regardless of the claimant.
In some countries, federal tax liens are superior to local government tax liens,
while in other countries the date of the tax lien will determine the order of
precedence. This means that in the case of property foreclosure (i.e. sale), the
proceeds from the sale of a property will first pay the government tax debt. All
remaining monies will be used to settle other outstanding debt obligations, with
the residual amounts (if remaining) returning to the property owner.
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Penalties: interest and fines

In addition to sanctions, the tax department must be able to apply a variety of
effective penalties. Penalties must be available to deal with both civil and
criminal offences. Property tax delinquency is usually considered a civil offence
punishable by monetary penalty (e.g. fines and interest). Fraudulent conduct and
wilful evasion are considered criminal offences punishable by fines and
imprisonment.

Two important principles should be followed in establishing an enforcement
system: fairness and efficiency. The fairness principle seeks to minimize the
burdens placed on delinquent taxpayers who are experiencing temporary
financial distress, yet also takes into consideration the diminished level of
services (resulting from delinquencies) to other citizens who pay their property
taxes on time. Fairness also dictates that the taxpayer should be protected
against unscrupulous tax officials. The efficiency principle gauges the ability of
a system to collect a large portion of overdue property estate taxes after they
become delinquent, with minimal collection costs and market-behaviour
distortions (Herber and Pawlik, 1987).

Penalties for non-payment of property taxes should be structured to make it
increasingly expensive for the taxpayer to remain in noncompliance. It is
important to remember that the purpose of the penalty structure is not just
successful collection of the revenue per se, but perhaps even more importantly
the encouragement of voluntary compliance generally.

The structure of the penalty usually involves a combination of unit or per-
centage fines, interest and ultimately seizure and sale of the property. The fines
and interest should be structured carefully. It is important to synchronize them
with other taxes to minimize administrative and compliance costs. Often the
fines and penalties within a country are mandated by a separate tax enforcement
law applied to all taxes (e.g. VAT, income and property) (e.g. Indonesia). In other
countries, the individual tax laws (e.g. property, VAT and income tax) have sepa-
rate provisions (e.g. Kenya). It is critical to ensure that the interest rate for late
payment is consistent across all taxes. There is no reason why the interest rate
for late payment on the property tax should be less than those used for other
central taxes (e.g. VAT and income taxes).

Interest and fines are distinctly separate instruments. Interest on outstanding
tax liability is charged mainly to discourage taxpayers from delaying payment to
secure an interest-free loan from the government. Therefore, to discourage this
form of delay tactic, it is important to automatically charge an effective interest
rate which is higher than the commercial nominal interest rate. Interest rates
set at exactly the market interest rate do not actually penalize late payments but
do allow the government to maintain the real value of the tax liability.

If set sufficiently higher than market rates, the interest rate does include a
penalty element (i.e. the difference between the market interest rate and
the government interest rate). Unfortunately, the interest rate used by most
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governments tends to be less than the market interest rate, thus actually
providing a subsidized loan to the delinquent taxpayer (e.g. Kenya up until 2000
only charged 1 per cent a month when the market interest rate was closer to
3 per cent per month). In addition, including the penalty element in the interest
rate obscures the distinction between interest and fine for both the taxpayer and
the tax administration. For these reasons, countries tend to have a penalty
structure which contains both an automatic interest charge and an explicit fine
(e.g. late payment charge).

Most taxing jurisdictions apply a one-time penalty for late payment, along
with an interest charge for each additional month past the deadline. For
example, a taxing jurisdiction may apply a 10-15 per cent one-time charge for
any delinquent account, along with a 3 per cent penalty per month after the
tax due date.

The following examples illustrate the varied experience in structuring
penalties and interest payments. In Brazil, each city may vary, but most apply a
20 per cent one time penalty for the first month and then 1 per cent additional
each month. The penalty rates are applied after adjustments by a price index for
inflationary effects. In Peru, the penalty for paying after the deadline is a 10 per
cent surcharge per month, or for a fraction of a month, on the amount of the tax
due. In Indonesia, late payments are subject to a penalty of 2 per cent per month
up to 24months. In Costa Rica, they apply 2 per cent per month up to a maximum
of 60 per cent. In Kenya, the interest rate for late payment is now 3 per cent per
month. In Barbados, there is a one-time 5 per cent late fee, plus 1 per cent
per month. In all of the above examples, the rate of interest varies, depending on
the country’s nominal interest rate. The general rule should be to peg the interest
rate to the prime interest rate plus 1-2 percentage points.

Penalties: seizure and auction

Ultimately the tax department must have the right to seize and auction delin-
quent properties. If seizure and auction is not permitted or exercised, all
previously imposed interest and fines are rendered ineffective. That is, taxpayers
will remain indifferent to the imposition of interest and fines if ultimately the
amounts are irrecoverable through non-enforcement.

The law must be explicit regarding the procedures for seizure and auction of
properties. As previously stated, the procedures must be fair and efficient. Clear
deadlines must be established for the various steps: demand notice, warning
letters, periods to respond to each demand, tax lien release period, final warning
notice, judgment, release period and sale/auction.

To enforce the interest and fines, the tax department should have the option
to place a tax lien on the property where there is a legal land registry system. Tax
liens are sometimes called tax encumbrances, caveats or a charge against the
title of the property. Tax liens are only effective when the property is legally
registered, the titling office is securely administered and the court systems are
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established to enforce liens. The tax lien can then be recovered through a process
of foreclosure (as stipulated in the country’s law). If a legal land registry system
does not exist, the tax department should have the option to directly seize and
auction the property, in line with sufficient legal safeguards, in order to ulti-
mately enforce the tax liability.

In the USA, a tax lien is established upon levying the property tax. In other
countries, the government must take explicit action to legally establish a tax
lien on the property in default. In these countries, about 30-60days prior to
establishing a property lien, a notice of intent to lien is sent to the delinquent
taxpayer. If the delinquent taxes are not paid, a lien is filed with the land
registry.

Procedurally the tax department should be required to follow legally mandated
notification requirements. These notification requirements could include the
publication of the delinquency list in a major paper. Publishing names of
delinquent taxpayers is common in Anglophone Africa (e.g. Malawi, Kenya,
Uganda, Zambia and Tanzania). In addition to ‘shaming’ delinquent taxpayers to
pay their taxes, the publishing serves as the ‘legal notification’ to enable the tax
department to commence enforcement proceedings to recover the outstanding
debt. This would have the effect of encouraging tax compliance in order to avoid
a potential ‘loss of face’. In countries where auction is not politically or legally
possible, the potential loss of face through public exposure may provide sufficient
incentive for tax payment.

In the USA, there are two basic types of auction: regular auction and over-the-
counter sale (Herber and Pawlik, 1987; Alexander, 2000). The regular auction
process allows the government to sell the tax lien (a portion of the property
value) just like a second mortgage on the property. Investors are allowed to buy
the tax lien, with a guaranteed interest rate. In the event that the interest
payments are not received, the investor can foreclose on the property and assume
ownership.

In contrast, the over-the-counter sale allows the tax jurisdiction to auction off
the whole property (100 per cent). This is a ‘do or die’ situation; investors like
it but the taxpayer may get short-shifted and the taxing jurisdiction may
find this option politically unacceptable. In the over-the-counter sale, the
taxing jurisdiction usually allows the property to remain delinquent for some
time prior to the final auctioning process (e.g. 3-5years).

To be most successful, regular auctions require a legal cadastre, a legal system
which permits tax lien enforcement, a pool of investors willing to invest in real
estate delinquent taxes and a legal system to protect the rights of the taxpayers
in cases of procedural error. In the absence of a legal cadastre, governments must
either resort to the over-the-counter sale or develop an alternative. An over-the-
counter sale is politically difficult in any country and largely explains why
seizure and auction are often not enforced.

As an alternative, many countries allow the seizure and sale of movable
property — similar to the sale of tax liens in that the seizure and auction only
covers the amount of the tax liability rather than the entire property. In many
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cases the delinquent property tax amount may be too little to justify seizing and
selling the entire property asset, especially given the implied political costs.
Thus, tax legislation often allows the seizure and auction of movable property
(if clearly identifiable and able to be linked to the property owner, occupant and/
or beneficiary) in order to provide flexibility in enforcement. In cases of low
levels of tax delinquencies, it may be politically and administratively easier to
seize and auction air conditioners, machinery and equipment, or inventory
rather than seizing and auctioning the entire property itself. Other options can
include placing an attachment on individual bank accounts, rents, wages and/or
payments from the government (e.g. social security benefits or income tax
refunds).

What is the international experience with immovable property seizure and
auction? In North America property tax systems have established a ‘credible
threat’ for enforcement by systematically pursuing property seizure and auction.
Knowing that the government will ultimately seize and auction property to
collect outstanding debt usually encourages delinquent tax accounts to be
settled before the need to commence the actual seizure and auction process.
Collection rates in North America therefore are close to 100 per cent of
outstanding tax liabilities.

In non-OECD countries, on the other hand, property seizure and auction is
very rare. Land ownership and land rights can be very sensitive social and
political issues, making it difficult to garner the political will to undertake the
final enforcement step of seizure and auction. Selling of land for debt recovery
within countries with customary land tenure systems is virtually impossible,
and outside of the industrialized countries, there are few countries which have
been able to seize and auction for noncompliance. Two notable exceptions were
Chile and Indonesia. In Chile, from 1985-1990, about 50 properties were seized
with about 10 properties being auctioned for noncompliance. Accompanied by
an effective public relations campaign, the collection efficiency in Chile went
from about 65 to over 80 per cent during that time. Prior to 1985, seizure and
auction had not occurred for about 20years (Rosengard, 1998).

Indonesia, which also followed a collection-led property tax reform strategy in
the late 1980s, undertook their first property tax seizure in October 1991, which
was the first seizure for noncompliance since independence in 1945. Indonesia
effectively utilized publicity of this event as part of their public relations
campaign to generate increased voluntary compliance (Kelly, 1993).

Quezon City in the Philippines adopted a ‘collection-led’ approach in 2001,
shifted from a system of tax amnesties to using property auctions to deal with
noncompliance. Combined with taxpayer service initiatives and early payment
incentives, these property auctions increased property tax compliance. The
National Tax Research Center (NTRC), the research arm of the Department of
Finance, estimates that the auctions may have encouraged up to 52 per cent of
delinquent property owners to settle their tax obligations (Ignacio, 2005).

Ultimately the rationale for property seizure and auction is not solely to
recover the outstanding taxes on the specific property. Rather it is to send a
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strong warning signal to other taxpayers to encourage tax compliance. All
enforcement activities should be accompanied by a massive public relations
campaign, with the more publicity the better.

Summary thoughts

Governments throughout the world are undertaking important policy and
administrative reforms to improve property tax revenue yield, equity and
efficiency. In order to succeed, these reforms must focus comprehensively on
improving tax base coverage, property valuations, collection, enforcement and
taxpayer service. Property tax policies can only be realized through a system of
effective tax administration.

Ultimately, property tax must be collected if the reforms are going to
achieve their revenue, equity and efficiency objectives. Although compre-
hensive tax maps and accurate valuations provide important intermediate
outputs needed for the final output of revenue collection, the top priority for
property tax administration must be property tax collection. A comprehensive
reform analysis, design and implementation which follow a ‘collection-led’
implementation strategy is critical for these property tax initiatives to
succeed.

Property tax revenue collection is a challenge in many countries. Although
the tax collection ratio may be close to 100 per cent in many OECD coun-
tries, in most other countries, the revenue collection ratio ranges between 30
and 60 per cent. These low collection levels can be attributed to such factors
as lack of political will, inappropriate policies, poor administration and lack
of taxpayer education and service, among others. Improving property tax col-
lections will require countries to place priority on mobilizing strong political
will, while adopting innovative, targeted policy and administrative
interventions.

Policy and administrative interventions to improve tax collection must be
designed and implemented within the three key steps of the collection process:
assessing tax liability assessment and billing, receiving and accounting for tax
payments and enforcing against noncompliance. The key to success is to keep
the policy, administrative systems and procedures sufficiently simple and
effective in order to minimize compliance and administrative costs, while
maximizing revenue, equity and efficiency.

All property tax systems prefer to rely on voluntary taxpayer compliance,
minimizing the need to take enforcement action against delinquencies.
Voluntary compliance depends on ensuring that taxpayers have a clear
understanding of civic responsibility, the link between taxation and public
services and the role of property taxation in mobilizing public funds. It is also
helpful for taxpayers to have a basic understanding of property tax policy as
applied to an individual, and the property tax administration process and
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procedures. Therefore effective civic and taxpayer education programmes, with
proactive taxpayer service are essential for promoting voluntary compliance.

Property tax systems must include incentives to encourage voluntary
compliance and to discourage noncompliance. The taxpayer’s main interaction
with the property tax is through the tax collection process, where they receive a
tax bill notification and either voluntarily pay the tax or become subject to
subsequent enforcement procedures. Establishing a proper set of incentives,
along with strong political will to apply the incentives, will encourage improved
property tax payments.

The key to increasing voluntary compliance is to reduce the compliance
costs by providing improved taxpayer service in the form of information, as
well as easy-to-pay options such as through using cheques, credit cards,
automatic bank payments and/or convenient payment points in cash-based
societies. In addition, taxpayers must be provided with clear payment due dates
along with adequate time within which to pay. Taxpayers should also be
provided with options to pay in instalments and perhaps receive discounts for
early or timely payments.

Taxpayers also respond well to incentives which discourage noncompliance.
These negative incentives can include the threat of and/or application of lump
sum penalties and interest penalties for late payments, tax liens, sale of tax cer-
tificates, attachments on wages and bank accounts and/or seizure of movable
and/or immovable property. In addition to collecting the outstanding tax delin-
quencies, these negative incentives can be used effectively to encourage greater
voluntary compliance and discourage noncompliance. International experience
confirms that taxpayers do respond well to these forms of positive and negative
incentives.

In addition to reducing the compliance costs faced by taxpayers, the tax
department must minimize administration costs by keeping the tax collection
system simple, efficient and fair. Using information from the property valuation
roll, the tax department must establish the tax liability, produce and deliver the
bills, collect and properly account for tax payments, take action against non-
compliance while consistently providing taxpayer service. Streamlining the
administration system and procedures, while establishing a system of personal
and institutional incentives and making effective use of ICT, tax departments
can maximize revenue collections while minimizing the administrative costs
and simultaneously reducing the compliance costs to the taxpayer.

Since the primary mission of the tax department is to mobilize property tax
revenues, effectively designing and implementing tax collection policies and
administrative systems and procedures is a core requirement for improved, sus-
tainable property tax administration. The challenge in developing effective
property tax reforms is to avoid being distracted by the intermediate outputs of
tax maps and property valuations and to stay focused on the ultimate objective
of the property tax system, that is, collecting property tax revenues in a fair and
efficient manner.
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The Tax Everyone Loves to Hate:
Principles of Property Tax Reform

Jay K. Rosengard

Introduction

Almost every country has some type of annual tax on land and buildings, for
reasons that have been well documented elsewhere — for example, see Rosengard
(1998); Bahl and Martinez-Vazquez (2007); and Fisher (2009) — but can be sum-
marized as follows:

It is often the main source of local government discretionary revenue,
and thus an essential component of fiscal decentralization that supports
local autonomy and complements intergovernmental fiscal transfers. For
a series of papers analysing property tax trends and their implications
for local autonomy in the context of America’s fiscal federalism, see Bell
et al. (2010).

It is economically efficient because it is hard to avoid and easily
enforceable.

It is perceived as socially equitable because it is roughly progressive, loosely
correlated with local government benefits, a relatively good proxy for a tax on
multi-year income and a way to enable the public sector to derive a share of
private sector windfall gains from appreciation of real estate values largely
due to public investments in previously unserviced land.
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Although ubiquitous, the property tax is also universally despised, again for reasons
that have been well documented elsewhere but can be summarized as follows:

e While the high number of statutory taxpayers creates a large tax base — a good
thing in theory — it can be a political and administrative nightmare in practice.

e While the tax’s high visibility is good for government transparency and
accountability, heightened taxpayer awareness also tends to intensify tax-
payer resistance.

¢ While computer-assisted mass appraisal and other applications of appropriate
technology increase administrative efficiency and effectiveness, property val-
uation nevertheless still has a contentious subljective component.

e While the tax is seen as fair in general, there is no direct relationship between
tax liability and ability to pay the tax, which leaves some taxpayers ‘asset rich
but cash poor’.

e While the tax supports local government autonomy, it can also worsen
regional disparities in wealth, as the ‘rich get richer and the poor get poorer’.

e While citizens might accept the tax in principle, there is still widespread
resentment in some countries to enforcement proceedings, sometimes seen as
a threat to the sanctity of the home.

The dilemma is real and profound: most countries have a property tax, but few
of their citizens like the tax. The property tax is the tax everyone loves to hate.
Countries can seldom live with the tax as initially designed, yet neither can
they live without the tax at all.

Thus, this chapter focuses on the reform of an existing system of property
taxation rather than on the creation of an optimal property tax. Leaders seldom
have the opportunity to design a property tax with a blank slate. There is usu-
ally already some sort of system of taxing land and buildings, with a variety of
established special interests and a political, social and historical context. The
challenge is to make an existing property tax less taxing.

Attempts to enhance the property tax’s strengths and mitigate its weaknesses
are numerous and widespread. This is true for both high-income and emerging
economies. Unfortunately, most of these efforts have been unsuccessful - see
Bahl et al. (2010) for a comprehensive review of these failures.

The remainder of this chapter provides guidance on property tax reform by
addressing the most frequent mistakes and highlighting common elements of
success: the primary rationale for reform; fundamental principles of reform;
strategic choices for reform; policy pitfalls of reform; and lessons learned from
reform initiatives.

Primary rationale for reform

The four primary rationales for initiating property tax reform are to improve
fiscal performance, social equity, economic efficiency or administrative
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cost-effectiveness — see Muellbauer (2005) for both a general review and a specific
application of these objectives to the reform of property taxation in the UK after
the 2004 Barker Review.

The main strategic shortcoming of reform efforts is either failure to articulate
clearly the rationale for reform, or to have unprioritized, contradictory objectives.
Low revenue yield is the most common reason for property tax reform in
emerging economies, so revenue enhancement is most often the principal
objective of reform — see Bahl and Martinez-Vazquez (2008) for international
comparisons of property tax revenue and Rosengard et al., (2007) for an example
of the potential for increased property tax revenue in Vietnam (Ho Chi Minh
City) and China (Shanghai).

Property tax reform can also be revenue neutral if social, economic or
administrative considerations are more important, which is usually the case in
high-income countries. However, reform cannot be designed to reduce tax
revenue in any country and survive. This is not the same as limiting the rate of
tax revenue increase, as was the case in the California Proposition 13 ‘tax revolt’
of 1978 and the replications it inspired throughout the USA.

Just as with other types of tax reform, revenue shortfalls doom property tax
reform, given that there is no fiscal compensation for the financial and political
capital expended in reform efforts — revenue losses and political costs outweigh
social, economic or administrative benefits.

Horizontal and vertical inequities are another common reason for property
tax reform, so the reform might be redistributive in nature as opposed to being
distributionally neutral. The objective is to treat ‘equals equally’ (horizontal
equity) and ‘unequals unequally’ (vertical equity), so that those with the same
property values have the same tax liabilities and those with higher value
property pay more than those with lower value property. Although this might
appear to be a simple and straightforward proposition, ‘equity’ means many
things to many people. As US Senator Russell Long remarked, a tax loophole is
‘something that benefits the other guy. If it benefits you, it is tax reform.’

Another inequity that might be addressed is the perceived unfairness of
property tax liabilities that rise at a much higher rate than income growth. This
is often the case, particularly in high-income countries, during property bubbles
such as the real estate booms accompanied by unmitigated property tax increases
during the 1970s in California and Massachusetts that culminated in their
respective Proposition 13 and Proposition 2% tax revolts. Proposition 13
(People’s initiative to limit property taxation) was a California ballot initiative
that, after its passage in 1978, became Article 13A of the Constitution of the
State of California. It capped the property tax at 1 per cent of assessed market
value, rolled back property values to their 1975 assessment, restricted annual
increases in assessed value to an inflation factor not to exceed 2 per cent per year
and prohibited reassessment of a new base year value except upon completion of
new construction or change in ownership. For analysis of the fiscal impact of
Proposition 13, see Chapman (1998); Hoene (2004); Wasi and White (2005); and
Citrin (2009). See Martin (2009) for a description of how the Proposition 13
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‘fever’ spread, and Haveman and Sexton (2008) for an analysis of the impact of
property tax assessment limits over the past three decades.

Proposition 2% (Mass. Gen. Laws Ch. 59 §21C) was a Commonwealth of
Massachusetts initiative petition inspired by California’s Proposition 13 that,
after its passage in 1980 (effective in 1982), capped the total annual property tax
revenue that a municipality could raise at 2.5 per cent of the assessed value of
all taxable property in the municipality, and limited the annual increase of prop-
erty tax revenue to 2.5 per cent (excluding the amount attributable to taxes from
new real estate).

However, given the weaknesses of the property tax summarized earlier,
there is often a gap between perceived and actual fairness. This gap is widened
by difficulty in determining economic as opposed to statutory incidence —
there is no consensus on who bears the ultimate economic burden of the
property tax in either high-income or low-income countries; see Sennoga
et al., (2008) for a review of the ongoing debate over property tax incidence
and economic impact.

Inefficiencies in resource allocation is a third reason for property tax reform,
so the reform might be interventionist in nature to address tax-induced
distortions in behaviour rather than economically neutral. The objective is to
minimize the impact of property taxation on the production and consumption
decisions of households and firms, for example by ensuring that investment
decisions are not determined by destructive property tax competition between
local jurisdictions and that property tax policies leave consumers indifferent
when deciding whether to buy or rent a home.

Revenue can be increased by changing the tax design (i.e. enlarging the tax
base and/or increasing the tax rate) or improving tax administration (i.e. upgrad-
ing tax rolls, revaluing property and/or strengthening billing, collection and
enforcement procedures). Thus, administrative weaknesses are the last major
reason for property tax reform, where there is a mismatch between tax complex-
ity, taxpayer sophistication, economic structure and administrative capacity.
The objective is to reduce administrative costs while improving administrative
speed, accuracy, service and integrity.

Although much tax policy is actually made in implementation, administra-
tive reform is often neglected, leading to the frequent unintended negative
consequences of conceptually sound but poorly executed property tax laws and
regulations — something might look good on paper, but simply cannot be credibly
implemented as designed. Tools to improve administrative cost-effectiveness
include simplification, rationalization, standardization and automation of
property taxation.

Fundamental principles of reform

There are four fundamental principles of property tax reform that should be
heeded regardless of the primary rationale for reform:
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e simple in practice trumps optimal in theory

® revenue generation trumps social engineering

® economics of taxation trumps political mathematics
¢ behavioural change trumps paper tigers.

For examples of both the application and neglect of these principles, see the four
case studies (Jamaica, Philippines, Chile and Indonesia) in Rosengard (1998).

Simple vs. optimal

While the theory of optimal taxation is attractive, it is nonetheless a theory, and
theories are usually not achievable in practice without considerable adaptation
to real-world constraints. For example, the distribution of property in emerging
economies is highly skewed, with a relatively small number of properties
comprising the bulk of property value. It therefore makes little sense to spend a
significant amount of resources on property discovery, valuation and assessment
for most properties, especially if the effective tax rate is very low. Instead, a
combination of self-reporting and simplified computer-assisted mass appraisal
for most properties, coupled with individual valuations for expensive real estate,
should be able to capture 90 per cent of value most of the time, and what is
missed is not worth calculating or collecting — this is much more cost-effective
than trying to capture all value all of the time. In short, it is better to be
approximately right than precisely wrong.

Revenue vs. non-revenue

The primary purpose of the property tax is to generate revenue. It is a very poor
tool for non-revenue objectives such as guiding allocative decisions like
attracting investment, achieving social goals like combating property speculation
or recovering capital costs like those incurred in large-scale infrastructure
investment. It is also an ineffective means of achieving income redistribution
through highly progressive tax schedules. While these are all important policy
objectives, there are policy tools better suited to achieving these objectives.
Instead, the property tax should focus on maximizing revenue at minimum
financial, economic, political and social cost. In the words of Louis XIV’s
Controller-General of Finance, Jean-Baptiste Colbert, ‘The art of taxation
consists in so plucking the goose as to obtain the largest amount of feathers with
the least possible amount of hissing.’

Economics vs. politics

In the short term, economic and political cost-benefit calculations about prop-
erty taxation might diverge, but in the long term they converge. It might be
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politically tempting to grant many special favours to powerful constituencies
through tax exemptions, exclusions, deductions and credits, but these tax
expenditures eventually leave local government with two unattractive alterna-
tives: either receive less property tax revenue and make corresponding budget
cuts, or increase tax rates on the remaining smaller tax base to generate an
equivalent amount of money. The first alternative is seldom a popular political
move, while the latter usually leads to increased tax evasion, economic distor-
tions (deadweight loss) and corruption. A maxim of the economics of taxation is
a large tax base and a low tax rate, which is also the only tenable long-term
political strategy: not only is it economically efficient, but it also avoids many
of the political, social and administrative problems of a small tax base and high
tax rate.

Behaviour vs. fiat

Property tax reform is fundamentally about instilling behavioural change in
both taxpayers and tax administrators. It is much more cost-effective if people
comply voluntarily with tax laws and regulations rather than comply only when
compelled to by enforcement measures. The key is to construct positive and
negative incentives for property tax stakeholders that create a system of
convergent self-interests, so that what is good for the individual is also good for
society — the rational action from the perspective of a taxpayer or tax adminis-
trator is also the socially desired action. Many countries pass commendable
property tax reform legislation, but are then surprised when very little changes
in practice. Policymakers believed that these laws were self-enforcing by fiat,
despite personal or institutional incentives that dictated otherwise.

Strategic choices in reform

There are four key strategic considerations entailed in designing and imple-
menting property tax reform:

¢ defining the tax base

¢ determining the tax rate

¢ evaluating administrative options
* mitigating transitional pains.

The first two considerations are principal design parameters, while the latter
two considerations are fundamental implementation parameters. See Bahl and
Martinez-Vazquez (2007) for a stylized simulation that illustrates the impor-
tance of these strategic considerations in formulating reforms to increase
property tax revenue, and Bell and Bowman (2002) for the application of these
strategic considerations to property taxation in South Africa.
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Design parameters: defining the tax base and determining
the tax rate

As depicted in Figure 7.1, the two variables that set the ceiling for potential
property tax revenue are the tax base (what you tax) and the tax rate (how much
you tax).

The property tax base is determined by taxable wealth (value) and the number
of properties (quantity), that is, how much of the value of how many properties
may be taxed.

This, in turn, is a function of assessed value as a share of unadjusted current
market value (valuation accuracy, as well as assessment ratio and other valuation
adjustments) for each taxable property, together with the degree of inclusiveness
in defining taxable properties.

Thus, reform of property tax design essentially is a question of broadening the
tax base by first expanding the types of property classified as taxable (reducing
exemptions and exclusions) and second striving to tax as much value of these
properties as possible (mandating frequent revaluations or indexing between
valuations, increasing the assessment ratio and reducing deductions, credits and
deferrals).

Other than simplification of tax rate structures or reduction of tax rates,
which are complementary and mutually reinforcing, there is much less latitude
for reform of property tax rates. Worldwide empirical observations indicate a
proclivity for relatively low (around 1 per cent of market capital value for
residential property), flat (proportional), and uniform (usually not more than
two classes, residential and non-residential) property tax rates, due to economic,

Tax Revenue = Tax Rate X Tax Base

A4
Unlform Progressive,
Proportional, or
D|fferent|ated Regressive

==

Figure 7.1 Property tax principal design parameters
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political, and administrative considerations: economists note the social welfare
losses associated with high tax rates (deadweight loss increases as the square of
the tax rate); politicians fear the repercussions of taxing real estate at too high a
rate (see the first section above); and tax administrators wish to maximize
voluntary compliance by minimizing the perceived gains of evading high tax
rates (not worth cheating).

The main exception to this maxim of a broad-base, low-rate property tax is
land value taxation, which either imposes a higher tax rate on land than on
improvements or does not tax improvements at all but instead taxes only the
land value at an even higher rate to make up the revenue loss. While there is no
consensus on the economic efficiency and social equity impact of this approach,
more than 30 countries have adopted land value taxation for administrative and
political expediency — see Dye and England (2010) for a concise review of the
theory and practice of land valuation taxation. A more extreme version of land
value taxation, a single tax on land replacing all taxes on labour, business and
trade, is championed by George (1879) in his seminal work Progress and Poverty.

Implementation parameters: evaluating administrative
options and mitigating transitional pains

Although the statutory property tax base and rate set the ceiling for potential
property tax revenue, actual property tax revenue is also a function of tax admin-
istrative efficiency and effectiveness in executing the tax design at every stage
of implementation, including:

e property identification, valuation and assessment
e tax billing and collection
¢ enforcement for non-complying taxpayers.

Much tax policy is actually made in tax administration, that is, in the
translation of tax laws and regulations into field realities. Thus, there is
considerable scope for reforming the property tax by upgrading tax administration.
Examples include:

¢ enhancing the completeness and accuracy of the property tax roll through
better property identification, valuation and assessment practices

¢ improving the collection ratio (the ratio of tax collected to tax assessed) by
strengthening tax billing, collection and enforcement practices.

While most property tax reforms in emerging economies begin with a focus
on improving the quality of the property tax roll, commonly known as the ‘data-
led’ approach, these usually end in failure because they are front-loaded with
many financial and political costs while benefits are perpetually delayed future
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Figure 72 Data-led and collection-led approaches to property tax reform

promises. A notable exception to this approach was tried in Indonesia in the mid
1980s, where the emphasis was first on generating revenue and building credi-
bility, dubbed the ‘collection-led’ approach, while gradually improving data
quality. These two approaches are contrasted in Figure 7.2.

A key component of improved collections was facilitation of voluntary
compliance, coupled with projection of a credible enforcement threat. This
was achieved through a combination of improved taxpayer service, including
use of the banking system for tax payments (dubbed the ‘payment point
system’), together with escalating sanctions that culminated in the seizure
and liquidation of land and buildings to settle unpaid tax liabilities. This final
enforcement measure was only politically and administratively feasible
because of the government’s policy of deliberately pursuing the tax object (real
estate) rather than the tax subject (taxpayer), so it could avoid the sensitive
and often problematic issue of identifying ownership of taxed land and
buildings. More than two decades later, the reformed property tax system in
Indonesia is still performing quite well, although it now faces many new
challenges in the context of Indonesia’s comprehensive decentralization
programme. See Kelly (1993) for a more detailed description of Indonesia’s
collection-led strategy and Rosengard (1998) for a case-study-based comparison
of the data-led and collection-led approaches. Kelly (2004) provides an update
of Indonesia’s property tax reform in the context of the country’s
decentralization programme.
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There are also special challenges in property tax reform where there is no
well-developed real estate market, either because: (1) the country is transitioning
from a planned economy to a market-based economy such as in central and
eastern Europe, China and Vietnam, a phenomenon detailed in Malme and
Youngman (2001); or (2) land is communally owned, as in rural South Africa, a
predicament examined in Bell and Bowman (2006).

The implementation challenges are especially acute in very poor but rapidly
urbanizing nations (i.e. much of sub-Saharan Africa), where the need for property
tax reform is also critical due to the importance of fiscal decentralization
initiatives. See Franzsen and Youngman (2009) for an overview of the state of
property taxation in Africa, and McCluskey et al., (2003) for a detailed
examination of the challenges of property tax reform in Africa through the lens
of a case study of Tanzania’s experience with property taxation.

Finally, property tax reform will upset the status quo to which key stakehold-
ers have already adapted. Thus, a special implementation consideration is
mitigation of short-term disruptive effects created as a by-product of the
transition to a new long-term equilibrium.

For example, if reformers pursue a collection-led approach to property tax
reform, short-term inequities will probably arise as those already on the
existing tax roll are compelled to meet their tax obligations, while those with
omitted or grossly under-valued property will not yet be paying their fair
share of tax liabilities. This makes a compelling argument for keeping the
effective tax rate low until the tax roll is relatively comprehensive and
accurate. However, there is indeed nothing more permanent than something
temporary, and transitional adjustments often become permanent. This has
been the case in Indonesia. During the property tax reform of the 1980s, the
finance minister refused to use his authority to increase the assessment ratio
above 20 per cent (under the property tax law, the finance minister could set
the assessment ratio from 20 to 100 per cent) until the tax roll was deemed to
be relatively complete and accurate, even though this would have been the
easiest way to increase revenue quickly. However, although the property tax
roll was vastly improved roughly two decades ago, shortly after the collection
system was up and running, the assessment ratio is still at 20 per cent today
for most property (it has been increased to 40 per cent for very high value
property). At a 0.5 per cent nominal tax rate, this leaves Indonesia with an
effective property tax rate of 0.1 per cent for most land and buildings, one of
the lowest in the world.

Another type of short-term adjustment pain is the ‘sticker shock’ of greatly
increased property tax liabilities after property revaluation. This can be mitigated
by reducing the tax rate during a transitional period so tax liabilities go up
incrementally, especially during a real estate bubble. During periods of market
stability, this can be mitigated by more frequent revaluations and by indexing
property values between revaluations. Keeping increased property tax liabilities
more in line with income growth by reducing tax rates might have tempered
some of the anger that generated the Property 13 tax revolt (and its spinoffs)
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described earlier; a good example of indexing between valuations is described in
the Chile case study in Rosengard (1998).

Policy pitfalls of reform

There are three key dimensions of policy pitfalls in designing and implementing
property tax reform: political, technical and tactical. Many of the policy pitfalls
discussed in this section are not restricted to property tax reform and can be
applied to tax reform in general. See Gillis (1989) and Boskin (1990) for more
detailed discussions and case study illustrations of these pitfalls.

The primary political challenge is that any property tax reform inevitably
creates winners and losers, both within the tax administration and among the
general public. Moreover, internal and external special interests tend to be
organized and proactive, while the majority of tax employees and taxpayers
are diffuse and reactive.

Internally, this problem is most acute when corrupt employees who feel
threatened by reforms can easily sabotage the reform through delayed, slow or
incorrect administration: the reform suffers death by administration. Externally,
this difficulty is most pronounced when the reform is targeted at relatively
wealthy property owners: the reform is murdered by the rich and powerful.

If the problem is primarily political, so is the solution. Without the visible and
sustained support of political leaders, the reform is probably doomed before it is
launched: the reform is stillborn.

However, even with strong political support, a reform can fail due to technical
shortcomings. The most prevalent of these are: firstly, poor or incomplete information
on the present situation, often leading to inaccurate tax forecasting of the likely
impact of the reform and thus unintended consequences; and second, insufficient
financial and human resources, contributing to inadequate administrative capacity
for effective implementation of the reform. Considerable attention to the
behavioural and administrative dimensions of property tax reform is essential for
success — design change in an implementation vacuum is a potent recipe for failure.

These technical shortcomings are exacerbated for emerging and transitional
economies by inappropriate recommendations from donors and consultants.
These advisors often try to replicate tax systems with which they are most
familiar without understanding the specific context of the country they are
attempting to assist. Moreover, procurement of source-country advisors and
equipment is commonly linked to financial assistance, regardless of their
appropriateness. Host countries should assess the full costs and benefits of
external assistance before agreeing to this assistance.

The third policy pitfall is tactical, revolving around the timing and sequencing
of property tax reform.

Tax reform in general has been most successful when it has been least needed.
This applies to revenue-enhancing property tax reform as well because it allows
tax administrators to develop their systems and information bases with very



184 A Primer on Property Tax

low transitional tax rates. It also facilitates a learning period for taxpayers to
familiarize themselves with the new system, thus enhancing longer-term under-
standing of, and voluntary compliance with, the property tax.

There are two approaches to the sequencing of property tax reform: ‘big bang’
reform of everything, everywhere at the same time; and ‘asymmetrical’ reform
characterized by phased implementation.

The former usually takes place in politically driven reform, where proponents
are afraid of losing support with a more incremental approach but have not
thought through potential implementation problems, particularly the
behavioural response of affected taxpayers. Consequently, hurried reforms are
often failed reforms. The US property tax revolts described earlier and Indonesia’s
recent decision to assign the property tax to local government are examples of
this approach. This was done through a new law on local taxes and charges,
passed in 2009 (Undang-Undang Republik Indonesia Nomor 28 Tahun 2009
Tentang Pajak Daerah Dan Retribusi Daerah).

The latter commonly takes place in technically driven reform, where propo-
nents need to develop a political constituency by demonstrating success; they
can also use this time to test and revise their approach, concentrate scarce
resources on the highest return targets and conduct a mass communications
campaign to build public awareness and understanding. Indonesia’s property tax
reform of the 1980s is a good example of this approach.

Conclusion

While there is no fixed formula for successful property tax reform that applies to
all jurisdictions in all countries at all times, there are nevertheless common
challenges and general lessons from past attempts to improve property taxation
around the world. This chapter summarizes the fundamental principles, strate-
gic choices and policy pitfalls of initiatives that have been undertaken in a wide
variety of environments to improve fiscal, social, economic or administrative
performance of property taxes.

But no matter how well a property tax is designed and implemented, it will
probably remain the tax everyone loves to hate. Thus, the challenge is to strike
a balance between two conflicting sentiments.

The first sentiment is well-articulated by former US President James Madison:
‘The power of taxing people and their property is essential to the very existence
of government.” The second sentiment is reflected in this rueful observation by
the political philosopher and statesman Edmund Burke: “To tax and to please, no
more than to love and to be wise, is not given to men.” A third quote, this one
from the 18th century Prussian king, Frederick the Great, succinctly sums up
the dilemma and offers an antidote: ‘No government can exist without taxation.
The money must necessarily be levied on the people; and the grand art consists
of levying so as not to oppress.’
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Legal Issues in Property Tax
Administration

Frances Plimmer

Introduction
‘Tax’ can be defined as:

A compulsory, but authorized, contribution, usually of a pecuniary kind, made by
the general body of subjects or citizens to a sovereign, government or municipal
authority. A tax must be authorized for a public purpose and be enforceable at law,
and the obligation to pay it must be imposed compulsorily on a group of persons or
organizations. However, it need bear little relation to the benefit received by any
payer of the tax. (Abbott, 2008).

In summary, therefore, a tax is:

* a compulsory levy

¢ imposed by an organ of government
e raising funds for public expenditure
¢ with no quid pro quo expectation.

Taxation is one of several ways that a government can raise revenue for public
purposes, user fees being an increasingly popular additional method. However,
taxes and user fees should be distinguished. Taxation applies broadly to a great
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number of people, circumstances or events and need not provide any benefit to
an individual taxpayer; user fees can be distinguished from taxes because they
do provide benefits, although in their form they may well appear to be a kind of
taxation.

This potential for confusion has resulted in the expectation of ‘benefit’ from a
tax (the so-called ‘benefit principle’), with the corollary that without receipt of
any benefit, there should be no liability to pay the tax. This contradicts the very
principles of a tax, which, as stated above, is ‘a compulsory levy... with no “quid
pro quo” expectation’.

It could, of course, be argued that all revenue from taxation is spent on public
purposes, so all citizens (whether or not taxpayers) benefit from the services
which are provided by government and government agencies. Thus, education,
defence, health, justice, for example, are all services paid for out of taxation and
from which we all benefit. However, there may be no immediately apparent
advantage to an individual taxpayer who has no children to benefit from the
education, who lives in a country which is not threatened by hostile forces, who
enjoys good health and a crime-free existence.

Taxation can also be used as an instrument to redistribute wealth, by ensuring
that the ‘rich’ (however these individuals are defined) subsidize the ‘poor’.
Within the context of a property tax, the ‘rich’ are normally associated with
higher value properties, and the ‘poor’ with lower values. This principle justifies
taxing the ‘rich’ at higher levels or merely ensuring that they pay more tax,
when compared with the ‘poor’. This principle also underpins the ‘ability to pay’
argument, often used against property-based taxes.

This chapter is subdivided into several sections. Section 2 examines a number
of broad issues around tax policy; section 3 focuses on property taxation and
aspects around property ownership; section 4 looks at key issues around fairness
and equity while section 5 draws a number of conclusions.

Tax policy

As well as raising revenue, tax policy can also be used to achieve behavioural
change and, it is well recognized that the full implications of any changes must
be carefully considered in advance: ‘taxation affects the decision-making pro-
cess of business, households and individuals, reaching into all aspects of life and
the economy.’ (Treasury Committee, 2011)

Indeed, even when behavioural changes are not an objective of changes in the
taxation system, they can be an unanticipated outcome, thus causing additional
problems for the taxpayers involved, the taxing authorities and the politicians.
The implications of this are discussed further below.

As Almy et al., (2008) say:

while constitutions lay out the framework for taxation, authorize it, and perhaps
establish some fundamental principles...constitutional guidance tends to be broad
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and general. Legislatures provide statutes to create specific provisions for systems
of taxation. Statutes can be more detailed or less detailed depending on the degree
of discretion to be granted to the administrative agencies that implement statutory
provisions.

Where there is only a framework imposed by statutes, additional regulation
may be necessary to interpret or provide additional guidance. The final sources
of interpretation are the courts. Thus, the legislation governing any particular
tax may comprise statutes (central government or state legislation), regulations
(made by one or more regulating authority) and case law (judicial interpretation
of either statutes, regulations or both). Such a system (although widely recog-
nized) places the taxing powers or the interpretation of a parliament’s intention
and in the hands of non-elected officials. The extent to which it is desirable to
have legislation made at a subdemocratic level is debatable.

For the purposes of this chapter, the term ‘legislation’ is interpreted to include
any and all of the above law-making powers, as appropriate for an individual
country, unless the context specifies differently. Also, all of these are considered
as law-making bodies (central or national government; minister, government
departments or agencies, lower tiers of government and the judiciary), because
their powers, responsibilities or the actions imposed on them to amend,
implement or interpret the law on which a nation’s taxation is based.

Principles of statutory tax policy

Tax legislation is developed over time, and reflects the historical (and therefore
the economic and societal) development of a jurisdiction. As Wales is quoted as
saying (Treasury Committee, 2011) in relation to the UK: ‘The UK tax system,
as it stands today, reflects the economic, social and legal history of our country.
If legislators were to start afresh, it would be constructed somewhat differently.
Society changes and the economy changes.’

This means that any changes to an existing taxation system are likely to be
piecemeal alterations which result in high levels of complexity and confusion
and in difficulties of interpretation, inconsistencies, in some cases, major eco-
nomic and social problems. There tends, of course, to be something of a time lag
here, in that problems precede solutions and, where problems are resolved or are
no longer of consequence, the legislative solutions may remain. Current legisla-
tion may not always be relevant to existing issues.

It is, of course, possible to identify some basic principles which should be
achieved by legislation to underpin any tax system, including the following:

Fairness

While it may not be possible to define ‘fairness’, given its complex and inher-
ently subjective nature, a system which is widely judged to be ‘unfair’ is likely
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to lead to social resentment which could result in increased incidences of
avoidance, evasion and ultimately in a loss of legitimacy. Distributional
objectives, rates of tax (flat or progressive), welfare provisions and fundamental
principles are all subject to perceptions of ‘fairness’. There is also a political
dimension:

A tax system which is felt to be fundamentally unfair will quickly lose political sup-
port. However, judgments about the fairness of policy details are politically contested
and a major way in which parties distinguish themselves from one another. This can
obscure the fact that there is a significant amount of consensus on fairness. The dif-
ferences are often a matter of degree and emphasis. (Treasury Committee, 2011)

Perceptions of fairness can be improved by the extent to which taxpayers are
involved in the taxation process, either through the ballot box or through more
direct consultation. Thus, according to Sheffrin, (2010), ‘procedures or processes
that are perceived to be fair are those in which individuals affected by the deci-
sions have a voice in the process.” This can also be achieved through ‘Local
control of property tax rates, with decisions made by local governing boards...’

Fairness can also be achieved (at least in part) by high degrees of certainty,
stability and practicability. These include:

¢ reducing tax avoidance

e confidence that taxation legislation will be interpreted and applied
consistently

¢ apredictable year-on-year tax burden

e clarity of information so that less time and money is spent by taxpayers in
finding out how the legislation affects them, leading to...

¢ areduction in the number of disputes and appeals, leading to a more efficient
system in terms of cost and time on both sides.

When levels of taxation are high, avoidance becomes of greater significance to
taxpayers, and when taxation policy is complex, tax avoidance becomes increas-
ingly sophisticated and takes up more resources (expertise, time and money),
which could be better spent improving economic opportunities and growth.

Barriers to certainty include complexity, ambiguity and inconsistency in the
tax system, out-of-date and archaic laws and a lack of clarity in the language used
in the legislation. The statutory authority should not produce a taxing instrument
which then has to be interpreted, clarified and/or expanded upon by ministerial
or judicial statements and decisions. Legal certainty should be enshrined in the
original legislation and subsequent clarification kept to a minimum. Existing
legislation should be reviewed periodically to ensure that it achieves these goals.

Similarly, a higher degree of stability and predictability year on year, for both
taxpayers and taxing authorities should be an important goal of tax policy.
Taxpayer certainty is achieved when tax policy is clearly targeted. Both taxpayers
and taxing authorities need a degree of certainty as to tax paid/revenue in the
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future, for budgeting purposes. Sudden and unexpected changes in tax policy
and in levels of taxes paid damage business — both public and private. Instead,
taxing authorities and taxpayers should be able to plan and invest with
confidence.

Tax neutrality

A tax neutral system is one in which taxation does not distort choices or
behaviour. A non-neutral system results in incentives for taxpayers to change
their behaviour which may or may not be intentional. Taxation policy may be
used as a behavioural device. There is an argument which says that such a pur-
pose is not appropriate for a property tax, but there are instances where a
property tax has been used to alter behaviour, for example, to discourage those
who leave property vacant, by increasing their tax burden. Of course, it is the
unintentional outcomes which cause the most problems, and where such
unintentional outcomes include a reduction in economic efficiency by, for
example, distorting price signals, losses may be incurred by both consumers and
producers.

Economic growth

It is generally accepted that tax policies should support economic growth.
However, there may be complex tradeoffs, involving tax revenues being used to
purchase goods and services (e.g. education) which increase economic growth.
Nevertheless, there is a perception that economic growth should not be the
major consideration of a property tax:

Tax is not an option within a developed economy; it is an integral part of it.
A developed economic is always a mixed economy; the state and private sector do,
without exception, interact in such economies to create an environment in which
personal, social and societal goals are met. ...economic growth is an element in
achieving these goals, but it is not the sole way in which they are achieved.
(Treasury Committee, 2011)

It is also recognized (ibid.) that: ‘The tax system is often a blunt and indirect
tool, and, additionally, using the tax system in this way inevitably increases
complexity.’

The Treasury Committee’s report (ibid., para. 31) opines that: ‘if tax policy is
used to support wider... objectives it should be judged as representing the best
value for money with respect to alternatives such as regulation or spending.’

Thus, using a tax system to support other policy goals, risks unexpected behav-
ioural changes and could put in jeopardy revenue flows. The Treasury Committee
(2011) recommends that such uses of the tax system are reviewed regularly.
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Competitiveness

This does not merely reflect the rates at which taxes are levied. It also means
that stability and certainty in tax liability must be achieved, distortions mini-
mized and businesses encouraged to have the confidence to invest and expand,
within both a global and a local economy.

Property taxation

A property tax is a tax imposed on the value, ‘deemed value or against the
income arising from property..." (Abbott, 2008) or some surrogate of ‘value’, and
may be recognized by different terminology (e.g. rate, real estate tax), but also
conforms to the definition above.

Invariably, therefore, property taxes (like other taxes) are imposed by legisla-
tion enacted by national or central government. In some jurisdictions, it may be
that all aspects of the tax are enshrined in the enacting legislation; in others,
national or central government legislation may establish the main principles,
leaving the details to be imposed by subsequent regulatory processes introduced
by a lesser power, such as a minister, government department or agency, or
lower tier(s) of government.

Basically, and notwithstanding the political and administrative dimensions, a
state or nation is defined geographically, with recognized physical topographic
borders. Thus, spatially, the land defines the state and is therefore hugely
important in the political, social, cultural and economic identity of the state. It
represents also a fundamental human need — we need shelter (land and buildings)
for our physical survival; economic and social activities have a spatial dimension.
Doing without land is simply not an option. Land is, therefore, the fundamental
source of the wealth of a nation.

However, within national legislation, how we as individuals or a community
or a nation fulfil that need for land and buildings normally involves a degree of
choice, in terms of ownership and occupation patterns and the development of
the various bundles of rights which can be attached to ownership and occupation.
These are essential to regulate our relationships with other landowners and
users and with public authorities. Such regulations are also necessary to achieve
an orderly community with infrastructure, essential services, as well as the
opportunities for economic and social activities which create wealth. Together
with historical influences, these combine to provide a nation and its citizens
with our cultural and national identity, and all of this stems from the land.

Thus, from the letter and implementation of the law of the land flows the
whole gamut of what it means to be the government and a citizen and inhabitant
ofacountry. Landisanessential, visible, valuable, state-controlled (and often state-
owned) commodity. Indeed, it might be said that as a physical representation,
the land is the state. The right to derive a share in the economic benefits of the
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output of its land by imposing a tax on those who produce those benefits is
therefore a fundamental part of what it means to be the ruler or government of
a country.

As Almy et al., (2008) express it:

Essentially property is a cultural concept having to do with legal relationships
among people about the things that can be possessed. Without laws to define
property and governments to protect property rights, property does not exist. The
concept of privately owned real property was — and remains — alien in some primitive
societies, particularly nomadic ones; land was communally or tribally held.

The evidence of the state taxing its citizens based on their property rights
dates back many thousands of years — the earliest tax records date from about six
thousand years BC. Found in Iraq, these clay tablets from the former city state of
Lagash, are evidence of the ‘bala’, meaning rotation, in which the taxation of
different districts of the state was undertaken on a monthly basis so that the
process of taxing the entire country was broken down into more manageable
components. Today we would call this a rolling programme of taxation.

There is similar evidence throughout the ancient world, including Babylon,
China, Egypt and Persia. Taxes were imposed on the land and the produce of
the land, initially in the form of agricultural and similarly natural products of
the land (e.g. minerals) and more recently in the form of its monetary value, that
is, either the rental or capital value or some other value proxy reflected in its
ownership.

For property (or real estate) taxes, the subject matter (i.e. what is normally
taxed) is a legal interest or the right to occupation, or more specifically the
value (or some proxy of the value) of land, land and buildings, or buildings
alone, and is likely to reflect the evolution of the legal and cultural concepts of
ownership within the jurisdiction where the tax is being imposed. This is
important to understand, not only when it comes to identifying the tax base,
but also to reflect the fact that the tax needs to be socially acceptable (or ‘fair’)
to the tax-paying (and wider) community. The enacting legislation should
reflect these, if the system is to operate effectively and efficiently, or even to
operate at all.

Thus, the legal definition of taxable ‘property’ also changes as the social and
cultural expectations, norms and values of different countries evolve. This is an
important point. Taxation is part of the often unwritten contract between state
and subjects — the state will provide a range of public services, and subjects will
pay for these through taxes if, and only if, the system of taxation (in all its
aspects) is generally accepted as ‘fair’. ‘Fair’ is, of course, a subjective concept
and likely to change depending on personal, social and economic circumstances,
but also with cultural norms and values. While it may be impossible to define
‘fair’ (as discussed above), characteristics of ‘unfairness’ may be more easily
identified. It is worth remembering that civil wars have resulted from what have
been considered to be unfair systems of taxation.
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Defining ‘property’ as the basis for taxation

In order to impose a tax on property, there must be a legal definition of ‘property’
which identifies what is and what is not the subject of taxation. Without this, it
is not possible to provide any kind of assessment on the bundle of rights in land
and/or buildings which are liable to tax.

Over time, for example, British law has removed from the statutory definition of
taxable ‘property’ (and therefore from taxation), stock in trade and other personal
items, as well as agricultural land and buildings. In the UK, and other jurisdictions,
legislation has introduced a reduced burden of tax for what may be called socially
deserving occupiers, such as those on low income, the elderly, and places of
religious worship. Such changes reflect ever-evolving socially and politically
desirable objectives, and it is expected that tax policy will achieve this outcome.

As Youngman (1994) points out:

‘As the concept of property as a social and political phenomenon changes, the pro-
cess of valuing and taxing that property must change as a result.’ ...

and it is with legislative changes that such amendments are made.

Similarly, legislation defines the nature of the ‘value’ on which tax is to be
paid, whether it is the value to an occupier (England, Scotland and Wales); or to
an owner (e.g. domestic property in Northern Ireland); or the actual purchase
price of the current owner (e.g. California, under Proposition 13). It is well
recognized that the most appropriate basis of property taxation is one which
reflects the prevailing form of land tenure, partly to ensure a suitable supply of
market-based transactional data for assessment purposes, but also to achieve a
high degree of taxpayer comprehension of the assessment, acceptability and
therefore the level of tax paid.

Private property rights

Where there are no private rights of property ownership and the state owns all land,
the logic of property taxation (in terms of the taxpayer benefiting from the value of
land) breaks down, unless individuals or communities are awarded some other
rights based on the land which can be subject to tax, for example the right to crops.

It is normally the case, therefore, that the taxation of property reflects some
tangible benefit or potential benefit of the real estate to produce ‘value’ for the
taxpayer, who can reasonably (in economic and social terms) be taxed in relation
to that benefit. Thus, an owner or an occupier is taxed on the basis of the ‘value’
to that owner / occupier, often by way of some estimate or surrogate of the
rental or capital value.

It is therefore necessary for the legislation to recognize and define private
property rights and the nature of taxable property within its jurisdiction, to
enforce such responsibilities and obligations between it citizens and also
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between government bodies and its citizens. This legitimizes property rights,
protects them and secures for the individual property owners security of tenure
and enjoyment of the bundle of rights and responsibilities attached to the land
which they hold. This is important for a range of purposes, including the trading
of such rights, their use as collateral in an orderly society, as well as paving the
way for these rights to become the object of property taxation.

This does not prevent governments from imposing regulations involving the
use of land, for example, through planning regimes, which of course affect its
use and therefore both its market and taxable values.

Legal and extra-legal markets: squatter populations

In some locations, including megacities, where there are informal settlements,
there are residential and commercial developments for which there is no official
authorization and to which none (or very few) of the occupiers have any recog-
nized legal property rights. In most developing countries over 70% of the land is
outside the system of land registration (Lemmen, 2010).

In countries in central and eastern Europe, a prerequisite for the introduction
of a property tax was the development of a land register (or cadastre), linked to a
record of land ownership and market transactions (McCluskey and Plimmer,
2007). Indeed, these were considered to be a major goal in the achievement of
the decentralization of power for the newly created democracies, part of which
included the establishment of a property tax system to raise revenue for the
provision of local services.

In such circumstances, the development of a property taxation can become
one of the links in the land administration process which provides occupiers
with a degree of security of tenure, land and other property rights, cadastral and
financial services and a functioning land market as a means to improve their
quality of life and provide longer-term economic prospects.

Informal settlements are, almost by definition, outside the law. Their
existence, their right to exist and their access to services and infrastructure
may depend on the tolerance (or apathy) of the authorities. The extent to
which they are understood, mapped, planned and accepted within the law
varies; however, where such properties are subject to any form of taxation,
they tend to acquire a degree of legitimacy, as do the rights of their occupiers
or owners to be there.

There is clearly an argument for imposing a property tax on such residents,
particularly if they have any benefit at all from public services. The British
taxation system has never been concerned primarily with the nature of
property ownership as a basis for property taxation. Historically, occupation
(defined, in part, as the physical presence of an individual on the land) is
sufficient to result in tax liability — even where occupation is illegal. The
payment of taxation in this case does not confer any degree of legitimacy on
the occupiers. While such occupiers benefit from services provided, the
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taxation system leaves the issue of legal rights to those who choose to claim
them back by ousting the ‘squatters’ from the land.

However, without an understanding of what developments or structures exist
physically on the land and without the personal information of who occupies
those structures and for what reason, a property tax system cannot be seen to be
effective, efficient or in any real sense ‘fair’.

One solution to the range of problems which result from informal settlements
is to actively encourage economic opportunities within such locations, and this
means recognizing the rights to land and buildings of their ‘occupiers’. In this
way, occupiers are able to improve their economic and physical circumstances
with confidence and are able to use such rights for a range of purposes, including
collateral for financial loans, and authorities acquire a degree of authority in
levying taxation on the property owners/occupiers.

Other implications of ownership

Property taxation is generally perceived to be an obligation on those citizens
who have a degree of real estate wealth to pay towards the public services which
their society enjoys and often from which their property benefits. However, in
order to develop a functioning property tax system, there needs to be developed
registers of:

e land parcels

¢ surveyed land and buildings/improvements

e taxpayers and (normally) their ownership rights
¢ assessments for tax purposes.

All of these may also be used for other purposes — they may even be developed
for other purposes in some jurisdictions, with their use within a property tax
regime apparently subsidiary to their main purpose. Increasingly such data is
linked to geographic information systems (GIS), which brings a whole range of
benefits and, in some communities, such e-government enjoys support from
the population in terms of ensuring that the data available is accurate and up
to date.

Clearly with modern technology, there is the potential for a range of databases
to be linked, for example cadastres, GIS, tax registers, property data and increased
integration, with open public access increases the transparency of any linked in
property tax.

Scope of the tax

The legislation underpinning property (or indeed any other form of) taxation,
must identify and adequately define:
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¢ the object(s) to be taxed

o the tax base (i.e. the definition of ‘value’ on which the tax is to be paid)

¢ those individuals who are liable to be taxed (i.e. the taxpayers)

¢ any exemptions and reliefs from tax liability

e the process of assessment, although not necessarily the methodology of
assessment

¢ the authority and qualifications of those responsible for assessment

¢ the means of collection and enforcement.

As stated by the TAAO (2010):
‘the things to be valued (and taxed) must be clearly defined in legislation.’

Legislation may also define the purposes for which the revenue may be spent as
well as those purposes for which such revenue may not be spent. The responsibili-
ties of the spending authorities, limitations and any requirement to consult or
otherwise gain approval of the taxpayers may also be defined in legislation.

The scope of the tax i.e. what is and what is not to be taxed, should be con-
tained in state or primary legislation and should not be left to regulation or
judicial interpretation, because the issue of taxation is so fundamental to the
rights and responsibilities of citizens.

The legislations should specify the scope of the tax in terms of what is taxed
(e.g. land, land and buildings or improvements to land); the forms that ‘land’
might take — clarifying whether it includes additional rights, such as to minerals,
advertising, air space (becoming increasingly relevant with WiFi technology).
The extent of any taxable personal property (e.g. stock in trade) that is included,
should also be established, particularly if the tax assessment is based on the
profitability of running a business (going concern). The clarity of such detail will
ensure that there is certainty in the scope of the tax, which will make the tax
administration more comprehensible and therefore easier and cheaper.

Identification of the taxpayer

It is important that legislation identifies clearly and unequivocally who is
responsible or liable for the payment of the tax to the tax collecting authority.
Such an individual will be the person to whom the tax demand is sent and from
whom payment is required.

Such individuals need to be defined in relation to the real estate on which the
tax is levied - either as owner or occupier or in some other capacity. Where own-
ership patterns are complex or where there are likely to be a number of ‘owners’
with different rights to the property, legislation may specify a hierarchy of own-
ership, with tax collectors working down through the hierarchy to identify the
individual liable for the tax payment. This occurs, for example, in Britain, in
identifying the taxpayer for the residential council tax.
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In some countries, ownership records are not (or have not historically been)
publicly available. Again, the UK is an example of this. In order to avoid dispute
and (what would have been regarded as) an unwarranted intrusion into the
privacy of individuals resulting in delay and additional expense, legislation for
non-domestic taxation identifies the taxpayer as the ‘occupier’, and there is case
law to interpret what exactly this term means for taxation purposes (see above).
From the taxing authorities’ point of view, it is the prompt receipt of revenue
which is most important, so the identification of an ‘occupier’ as being liable for
the tax payment is an acceptable solution. It is then for the ‘occupier’ to make
arrangements with others who are legally or morally responsible to pay or to
contribute to the tax bill (i.e. bear the burden) accordingly.

Thus, the person liable for the tax payment may not necessarily bear the burden
of the tax, and this is an important distinction when discussing property taxes.

For example, where it is administratively difficult (and therefore expensive)
for the tax collecting authority to send tax demands and require payment from
individuals who would otherwise be taxpayers, legislation may allow another to
be substituted as the taxpayer. In such a case, the individual liable to pay the
tax, collects the money due to the tax authority and transmits it, effectively on
their behalf.

For example, in the UK, in the case of caravan sites which accommodate leisure
vans which are often unoccupied for part of the year, it would be hard for the tax
collecting authority to send out tax demands to those owners-occupiers of the
individual vans and expect payment, because these individuals are often absent
and may change frequently. It is far easier (and therefore cheaper) for the tax col-
lecting authority to require the site owner to pay the tax both for the site and for
the individual vans on that site. The site owner is then reimbursed by the indi-
vidual van owners who pay their share of the tax in the form of additional rent.

Uniformity/equity/fairness/treatment
of taxpayers

The characteristics of uniformity, equity and ‘fairness’ are basic expectations of
a property tax and its implementation.

Uniformity

According to the IAAO (2010), uniformity implies proportional taxation and can
be defined in relation to ability to pay. It can also be defined as proportional to
value and can be reflected in both the rate of tax imposed and the assessment
ratios (i.e. the percentage of assessed value to appraised value). These are
achieved in part by accurate, uniform valuations (ibid.) but also by the imposi-
tion of a rate of tax which is not regressive in its effect.
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Thus, uniformity requires clearly defined and achieved standards of value — usually
an ad valorem or open market value system which, according to the IAAO (2010):

provides the fairest, most objective basis for an ad valorem tax. Revenue needs may
change annually. So may property values. Some properties will increase in value
while others decline. A uniform relationship between property value and property
taxes can be maintained only if current market value is the basis of assessment.

Uniformity also implies that everyone is treated the same way within the law
and that implies that all taxable objects (real estate) are identified and assessed,
and their taxpayers subject to the same demands for tax payment and everyone
else in that situation.

Uniformity has additional benefits for the taxing authorities. Thus:

A policy of uniformity also can have buoyancy benefit. When effective tax rates are
uniform, governments can more easily identify a publicly acceptable rate of tax.
When effective tax rates are not uniform, which occurs when valuations are out of
date, governments take their rate-setting cues from relatively over-valued taxpay-
ers. As a result, they decide upon a general rate of tax that is lower than the rate the
under-valued would accept. Consequently, less revenue can be raised than when
valuations are uniform. (IAAO, 2010)

Uniformity is recognized (ibid.) as a criterion against which to evaluate a par-
ticular property tax system.

Equity
Equity is generally understood to be:

‘Administration according to the rules of fairness and natural justice and not solely
by the application of a universal set of rules...Equity is the soul of a civilized legal
system and is intended to mitigate the rigors of the body of law encased in books
and statutes.” (Abbott, 2008).

According to the IAAO (2010) in terms of property taxation:

‘equity is achieved through enforcement, which ensures that assessments and, ulti-
mately, taxes are distributed as equitably as possible under the law. Whether this
distribution is perceived as fair is a separate issue...’

Merely including real estate into the tax system of a jurisdiction can be seen
as providing an element of equity because real estate then becomes one of sev-
eral bases on which taxation is imposed — thus ensuring that a larger spread of
tax liability based on wealth is achieved.

Equity in property tax is generally discussed in terms of horizontal and verti-
cal equity. Horizontal equity means that all taxpayers in similar circumstances
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(particularly with regard to their taxable real estate) pay the same amount of tax.
Thus, close neighbours who own and occupy substantially similar properties
should pay the same level of property tax. Vertical equity means that taxpayers
in different circumstances pay different levels of tax. Thus, those with lower
value properties (implying that they are also on low incomes) should pay less tax
and should also be paying a lower proportion of their disposal income in tax,
than those with higher value real estate.

Neither progressive nor regressive tax systems achieve vertical equity.
However, while there may be other political and social reasons for a progressive
tax system, there are few convincing arguments for a regressive tax regime.

Fairness

‘Fairness’ is an entirely subjective concept, and therefore, without criteria by
which to judge, it might be said to be meaningless. Within property taxation,
‘fairness’ can be interpreted broadly within the perceptions, cultural and norms
and values of any given society. This means that ‘fairness’ as a concept cannot
be applied universally, but it should be possible for a government to establish
from its citizens what they will and will not accept or tolerate within a tax
system and establish some criteria for ‘fairness’ for its own property taxation
purposes accordingly.

For example, Sheffrin (2010, 251) discusses issues of fairness and reports that
the opportunity of the taxpayers to influence their level of tax is, in the USA,
considered an important aspect of fairness. Thus, the use of acquisition value as
a basis of taxation is recognized as ‘fair’ because it is a value wholly chosen by
the purchaser/owner as the basis on which future taxes will be paid, even though
this means that there is no attempt at all to achieve any level of horizontal
equity between taxpayers owning similar properties (ibid., 253).

He also discusses the potential for a banded system of property taxation which
he describes as ‘[limiting] taxpayer uncertainty on a year-to-year basis; [allow-
ing] local variation in property tax rates to provide voter voice and differential
taxation; and [having] a non-linear structure in which taxes are levied based on
where properties are placed in discrete intervals or bands. It can provide a better
link between tax payments and services, particularly at the higher end of the
distribution.” (Sheffrin, 2010; McCluskey et al., 2002).

As discussed above, it may be more useful to discuss perceptions of
‘unfairness’.

Investigating ‘fairness’ further, if it is accepted that a fundamental require-
ment of taxation is that all taxpayers in the same situation should be treated the
same way within the law, then this becomes an inherent expectation within the
legal provisions and of administrators in their implementation of the taxation
liability.

‘Fairness’ may also include exempting those who have no money to pay or to
encourage and support what might be recognized as deserving sectors of the
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community. As indicated elsewhere, there are very good practical arguments for
such exemptions, and those with greater disposable wealth may accept paying
more tax and therefore find such an exemption ‘fair’, particularly if their society
has a tradition of welfare provision.

‘Fairness’ is also in part a question of public relations and taxpayer education.
Perceptions of individual ‘unfairness’ may be based on erroneous information or
simply a misunderstanding. Ensuring that public information is clear, available
and comprehensive, and allowing individuals the chance to comment and ask
specific questions on such matters, can go a long way to altering individual and
society perceptions of ‘fairness’. This device can also be used to inform
governments of shifts of opinion, so that they can debate issues of ‘fairness’ and
discuss how legislation might be amended to reflect a greater degree of public
acceptance. It is, of course, well recognized that: ‘As society and the economy
change, the tax system should change to reflect them.” Treasury Committee
(2011) This ensures the continued social approval (or at least acceptability) of a
property tax and avoids the worst of public hostility to what they perceive as an
‘unfair’ system.

Exemptions and reliefs

Just as the obligation to pay tax must be enshrined in legislation, the provision
of exemptions from that obligation or relief from full payment must also be
contained in primary legislation — they cannot be inferred. Exemptions and
reliefs may be specified within the legislation, or the legislative body which
spends and/or collects the tax may have discretionary powers to impose and
remove such exemptions/reliefs.

Exemptions and reliefs should be targeted at those sectors of the community
which the community recognizes as needing the economic support of a reduced
or removed tax obligation. Thus cases of financial hardship - either of an
individual or a property sector — may be introduced. Similarly, exemptions and
reliefs can be used as a device to encourage economic, environmental or social
activities at the local level which are either seen by government as socially
beneficial or which obviate the need for government to spend its funds to provide
similar services.

Where individual taxpayers enjoy relief from full tax payment, then other
taxpayers must pay more to compensate for this loss of revenue. Exemptions
and reliefs may therefore be politically and/or socially contentious, particularly
if they are not regularly reviewed and updated to reflect current social norms.
Exemptions and reliefs should therefore reflect the cultural and societal views
of ‘fairness’ within the jurisdiction.

In any event, issues of equity between taxpayers and non-taxpayers should be
observed, that is taxpayers should be aware of and accept the reasons why they
must pay more tax to allow for the exemptions and/or reliefs to be applied to
others. These concessions should be made available to groups of individuals or
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property types, not to individuals, and should be administered even-handily.
It is extremely dangerous if such concessions are made on the grounds of political
favouritism or to specific individuals who could otherwise afford to pay. It brings
the tax system, and the politicians involved, into disrepute and potentially leads
to social unrest.

Exemptions and reliefs may be of historical origin, with the reasons for their
introduction no longer relevant, or they may be time-specific - reviewed by the
legislature at periodic intervals. Certainly, their removal tends to cause
dissatisfaction from the sector of the community which benefited from the
advantage, and the more time during which the exemption has been enjoyed,
the stronger the political challenge to its removal.

To avoid such challenges, the IAAO (2010) recommend ‘sunset provisions’.

Once granted...exemptions tend to become entrenched and thought of as rights
related to property ownership. Unless specific inequities related to a previous estab-
lished exemption are discovered, legislative review of existing exemptions is
unlikely without sunset provisions. Such provisions specify a date in the future after
which the exemption will cease to exist. Although there may still be a need for the
exemption, the expiration provision make the exemption more visible and presents
an opportunity for future legislatures to review and recertify each exemption.

Exemptions and/or reliefs can be applied to the object of the tax (i.e. the land
and/or buildings); the taxpayer; the tax base on which the tax is assessed; or the
amount of money due. They can recognize the practicalities of tax collection —
there is no point in taxing individuals 