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ABSTRACT

This study investigates the potential economic chpéa land tax implemented in terms
of the Local Government Municipal Property Rates Ra. 6 of 2004 (“the LGMPRA”)

on selected commercial farms in KwaZulu-Natal (KZNing individual farm data for

the period 2001-2006. The study first presentsiaf bristory of land taxes around the
world, describing the origins, prevalence and ratédand tax in the United States of
America (USA), Australia, Britain and some Nordaunotries. This sets the background
for a brief history of land taxation in South Aftiaup to the implementation of the
LGMPRA. The study then identifies the economictsfte a land tax, highlighting issues
such as the capitalization of a land tax, relevanéws of this tax, valuation

methodologies, the advantages and disadvantagadanfd tax, and the effects of a land

tax on future capital investment on farms.

Thirdly, the study presents key provisions in tii&VIPRA pertaining to farmers with
regard to land tax rebates, reductions and exemgtidarmland valuations and the
determination of a land tax rate. The effect anglapbility of these rebates, reductions
and exemptions on the effective land tax rate #&e discussed. Fourthly, the study uses
a Residual Income Methodology (RIM) framework toneste the annual economic profit
(return to risk and land excluding capital gainsy five different case study farms in the
Mtonjaneni and Umgeni municipal districts of KZNhid RIM framework makes
allowance for the opportunity cost of managemergstimating annual economic profit.
These case studies are typical of the main farrairtgrprises in KZN such as sugarcane,
timber, intensive poultry, intensive dairy, catteaize and potatoes. Sensitivity analysis
is then applied to assess the effect of land tagsraanging from 0.5% to 5% of the
market value of land and fixed improvements orfitleefarms’ ability to pay a land tax
after accounting for rebates proposed by the Deapartt: Provincial and Local
Government (DPLG).

The estimated mean annual rate of return to risk kmd (excluding capital gains) prior
to the land tax for the five case study farms dyr2®01-2006 ranged from -8.50% to
2.94%, with an average of -1.74%. The case farrbgitya to pay a land tax rate of 1%



on the value of improved land with and without pegd DPLG rebates from annual
current operating returns ranged from zero to fougt of five years, with an average of
two out of five years. A 2% land tax rate with suebates could be financed using
annual current operating returns also only in twot @f five years on average. These
results suggest that land taxes at the proposedsratf 1.5% (Mtonjaneni) or 1%

(Umgeni) on these specific farms would markedlycedthe incentive to invest in farm
improvements These results also indicate that @urttesearch in KZN and other

provinces in South Africa needs to be conductetielp ascertain the effects of the

implementation of the LGMPRA in other municipaditie
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INTRODUCTION

Since the early 1990s, the South African (SA) Gomeent has considered the
implementation of a rural land tax, as reflected 1%y drafts of the proposed Local
Government Property Rates Bill. This Bill has noeeb enacted into legislation as the
Local Government Municipal Property Rates Act Naf&@004 (hereafter referred to as
‘the LGMPRA”) (Department: Provincial and Local Gamment (DPLG), 2004a).
President Mbeki signed the LGMPRA into effect onJ@dy 2005 (SA Government
Gazette No. 27720, 2005). Prior to that date, fiamd in South Africa was not subject to
property taxes levied by municipalities. The newNMERA, however, incorporates all
previously unrated land into municipal boundarss,that farm land that was not rated

under the old municipal ordinances is now liabl@ay a land tax (DPLG, 2004a).

The power for SA municipalities to levy a tax ondastems from Section 229 of the SA
Constitution, which guarantees “rates on propeay™an autonomous source of revenue
for municipalities” (Franzsen, 2000:1). In termsS#ction 229 of the SA Constitution, a
municipality may impose rates on property and samgés on fees for services provided
by or on behalf of the municipality. However, Senti229(2)(a) of the SA Constitution
states that a municipality may not exercise its grote levy rates on property in a way
that would materially and unreasonably prejudice r(ational economic policies; (b)
economic activities across its boundaries; orlfe)iational mobility of goods, services,
capital or labour (DPLG 2004a: 28).

The idea of funding government via a land tax isamaew one. The classical economist,
Henry George, whose work includeBrogress and Povertypublished in 1879,
popularized the issue in the United States of AcaefUSA). George saw land taxes as a
method of righting injustices and “inefficienciefiat were a part of the day-to-day
functioning of democratic capitalism (Lindholm, B97Land taxes have been instituted
worldwide, allegedly for diverse reasons, suchaasl Irestitution and to stimulate the use
of idle land. In South Africa, the land tax is intked to “provide local government with

access to a sufficient and buoyant source of rewetau fulfill its developmental



responsibilities” (DPLG, 2004b: 5). There is a tekly limited amount of published
literature that analyzes the potential economicactpf a land tax on commercial farms
in South Africa. Nieuwoudt (1987; 1990; 1995) nothkdt a land tax is likely to reduce
land rents, and hence cause lower farm land vaondgdiscourage investment on farms.
Franzsen (1995; 2000) concluded that the implenientaf land tax on commercial
farms could possibly be feasible if the right vaioia methods and tax rate determination
were used. Van Schalkwyk al.(1994) reported that a land tax may reduce lahaega
which in turn would affect the security value ofidbpledged against loans from financial
institutions.No published peer-reviewed study in South Afrieaydver, has estimated
the economic impact of a land tax on commerciainfamsing actual accounting and
economic data for specific individual farm¥he aim of this study, therefore, is to
estimate the potential impacts of a land tax oectel commercial farms in KwaZulu-
Natal (KZN) using data for the period 2001-2006eTstudy assesses how a land tax
affects annual farm economic profit (the returrrig& and land excluding capital gains)
that shows the ability of the farm to pay a lan d¢at of current operating returns after
accounting for the opportunity cost of resourceBeptthan land used on the farm
(Ortmann, 1987).

A Residual Income Methodology (RIM) is developedestimate the annual and mean
annual economic profit for five selected commertaams in KZN within the Mtonjaneni
and Umgeni municipal districts that have differéatming enterprises. This RIM first
estimates the annual return to risk and land (emom@rofit) for each farm adapting the
framework suggested by Kay and Edwards (1999hdh tapplies sensitivity analysis to
show the effects on economic profit of differemidaax rates applied to the market value
of land and fixed improvements (the basis for vajuland in terms of the LGMPRA
(DPLG, 2004a)). The sensitivity analysis also actsdor potential land tax rebates as
proposed by the DPLG in the “Generic Rates Poliesntat (GRPF)” guidelines (DPLG,
2004c).

The dissertation is organized as follows: Chaptdorigfly reviews literature on the

history of land taxation around the world and irutboAfrica. Chapter 2 describes the



economic effects of a land tax including the stnuet capitalization and incidence of a
land tax, and approaches to land taxation and wratuaChapter 3 outlines the key
provisions of the LGMPRA that affect commercialnferin South Africa, and the GRPF
guidelines for estimating land tax rebates for caroial farms. Chapter 4 contains the
study research methodology and Chapter 5 preseststs of the five case studies. A

concluding chapter discusses some management #iog ipgplications of the results.



CHAPTER 1: REVIEW OF LITERATURE

This chapter is concerned primarily with the higtof land taxation around the world,
focusing on the USA, Australia, Great Britain, Soéffrica and other selected countries

in Central and Eastern Europe, Latin America, A&sid Africa.

1.1 A Brief History of Land Taxation Around the World

1.1.1 Introduction

To put the concept of a land tax into contextsiuseful to first describe and discuss the
origins and history of land and property taxatioordwide. Land and property taxes in
various forms are said to be as old as human zaibon itself, with an unbroken recorded
history of at least 5000 years (BC Assessment, 2006This chapter traces the origins
and uses of land taxes as far back as possibliegnot relevant rates and taxes used in
different countries. The aim is also to track thegoession and utilization of land taxes in
diverse regions such as the USA, Britain, Hung&ipJand, Denmark, Australia and
South Africa.

1.1.2 Global History of Land Taxes

Land taxes are one of the earliest forms of ditaéxation, and formerly the chief source
of government revenue, traceable back to the an€lrimese and Egyptians (University
of Liverpool, 2006: 1). The Egyptian use of langes can be traced back to 2400 BC,
where land tax exemptions were made for templest@mtds of patrons and landowners
of the day (BC Assessment, 2006: 3). However, lknd@tion really came into being
under the Roman Empire, which relied heavily orhstaxation for government funding
in the fourth century BC (BC Assessment, 2006:AL¥itting quote from the Roman
Emperor of the time, Tiberius Gracchwescribes how land ownership was viewed in
Roman times (George, 1953: 150):



“Men of Rome, you are called the lords of the wpylet have no right to a square foot of

its soil. The wild beasts have their dens, butisotdof Italy have only water and air.”

Modern day land tax systems apparently began idaBdg stemming from the Middle
Ages, where William the Conqueror completed an mewy of the nation’s wealth,
including farm animals (Wikipedia, 2006a: 1). Thi®vided a basis for a tax on wealth,
where British tax assessors used ownership or @omyp of property to estimate

taxpayers’ ability to pay this tax.

1.1.3 A Brief History of Land Taxation in the AS

1.1.3.1 Pre-20th Century Land Taxation in the USA

Land taxation in the USA can be traced back toieefloe Revolutionary War that began
in 1763, where certain colonies had “well-developeed systems” (Fisher, 2002:1) that
financed a war against Britain. Tax structureseadhfirom colony to colony, with four

kinds of taxes being used most commonly: (i) Cajoita(poll) taxes levied at a fixed rate
on all adult males; (ii) Property taxes specifigditvied at fixed rates on enumerated
items; (iii) Faculty taxes levied on the faculty @srning capacity of persons following
certain trades or having certain skills; and (iariffs levied on most imported or

exported goods (e.g. alcohol) (Fisher, 2002: 3).

Land taxation was conducted at a fixed rate pes-basis, which most patrons saw as
unfair and subsequently demanded that taxationadsedon property value. After the
USA gained independence from Britain, land contthteebe taxed in a variety of ways,
with only four states as of 1796 taxing property itmvaluation. However, gradually
through the next century, states started to adopt taxation on a value ad valorem
basis with 33 states taxing land in this way byttira of the 20th Century. The general
property tax applied at this time was on all wealdal and personal, tangible and
intangible (i.e. skills that a particular personyni@ve, thereby making that person liable

for a larger tax portion as their ability to paysagreater). It was administered by elected



local officials who determined market value and pated the tax rates necessary to raise
the amount levied (Fisher, 2002: 3). This was theefcmethod of collecting local
revenue, amounting to some 25% of all state anal pavernment receipts (University of
Liverpool, 2006: 1). George (1953) believed thatates should be replaced purely by a
land tax, imposed on the economic rent generatddriuy

1.1.3.2 Post-20th Century Land Taxation in the USA

The USA land tax legislature has been refined siheet800s, and is now considered one
of the most progressive and up-to-date land tamagystems in the world. Considerable
literature has been published on land taxatiohénUSA because nearly two-thirds of the
USA'’s private land area is devoted to agriculturaé. As of 1995, the land held by
roughly three million owners or about 2% of the @lleUSA population. The top 5% of
these landowners held over half of the area araldh of the value of this agricultural
land (Wunderlich, 1993: 3).

At the time of the 1902 USA Census of Governmentdltaxes provided 45 % of general
revenue received by state governments from thein @aurces, and 78% of local
government revenues. That percentage declinedilstefadling markedly between 1922
and 1942 as new taxes were enforced, and has uedtio fall in 1999 land taxes only
provided 1.8% of general revenue to state govertsnand 44.6% of local government
revenues. Fisher (2002:7) notes that the declitleamevenue importance of the property
tax is more dramatic when the increase in fedadalsaconsidered, as in the fiscal year
1999, where local governments received $228 billioproperty tax revenue and $328

billion in aid from state and federal governments.

Each state in the USA is responsible for how a @riytax is managed and implemented,
and various methods are used to tax property. ¥@mple the market-value assessment
of land versus the use value assessment whichats8rthe market value of a property in
its current and possible future uses (Giertz, 18881 in Wunderlich, 1993: 140). Boldt

(2002) analyzed use value assessment in Wiscomsinits effect on agriculture, and



found that if use-value based taxes are lower tirarket-value based taxes, the
difference is capitalized into higher land pricBke notes that with use-value assessment
(Wisconsin changed from market-value assessmargd«alue assessment in 1995) land
taxes as of 2002 were 18% of what they would hagenbunder a market-based
assessment (see Figure 1.1, Chart 1, 2 and 3)200 property tax per acre was $4.41
under use value, compared to $24.10 with a marksed assessment. The nominal
cumulative savings in net agricultural land taxeerdl996-2002 was about $767 million
to Wisconsin farmers.

Gaffney (2000) and Young (1996) agree that land texenue is declining as a
percentage of local tax revenue in the USA. Gaff{28p0) showed that average national
property tax rates reached a high of 1.32% in 188ng to roughly 0.77% in 1945, and
settled at around 0.85% from 1987 onwards. He ntitas revenues from land taxes
dropped below revenues from sales and income t{@afney, 2000: 1). Young (1996)
notes, however, that Montana was well above themadt average with a tax rate of
3.86%. Despite this, the land tax only contribuld@o of Montana’s local government
tax revenue (Young, 1996: 2). Land taxation andiatidn assessment can be aided by
technology changes, with many USA states now usamgputer assisted mass appraisal
(CAMA), which combines computer technology andistaial methods to make property

assessments (Fisher, 2002: 6).

1.1.3.3 Role of Subsidies in USA Land Taxation

When considering the tax rate or method of landtiar that a farmer in the USA incurs,
the benefits that farmers receive from either thoal or federal government should also
be taken into account. Wunderlich (1992) notes &li&i0 states in the USA in 1992 had
some form of legislation that favours agricultucal open space use of land through
modifications of the property tax. These modifioas were essentially subsidies to
maintain agricultural land use or slow the pacdramsition to other uses (Wunderlich,
1992: 352). However these subsidies are formedamied out, and regardless of the



effect on ultimate land use, the distribution ofaltle among taxpayers and between the

public and private interest in land will be affet{&foungman, 1993).

Chart 1 Agricultural Land Value Under Use Value, 1996-2002
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Figure 1.1: Wisconsin Agricultural Land Value andperty Tax Trends, 1996-2002

Source: Wisconsin Department of Revenue (2001g atéBoldt, 2002: 168).



Despite this, in some USA states the cash rentalsagricultural land are entirely
consumed by property taxes; farmland values inettgiates are driven solely by their
development potential. Wunderlich (1992:351) statest, “for agricultural land to
compete successfully with non-agricultural landuasidy of more than twice the entire
amount of real property taxes now collected frommfand in the USA would be

required”.
1.1.4 Brief History of Land Taxation in Austiali

Land taxes were first levied in Australia in 1888ughly around the time that Henry
George publishedProgress and PovertyThese taxes were firstly administered in
Southern Australia, and then the rest of Austraighe start of the 2bCentury (South
Australian Parliament, 2005: 1). Archaic assessmethods and legislature have created
many ways to avoid a land tax: for example, in Nesuth Wales (NSW), concessions
are five times greater than what they receive mdléaxes. Revenue from land taxes

generally only accounts for some 5 % of state ¢axemue (Smith, 2000: 9).

Land tax in Australia is payable by the owner efdan the taxable value of all the land
owned by that person that is not exempt from taxafas applies to a church, hospital or
recreational facility). Australian land taxes dad teke improvements into account when
calculating a taxable figure (Simpson and Figg#9& 1). Most Australian states follow

a similar structure of taxation, as each propestyalued yearly by the Valuer General’s
Department and then processed by the Office oERavenue. Table 1.1 overleaf shows
the land tax structure that is applied in NSW aow lit operates. Traditionally land tax

rates in Australia have not exceeded 1.85% orrfdiielow 1.65% of taxable land value

(Simpson and Figgis, 1998: 1).



Table 1.1: Land Tax Structure in New South Walasstfalia, 2005

Site Value of Land ($ Australian) Marginal Land
Tax Rate
$0 to $110 000 Nil
$110 000 to $350 000 0.3%
$350 000 to $550 000 $720 + 0.7%
$550 000 to $750 000 $2 120 + 1.65%
$750 000 to $1000 000 $5 420 + 2.4%
Above $1000 000 $11 420 + 3.7%

Examples of land tax calculations for the NSW dasEable 1.1 are:

1) Property worth $110 000
Tax on first $110 000 = Nil

Therefore, total land tax payable = Nil.

2) Property worth $ 200 000

Tax on first $110 000 = Nil

Tax on $110 000 to $200 000 @ 0.3% = $270
Therefore, total land tax payable = $270.

3) Property worth $400 000

Tax on first $110 000 = Nil

Tax on $110 000 to $350 000 @ 0.3% = $720
Tax on $350 000 to $400 000 @ 0.7% = $350
Therefore, total land tax payable = $1070.

Source: (South Australian Parliament, 2005: 1).

10



1.1.5 Brief History of Taxation in Great Britain

Modern day land tax systems in Great Britain cartrbeed back to those in medieval
England brought about by William the Conqueror. Tinst land tax, called thgeld,
began in the late iT)Century to raise tribute money for the Danish dera and
continued until the mid-f2Century (Medieval Genealogy, 2006: 1). Tgedd was then
replaced by the&arucage initially levied to pay the ransom of King Riclklathe First.
Few records of these land taxes exist, but they weplaced by alternative taxes late in
the 13" Century. Land taxation in Britain continued insthay until the late 1700s with
the advent of Adam Smith and his rationalizationtled taxation system, and into the
mid-1800s with the ideas of Henry George (Lichfialtd Connellan, 1997: 8).

Historically, property rates in Britain were loctdxes raised for local government
revenues that were levied on the occupiers of owmegerty. The basis of assessment
was the annual market value of the land and bugklim occupation. Traditionally in
Britain the amount of revenue required from taxatiwas first decided and this total
liability was then distributed among the taxpayecs, ratepayers. The rate was
traditionally found by dividing the sum to be raidey the aggregate rateable value of the
area. Thus, the basis of assessment is the rateaoke of land and buildings and, with
some exceptions, each property in a rating areaah@seable value, which is derived

from its yearly letting (rent) figure (Lichfield dnConnellan, 1997: 8).

The trend in Britain is towards the introduction $ite Value Rating (SVR) or Land
Value Taxation (LVT) as a replacement for the emgstrating and council tax systems.
This form of SVR/LVT encompasses a dual functionrefenue gathering for local
services and the recoupment of development vatughifts the existing local services
burden away from occupiers as a direct charge toeosv(Lichfield & Connellan, 1997:
47). However, exceptions have been made so thircdypes of land can be exempt
from the SVR/LVT, such as agricultural land. Mclg@004: 13) notes that were LVT to
be used in Britain, it would be easier to admimisted less regressive because it does not

distort the incentives to develop land.
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1.1.6 Brief History of Land Taxation in Hungafinland and Denmark

1.1.6.1 Land Taxation in Hungary

From 1917-1921, according to the Budapest decreanaual tax of 0.5% was levied on
all land values, whether the land was used or Hog. only exemptions were made for
publicly-owned land sites, and valuations were madery three years (Konya, 2000:
261). The years 1921-1947 were seen as “Land Réfpears in Hungary, where large
tracts of land were redistributed to landless patasé&oughly one million acres) with
another 400 000 acres being given in tenure amskldauring these years, no attempt
was made to revive the land tax system that had Ipe¢ in place according to the
Budapest decree. From 1948 to 1989, Hungary wdsrucommunist rule where the
state and co-operative structures owned the fadnldrerefore, there was no physical
form of land taxation. In 1988, the ruling partystituted another land tax based on
periodically reassessed market value, but thiessed the legal restitution to all those
who were cheated out of their possessions by then@mist regime, and was later
silently disregarded” (Konya, 2000: 265). Currenthe local municipalities still have the
ability to control the tax system in their regiancluding the taxation of land. However,
since there is no formal legislation, this taxatagfdand depends solely upon the decision

makers at local government level.

1.1.6.2 Land Taxation in Finland

In Finland (as in most other Nordic countries), mipalities have a central and strong
position in the administration system. This positie accentuated by the municipality
income and property taxes (Virtanen, 2000: 212).ddpl 1968, agricultural land was
taxed according to its estimated annual averadd.yiéowever, after 1968, a law was
passed that agricultural land was only to be taxedn income basis. The assessed value
of agricultural land is determined by a calculatibat has no real connection with actual

market value, but is much lower; in practice, tagable value of agricultural land is
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about 5% of market value (Virtanen, 2000: 215).ni8h farmers do, however receive

large subsidies from national government that amw as tax relief.
1.1.6.3 Land Taxation in Denmark

Denmark was apparently the first country in Eurepeut into practical operation the
taxation of land values, and the first country e tworld that had a resident political
party of national influence whose chief aim wasrake land value the principal and, if
possible, the only source of tax revenue in thenttguLefmann and Larsen, 2000: 185).
Land taxation in Denmark is traceable as far backha reign of Viking king Valdemar

the Great (1157-1182). Some records show thattiation in Denmark could go as far
back as the middle of thd'Tentury.

In 1922, the national general property tax was isg¢pd into two taxes, one on the value
of land alone, and the other at a lower rate, anvhlue of improvements. By 1948
Georgist ideas had attained sufficient influenca the Danish government appointed a
commission to consider full taxation of land valugth corresponding reduction of taxes
on industry (Silagi, 1994: 497). Since 1916, thtuea of land and improvements were
separately assessed with general assessment baitggavery four years. Land taxes as a
percentage of all taxes in Denmark decreased fr@zfo5n 1950 to 1.5% in 1997.
Ultimately the proponents of Henry George failedhair attempt to impose land taxation
as the only tax in Denmark. Municipalities in gealere responsible for setting their own
rates in Denmark, often imposing very high rateshsas 7% on the market value of land.
These high percentages have decreased over the skawing that land taxes as a
percentage of overall tax revenue have fallen. &ib@50 the average land tax rate in
Denmark has never exceeded 2.9%. However, thenahiwverage land tax rate over the
period 1950-1997 roughly 2.0 %.
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1.1.7 Brief History of Land Taxation in Southrisga

Franzsen (1990), cited by Van Schalkwstkal. (1994: 206), notes that a tax was levied
on SA agricultural land as early as 1677 by thecBbi#ast India Company in the Cape of
Good Hope. This tax was known as a “Tithe” (an@gdtural income tax). A “quitrent”,
an annual rural land tax for the privilege of owmiar occupying agricultural land or
recognetie,was introduced in 1714 (Franzsen, 1995: 24). Adogrdo Theron (1994)
cited by Van Schalkwylet al. (1994: 206), Natalia (established in 1839, now kn@s
KZN) had an economy that was mainly dependent oicwture, which made a land tax
an important source of income to the then localegoment. The first tax on agricultural
land was introduced in 1839 and then a parliamgrdacision on 14 April 1841 made
provision for a progressive land tax. Land taxesewadso prominent in the then Orange
Free State and Transvaal areas. These rural laed tanstituted a large portion of the
local government revenue, amongst other land kkleages such as transfer and hut
taxes. However, these colonial land taxes wereigdie by the Union Parliament under
the Abolition on Quitrent Act, Act 54 of 1934 (Fzmen, 1995: 24).

Van Schalkwyket al. (1994: 206) and Franzsen (1995: 24) note thatesir8d0 (when
the Union of South Africa was established) mosticatpural land taxes have been
abolished. A land tax in the form of a divisionalacil levy in the former Cape Province
was the last to be abolished, in 1986/1987. Landstavere replaced by taxes such as a
transfer duty tax (at a maximum rate of 8% on tledues of immovable property
exceeding R250 000) and value added tax (levied atandard rate of 14%). Local
municipalities in South Africa have traditionallgted urban areas, as a property tax was
an important local tax, even during the aparthem feom 1948-1994. This rating of
residential, urban and industrial property has iomeid under the present government that
has now made provision for a rural land tax under new LGMPRA No. 6 of 2004,
hoping to increase local government revenue bygagireviously unrated farm land
(McCluskey and Franzsen, 2004: 5).
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Prior to 1994, all urban municipalities in the thfear provinces of South Africa (Cape,
Natal, Orange Free State and Transvaal) leviedeptppates, with the majority of the
burden falling upon white South Africans (McCluslayd Franzsen, 2004: 7). Farmland
faced no form of property taxation, unless it fellthin an urban municipality’s
boundaries. After the 1994 elections, the four proes were split into the present nine
(KZN, Free State, Western Cape, Northern Cape, Mpamga, North West, Gauteng,
Limpopo and Eastern Cape). December 2000 saw a tdvange in the structure of local
government in South Africa with the amalgamationd arestructuring of all the
municipalities. The current structure is: 283 mipadties in total, split as 6 Metro
councils, 46 District Councils and 231 Local Colmeéncompassing the whole of South
Africa (South African Municipalities, 2006).

1.1.8 Present Land Taxes in Selected OrganizatownEconomic Cooperation and
Development (OECD), Central and Eastern Europeatin lAmerican, Asian and

African Countries

Table 1.2 outlines and comments on land tax basedax rates in different countries in
the OECD, Central and Eastern Europe, Latin Amead the Caribbean, Asia and
Africa. Darroch (2003: 16) notes that a range afliases is used on which to levy land
taxes for farm land; these include land only, lamdl FI, land and buildings, land and
structures, land and buildings separately withedéht tax rates, and in a few cases, land,
FI and machinery. Land and fixed improvements isicmnly used as the tax base (as
now in South Africa), implying that the definitioof the land tax base used in the
LGMPRA of “improved value” denoting buildings anttugtures is similar to tax bases

that are applied in other countries (Darroch, 20@&):

Table 1.2 outlines and comments on the farmlangegoty tax bases and tax rates in

countries for which this information was readilyadable as of 2002. The effective rate
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Table 1.2: Land Taxes in Selected Countries Arated/Norld, 2002

Region/Country Farmland Property Tax Property Tax Rate Comments
Base (Reference date)

OECD? Countries:

USA Land & FP <1% (1909-2001)

Australia Land or land & FI Nil, exempt or exempt | Rates often reduced at local

with conditions discretion
Canada Land & FI (sometimes machinery 0.25-0.28% In most provinces, farm propertigs
included) are favoured in the assessment
system

Germany Land, FI & machinery & livestock 0.6%

Japan Land & FI Usually 1.4%

New Zealand Land or land & FI <1% Widespread differential rafi(e.g.
Farms near Wellington pay 50% (qf
residential rate)

United Kingdom Land & FI Exempt

Central & Eastern

Europe:

Hungary Unimproved value for land tax; Maximum of 1.5% for land Some exemptions

Separate buildings tax & 3% for buildings

Latvia Land & buildings 1%

Poland Land, buildings & structures Variable amount per haSeparate taxes on agricultural land
& forests

Russia Land for land tax; structures for Variable amount per ha Very limited land market

property tax

Ukraine Land 0.1-1% Tax rates depend on use of land &

fertility

Latin America &

Caribbean:

Argentina Land & buildings Approximately 1.2% Additional P49rate for tax bases
> annually set threshold

Chile Land & FI 2% Some exemptions (e.g. land with
forest management plan)

Colombia Land & buildings 0.4-1.6%

Jamaica Land Progressive rate starting p60% exemption for agricultural

6% land
Mexico Land & buildings 0.07-0.33%

Notes:* OECD™ Organization for Economic Cooperation and Developme

°F| = Fixed improvements.
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Table 1.2: Land Taxes in Selected Countries AratiedWorld, 2002 (continued)

Region/Country | Farmland | Property Tax Comments
Property | Rate (Reference
Tax Base | date)
Nicaragua Land & FI 0.8%
Asia:
China Occupied Farmland occupation Occupation of State/communal land
land; Land & tax per unit area
FI
India Land & FI Included in “all-in”
services fee
Indonesia Land & 0.5%
buildings
Philippines Land, FI & 0.25-2% Taxed at higher % of assessed value thar
machinery residential land
Thailand Land & FI 0.25-0.5% Lower rate for land used fonaal crops
Africa:
Botswana Land & FI 0.2-0.8% Agricultural properties are navgeparate
category with much lower rates
Namibia Land Rate progresses at 0.5% for each addition
0.5% farm under ownership
Guinea Land & - Agricultural land not taxed
buildings
Kenya Land (can Farm product sales| If taxed, typically on the basis of area, not
use land & tax substitutes for | value
FI) land tax
Lesotho Land & FI Nominal land rental] No freehold titlelend
Swaziland Land or land - Rural areas exempt
& FI, or FI
Tunisia Land or land - Agricultural land not taxed
& FI
Tanzania Buildings, Farm product sales| Rural property not taxed (belongs to the

structures or
limited

developmentg

tax substitutes for
land tax

State)

Source:Darroch (2003: 17)

of property tax in the OECD countries cited is unti#, except for Japan (1.4%). In the

Central and Eastern Europe nations quoted, theteféerate after exemptions ranges

from well below 1% to not much more than 1%.
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Effective tax rates in the selected Latin Amerieamd Caribbean countries are between
0.07% and 3% after accounting for exemptions apple to farmland. The nations
reported from Asia levy property taxes ranging frorB5% to 2%, with the tax in India
forming part of an “all-in” service fee. In the Adan countries, agricultural land is

currently only taxed in Botswana and Namibia, edta below 1%.

Chapter 2 will outline the economic effects of adaax, including the advantages and
disadvantages, and the capitalization effects,lahd tax. It also considers three different
views of land taxation, namely the traditional, italp and benefit views, approaches to

land taxation and land valuation methods.
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CHAPTER 2: ECONOMIC EFFECTS OF A LAND TAX

This chapter outlines the economic effects of a le@x on land rents and investment and
then considers the capitalization and incidenceaofand tax. It concludes with a

discussion of approaches to land taxation and Vahehtion.

2.1 Effects of a Land Tax on Land Rents and Investent

Nieuwoudt (1995, citing Pasour (1975)) notes thatral land tax on the improved value
of land (in the long run) falls on new investmendaas such will be a disincentive to
future investment in land improvements. A tax ommproved land falls entirely on land
rents, as in the classic Ricardian case, wheresupely of land is assumed to be totally
inelastic. Such a tax does not increase or decthasgse of land and is not a disincentive
to production. Figure 2.1 shows the effects dradltax on land rents and the quantity of
improved land in the short run. Farmland is similarother capital investments, as it
requires initial development and subsequent maames (Pasour, 1975). However,
changes in capital investment in agriculture gelyi to be small relative to the quantity
of land and improvements, implying a relativelylastic long run supply of improved
land.

Where the initial supply of improved land in therket (before a land tax) (band the
demand curve intersect, rents are equaltari®l the quantity of improved land is.@f a
land tax is levied, supply shifts from ® S and the quantity of land and improvements
decreases (or does not increase as rapidly agfttriave) from @to Q. Therefore, by
reducing investment in new improvements, the laa® will reduce future food
production or export earnings, and increase foazkprin the long run. Given that a land
tax in terms of the LGMPRA in South Africa is to lewied as a percentage of the market
value of that land, it is shown as a proportiorethkward shift of the supply curve. The
result is a slightly higher annual rent fromtB Ry, which implies that not all of the tax is
capitalized into lower land values, but is parthifted (R-Rp) onto consumers in the

form of higher food prices (Nieuwoudt, 1995: 87).
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Figure 2.1: Effects of a Land Tax on Land Rents @Qudntity of Improved Land.

Source: Nieuwoudt (1995: 86), adapted from Pas®irg).

At Q, the amount of the land tax ig-R; per hectare. Subtracting this amount from R
gives R as the rent per hectanet of the land tax that landlords can expect in tregl
run. R, per hectare iessthan the rent of fper hectare without the tax, wherg-R is
borne by land owners because the land tax is t¢izpitiainto lower land values. Since
current rents on land are partially returns to pasestment, some tax will fall on
expected future investment in land. The result megative impact on new investment in
farm land. This factor negates the argument thahd tax will bring idle land into use as
theoretically even if a land tax is wholly capitgd into lower land values, rents and

hence the demand for land will decrease accordifijsuwoudt, 1995).

In addition to the implementation of a land taxngea disincentive to future investment,
Nieuwoudt (1995), Van Schalkwydt al. (1994) and Lindholm (1972) also identify the
following disadvantages of a land tax: (a) admmaisbn is costly as all properties need to

be appraised individually and regularly; (b) ingree it is almost impossible to exclude
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all improvements from the tax; (c) the tax is & fi@te tax and not progressive; and (d)
the tax is the same in good (relatively higher med years and bad (relatively lower
income) years during a given valuation cycle, altfioit may be possible to defer the tax
and incur interest charges. Point (d) is very ingoaras it highlights that the land tax is a
fixed cost as it cannot be shifted and has to bd ps the farmer regardless of

performance or what is produced on the farm (Ol2604: 87).

Against these disadvantages, Nieuwoudt (1995), ®Bahalkwyk et al (1994) and
Franzen (1995) identify the following as advantagésa land tax: (a) evasion and
avoidance are not possible; (b) farmers need nep kecords on costs and incomes as
required for Value Added Tax (VAT) and income taparting; (c) it is a wealth tax; and
(d) it may more effectively tax the wealthy land@wrwho with the assistance of tax

experts can implement strategies to avoid incoxesta

2.2 Capitalization and Incidence of a Land Tax

There is much debate about the capitalization laihd tax, and the economic incidence
of a land tax (i.e. who actually bears the land.t&kese two facets are linked, in that the
economic incidence of any tax is affected by theiteéization of that tax. Capitalization

of a land tax is defined as “changes in asset pribat reflect the discounted present
values of the economic effects of future tax angldslic expenditure changes” (Zodrow,

2006: 1). There is also debate as to whether atéani$ a benefit tax or a capital tax.

2.2.1 Capitalization of a Land Tax

Pasour (1975), Nechyba (2000), Bagty al. (2000), and Zodrow (2006) all note the
effect of land tax capitalization on land values drow this affects the debate about
whether the land tax is a benefit or capital teasdrir (1975: 539) quotes Netzer (1966)
and Jensen (1931) who both conclude that ther&raag evidence of capitalization of

land taxes intdower property prices as both found that increases nd kaxes led to
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corresponding decreases in farm values. This cemmiuvas also stated in a later USA
study by Pasour (1973) in North Carolina.

In the classic case of land in perfectly inelastupply, a tax is fully capitalized and
merely serves to reduce land rent (Pasour, 1971: Bbwever, tax “shifting” is possible
under competitive conditions, providing the supplyland and improvements is not
perfectly inelastic, i.e. if the quantity of impmed land is reduced when the tax is
imposed. The supply of farmland is not likely to grxfectly inelastic (as more land can
be opened and used for farming, by means sucheasrgj, drainage etc.), and farmland
is similar to any other capital investment as guiees subsequent maintenance. Figure
2.1 on page 20 shows the effect of an increasand taxation on this highly inelastic

supply curve as a proportional inward shift.

Pasour (1975) notes that the present market vdltermaland is the capitalized value of
the expected annual land rents from that land. Whdand tax is levied, Figure 2.1
shows that a small part of the tax (6R) is “shifted” to consumers, while most of the
tax is capitalized into lower land values. Pasdlf76) estimated a regression of the
value of farmland on the land tax rate and otheratsées hypothesized to be associated
with changes in the price of farm real estate, fgragricultural productivity, farm size
and urban influence. He showed that an increasaximate of $0.10 per $100 (0.1%) of
the full market value of farmland led to a decreak&6.37 per acre in farm real estate
prices (Pasour, 1975: 542).

The capitalization process can be explained usisignale asset valuation model shown
by equation (2.1). The basic valuation approadb Bsstimate the current market value of
land (Vo) by capitalizing its flow of expected future anhusarnings (B) at an

appropriate interest (or capitalization) rate (Barryet al,, 2000: 347):

Vo=Ro/ it (2.1)

This expression means that the land valueis/estimated by dividing the expected
annual real earnings (rentsy By the real capitalization rate, Barry et al. (2000) note

that i is approximated by subtracting the anticipatedatidn rate from the nominal
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market interest rate, “thus, the land’s presenue&as$ essentially found by dividing the
current rent by the difference between a marketr@st rate and an inflation premium”
(Barry et al, 2000: 347). If the land is expected to incremsevalue at the general

inflation rate, market equilibrium gives the totainual return (i) to investors as a real

rate-of-return (i= Ry/Vy), plus a nominal rate of capital gaif) (h equation (2.2):
i=ii+ik=Ry/V +is (2.2)

There are, however, a number of problems with egugP.1). It can determineoMf the
expected real earnings of land remain constaneipgiuity and the capitalization rate is
known: “this ostensibly simple process is alwaysiendifficult by problems associated
with determining the correct capitalization rategasuring the correct perpetual residual
to be capitalized, determining what to do with cact rents, and several other problems”
(Barkley 1993, cited in Wunderlich 1993: 91). Ifetrannual real rents of land are
expected to grow over time at rate g, the realapmoximated as the difference between
the nominal expected g and the inflation rate. Yatral. (2000) note that real growth in
an asset payment series partitions the real ratetofn into two parts: (1) a current real
return and (2) a real capital gain. This leads tmastant growth model (providing the

expected g stays the same) shown by equation (2.3):

Vo=Ro(1+9)/(i-9) (2.3)

where | is the expected real interest rate. It is vitahsgertain the extent (percentage) to
which the land tax is capitalized, as some of #mlltax may be offset by highep Bue

to different services financed by the land tax .(eogds). The land tax may thus only
partly be capitalized into lower land values. Rexunyg equation (2.3) leads to equation
(2.4):

it—g=R (1 +9)/\. (2.4)
Equation (2.4) implies that:

(it—9)/ (1 +g) =R/ Vo (2.5)

23



Equation (2.5) implies that there is a constanibragétween the expected annual rept R
received from land and the actual value of landy).(Mt implies that if R
decreased/increased, there would be a proportde@kase/increase in )V Nieuwoudt
(1987: 10) and Ortmann (2005: 295) both statettie@tental rate of return for land in SA
agriculture is about 5%, where the rental rate @éneéd as “cash rents of farm land
divided by land value” (Nieuwoudt; 1987: 10). Orimna(1987: 249) states that rents
indicate the true profits realized after considgriall costs, including risk and
management, where rent is the “payment made peofitime to owners of property for

the use of their land and buildings”.
Extending these comments to equation (2.5) implies:
Ro/ Vo~ 5% (2.6)

or that annual rent (Ris about 5% of land value () Examining the effect of a 1% land
tax, this suggests that full capitalization cauBgsafter tax = 5% - 1% = 4%, and,
therefore that Rdrops by 1/5 = 20%. A fall in Rfrom, say, R100 to R80 (20% fall),
means that yfalls from 100/0.05 = 2000 to 80/0.05 = 1600 or/2000 = 20%.

Land values are thus expected to fall by the sagneeptage as land rents if a land tax is
fully capitalized into lower land values. Howeveection 2.1 above suggests that the
land tax is not likely to be fully capitalized intower land values as a small share of the
tax is “shifted” to consumers in the form of highpeices due to less future investment in
improvements. In addition, if land tax proceeds aszd for the improvement of
municipal infrastructure, such as the upgradingoafds, R and \» would rise, thereby
partially offsetting the fall in net rent and,\¢aused by the land tax (Pasour, 1973;
Nechyba, 2000; Zodrow, 2006). The capitalizatiorexjpected rents into lower expected
land value implies that the RIM framework descrilbi@dChapter 4 must account for the
negative impact of the land tax on annual curremtal or operating returns to land

(excluding capital gains on land).
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2.2.2 Views on the Incidence of a Land Tax

Nieuwoudt (1987: 11) notes that taxes can be lewviedhe “benefit approach” or the

“ability to pay” approach. Under the benefit apmioaconsumers are taxed directly in
relation to the amount of benefits they receiverfrthe government, while under the
ability to pay approach, the wealthy are taxed mbli@vever, Zodrow (2001) notes that
professional opinion on the incidence of the tagaserally divided between the ‘benefit
tax’ view and the ‘new’ or ‘capital tax’ view. Theem of this section is to compare these

views of the incidence of a land (property) tax.

2.2.2.1 Benefit Tax View of the Land Tax

The benefit view of property taxation was initialleveloped by Hamilton (1975),
Fischel (1975) and White (1975), as an extensiothefTiebout (1956) model of local
government, which argues that “consumer mobilitgl anterjurisdictional competition in
the provision of local public services are, undertain conditions, sufficient to ensure
efficiency of resource allocation in the local pgatdector” (Zodrow, 2001: 3). Under the
benefit tax view, a property or land tax is consgdeauser chargefor public services
received. The implications for tax payers are tfulde firstly, as a benefit tax the
property tax is simply a payment for public sergigeceived; secondly, because the
property tax functions as a market price, its usplies that local public services are
provided efficiently; thirdly, the property tax,ké all benefit taxes, results in no
redistribution of income across households and Hassno impact on the distribution of
income (Zodrow, 2006: 2).

The crux is that a benefit tax causes no efficielusg and satisfies the widely held
principle that people who benefit from a servicewdt pay for it (Carroll and Yinger,

1994: 295). The problem with a property tax is tihateeds to fit certain criteria to be
considered as a benefit tax. One necessary condgighat those who bear a higher
property tax burden than others in the same juwimgdial area must receive
correspondingly higher benefits from public sersicdechyba (2000: 3) notes two other

key assumptions of the benefit view of the propesty. firstly, households must be
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potentially mobile across jurisdictions (thus giyinse to the potential of capitalization);
secondly, that local governments must employ staming in order to produce the
capitalization that is desired by local homeowndtat differently, the benefit view
requires mobility of households and immobility dfet housing stock through zoning
regulations that lock in current houses and limé building of new ones. Furthermore,
while the property tax itself is efficient underghview (because of the immobility of
housing), the overall outcome for the whole econasmyenerally not efficient (as supply
is artificially restricted in order to keep rentshiomeowners high). Full efficiency would
in fact demand no capitalization in equilibrium @sw communities would form or
housing would be added to existing communitiesatesty the demand for desirable local
features that is expressed through capitalizatiornthe context of the LGMPRA the
extent of the capitalization of a land tax into &vwarmland values in SA depends on the
extent to which the fall in land rents is offset fgtential increases in land rents due to

the provision of (improved) municipal services.

2.2.2.2 Capital Tax View of the Land Tax

The capital tax or ‘new’ view was derived by Miesmski (1972) and elaborated by

Zodrow and Mieszkowski (1986). Zodrow (2001: 2) wwyg that the property tax is a

distortionary tax on the local use of capital, Wwhiesults in a misallocation of the

national capital stock across local jurisdictiofise capital tax view divides the incidence
of the property tax into two components: the natloaverage tax burden is in effect a
“profits tax” borne by all capital owners, includinhomeowners, businesses and
investors; and the local or “excise tax” componeaiiitsroperty tax rates that fall above or
below the national average are borne locally thinoolganges in land rents, wages, or
housing prices (Zodrow, 2006: 3). It is maintairnlegt the incidence effects of local taxes
that are higher or lower than the national average to cancel one another out in the
aggregate. Therefore, the “profits tax” effectiie tain factor determining the incidence

and distributional effects of the property tax.

26



The capital tax view has different implications fakpayers in all three of the areas noted
above for the benefit tax view. Firstly, the taxynfeave some significant benefit aspects
in that local tax increases tend to mostly be béaynkcal residents, so the incidence falls
on the right consumers. Secondly, the tax can di$tousing consumption decisions;
moreover, the local property tax can also leadnieu-provision of local public services
if government officials, concerned about a tax-icell loss of investment, then reduce
the level of public services (Zodrow and Mieszkowd©86) cited in Zodrow (2006: 3)).
Thirdly, Zodrow (2006: 3) states that because thiegry effect of a nationwide (as in
the USA) use of a property tax is a reduction terafax returns to capital owners, it is a

highly progressive tax.

2.3 Approaches to Land Taxation and Land ValuatiorMethods

The literature review in Chapter 1 shows that treeemany ways of taxing agricultural
land and many versions of land taxes. Some are pizgeure than others but have been
found plausible in certain situations. This sectwiefly discusses different approaches to

land taxation, and then considers different landatsion methods.

2.3.1 Approaches to Land Taxation

An annual land tax may be levied on the capital@alf land or on the value of land plus
fixed improvements (as in the LGMPRA in South Ad&jcSecondly, the gross income
from land could be taxed, or, taking into accowrhs allowance for expenses, a tax may
be levied on some net income realized from landtdlyh the tax could fall on a land
classification scheme - for example, on factorshsag the use of irrigation or potential
thereof. Fourthly, a periodic tax could be levied increments of land value. Finally,
transfers of agricultural land could be subjectedpecial taxation or else fall within the
scope of more general taxes on wealth transfersl,(BB74: 37). Most countries use at
last one or two of these approaches when taxind, lget Bird (1974) noted that few
developing countries by the early 1970’s had eifediand taxes of any sort due largely

to the “universally weak valuation systems” (Bif®74: 37). Franzsen (1995: 27) notes
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that establishing the taxable value of land is ohéhe most problematic and technical

aspects of the implementation of a rural land tax.

2.3.2 Land Valuation Methods

This section briefly reviews the main valuation huets that can be used to estimate farm
land value when there are sufficient open markietssavhere a distinction must be made
between market value and use value. “Market vaisi¢he price a willing buyer would
pay in an open market for that piece of land. “Watie” is the value of the property
when put to its best and potentially highest vailse (Boldt, 2002).

2.3.2.1 Direct Site Valuing Method

This approach involves the assessment of land Jzsed on the direct comparison of
the identified land with other comparable land salt does not utilize a unit of
comparison, but rather takes the land as a blogkaacel with individual adjustments,
according to parameters such as size, locatiod, froatage and topography being made
holistically by the land valuer. This method isesftused where there is a lack of market
transactions or where a parcel or block is of @uaisize. The main problem noted with
this method, is that the value attained is veryjestitve according to the valuer and
his/her relevant knowledge (McCluskey and Franz2884: 20).

2.3.2.2 Comparable Sales Method

This approach is very similar to 2.3.2.1 above eptthat the market value of a farming
unit is assessed by comparing it to similar urhitg have recently been sold by a willing
seller to a willing buyer on the open market. Thare a number of problems involved
with this method: firstly, communal land that isden indigenous forms of tenure has no
land market, and hence, no comparable form of saézondly, even in established
commercial farming sub-sectors, this method co@dnaccurate due to the scarcity of

farm sales and lack of homogeneity of types of fagrenterprises that are sold (i.e.
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comparing the price of a dairy farm will not giveseller or buyer a comparable price for
a citrus farm) (Franzsen, 1995: 28)).

2.3.2.3Land Area Method

This method is similar to the comparable sales owktivhere the value of land is related
to its size, current/or highest and best value asd, valued on a unit comparison. The
unit of comparison can be price per square metempar hectare/acre; however,
differences between individual properties can tesulidely different prices per unit.
Such differences tend to arise from factors likedrédrontage, presence of water, sewers
and drainage, contours, soil quality, developmentgabilities and land use zoning.
Therefore, it is important to be aware of propemygueness and be able to identify and

qguantify the factors contributing to property valicCluskey and Franzsen, 2004: 20)

2.3.2.4Income Capitalization Method

Franzsen (1995: 28) notes that this method is aft&d to determine the “agricultural
value” of land. This method is based on the nenfarcome (NFI) being divided by an

appropriate capitalization rate, aiming at estaintig the alleged agricultural use value of
agricultural land. For the method to be reliablealistic net farming income and

capitalization rates need to be utilized. Propamneritthis method note that the main
advantage is that it is based on income and notthyeand so is better suited to a
taxpayer’s ability to pay. Land values estimatedtiig method are usually lower than
market values, which could lead to inequitablettaatment if the non-agricultural sector

is taxed according to market value.

However, this method does have severe limitatisimge it assumes that:

Vo = NFlo/ i (2.7)

This means that no annual growth in NFI is takea account, thereby understatingyV

or value of land that is being calculated (Nieuwpd®86). Despite this, Franzsen (1995:
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28) notes that the Land Bank in South Africa hasduhis method for many years, not
only for the purposes of extending loans, but atsdry and estimate estate duty and

donations tax.

2.3.2.5Lease (Rental) Value Method

This method assesses land value with referendeetgpotential) market rent that could
be obtained for the specific unit of land. As iters to the potential rent, this method is a
use value method. Franzsen (1995: 28) noted tramit#tD% of all agricultural land in

South Africa is subject to lease. Although the éeamlue gives quite an accurate
indication of the taxpayer’s ability to pay the alrand tax, it has a number of
shortcomings. Firstly, different rental rates faffetent areas could result in inaccurate
assessments. Secondly, the lease market may nobrbpetitive, as many leases are
concluded between connected persons such as fameitybers. Thirdly, many short -to

medium-term leases on agricultural land are not wWetumented, implying that the

information is not readily available or may be ioa@te. Fourthly, because information

is supplied by taxpayers themselves, data manipulé& possible.

This Chapter implies that the RIM framework in Cteap4 must estimate the annual
return to land, and effect of a land tax on thtsme It must also relate these values to the
market value of improved land. Chapter 3 consideeskey provisions of the LGMPRA
and the DPLG proposals on land tax rebates aseiuiackground for the RIM

framework.
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CHAPTER 3: KEY PROVISIONS IN THE LGMPRA NO. 6 OF 20 04
AND THE DPLG PROPOSALS FOR LAND TAX REBATES IN
SOUTH AFRICA

This Chapter reports the key provisions in the LGMPpertaining to the valuation
criteria and rating of agricultural land, deterntioa of a rate of land tax and land tax
rebates. It also describes the level of rebatescéonmercial farms in South Africa
proposed by the DPLG GRPF (DPLG, 2004c).

3.1 Designation of Municipal Valuers and Method oProperty Valuation

Before the date of valuation every municipality mdssignate a person as a municipal
valuer who may be a municipal official or a perssho is in private practice. If the
valuer is in private practice, the municipality mueceive tenders for the valuation
process so as to follow an open, competitive aasfvarent process in accordance with
Chapter 11 of the Municipal Finance Management Atte primary function of the
municipal valuer is to value all properties withire designated municipality and prepare
a valuation role of all the properties within themrcipality. This valuer must determine
a “market value” for each property within municigsundaries, where market value is
defined in Section 46(1) of the LGMPRA as the “amothe property would have
realized if sold on the date of valuation in thewpnarket by a willing seller to a willing
buyer” (DPLG, 2004c: 50). Professional independeaiters, in terms of Section 39 of
the LGMPRA, must be persons registered as profeskivaluers or professional
associated valuers in terms of the Property Vallnafession Act, 2000 (Act No. 47 of
2000) and know how to value properties using thdlitwg seller to a willing buyer”
principle (DPLG, 2004a: 2).

In regard to commercial farms, Section 46(1) of H@VIPRA further states that “in
determining the market value of a property usedafgnrcultural purposesthe value of
any annual crops or growing timber on the proptréay have not yet been harvested as at

the date of valuation must be disregarded for mepmf valuing the property” (DPLG,
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2004a: 50). According to Section 48(1)(b) of the MEBRA (DPLG, 2004a: 51) “a
valuation roll remains valid for that financial ye& for one or more subsequent financial
years as the municipality may decide, but in tatalfor more than four financial years”.
In addition, “a municipality must regularly, but laast once a year, update its valuation
roll by causing (a) a supplementary valuation tolbe prepared; or (b) the valuation roll
to be amended” (DPLG, 2004a: 66), in order to aagpay fluctuation in market value or

account for any discrepancy in previous valuations.

3.2 Determination of the Land Tax Rate

The financial liabilities for municipal propertytes are calculated by multiplying the
market value of immovable property by a Cent amanrthe Rand (“the rate randage”)
that a municipal council has determined. This amasiisupposed to be decided by that
council taking into account public comments/submiss/inputs on the council’s draft
rates policy and budget that is subjected to trecgss of community participation
(DPLG, 2004b:2). The DPLG note that the criticatedlminant of how much property
owners will pay is the amount in Rand each muniapancil will determine for various
property categories. In addition, the LGMPRA doeg give the right to substantial
increases in the total revenue needs of municipslinor does it set the Cent amount in
the Rand.

Each municipality will continue to set and collgebperty rates in an amount sufficient
to meet its needs, taking into account the likehypact of rates on local economic
development, ratepayers and their ability to paghstates (DPLG, 2004c: 3). In this
regard, it must be noted that most countries #hat land tax apply a rate of less than 1%
(see Table 1.2, page 16), whereas municipaliti€ourth Africa tend to have higher rates
- for example the Mtonjaneni and Umgeni municipadithave proposed rates of 1.5%
and 1%, respectively (Barnesly, 2006; The Witn28€7). In addition, farmers in more
developed countries also receive higher levels gficaltural support from their
governments than do most SA commercial farmersridpan tariff protection afforded

to several agricultural industries such as the &gasindustry) (Darroch, 2003).
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The LGMPRA does contain what are intended to beckdhend balances to protect
property owners if a given land tax rate leviedahyunicipality is shown to be materially
and unreasonably prejudicing national economiccpesi economic activities across
municipal boundaries, and the national mobilitygoods, services and capital. If the
Minister for Provincial and Local Government is gorced by evidence to this effect, the
Minister must, in terms of Section 16(2)(a) of the MPRA, and after notifying the
Minister of Finance, gazette a notice to the redtwaunicipality that the Cent amount in
the Rand must be limited to the amount specifiethearnotice (DPLG, 2004a:28). This
implies for commercial farmers that they will hatee convince the Minister of these
material and unreasonably prejudicial effects éytldispute the land tax rates proposed

by municipalities in which their farms are located.

3.3 Compulsory Phasing-in of Certain Rates

Under Section 21 of the LGMPRA, municipalities withve to “phase-in” land tax rates
levied on newly rateable property over three finaingears. Newly rateable property
refers to any property on which property rates waoe levied before the end of the
financial year preceding the date on which the L&GMRook effect. The phase-in period
involves a discount of at least 75% of the land tate in Year 1 of the start of
implementation of the LGMPRA by a particular mupatity, a discount of at least 50%
in Year 2, and a discount of at least 25% in Yeaft# full land tax rate then applies
from Year 4 onwards (DPLG, 2004a:33-34).

3.4 Provision for Municipalities to Grant Property Rate Exemptions, Rebates and

Reductions

In addition to the mandatory prohibitions on ratidgscribed in section 3.2, the

LGMPRA enables municipalities to grant exemptiomsf, rebates on and reductions in
property rates based on local conditions and cistantes. These provisions must be
considered by the municipal council in relationtte benefit received by the local

community from such relief measures. Owners ofcadjtiral properties who arfgona

fide farmers qualify for such measures in terms of iBecl5(2)(f) of the LGMPRA
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(DPLG 2004a: 28). The LGMPRA does not specify theelt of these measures, but
guidelines for the implementation of rebates foe thwners of agricultural land are
outlined in the GRPF provided by the DPLG. Munidifies may not levy rates “on a
property belonging to a land reform beneficiaryhis or her heirs, provided that this
exclusion lapses ten years from the date on which beneficiary’s title was registered”
(DPLG, 2004a: 30). The proposed format for thedmates is discussed in the next

section.

3.5 Proposed DPLG Guidelines for Land Tax Rebate®f Commercial Farms

The amount of land tax levied by municipalities properties used for agricultural
purposes in South Africa can be reduced dependinth® extent of municipal services
provided to farms, the contribution of agricultwoethe local economy, and the extent to
which agriculture assists the municipality in megtiits service delivery and
development obligations. The guidelines for sudiates published in the GRPF (DPLG

2004c) are outlined in the next three sections.

3.5.1 Extent of Municipal Services Provided tgridultural Properties

* 7.5% rebate, if there are no municipal roads nextié property.

* 7.5 % rebate, if there is no municipal seweraghegroperty.

* 7.5% rebate, if there is no municipal electriciiythhe property.

* 20% rebate, if water is not supplied by the murakbtp.

* 7.5% rebate, if there is no refuse removal thgtresvided by the municipality
(DPLG, 2004c: 11).

3.5.2 The Contribution of Agriculture to the lad&conomy

It has been proposed that a rebate of up to 5%drdegl to an agricultural property that
contributes substantially to job creation, andhé tsalaries/wages of farm workers are
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reasonable, e.g. if they meet the minimum standsetivy the Government (minimum

wage) or if they are in line with the industry aage (DPLG, 2004c: 12).

3.5.3 Extent to which Agriculture Assists the Mupality in Meeting its Service

Delivery and Development Obligations

* 5% rebate, if the owner is providing permanentdesiial property to the farm
workers and such property is registered in the nahtkese farm workers; proof
must be provided.

* 5% rebate, if such residential properties are plediwith potable water.

* 5% rebate, if the farmer electrifies such residdmroperties of farm workers.

* 5% rebate, if the farmer is availing his land/binlgs to be used for cemetery,
education and recreational purposes of the farnmkever children and nearby

community in general, etc. (DPLG, 2004c: 12).

Under the guidelines in sections 3.5.1 to 3.5.3vapthe maximum proposed rebate
allowed if a farmer or land owner met all of theugements stipulated, is 75%, where
the onus is on commercial farmers to prove the ebdhe RIM for each of the case
study farms accounts for these rebates, wherecaybdi. Chapter 4 next describes the
study research methodology used to identify stiadyn$ and data, and to develop the

RIM framework.
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CHAPTER 4: RESEARCH METHODOLOGY

This chapter outlines the research methodology tseaksess the economic impact of
different rates of land tax on the five case sté@N commercial farms. It describes

these farms, study data collection and the RIM &aork.

4.1 Target Commercial Farms in KZN

Due to cost and time constraints, and the confidenature of the required data, the
selected farms were drawn from farmers in the Mtoepi and Umgeni municipal
districts of KZN that were prepared to provide tth&ta required for the RIM. The
Mtonjaneni municipal district office is based in M@th in Zululand, roughly 270 km
north of Pietermaritzburg, the capital of KZN. Thengeni municipal district office is
based in the town of Howick, which is about 35 kanth-west of Pietermaritzburg. The
KZN province has a diverse commercial farming sedperating a wide range of
enterprises such as poultry, livestock, sugardaméer, vegetable, maize, soya and dairy
(Wikipedia, 2006c¢). Five commercial farmers werepgared to provide data to develop

the case studies that differ in the main enterprise

Case Study 1 is a sugar cane and timber farm spgr8il6 hectares (ha) in the
Mtonjaneni municipal district. Case Study 2 desgsilan intensive poultry (egg) farm
with some maize (170 ha in total area), while Casely 3 is an intensive dairy farm
covering 434 ha. Case Study 4 applies to a farnrevtiee land owner leases out 293 ha
for intensive vegetable production, maize and giguzCase Study 5 is a mixed enterprise
farm producing maize, potato, sheep, cattle andtpypspanning about 374 ha. Case
study farms 2 to 5 are situated in the Umgeni mipaldistrict. These five farms were
chosen as their owners were (a) well-established (een in operation for over 10
years); (b) able to provide relevant, accurate taddaccounting data for the last five to
six years; and (c) willing to release confideniatounting and economic data. Note that

no “land reform” case study was chosen for thishyais as land reform beneficiaries
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receive a ten-year exemption from the payment op@rty rates (DPLG, 2004a: 30). The

case studies contain enterprises typical of the fi@ming enterprises in KZN.

4.2 Study Data Collection

Data were collected from farmers using face-to-fiaterviews and a questionnaire (see
Appendix 1 on page 64) designed to obtain datastonate the amount of land tax
rebates in terms of the DPLG Guidelines discusse@hapter 3. Most of the data were
accounting data, drawn from the farm income and dasv statements and balance
sheet. These data were analyzed using the RIM idedcbelow in Section 4.3 to
estimate the annual return to risk and land fohdacm during 2001-2006 if available.
The market value of land and fixed improvementg {&t each property (including the
homestead, but excluding the value of any standiogs) was estimated by independent
professional valuers who requested to remain anoogmand not be cited in this
dissertation. These valuations appear in each npatity’s valuation roll and were
conducted in accordance with the LGMPRA definitafmarket value (“the amount the
property would have realized if sold on the datevaluation in the open market by a
willing seller to a willing buyer” (DPLG, 2004a: b(see section 3.1 on page 31)) using

the comparable sales method.

The research questionnaire (Appendix 1 on pagecéddained sections with questions

about the extent of municipal services receivedhgyfarm; the farm’s job creation and

wage levels, and services provided to staff; thienased market value of the land and FI;

and the farmer/land owner’'s estimated opportunidgt @f management (net revenue
forgone from his/her next best occupation (Ols€®43). The answers to these questions
help to estimate the value of potential rebateseurtde DPLG proposals to compare

against the annual return to risk and land (ecooqmofit) for each case study in the

empirical RIM that is described in the next section
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4.3 Empirical Analysis using the RIM Framework

Horngren and Sundem (1993) note that the RIM camlsteading if it assumes that
book values are a sufficiently precise proxy foe thrue” market values of assets.
Hawawini et al. (2001) note further that accounting measures sudften some well
known conceptual disadvantages that arise fromwentocg conventions, mainly because
accounting measures such as Return on Assets magaasure cash flows, and returns
are not adjusted for risk. These shortcomings ntleainaccounting ratios do not provide
information on past economic profitability or orfilem’s future profitability. Meaningful
conclusions need to be drawn from the expeaednomi¢c and not accounting,
performance of firms. The principal feature thatkesmthe RIM useful is that it reduces
net income after accounting costs by a chargeHerdpportunity cost of management
that is employed to produce the income (Hawawhial., 2001: 11). This yields an
estimate of economic profit that is a proxy for therent annual operating return to risk

and land that is realized from a farming activity.

The primary accounting and economic data drawn feach farm were adjusted to fit a
RIM framework, as economic costs usually exceedwatiing costs of production; this is
because economic costs include both explicit adoogircosts and implicit costs (Byrns,
2006: 1). An implicit cost is defined as “a cosattlis represented by lost opportunity in
the use of a company's own resources, excluding' cafile an explicit cost is defined
as “a business expense that is easily identifiedameounted for. Explicit costs represent
clear, obvious cash outflows from a business thduces its bottom-line profitability”
(Investopedia, 2006a: 1). Economic profit is estedafor each case farm as a proxy for
the current annual operating return to risk and l@ent) that will be reduced by the land
tax. Economic profit is defined as “the differertmetween the revenue received from the
sale of an output and the opportunity cost of tipis used” (Investopedia, 2006b: 1).
Economic profit occurs when a firm’s revenue exesealll costs, including explicit and

implicit costs, whereas accounting profit only ddiess explicit costs.
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Economists consider that “accounting measures obnme are riddled with serious
distortions that limit their use as performance soees” (Aggarwal, 2001: 56), because
accounting measures often omit relevant econontac dderefore, economic profit gives
farmers and policy makers a better understandinghefther each case study farm can
afford different levels of a proposed land taxfa@n with a “high” accounting profit may
not necessarily have a “high” economic profit. TRié framework used in this study is
adapted from Emmanuel and Otley (1976), MephamQL9%ay and Edwards (1999),
Begley and Feltham (2002), O’Hanlon and Peasn&lDZ2 2004), Friedl (2005) and
Darroch (2007). Appendices 2-6 on pages 67-71 shevRIMs for the five case studies.

The RIM for case studies 1, 2, 3 and 5 in appesdi;e3 4 and 6, respectively, first
estimates annual nominal accounting profit as fesmenue less fixed costs and variable
costs, plus other receipts (if any), for each yhaing 2001-2006 if data are available.
Under fixed costs, the annual depreciation chasgedjusted to current cost terms using
the relevant Machinery and Implement index figuneven in Appendix 8 on page 73
provided by the SA Department of Agriculture (2Q0®BL). This implies that the
operational capacity of each case study farm itaswexl by adequate provision of funds
for the replacement of machinery and implementaul(fFed al, 1981: 523). Annual
nominal accounting profit (loss) is then expressedeal terms (2006 = 100) to make
meaningful comparisons across 2001-2006 (McCoraredl Brue, 2005: 144) using the
SA Consumer Price Index (CPI) obtained from Sta8sBA (2006) (see Appendix 7 on
page 72). Annual real accounting profit is thenuatjd to an after-tax basis using
appropriate income tax rates reported by the SAeRe® Service (SARS) (SARS, 2006).

Opportunity cost is an economic cost that needsbdoconsidered when making
managerial decisions. The opportunity cost concepbgnizes that inputs or resources
have an alternative use, even if the alternativeois-use. In this study, the only salient
opportunity cost that can be accounted for is tifamanagement time. According to
Olsen (2004: 209), the opportunity costwvalue of operator labor and managemest

what the operator (farmer) could receive in a rammfjob that requires similar labor and

management skills. If this opportunity cost compurns ignored, annual farm profit will
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be overstated and profit should then be interpredsdthe “estimated return to

management and profit” (Kay and Edwards, 1999: 168)

The opportunity cost of management used in each sagly is estimated starting with
the farmer/landowner’s estimate of net after-tadome if placed in his/her next best line
of work. Kay and Edwards (1999: 270) note that éxéstence of uncertainty adds
complexity to many decisions; therefore, a farmé&ndowner) probably forms
expectations about the outcomes of different evdiiterefore, each farmer/landowner in
the study was asked to assigsubjective probabilityto his/her actually being able to
secure a job in his/her next best line of work ffova for uncertainty in obtaining off-
farm employment. The real opportunity cost of mamagnt in each case study,
therefore, is estimated by net after-tax incoméanext line of work multiplied by the
estimated probability of securing that line of worttis (adjusted) real opportunity cost
of management is subtracted from the real afteramounting profit for each year in
order to estimate annual real economic profit ¢reto risk and land) for that year. The
latter thus shows the current annual real operaghgns to land (excluding capital gains
due to land appreciation if any) available to gdag fand tax after all resourcether than

land have received payment.

Note that the RIM for Case Study 4 in Appendix 5paige 71 does not subtract a real
opportunity cost of management as in case studi@s 3 and 5, because in this case the
income earned by the lessor neminal annualrental income (economic profit) that
would accrue to land after meeting the opporturdst of managemenMaintenance
expenses that are tax-deductible are first sulettlaficom nominal annual rental income to
give nominal economic profit before income taxatidis figure is then expressed in
real terms (2006 = 100) using the SA CPI (again Ageendix 7 on page 72) before
deducting income tax based on SARS (2006) incomedtes to estimate the annual
return to risk and land.

The annual return to risk and land expressed as@eptage of the market value of land

and FI for the five case studies gives taee of return to risk and land. Barnard and Nix
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(1979: 530) state that “preferably average figuoe®r several seasons should be
obtained” for an effective comparison of farm fig&h results. The mean real economic
profit and rate of return to risk and land for ea@else study over several seasons (2001-
2006 is available) is thus estimated to comparm fperformance. Sensitivity analysis
was then applied to assess whether or not the handamean returns to risk and land
can fund different levels of land tax ranging fr@®% to 5% levied on the market value
of land and FI for each farm. The sensitivity as@yalso accounts for the effects of
proposed land tax rebates under the GRPF guidetnimed in Chapter 3 above. Case
studies 2 to 5 also show the effects of a 50% eclizt has been proposed by the
Umgeni municipality for agricultural properties @e2007). Case Study 1 (Cane and
timber farm in the Mtonjaneni Municipal district}c@unts for a land tax rebate
according to the DPLG guidelines only, as the Maoeni Municipality has not yet
proposed any rebate (Lee, 2007). The analysisdssesses the farm’s ability to pay the
land tax amount at each level of land tax consideno rebate, and then accounting for
the applicable rebate. The total land tax amouodéisulated by multiplying the estimated
market value of land and Fl in each case studyhby¢levant land tax rate. Case Study 1
in the Mtonjaneni municipal district is subjecttte phasing-in period, while the farms in
the Umgeni municipality are no longer considered “peeviously unrated land”;
therefore, case studies 2 to 5 do not qualify toe three-year phasing-in period
(Barnesly, 2006).

Chapter 5 presents the empirical results for easke study farm. The aim is to compare
the estimated annual economic profit (current apegaceturns excluding capital gains)

against the estimated annual land tax, with antiowit proposed land tax rebates. The
research hypothesis is that the new land tax &lito further reduce the annual return to
risk and land on each farm, depending on the lefglotential land tax rebates. This

hypothesis implicitly assumes that funds earnedheymunicipality in each case from

imposing the land tax have not yet been reinvestadfrastructure improvements that

could potentially increase expected returns (retot$arm land and hence raise farm land
values. This is a plausible assumption given tha tGMPRA is only being

implemented in these municipalities in 2007.
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CHAPTER 5: EMPIRICAL RESULTS

This Chapter describes the land tax analysis fer fithe case studies presented in

appendices 2 to 6. Mean values for key measuresstireated to summarize the effect of

different rates of land tax on each farm’s estimaenual economic profit.

5.1 Case Study 1

The case farm operates cane and timber enterpimsksxtends over 816ha, has a market

value of about R7.5 million and qualifies for a 708ad tax rebate in terms of the GRP

F

rebate guidelines (the farm provides no permanesitiential property to farm workers

but rather offers suitable temporary accommodatidie full RIM analysis for Case

Study 1 is presented in Appendix 2 on page 67,envfidble 5.1 summarizes the ke

y

accounting and economic data. Table 5.2 shows theuat of tax payable with and

without a 70% rebate based on the market valuaraf for 2006 of about R7.5 million.

Table 5.3 shows the effect of the phasing-in pedotined in the LGMPRA assuming a

land tax of 1.5% proposed by the Mtonjaneni Muratity. After four years with no
rebate the annual land tax is R112 500, while a 7éBate reduces the tax to R33 75

0.

Table 5.4 represents the official estimated mavietie of this farm as shown in the

municipal valuation roll.

Table 5.1: Key Data for Case Study 1: Sugarcane Bingber Farm, Mtonjaneni
Municipality, KZN (2006=100).

Measure 2006 2005 2004 2003 2002 Mean
Nominal Accounting Profit (R) 1218115 170790 96489 | 1169104 1025108 816 0p2
Real Accounting Profit before income tax (R) 1218 | 178838| 537867 1283323 1190602 881748
Real Accounting Profit after income tax (R) 773869134924 | 352744 792 201 708 279 552 403
Real Opportunity Cost of Management (90% Probahi(R) | 405 000 405000, 405000 405 00D 405 000 405000
Real Economic Profit (Loss) (R) 368869 -270076 2256 | 387201 303279 147 403
Return to Risk and Land (%) * 4.92% -3.60%  -0.70% .165% 4.04% 1.96%

*Note: Return to Risk and Land (%) = Real EconoPmiofit (Loss)/Real Value of Land and Fixed Improwts (R7 500 000).
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Table 5.2: Land Tax Payable With and Without a Reb&ugarcane and Timber Farm,
Mtonjaneni Municipality, KZN (2006=100).

Land Tax Rate (%) | 0.5% 1% 1.5% 2% 3% 4% 5%
Amount Payable (Ng¢

rebate) 37500 75 000 112 500 150 00 225 004 300 0pO 805 0
Amount Payable

(70% Rebate) 11 250 22500 33 75( 45 000 67 50 0000 112 500

Table 5.3: Annual Land Tax During the Four-Year $thg-in Period for a 1.5% Land
Tax Rate: Sugarcane and Timber Farm, Mtonjaneniidfoadity, KZN (2006 = 100).

Period No Rebate | 70% Rebate
Year 1: 75% Reduction (R) 28 125 8 436
Year 2: 50% Reduction (R) 56 250 16 875
Year 3: 25% Reduction (R) 84 375 25 213
Year 4: Full Rate Applies (R) 112 500 33 750

Table 5.4: Market Value of Land and Fl: Sugarcand dimber Farm, Mtonjaneni
Municipality, KZN (2006)

Area Market Value (R)
816 ha 7 500 000
Total Market Value 7 500 00

The mean return to risk and land for Case Studydicates that a land tax rate of 1.96%
would on average, tax away all economic profit. €seémated return to risk and land can
finance all land tax rate scenarios up to 4% aBéaate with GRPF rebate, from current
operating returns in three out of five yeaksland tax rate of 5% with no rebate can be

financed only in 2003 when it will almost complgteleplete real economic profit.

5.2  Case Study 2

The RIM analysis for Case Study 2 presented in Adpe3 on page 68 relates to an
intensive poultry (egg production) operation withite Umgeni municipal district. The
farm covers 170ha with a market value of about R&@IRon. Table 5.5 summarizes key
data from the RIM analysis, while Table 5.6 sholes land tax payable at rates ranging
from 0.5% to 5%, including the 1% rate currentlylgd by the Umgeni Municipality
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(The Witness, 2007). Like Case Study 1, this fatralifjes for a 70% rebate under the
GRPF guidelines (farm workers do not have permaheunsing). Table 5.7 represents the

market value of the farm, and highlights the impoce of the value of fixed

improvements in the overall market valuation o§ttairm.

Table 5.5: Key Data for Case Study 2: IntensiveltPp(Egg) Farm, Umgeni Municipality,

KZN (2006=100).

Measure 2006 2005 2004 2003 2002 Meah
Nominal Accounting Profit (R) 1995217 780664 496271 708478 518 905 1099 9p7
Real Accounting Profit before income tax (R) 1295 | 817 449 1619341 777 698 602 677 1162475
Real Accounting Profit after income tax (R) 128D | 524451 1001547 488 828 314 735 713 937
Real Opportunity Cost of Management (95% Probahi(ir) | 1 140 000| 1 140 00 1140000 1140000 1 140000401000
Real Economic Profit (Loss) (R) 100 130 -615549 38853 | -651177| -825 264 -426 063
Return to Risk and Land (%) * 1.22% -7.48% -1.68% 7.91% -10.03% -5.18%

*Note: Return to Risk and Land (%) = Real EconoPRuiofit (Loss)/Real Value of Land and Fixed Improwts (R8 232 000).

Table 5.6: Land Tax Payable With and Without a Reblatensive Poultry (Egg) Farm,
Umgeni Municipality, KZN (2006=100).

Land Tax Rate 0.5% 1% 2% 3% 4% 5%
Amount Payable

(No Rebate) 41 160 82 320 164 640 246 960 329 280 11680
Amount Payable

(70% Rebate) 12 348 24 696 49 392 74088 131712 3480Q
Amount Payable

(50% Rebate) 20 580 41 160 82 320 123 480 164 640 05 820

Table 5.7: Market Value of Land and FI:
Municipality, KZN (2006)

Area Market Value (R)
20ha 4981 000
20ha 1251 000
130ha 2 000 000
Total Market Value 8 232 000

IntensiveuRry (Egg) Farm, Umgeni

A land tax rate of 1% with or without rebates coblel funded from current operating

returns only in one of the five years (2006). Addax rate of 2% could also be financed

with rebates only in 2006, but reduces the surplilable for new investment after
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paying the land tax to below 1% of market valuelaAd tax rate of 3% with a 70%

rebate produces a result similar to a land taxX36fdth rebates.

5.3 Case Study 3

Appendix 4 on page 69 shows the RIM analysis foseCatudy 3. Table 5.8 and Table

5.9 show the key accounting, economic and landi&da for this intensive dairy farm in

the Umgeni municipal district (market value of ab&8.2 million) that has a 70% land

tax rebate using the GRPF criteria (again farm exwkeceive no permanent housing).

Table 5.10 shows how the market value of land aredlfimprovements was estimated.

Table 5.8: Key Data for Case Study 3: Intensiverypgarm, Umgeni Municipality, KZN

(2006=100).
Measure 2005 2004 2003 2002 2001 Mean
Nominal Accounting Profit (R) 460732 774047 60@14| 417591 11278 664772
Real Accounting Profit before income tax (R) 4824 837 713| 1822408 485007 14 294 728 873
Real Accounting Profit after income tax (R) 323546 532558| 111564% 299 004 11721 456 479
Real Opportunity Cost of Management (90% Probabi{R) | 450000 | 450000 450 00Q 450000 450000 450000
Real Economic Profit (Loss) (R) -126 535 82 558 685 | -150996| -438279 6479
Return to Risk and Land (%) * -1.559 1.01% 8.14% .85% -5.36% 0.08%

*Note: Return to Risk and Land (%) = Real EconoPmiofit (Loss)/Real Value of Land and Fixed Improwts (R8 178 000).

Table 5.9: Land Tax Payable With and Without a Reblatensive Dairy Farm, Umgeni
Municipality, KZN (2006=100).

Land Tax Rate 0.5% 1% 2% 3% 4% 5%
Amount Payable

(No Rebate) (R) 40 890 81 780 163 560 245 344 207 1| 408 900
Amount Payable

(70% Rebate) (R) 12 267 24 534 49 068 73 602 98 136 122 67
Amount Payable

(50% Rebate) (R) 20 445 40 890 81 780 122 67 663 5| 204 450

Table 5.10: Market Value of Land and FI: Intensidairy Farm, Umgeni Municipality,

KZN (2006)

Area Market Value (R)
21ha 650 00
89ha 3872000
324.3ha 3 656 000
Total Market Value 8178 000
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This dairy farm would only be able to pay a land tate of 1% out of current operating
returns in two out of the five years analyzed (2688 2004) with or without the DPLG

or Umgeni Municipality proposed rebates. Paymera ©%6 land tax without rebates, or a
2% land tax with the proposed 50% municipal rebiat€004 would have left a surplus
for annual reinvestment of less than R1 000. Thamszonomic profit and return to risk
and land for 2001-2005 were both positive, beingdR8 and 0.08%, respectively. This
suggests that a land tax rate of 1% of the mar&ktevof land and fixed improvements

would markedly reduce the incentive to invest itufa capital improvements in this case.

5.4 Case Study 4

Case Study 4 analyses the impact of a land tak@mental income earned by the lessor
from 239ha of leased land. Appendix 5 on page é8ents the RIM analysis, while key
measures relating to the rental income earned &yessor from leasing out 239ha of
land worth about R2 million for vegetable and mgzeduction and grazing are shown
in Table 5.11 on page 47. This farm would qualdy & 65% land tax rebate under the
GRPF criteria as shown in Table 5.12 on page 4¥ é¢btaimates the relevant land tax

amounts. Table 5.13 on page 47 analyses the maaket of the 239ha that is leased out.

The RIM analysis for this case, as outlined on pé@above, differs from the other four
cases in estimating annual real economic profithadessor receives cash rent (nominal
economic profit) rather than accounting profit aswal income. The implicit assumption
in this case is thahe opportunity cost of management has been ke&ting nominal
economic profit as the return to risk and land befacome tax. Maintenance costs are
deducted before income tax to reflect the lessaas-deductible expenditure in
maintaining the leased land. Real economic prafier income tax then shows the

estimated annual return to risk and land.
Given the land taxes estimated in Table 5.12, emonprofit could fund a 1% land tax

rate with and without rebates in all five yearsidgr2002-2006. However, the limited

surplus available for reinvestment at land taxsate2% and greater, even with the 50%
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Table 5.11: Key Data for Case Study 4: Leased Lasmgeni Municipality, KZN
(2006=100).

Measure 2006 2005 2004 2008 2002 Mean
Nominal Cash Rent (Economic Profit) before income(R) | 84 000 84 000 84 000 79000 79000 82000
Annual nominal maintenance cost (R) 17 00D 15350 6000 14350 12750 15 090
Real Economic Profit before income tax (R) 67 000 71885 73 593 70 96 76 945 72 078
Real Economic Profit after income tax (R) 54940 8936 60 066 57 932 57172 57811
Return to Risk and Land (%) * 2.80% 3.00% 3.06% 2.95% 291% 2.94%

*Note: Return to Risk and Land (%) = Real EconoPiiofit after income tax/Real Value of Land and Eixsprovements (R1 964 487).

Table 5.12: Land Tax Payable With and Without a &eblLeased Land, Umgeni
Municipality, KZN (2006=100).

Land Tax Rate 0.5% 1% 2% 3% 4% 5%
Amount Payable

(No Rebate) (R) 9822 19 645 39 290 58 935 78 579 98 224
Amount Payable

(65% Rebate) (R) 3438 6 876 13751 20 627 2750 4373
Amount Payable

(50% Rebate) (R) 4911 9822 19 645 29 467 39 290 49112

Table 5.13: Market Value of Land and FI: Leasedd,admgeni Municipality, KZN
(2006)

Area Market Value(R)
239 ha 1 964 487
Total Market Value 1964 487

rebate proposed by the Umgeni Municipality, wouldrkedly reduce the incentive to
make further capital improvements on this farm lamtle leased land also shows a
positive mean economic profit after income tax (FHEA) and positive mean return to
risk and land (2.94%).

5.5 Case Study 5

Case Study 5 is based on the returns to a mixegige farm producing poultry, beef,

potatoes, maize and sheep. The farm covers 374chhas an estimated market value of
close to R3.6 million. The RIM analysis for thisseas presented in Appendix 6 on page
71. The farm qualifies for a 70% land tax rebategithe GRPF guidelines. As with case

studies 1, 2 and 3, there is no staff ownershiproperty, but compound residences are

47



provided to farm workers. Table 5.14 and Table Sogbow summarize the relevant

accounting, economic and land tax data, while T&ké shows the total market value of

this farm.

Table 5.14: Key Data for Case Study 5: Mixed EnisgpFarm, Umgeni Municipality,

KZN, (2006=100).

2006 2005 2004 2003 2007 Medn
Nominal Accounting Profit (R) 37191y -169792 961786 | 226080 -14967p 16349
Real Accounting Profit (Loss) before income tax (R) 371917| -177792 -21297 248 167 -173838 11 Q96
Real Accounting Profit (Loss) after income tax (R) 265589| -177792 -21297 171100 -173838 -25583
Real Opportunity Cost of Management (70% Probapi(ir) | 280 000| 280 000] 280 00 280000 280000 280 OO
Real Economic Profit (Loss) (R) -14 411 -457 792 92972 | -108900 -453838 -305 583
Return to Risk and Land (%) * -0.40%  -12.73)6  -18671 -3.03% | -12.62%| -8.50%

*Note: Return to Risk and Land (%) = Real EconoPRriofit(Loss)/Real Value of Land and Fixed ImprovertsgR3 597 000).

Table 5.15: Land Tax Payable With and Without a &ebMixed Enterprise Farm,
Umgeni Municipality, KZN (2006=100).

Land Tax Rate 0.5% 1% 2% 3% 4% 5%
Amount Payable

(No Rebate) (R) 17 985 35970 71 940 107 910 143 880 179 850
Amount Payable

(70% Rebate) (R) 5396 10 791 21582 32373 43164 53 955
Amount Payable

(50% Rebate) (R) 8993 17 985 35970 53 955 71940 89 925

Table 5.16: Market Value of Land and FI: Mixed Eptese Farm, Umgeni Municipality,

KZN (2006)

Area Market Value (R)
374 ha 3597 000
Total Market Value 3597 000

Case Study 5 cannot sustain payment of any levearad tax out of annual current

operating returns during 2002-2006. The negativanrannual rate of return to risk and

land (-8.50%) implies that a land tax would furtiamarsen this farm’s liquidity position.
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5.6 Summary of Empirical Results

The estimated mean annual rate of return to rigskland (i.e. the real economic profit
(loss) excluding capital gains, divided by the realue of land and fixed improvements)
for the five case study farms during 2001-2006 eahffom -8.50% to 2.94%, with an
average of -1.74%. The case farms’ ability to pdgra tax rate of 1% on the value of
improved land with and without proposed GRPF reb&tem annual current operating
returns ranged from zero to five out of five yeardth an average of two out of five
years. A land tax rate of 2%ith such rebatesould be financed using current operating
returns also only in two out of five years on agerarhese results suggest that land taxes
on the market value of land and fixed improvementdhe rates of 1.5% or 1% proposed
by the municipalities concerned on these spec#itns would markedly reduce the

incentive to make future capital investments ors¢hiarms.
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DISCUSSION AND CONCLUSIONS

The brief history of land taxation around the woitttluding in South Africa, presented

in this dissertation shows that South Africa’s maading partners tax farm land at a rate
below 1%. The LGMPRA makes provision for rebatesreductions in and exemptions

from a land tax for commercial farmers in Southiédr Proposed guidelines and criteria
for such rebates have been published by the DPL&buth Africa, and were accounted

for in the five case studies analyzed in this diss®n. Four of these five case study
farms would qualify for a 70% land tax rebate, @ne for a 65% land tax rebate, based
on these guidelines. Importantly, these rebatesmseguidelinesand SA municipalities

do not necessarily have to implement them.

A key feature of the Residual Income MethodologyMRdeveloped in this dissertation
is that it accounts for the opportunity cost of mgement time and then estimates a
current operating return to risk and land (econoprfit), excluding any capital gains
due to appreciation (if any) of land value. Studguits show that a land tax could only be
paid out of economic profit with or without propdsBPLG rebates in three out of the
five years for Case Study 1 in the Mtonjaneni Mipatity that wants to rate the
improved value of farm land at 1.5%. For case swidito 5 in the Umgeni Municipality,
which proposes to rate the improved value of fammdlat 1%, only one of these farms
could, on average, pay this level of land tax waithwithout proposed DPLG rebates out
of current operating returns during 2001-2006. Traises concerns about the potential
negative impact of such land taxes on future imaests in farm improvements. Given
that land tax rates in South Africa’s major tradpaytners tend to be less than 1%, and
that most of those countries provide considerainiential support to agriculture, land
taxes in South Africa will likely further reduceethrelative competitiveness of the SA

agricultural sector.
Case Study 1 (Sugarcane and Timber Farm) had &veosstimated real mean annual

economic profit (R147 403) and mean return to askl land (1.96%) for the period
2002-2006. This farm would only have been ableay the proposed land tax in three of
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the five years studied. Under the DPLG guidelir@sldnd tax rebates, it would qualify
for a 70% rebate (if the Mtonjaneni Municipality plemented a land tax of 1.5%, the
farm would pay an effective land tax rate of 0.45%Wase Study 2 (Intensive Poultry
Farm) realized a negative estimated mean economitt -R426 063) for the period
2002-2006 and, therefore, a negative estimated metam to risk and land (-5.18%).
Although the DPLG rebate guidelines suggest thatfttrm could qualify for a 70% land
tax rebate, the rebate of 50% currently proposethéyJmgeni Municipality would raise
the effective rate to 0.50%. Even at these lowed l@ax rates, Case Study 2 could only
pay the land tax in one of the five years (2006§lid. In addition, the estimated return

to risk and land after meeting the land tax wowddéhbeen negligible in that year.

Case Study 3 (Intensive Dairy Farm) is also inWinegeni Municipality and qualifies for
a 70% land tax rebate under the DPLG Guideliness Tdrm realized a small positive
estimated mean annual economic profit (R6 479})Herperiod 2001-2005. It recorded a
positive estimated return to risk and land for twidhe five years, and a positive mean
return of 0.08%. The implication is that even wétlv0% or 50% land tax rebate, Case
Study 3 cannot finance a land tax rate of 1% frament annual operating returns. Case
Study 4 on leased land showed a positive estimatgh annual return to risk and land
of 2.94% for the period 2002-2006, and could funt¥aland tax rate with and without
the proposed DPLG rebates in all five years. Thesibdity of a 65% or 50% land tax
rebate would ease the burden of a 1% land taximatieis case. Case Study 5 (Mixed
Enterprise Farm) in the Umgeni Municipality, likeage Study 2, reported a negative
estimated mean annual economic profit (-R305 588)reegative estimated mean return
to risk and land (-8.50%) for the period 2002-200is farm could not afford to pay any
land tax in any of the years studied over the peeween allowing for proposed 70% or

50% land tax rebates.

The farms used in the five case studies in thisediation have all been in operation for
over ten years and are relatively well-establisfathing enterprises. This raises the
important question of what effect any level of latak will have on smaller farm

enterprises than the commercial farms in these stagkes. A land tax on the improved
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value of land is likely to reduce the expected mefuto farmland (net rents). Lower
returns to farmland will likely result in reduceshd values and, therefore, less collateral
for farmers to use as security for both existing &ture borrowings. If these farmers
cannot afford to pay a land tax in the averagewsihcome years, borrowings would be
expected to increase, placing them further in debt.

Study results relate to five case study farms thhtle operating typical farm enterprises
found in KZN, are not a statistically representatéample of commercial farms in KZN.
Further research is, therefore, needed in KZN ahdrdSA provinces to estimate how
different rates of land tax on the improved valdidaom land will affect the economic
performance of farms in other areas to assess etheites of over 1% can be financed
out of current operating returns without markedbducing capital investment in
improvements. Another policy issue raised by thisdg is the extent to which SA
municipalities will adopt the DPLG GRPF guidelines land tax rebates. These
guidelines are not binding on municipalities, andh& time of writing, the Mtonjaneni
Municipality had offered no rebate, while the UmigBtunicipality had proposed a flat
rate of 50% on all farm properties (despite thiglgtshowing that the four farms in the
Umgeni Municipality would qualify for rebates of thieeen 65% and 70% under the
GRPF criteria).

This study also highlights the need to assessntipacdt of land taxes on SA commercial
farms on a case-by-case, municipality-by-munictgdiiasis, using data that are specific
to individual farms. Key determinants will be thstimated market value of improved
farm land, the rate randage, the extent of land¢hates allowed, the phasing-in period
and the estimated annual current operating retorfeem land (excluding capital gains if
any) over several years. More research is alsoetetal assess whether the costs that
municipalities will incur to implement land taxab€ value of land tax rebates plus land

valuation and administration costs) will be lesmtthe revenue derived from these taxes.
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SUMMARY

This study first briefly reviews the history of ktaxation throughout the world, dealing
with regions such as the United States of Amerid&4), Britain, Australia, relevant
Nordic countries and South Africa. This brief histprovides a background on how and
why land taxation was and is used in different ¢oas. To put the concept of a land tax
into context, it is necessary to describe and dsdbe origins and history of land and
property taxation worldwide. Land and property t&xe various forms are said to be as
old as human civilization itself, with an unbrokestorded history of at least 5 000 years.
History shows that rates of land taxes on farm landnost countries throughout the
world tend to be less than 1%. Land taxation h#ferént goals in different countries,
and in South Africa the implementation of a land ¢a farm land is intended to provide
local municipalities with revenue to help them mageir service development
obligations.

The implementation of a land tax is a disincentteefuture capital investment on
commercial farms. However, the capitalization ofled tax is partly offset if
municipalities provide services (e.g. roads) framd tax revenue. Other disadvantages of
a land tax are: (a) administration is costly as mmlbperties need to be appraised
individually and regularly; (b) in practice it islnaost impossible to exclude all
improvements from the tax; (c) the tax is a flaereax and not progressive; and (d) the
tax is the same in good (relatively higher inconyeprs and bad (relatively lower
income) years during a given valuation cycle, altftoit may be possible to defer the tax
and incur interest charges. Point (d) highlightt the land tax is a fixed cost as it cannot
be shifted and has to be paid by the farmer regssdbf performance or what is produced
on the farm. Advantages of a land tax includee(agsion and avoidance are not possible;
(b) farmers need not keep records on costs ananes@s required for Value Added Tax
(VAT) and income tax reporting; (c) it is a weal#lx; and (d) it may more effectively tax
the wealthy landowner who with the assistance xoktgerts can implement strategies to

avoid income taxes.
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This study highlights key features of the LGMPRA.Noof 2004 and the guidelines
proposed by the DPLG for land tax rebates thatapmicable to commercial farmers in
South Africa. Relevant factors impacting on comnararms in the LGMPRA No. 6 of
2004 include the designation of municipal valuensl @riteria for valuing farm land
(market value of improved land); the provision faunicipalities to grant commercial
farmers exemptions from, rebates on and reductiofend taxes taking into account the
contribution of agriculture to the local economiye textent to which agriculture assists
the municipality in meeting its obligations, and muipal services that are provided to
farms; the phasing in of the LGMPRA and the deteation of the rate of land tax.

The study develops a Residual Income MethodolodifRramework to estimate the
annual and mean economic profit (return to risk kmdl) realized by each case study
farm over the period 2001-2006. This RIM framewasles audited financial results from
each farm, making specific use of income statemantsbalance sheets. The estimated
return to risk and land shows whether or not eade study farm can pay a land tax at
proposed rates out of current operating returnsekelude capital gains (if any) on land.
The market value of improved land (attained frorof@ssional valuers) for each farm is
subjected to a sensitivity analysis using diffelend tax rates, varying from 0.5% to 5%.
The estimated amount of land tax at each landdteis then compared to the estimated
return to risk and land for each year to predicaibvels of land tax rate (if any) can be

met from current operating returns.

The case studies cover the main farming enterpfoaesl in KZN, as they include a cane
and timber farm, an intensive poultry farm, a daaymixed enterprise farm and leased
land under intensive vegetable production. CasdyStuis in the Mtonjaneni municipal
district, while case studies 2, 3, 4, and 5 areandoin the Umgeni municipal district. Five
years worth of audited accounting data were andlyaeeach case study. Following the
DPLG proposed guidelines and each municipalitygppsed land tax policy, a land tax
rebate is estimated for each case study to see affeat it would have on reducing the
land tax charge.
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The mean annual return to risk and land for the tiase studies during 2001-2006 was
-1.74%. Case Study 1 (Sugarcane and Timber Farmatiyed a mean return to risk and

land of 1.96%; Case Study 2 (Intensive Poultry (Elggrm) a mean return to risk and

land of -5.18%; Case Study 3 (Intensive Dairy Faampean return to risk and land of

0.08%; Case Study 4 (Leased Land) a mean retunskand land of 2.94%and Case

Study 5 (mixed enterprise operation) a mean returisk and land of -8.50%.

Study results show that a land tax could only biel pait of economic profit with or
without proposed DPLG rebates in three out of ilke fears for Case Study 1 in the
Mtonjaneni Municipality that wants to rate the iroped value of farm land at 1.5%. For
case studies 2 to 5 in the Umgeni Municipality, evhproposes to rate the improved
value of farm land at 1%, only one of these farmosld, on average pay this level of
land tax with or without proposed DPLG rebates afuturrent operating returns during
2001-2006. This raises concerns about the poterggdtive impact of such land taxes on
future investments in farm improvements. Given tlaaid tax rates in South Africa’s
major trading partners tend to be less than 1%,tladmost of those countries provide
considerable financial support to agriculture, l&adkes in South Africa will likely further

reduce the relative competitiveness of the SA adtcal sector.

Study results relate to five case study farms thhile operating typical farm enterprises
found in KZN, are not a statistically representatsample of commercial farms in KZN.
Further research is, therefore, needed in KZN ahdrdSA provinces to estimate how
different rates of land tax on the improved valtidaom land will affect the economic
performance of farms in other areas to assess etheites of over 1% can be financed
out of current operating returns without markedbducing capital investment in
improvements. Two further policy issues raised oy study are the extent to which SA
municipalities will adopt the DPLG GRPF guideliness land tax rebates, and whether
the costs of implementing the proposed land taxesaon land will be less than the

expected revenue derived from the land taxes.

55



REFERENCES

Aggarwal R (2001) Using Economic Profit to Assess Performance: AtrMefor

Modern FirmsBusiness Horizon@lanuary/February):55-60.

Barkley PW (1993).Chapter 8 in Wunderlich (1993)and Ownership and Taxation in

American AgricultureWestview Press, Colorado, USA.

Barnard CS and Nix JS (1979) Farm Planning and Control2™ edition. Cambridge
University Press, Cambridge, United Kingdom.

Barnesly R (2006) Chairman of the KwaZulu-Natal Agricultural UnigkWANALU).

Personal Communicatioargle, South Africa.

Barry PJ, Ellinger PN, Hopkin JA and Baker CB (2000. Financial Management in
Agriculture 6" edition. The Interstate Publishers & Printers, bt lllinois, USA.

BC Assessment (2006History of Property Taxes.
http://www.bcassessment.bc.ca/about/history (aecess 13/07/2006).

Begley J and Feltham GA (2002) The Relation between Market Values, Earnings,
Forecasts, and Reported Earnirf@entemporary Accounting Researt®(1): 1-48.

Bird RM (1974). Agricultural Taxation in Developing Countriestinance &
Developmeni1(3):35-43.

Boldt R (2002) Impact of Use Valuation of Agricultural Land: Evide From

Wisconsin.National Tax Association — Tax Institute of AmexicProceedings of the

Annual Conference on Taxation. Washington, USA.

56



Byrns R (2006) Accounting vs. Economic Costéttp://economicsinteractive.com
(accessed on 06/06/2006).

Carroll RJ and Yinger J (1994).Is the Property Tax a Benefit Tax? The Case oft&en
Housing.National Tax Journa#t7(2): 295-316.

Darroch MAG (2003). The Potential Effects of a Land Tax on Agricultutahd Use,
Investment and Land Values in KwaZulu-Natal Report prepared for the KwaZulu-
Natal Agricultural Union (KWANALU). Pietermaritzbgr South Africa.

Darroch MAG (2007). Senior Lecturer in Agricultural Economics, Unisigy of

KwaZulu-Natal.Personal CommunicatiofPietermaritzburg, South Africa.

Doll JP and Orazem F (1984)Production Economics: Theory with Applicatior®®
edition. New York: John Wiley and Sons.

Department: Provincial and Local Government (DPLG)(2004a) Local Government:
Municipal Property Rates Act No. 6 of 200Bepartment: Provincial and Local
Government, Republic of South Africa. http://dplovgza (accessed on 30/05/2006).

Department: Provincial and Local Government (DPLG) (2004b) Guidelines on
Valuations for MunicipalitiesDepartment: Provincial and Local Government, Réipu
of South Africa. http://dplg.gov.za (accessed of93(2006).

Department: Provincial and Local Government (DPLG) (2004c) Generic Rates
Policy Format Department: Provincial and Local Government, Rdéipwof South Africa.

http://dplg.gov.za (accessed on 30/05/2006).

Emmanuel CR and Otley DT (1976) The Usefulness of Residual Incondeurnal of
Business Finance & Accountirg§4): 43-51.

57



Faul MA, Everingham GK, Redelinghuys HF and van Vuuen LM (1981). Financial
Accounting The Butterworth Group, Pretoria, South Africa.

Fisher GW (2002).History of Property Taxes in the United Stathp://www.eh.net
encyclopedia (accessed on 13/07/2006).

Franzsen RCD (1995) Viability of a Rural Land Tax in South AfricaProperty
Managemeni3(3):21-42.

Franzsen RCD (2000) Local Government and Property Tax Reform in South Africa.

http://www.lincolninst.edu/pubs/pub-detail.asp?i89Zaccessed on 13/07/2006).

Friedl G (2005) Incentive Properties of Residual Income whendghsran Option to
Wait. Schmalenbach Business Revigiv 3-21.

Gaffney M (2000).The Relationship Between Property Taxation and the €ntration
of Farm Land Ownership http://www.progress.org/cg/gaff501.htm (accessed
13/07/2006).

George H (1953. Progress and Poverty A New and Condensed Editiofihe Hogarth
Press Ltd., London, United Kingdom.

Hawawini G, Subramanian V and Verdin P (2001)Is performance driven by industry-
or firm-specific factors?Working Paper, INSEAD Business School. Fontairlle

France.

Horngren CT and Sundem GL (1993) Introduction to Management Accounting

Prentice-Hall, Englewood Cliffs, New Jersey.

Investopedia (2006a) Economic Profit http://www.investopedia.co.za (accessed on
23/07/2006).

58



Investopedia (2006b) Explicit and Implicit Costs http://www.investopedia.co.za
(accessed on 23/07/2006).

Kay RD and Edwards WM (1999).Farm Management™" edition. McGraw-Hill, New
York, USA.

Konya B (2000).Chapter 15 in Andelson RV (2000) (edand-Value Taxation Around
the World.Blackwell Publishing, New York, USA.

Lee CR (2007) Legal Representative for the KwaZulu-Natal Agtigral Union
(KWANALU). Personal Communicatiobargle, South Africa.

Lefmann O and Larsen KK (2000).Chapter 10 in Andelson RV (2000) (ed)and-
Value Taxation Around the WorlBlackwell Publishing, New York, USA.

Lichfield N and Connellan O (1997).Land Value Taxation in Britain for the Benefit of
the Community: History, Achievements and Prospeédteoln Institute of Land Policy.
Working Paper WP98NL1, Boston, Massachusetts, USA.

Lindholm RW (1972). Twenty-one Land Value Taxation Questions and Amswihe

American Journal of Economics and Sociol@dy2):153-164.

Lindholm RW (1979). Public Choice and Land Tax Fairneggnerican Journal of
Economics and Sociolod8(4):349-356.

McCluskey WJ and Franzsen RCD (2004)The Basis of the Property Tax: A Case
Study Analysis of New Zealand and South Afri@rking Paper WP04WM1, Lincoln

Institute of Land Policy, Boston, MassachusettsAUS

McConnell CR and Brue SL (2005) Economics: Principles, Problems, and Policies
McGraw-Hill, New York, USA.

59



Mclean | (2004) Land Tax: Options for ReformNuffield College Politics Working
Paper, University of Oxford, United Kingdom.

Medieval Genealogy (2006 Public Records: Land Taxes and Feudal Surveys
http://www.medievalgenealogy.org.uk/guide/feu.shtadcessed on 21/07/2006).

Mepham MJ (1980) The Residual Income Debatéournal of Business Finance &
Accounting7(2): 183-199.

Mieszkowski P (1972).The Property Tax: An Excise Tax or a Profits Tax®rnal of
Public Economic4(1): 73-79.

National Department of Agriculture (2007) Abstract of Agricultural Statistics
http://www.nda.agric.za (accessed on 08/03/2007).

Nechyba TJ (2000).The Benefit View and the New View: Where do wedS?anyears
into the DebateDuke University and the National Bureau of EconoResearch, USA.

http://www.econ.duke.edu/nechyba/lincoln_commed2(accessed on 23/07/2006).

Nieuwoudt WL (1986) Value and Rent of Farmlandsouth African Journal of
Economics48(4): 389-397.

Nieuwoudt WL (1987) Taxing Agricultural LandAgrekon26(2):10-14.

Nieuwoudt WL (1990) Efficiency of Land UseAgrekon29(4):210-214.

Nieuwoudt WL (1995) The Impact of a Land Tax on Future InvestmentdNdie.The
South African Journal of Economi68(1):85-90.

O’Hanlon J and Peasnell K (2002)Residual Income and Value Creation: The Missing
Link. Review of Accounting Studiés229-245.

60



O’Hanlon J and Peasnell K (2004) Residual Income Valuation: Are Inflation

Adjustments NecessaryReview of Accounting Studi®s375-398.

Olsen KD (2004) Farm Management: Principles and Strategiksva State Press, lowa,
USA.

Ortmann GF (1987) Land Rents and Production Costs in the SouthcafriSugar
Industry. The South African Journal of Economi&Es(3): 249-258.

Pasour EC (1973)Real Property Taxes and Farm Real Estate ValuB®ith Carolina.

American Journal of Agricultural Economi&®: 549-556.

Pasour EC (1975) The Capitalization of Real Property Taxes Levad Farm Real

Estate American Journal of Agricultural Economi&3:389-397.

Silagi M (1994). Henry George and Europdmerican Journal of Economics and
Sociology53(4):491-501.

Simpson R and Figgis H (1998)Land Tax in New South WaleddSW Briefing Paper
06/1998. http://www.lands.nsw.gov (accessed on7/3(D6).

Smith  JJ (2000). Where a Tax Reform has Worked: 28 Cases

www.progress.org/geonomy (accessed on 23/07/2006).

South African Government Gazette (2005)Gazette No. 27720Government Printer,
Pretoria, South Africa.

South African Municipalities (2006). Structure of South African Municipalities

http://www.demarcation.org.za (accessed on 27/T6R0

61



South African Revenue Service (2006)ncome Tax Tables 2001-2008tp://sars.co.za
(accessed on 05/03/2007).

South Australian Parliament (2005). History of Land Taxation in Australia.
http://lwww.parliament.sa.gov.au/history/html| (asmson 13/07/2006).

Statistics SA (2006)The Consumer Price Index and Annual Inflation Retea Monthly

Basis http://statssa.co.za.com (accessed on 23/11/2006)

The Witness (2007)Umgeni Lowers Rates Randagée Witnesg/06/2007: 4.

University of Liverpool (2006). Land Tax http://infoplease.com (accessed on
20/07/2006).

Van Schalkwyk HD, van Rooyen CJ and Jooste A (1994possible Effects of an
Agricultural Land Tax in South Africadgrekon33(4):206-211.

Virtanen PV (2000). Chapter 12 in Andelson RV (2000) (ed)and-Value Taxation
Around the WorldBlackwell Publishing, New York, USA.

Wikipedia (2006a). History of Land Taxes http://wikipedia.com (accessed on
07/07/2006).

Wikipedia (2006b). KwaZulu-Natal http://wikipedia.com (accessed on 10/11/2006).

Waunderlich G (1992) Property Tax as a Public Interest in Private &gjtural Land.
Property Tax Journal1(4):351-362.

Wunderlich G (1993). Land Ownership and Taxation in American Agriculture

Westview Press, Colorado, USA.

62



Young DJ (1996) Agricultural Taxes in MontanaMontana Business Quarterly
34(3):15-17.

Youngman JM (1993) Chapter 5 in Wunderlich (1993) (ed)and Ownership and
Taxation in American Agriculture: Concepts of Prdgeand Taxation\Westview Press,

Colorado, USA.

Zodrow GR (2001). The Property Tax as a Capital Tax: A Room witheEhViews
National Tax Journab4(1): 139-156.

Zodrow GR (2006) Who Pays the Property Tax?Land Lines 18(2).
http://lincolninst.edu.pubs (accessed on 16/05/2006

Zodrow GR and Mieszkowski P (1986).Pigou, Tiebout, Property Taxation and the
Under-Provision of Local Public Goodkurnal of Urban Economick9(3): 356-370.

63



APPENDIX 1: Research Questionnaire

Questions to Farmers or Land Owners.

1. What municipality jurisdiction does your farnmthfall under?

2. Has your farm been rated under the newly imptgeteLocal Government Municipal

Property Rates Act No. 6 of 20042 ] Yes [ ] No

3. If your answer to Question 2 was Yes, what vixasrharket value (value of land and
fixed improvements) applied to your farmland? Ifuycanswer was No, what is the
estimated current market value of your farm lamgl(iding fixed improvements)?

R

4. Do you farm your own land or is your farm landoMy or partly leased out?

5. What are the most important enterprises on faran?

6. Are you aware of the land tax rebate systemgweg by the DPLG in the Generic

Rates Policy Format concerning land tax rebateadoicultural land?

] Yes [ ] No
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7. Could you please answer Yes or No below foréevant rebates that your farm could

qualify.

7.1 Is your farm land serviced by a municipal road?
] ves L] No

7.2 Is there municipal sewerage removal on youm fand?
] ves ] No

7.3 Does the municipality provide your farm wilkaricity?
] ves ] No

7.4 Does the municipality provide your farm witlater?
] ves ] No

7.5 Does the municipality provide your farm wigfuse removal services?
] Yes L] No

7.6 Does your farm contribute substantially to ¢go&ation?
] Yes L] No

Why?

7.7 Do you think your farm business pays reas@ndhfm wages i.e. in
accordance with minimum wage legislation for adtime or in line with the

industry average?
] ves ] No

7.8 Do you provide your farm workers with permaresidential property?

] ves [ ] No
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7.9 Do you supply your farm worker residences \wittable water?
] ves [] No
7.10 Do you supply your farm worker residences wl#ctricity?

] Yes ] No

7.11 Do you provide any buildings or land thaused by your farm workers or

relatives thereof as a cemetery, for educationdhrarecreational purposes?

L] Yes [ No

If so, what?

8. What do you estimate your annual salary na@taime tax would be in your next best
line of work?
R

9. What subjective probability would you attachatdually being able to secure the job in

your next best line of work? %
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APPENDIX 2: Sugarcane and Timber Farm in the Mtonjaneni Municipal District,

KwaZulu-Natal

Table A.2.1: RIM Analysis using Real Economic Profi a Sugarcane and Timber Farm
situated in the Mtonjaneni Municipal District, Kwalfi-Natal (2006=100)

Revenue
Cane sales
Marginal milling profits
Timber sales

Contracting income
Seed income

Add: Other Revenue
Rental
Insurance received

Less: Variable Costs
Business running costs
Other variable costs
Contracting charges

Fertilizer

Rent paid

Seed

Transport & loading
Chemicals

Repairs & maintenance

Less: Fixed Costs

Depreciation - plant & equipment

Add: Other Receipts
Interest received

Accounting Profit Nominal Accounting Profit

Real Accounting Profit before income tax
Real Accounting Profit after income tax

Less: Opportunity Costs

Real opportunity cost of management

(90% Probability)

Return to Risk and Land (Economic Profit)

2006 2005 2004 2003 2002 Real Mean
R R R R R
9991606 8352398 9 861 739 8246881 66419
5949039 | 4914983 6 200 [187 ®SBQ | 4734215
622 766 598 126 10587| | 1043373 832 15p
3314110 | 2716854 2575039 31456 1075 564
1513 122 435 28 456 0 0
104 17f o 0 0 0
997 370 646 882 999 525 980 000 54 595
965 398 577 499 981 300 980 0pO 53 375
31972 69 383 18 225 0 01]22
10071573 9160863 10 254 388 7956115 5867
1365 45 1013 598 19664 | 1834235 907 564
1 305 38 1497 301 12R(1 | 463834 1000 105
2490985 | 2376581 1982(39| 2300 463 1624 43D
575 072 335039 482 831 1086400 50 %70
950 004 900 000 672 0O 0 0
31480 51 289 107 377 23012 0
1729 301 1624 7p2 2250 59 | 1639658 1166 38p
652 155 426 826 646 7p4 225 048 1257
971817 935 507 1246341 383 465 181 4771
283 039 274689 196 063 124 458 119311
583 751 607 062 86 176 22799 15133
1218115 170 790 4999 1169 107 1025108 816 022
1218115 178838 537 867 1283 323 1190602 881748
773869 34924 352744 792 201 708279 552 403
405 000 405 004 405 000 405 00 405 000 405 000
368 869 -270 076 -52 256 387 201 303279 147 403

Note: *Real opportunity cost of management = Estimatecuanreal after-tax income in next best line of workhe subjective

probability (90%) of securing that job.
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APPENDIX 3: Intensive Poultry (Egg) Farm, Umgeni Muwnicipal District, KwaZulu-
Natal

Table A.3.1: RIM Analysis using Real Economic Prafi a Poultry Farm situated in the
Umgeni Municipal District, KwaZulu Natal (2006=100)

2006 2005 2004 2003 2002 Real Mean
R R R R R
Revenue 12 241 189 11 230 047 10 631 726 9122 672 56122
Poultry 11 031 598 10 064 246 9892 708 86uDYA | 5911612
Livestock 872 022 1020 31p 704 199 476 901 340
Maize trading 265 597 79 364 0 0 0
Bad debts recovered 11 454 4192 0 0 0
Packaging 51 46( 40 672 26 123 0 0
Scrap sales 1974 4921 8 6P6 3650 0
Timber 0 5263 0 0 0
Profit on disposal of assets 7 089 11 Q77 0 1qapy 49
Add: Other Revenue 41 061 1225 0 2274 0
Insurance claims 24 56[L 0 0 0 0
Rebates 0 1225 0 2274
Rental 16 500 0 0 0 g
Less: Variable Costs 10 170 315 10 327 720 9070176 8 350 009 566833
Business running costs 1027 4y2 830 607 792|798 622519 435 496
Other variable costs 1540 624 1711973 1067(0 647 249 287 20
Purchases - pullets 2 006 820 1738 800 1792|54| 1371140 1249 18p
Chicken feed 4004 175 4 456 614 4049 667 A3 3033 341
Packaging 1010 318 913 487 983 8§77 674 p45 7128
Wages 555 464 468 3 424 2)5 295 453 181|296
Fertilizer 25 440 207 90 D 0 (0]
Less: Fixed Costs
Depreciation - cages, plant & equipment 129 825 41831 79 862 73959 79 872
Add: Other Receipts
Interest received 13107 18 643 14 583 7500 313%
Accounting Profit Nominal Accounting Profit 1995 217 780 664 1494 708 478 518905 1099907
Real Accounting Profit before income tax 1995 217 817 449 1619 341 777 693 602 677 1 162 475
Real Accounting Profit after income tax 1240 130 524 451 1001 547 488 823 314735 713937
Less: Opportunity Costs
Real opportunity cost of management
(95% Probability) 1140 000 1140 00 1140 000 1 140 000 10D€0| 1140000
Return to Risk and Land (Economic Profit) 100 130 -615 549 -138 453 -651 177 -825 265 -426 063

Note: *Real opportunity cost of management = Estimatecuanreal after-tax income in next best line of workhe subjective
probability (95%) of securing that job.
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APPENDIX 4: Intensive Dairy Farm, Umgeni Municipal District, KwaZulu-Natal

Table A.4.1: RIM Analysis using Real Economic Pradf an Intensive Dairy Farm

situated in the Umgeni Municipal District, KwaZulatal (2006=100)

2005 2004 2003 2002 2001 Real Mean
R R R R R
Revenue 4 426 069 4 398 065 4488 741 3979 023 28805
Sales 4473 345 3953 53 2810573
Milk sales 3952 011 3952413
Soya sales 0 254 232 a
Maize sales 0 68 697 q
Cull cow sales 183 29 115 258 0 0 0
Profit on disposal of assets 290 760 7 465 39 25491 0
Add: Other Revenue 382 405 17 753 71169 8289 9 003
Discount received 1447 1544 167 1120 176
Sundry income 380 958 16 209 69 542 7 169 8 527
Less: Variable Costs 4 060 068 3864 383 2 785 552 3431635 26248
Cost of Sales 1787 636 2535090 1838 756
Business running costs 1405 1y0 1456 742 885(9 798 489 847 912
Other variable costs 69 471 84 851 111 973 588|0 8224
Contracting fees 212 22p 228 759 0 0 0
Feed 1212 284 1049 396 0 0 0
Fertilizer 377 636 401 471 D 0 0
Fuel 149 905 161 058 q D 0
Repairs & maintenance 248 339 132 477 0 0 0
Seed 128 656 142 180 q D 0
Stock medicine 256 381 207 449 0 0 0
Less: Fixed Costs
Depreciation - plant & equipment 159 295 105215 114239 138 372 113 485
Add: Other Receipts
Interest received 0 122 95 286 79
Change In Value of Stock on Hand -128 379 327 705 0 0 0
Accounting Profit
Nominal Accounting Profit 460 732 774 047 1 &8@ 417 591 11 278 664 772
Real Accounting Profit before income tax 482 442 837 713 1822 408 485 007 14 294 728 373
Real Accounting Profit after income tax 323 465 25538 1115645 299 004 11721 456479
Less: Opportunity Costs
Real opportunity cost of management
(90% Probability) 450 000 450 000 450 000 450 0p0 450 000 450 000
Return to Risk and Land (Economic Profit) -126 535 82 558 665 645 -150 996 -438 279 6479

Note: *Real opportunity cost of management = Estimatecuanreal after-tax income in next best line of workhe subjective

probability (90%) of securing that job.
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APPENDIX 5: Leased Land, Umgeni Municipal District, KwaZulu-Natal

Table A.5.1: RIM Analysis using Real Economic ProfiLeased Land situated in the
Umgeni Municipal District, KwaZulu Natal (2006=100)

2006 2005 2004 2003 2002 Real Mean
R R R R R R

Revenue

Rental income | 84000 | s40do [ s4opo| 79¢00]  amlo
Less: Maintenance Costs 17 000 15 350 16 000 14 350 12 750

Electrics 2 450 2 25( 2376 1850 1855

Roads 4100 3620 4125 3868 3236

Fences 5 545 4980 4 685 4 6B2 4 (59

Irrigation 3125 2973 301y 2250 2555

Buildings 1780 1527 179) 1730 1045
Economic Profit

Nominal Economic Profit 67 000 68 650 68 000 660 66 250 66 910

Real Economic Profit before income tax 67 000 883 73 593 70 966 76 945 72078

Real Economic Profit after income tax 54 940 B89 60 066 57 932 57 172 57811
Return to Risk and Land (Economic Profit) 54 940 58 946 60 066 57 932 57172 57811
Percentage Return on Leased Lar 2.80% 3.00% 3.06% 2.95% 2.91% 2.94%
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APPENDIX 6: Mixed Enterprise Farm, Umgeni Municipal District, KwaZulu-Natal

Table A.6.1: RIM Analysis using Real Economic Profia Mixed Enterprise Farm

situated in the Umgeni Municipal District, KwaZulatal (2006=100)

Revenue

Add: Other Revenue

Less: Variable Costs

Less: Fixed Costs

Add: Other Receipts

Accounting Profit

Less: Opportunity Costs

Return to Risk and Land (Economic Profit)

2006 2005 2004 2003 2002 Real Mean
R R R R R
3107 102 2321752 1791676 2275717 10156
Cattle 420 782 142 7438 193 784 187 653 93 606
Sheep 0 0 0 35172 24 806
Poultry 2115103 1469 338 837 995 1567 455 612624
Maize 267 954 436 508 449 178 82 500 15 800
Potatoes 304 61 223 423 298 745 373 427 3350
Disposal of assets -1 3417 49 740 1 Qo0 17 317 93778
Seed 0 0 10974 12 193 D
78 940 34 398 38 882 90 732 84 678
Discount received 18 385 8242 4 988 2588 4% 7
Sundry income 26 50+ 3956 13 044 6661 1810
Rental 34 050 22 20 20 850 81 3B3 58 150
Insurance claims ¢ 0D 0 18 469
Bonus received g D 150 0
2725923 2 488 538 2 003 571 2117 783 12865
Business running costs 638 358 473 032 386356 408 797 390 344
Other variable costs 5183 0 242 67 2130
Cattle 104 871 80 775 70025 53 657 37 584
Sheep 0 0 15 848 19 981 22158
Poultry 1336 525 1198 300 903 819 1125918 435716
Maize 187 890 322248 253 485 211 899 36 L06
Potatoes 229 917 282 544 226 452 185 B9l 2845
Motor vehicle and tractor expenses 223 179 131 63 147 344 112 0743 87 969
Depreciation -plant & equipment 88 324 37434 723 22 607 33798
Interest received 122 30 0 21 289
Nominal Accounting Profit 371917 -169 792 -19867 226 080 -149 675 16 349
Real Accounting Profit (Loss) before
income tax 371917 =177 792 -212 972 248 167 73838 11 096
Real Accounting Profit (Loss) after
income tax 265 589 -177 792 -212 972 171 100 -173 838 -25583
Real opportunity cost of management
(70% Probability) 280 000 280 00Q 280 000 280 0pO 280 (OO 280 000
-14 411 -457 792 -492 972 -108 900 -453 838 -305 583

Note: “Real opportunity cost of management = Estimatecuanreal after-tax income in next best line of workhe subjective
probability (70%) of securing that job.
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APPENDIX 7: Annual CPI for South Africa , 2000-2006 (2006=100)

Year CPI (2006 = 100)
2000 74.6
2001 78.9
2002 86.1
2003 91.1
2004 92.4
2005 95.5
2006 100

SourceNational Department of Agriculture (2007:99).
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APPENDIX 8: Price Indices of Machinery, Trucks and Implements for South
Africa, 2000-2006 (2006=100)

Year Machinery and Implements
Index (2006 = 100)

2000 63.3

2001 74.4

2002 95.5

2003 102.0

2004 100.9

2005 99.4

2006 100

Source: National Department of Agriculture (200011
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