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LAND TAXATION IN ESTONIA 1997-2007 

1. Overview of Estonian local governments 

Estonia is a parliamentary republic with a single-tier local government system. In 1 January, 2008, there were  227 sub-governmental jurisdictions - of them 33 towns (linn) and 194 rural municipalities (vald).  Estonian territory is also divided into 15 counties, which are not, however, in status of local governments. County governor is a representative of the central government and implements central government policies on regional level. County administration serves as the administrative apparatus of the county governor. 

All the local government units are identical in their legal status.  During the last decade, the number of jurisdictions has been slowly declined (about 40 units less) through municipalities voluntary amalgamation. Most of municipalities are relatively small by population, as 80% of municipalities have less than 5,000 habitants. Nevertheless, the population is concentrated across the two biggest urban areas (Tallinn and Tartu), where lives around 42% of total population. 

Local government fiscal activities cover about one fourth of the size of general government fiscal operations.  In the Table 1 principal revenue and expenditure data for the Estonian local governments during the recent years is given. 

About half of local governments’ revenues come from the various taxes. The biggest tax item is centrally administered personal income tax (PIT). The second biggest tax item is a land tax, which covers about 3% of total revenues. Despite the local governments’ relatively high share of nominal fiscal autonomy, municipalities’ real fiscal autonomy is rather narrow due to their limited discretionary power. 

Local governments receive about 32 per cent of their revenues from earmarked and general grants from the central government. The biggest grant transfers are used for educational purposes - to cover school and preschool teachers’ salaries.   

Non-tax revenues are coming mainly from the user charges. Municipalities provide various public services – public transport, water supply and sewage, day care and charge consumers for using of those utilities. 

2. Land and property taxation: general overview 

Land and property taxes are natural part of local governments’ revenues in many countries. Somehow, they are  considered almost as the perfect tax. They provide a predictable and durable revenue source for local budgets; foster local autonomy and provide fiscal mechanism for decentralization. 

	Table 1. Local Government budget 2003-2007 (billion EEK)

	
	2003
	2004
	2005
	2006
	2007
	Revenue 

structure, 2007

	Revenues
	11.70    
	12.85    
	  14.66    
	18.10    
	20.15    
	100.0%

	Taxes
	5.44    
	6.11    
	6.99    
	8.48    
	10.58    
	52.5%

	- personal income tax (PIT)
	4.91    
	5.54    
	6.36    
	7.83    
	9.85    
	48.9%

	- land tax
	0.45    
	0.48    
	0.51    
	0.52    
	0.55    
	2.7%

	Economical activities 
	0.98    
	1.41    
	1.53    
	1.63    
	1.79    
	8.9%

	Equalization fund (grant)
	1.12    
	0.93    
	0.95    
	1.14    
	1.46    
	7.2%

	Block grant from State Budget (education)
	2.18    
	2.39    
	2.92    
	3.09    
	3.22    
	16.0%

	Other grants from State Budget
	0.44    
	0.49    
	0.53    
	0.44    
	0.51    
	7.2%

	Other revenues (fees, other) 
	0.58    
	0.32    
	0.39    
	0.62    
	0.69    
	8.2%

	Expenditures
	12.21    
	13.08    
	15.02    
	17.85    
	20.42    
	100.0%

	Allocations
	1.63    
	1.21    
	1.56    
	1.76    
	1.80    
	8.8%

	Stuff costs
	4.74    
	5.24    
	5.72    
	6.30    
	7.48    
	36.6%

	Economic costs
	3.56    
	4.41    
	4.92    
	5.69    
	6.38    
	31.2%

	Investments
	2.00    
	2.01    
	2.63    
	3.94    
	4.05    
	19.9%

	Other expenses
	0.27    
	0.21    
	0.18    
	0.16    
	0.70    
	3.4%

	Surplus / deficit
	- 0.51    
	- 0.22    
	- 0.08    
	0.75    
	- 0.29    
	

	Financial transfers
	0.51    
	0.22    
	0.08    
	- 0.75    
	0.29    
	

	Estonian GDP, nominal  
	136.00    
	149.90    
	175.40    
	207.10    
	239.60    
	

	LG revenues from GDP
	 8.6%
	8.6%
	8.4%
	8.7%
	8.4%
	

	Source: Estonian Ministry of Finance 


Property tax generates revenue that is rather predictable and relatively inelastic to short term changes of income or other factors and it is regarded as relatively stable revenue source when compared to other local tax sources, like income or consumption tax. Also, it is difficult for taxpayers to avoid paying the property taxes as they are already charged. The government could easily control property rights and authorities have instruments to force taxpayers pay the tax. Therefore, real property taxes tend to distort private economic decisions less than other local taxes. 

There is no common understanding how property taxation influences the efficiency of land use (Trasberg, 2004). Some economists argue that local property taxation promotes efficient location and fiscal decisions on part of households (Oates, 1999). On the opposing side, economists (Mieszkwoski, Zodrow) view local property taxation having a distorting effect on local decisions. As a result, such a tax tends to discourage the use of capital, land and property improvements (Oates, 1999).  

However, main concern of property taxation is related with identifying property taxation base and valuation of sites. There might be several objects of property tax or real estate tax.  Usually property tax may include following objects: 

· Land only

· Real property only

· Land and real property in combination

Land tax is usually easiest to administer and it is also often politically less offensive than real property taxation. Otherwise, taxing only land limits local government revenue base. The land value is usually much lower compared to total property value and therefore, expected revenue might be insufficient for municipalities needs. Excluding property and taxing land only gives theoretically an incentive for further investments and maintenance in both residential and commercial development. 

In opposite, low administrative cost of land tax is offset by reduced transparency. Taxpayers have no comprehensive information about factors, which form real market value of their site. Including other immovable property beside land on property tax base can increase local governments’ revenues considerably. On the other hand, taxation of immovable property like residential and commercial buildings requires much more sophisticated valuation mechanisms (Trasberg 2004).

3. Land taxation in Estonia

3.1. General information

The land tax in Estonia was introduced in 1993 with adoption of the Land Tax Act. In following years the Act has been several times amended, but main features of the law have remained unchanged. Until now, the land tax has remained as a single property tax.  

Its purpose was to regulate land use, stimulate more productive use of land and provide wider revenue base for the local governments. The Estonian Parliament decided to establish only land tax to encourage its efficient economic use and to avoid tax overburden of residents. That should be stressed, that land taxation is also emotionally sensitive issue. The land reform in Estonia generated during the last decades hundred of thousands of new landowners, who had no experience of paying land tax before. Therefore, hostility against the new tax obligations was easy to appear. 

The Land Tax Act correlates also with other various laws, which are regulating local budgeting. Rural Municipality and City Budgets Act (1993) sets forth the procedure for the preparation, passage and implementation of rural municipality and city budgets. Local Taxes Act (1994) provides for local taxes, the procedure for imposition of local taxes and the requirements for local taxes.  Land tax is collected and administered by central authorities and afterwards the tax revenues are transferred to local municipalities’ budgets. Land tax collection procedures are the functions of Estonian Tax and Custom office and system is functioning rather efficiently. The Estonian Land Board is responsible for valuation of land for the tax purposes

Estonian land taxation bases on ad valorem tax system – considers the tax on a basis of recent transaction price. Its positive aspects are related with its potential to support the efficient use of land and property. If property improvements and capital investments are not taxed, the owner will have an incentive to use the land in most efficient and profitable way. There are also several disadvantages of such a taxation system. The biggest issue is an assessment problem. Land and houses are sold relatively infrequently and therefore it is difficult to indicate properties “real market value”. Therefore, it raises the problem of discrepancy between real market value and assessed value (Trasberg 2004). 

Valuation is the major technical challenge in fair and efficient taxation. A proper valuation requires a clear definition of taxable land value, adequate evaluators and reliable data on property values. However, as till the land markets are underdeveloped and not transparent enough, it is difficult to use market information as a valuation. 

Land values for taxation are supposed to estimate periodically. Valuation of land based on information of particular land sales transactions or close related similar land parcels. Also other information like rentals, location and land quality is used for valuation. The first years after the land tax was established, different simulation models were used to calculate lands’ taxable value as there was of lack of market information.  The land markets did not exist properly, most of land was still owed by the government and population incomes were low. Later on, the land valuation becomes more related with actual market prices, revealed within the transaction processes.  

An effective administration requires identification of property and liable taxpayers; valuation of each parcel subject to tax and efficient collection of land taxes. Identification of property physical size and taxpayers in Estonia is adequate due to functional system of cadastral and ownership records. 

The land tax is the only significant tax in Estonia, over which municipalities have certain discretionary power. The Estonian Parliament has set the land tax rates within certain brackets. Actually, the tax rate range is established within 0.5-2.5% from the assessed value of the land. The municipalities’ councils have a right to decide over the tax rates in their territories within those given brackets. The tax collecting institution sends to landowners information about their land tax obligations and due payments. The land tax is payable in installments, that is three times per year.

All land in use is classified into 11 different zones on the basis of purpose of utilization
. Agricultural land (arable and forest land) covers the biggest proportion of all land use. The Estonian municipalities have a right to establish differentiated tax rates among the zones. Usually, the local governments separate from all the zones only arable land and are taxing them with lower rates if compared with all other zones. Mainly in the rural communities, the agricultural land receives a privileged tax treatment on the grounds of social and economic reasons. The lower tax rate provides benefits for farmers, who otherwise could not continue with agricultural activities. There are also relatively few exemptions on the land tax subjects; some municipalities allow exemptions for retired individuals on their residential lands.  

Also another interesting aspect should be mentioned considering land taxation in Estonia. Namely, a massive land restitution during the last decades created a somewhat unique situation, where the landowners’ place of residence and their actual land ownership locates far from each other. The landowners often reside in different jurisdiction from their land property located. Formal restitution made many people land and forest owners, who actually don't have any particular interest to cultivate land or who are even particularly interested to find beneficial use of their land parcels. The new landowners are often trying to get rid of their land property by selling it at whatsoever price or have just left land unused. In fact, the land tax amount is still small enough to force landowners explore their land in most efficient way. 

The situation in Estonia where landowners and their property locates in separate administrative units, has led to another peculiar situation. Namely, wide tax burden export takes place from municipalities, where the property locates to other communities, where the landowner resides. Actual landowners are not participating in decision-making processes over land tax rates and public spending; despite they have to pay a land tax in that particular municipality.  

3.2 Land tax dynamics and revenues

The land price has increased significantly during the last decade in Estonia. Major impact on land price increase has had fast economic growth and European Union accession effect. The economic growth has been correlated with speedy income increase and booming real estate sector. The EU accession has brought to Estonia various financial support to agricultural and other land-use related activities. All those factors have had a positive impact on land price increase. Nevertheless, despite the significant increase of land price during the accession period with EU within last five years, land price is still undervalued in comparison with most of “old” EU countries. The municipalities’ revenue increase from land taxes depends on the growth of assessed values of various lands. The recent land valuation was accomplished on year 2001. Therefore the land assessed value as base for taxation is currently artificially low.

Land value differs by Estonian regions very widely. The country is sparsely and unequally populated.  The meaningful land value growth has taken place in urban areas or municipalities around capital cities. Property price has increased also close to coastline and other places of attractive landscapes. In rural regions, due to depressing situation in agricultural production during the 90-ies, the land price has been relatively low. On the other hand, subsidizing farming activities from the EU funds have recent years also increased price of agricultural lands. 

Table 2 presents Estonian municipalities land tax revenue dynamics and importance to the municipalities budgets’ during the last decade. 

	Table 2. Estonian land tax, 1997-2007

	
	1997
	1999
	2001
	2003
	2005
	2007

	Land tax, million, EEK
	269.9
	310.2
	397.4
	449.2
	505.8
	552.4

	Land tax in total revenues
	4.8%
	4.4%
	3.9%
	3.8%
	3.4%
	2.7%

	Land tax in tax revenues
	8.3%
	7.7%
	9.0%
	8.3%
	7.2%
	5.2%

	Source: Estonian Ministry of Finance and authors calculations


As the indicators depict, the total amount of land tax during the period years has been doubled. During the period, intensive land privatization and restitution have taken place and land became a subject of market transactions. Land privatization has accompanied with the significant widening of the tax base – increase of land parcels in private hands and hundred of thousands of new landowners as tax subjects. 

Nevertheless, the land tax share in total municipalities’ revenues has fallen significantly throughout the period. In 2007, the land tax proportion in the budgets was only 2.7% or roughly twice less than 10 years earlier. Intuitively, this outcome is illogical at the first glance, because land price in all zones has increased considerably. The explanation for that controversy is following. The main reason for lowering land tax revenues are related with out-of date land valuation and limitations set to land tax rate. In certain reasons, there has been no land valuation procedure taken place after 2001. Therefore, a taxable value of land has remained at the EU pre-accession level and is not correlated with general price increases and income growth in Estonia. Also, the local governments cannot increase the land tax rate above the given brackets. As a result, as local sub-national government revenue source the land tax in Estonia is loosing its significance.

3.3 Land tax in municipalities budgets 

Table 3 provides an overview of Estonian municipalities’ size and main land tax revenue indicators.  In reality, that land tax in general is not an important revenue item for the municipalities, despite for some municipalities groups it remains rather big share of total revenues.  

	Table 3.  Estonian municipalities and land tax  characteristics, 2007

	
	Mean
	Minimum
	Maximum
	Std. Deviation

	Population per municipality
	5,914
	71
	396,852
	27,660

	Population density per km2
	164
	1.2
	2,608
	408

	Size of municipalities, km2
	195
	2
	1,019
	154

	Land tax, EEK
	2,433,433
	15,849
	130,289,147
	9,094,000

	Land tax in total revenues
	4.3%
	0.2%
	18.6%
	0.3%

	Land tax per capita, EEK
	695
	29
	4,151
	583

	Source: Ministry of finance data and author’s calculations


Land tax importance fluctuates very significantly over Estonian municipalities – from close to zero up to 19% Also considerable is land tax per capita  and its absolute value by municipalities. 

In the Histogram 1 is given land tax distribution by the municipalities on the basis on land tax share of their budgets. 
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Histogram 1. Distribution of municipalities by land tax revenues
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Histogram 1. Distribution of municipalities by land tax revenues


The graph presents a rather unequal distribution the land tax importance as revenues across all the municipalities. In average, municipalities receive 4.3% of their revenues from land tax. Less than one tenth of Estonian local governments’ revenue exceeds 10% from the land taxation. 

3.4 Correlations

In the Table 4 are presented some correlative relations among different indicators, related with land taxation. On the basis of statistical significance, there are chosen indicators to characterize land tax importance and level across all Estonian municipalities.

As the correlations results depict, total amount of land tax in municipalities is positively correlated with: 

· administrative status of municipality. There are two types of local jurisdictions in Estonia – towns (33) and rural municipalities (194). Land tax revenue tends to be higher in town-type of municipalities. Clearly, the biggest impact here coming from capital city Tallinn - with the biggest amount of land tax collection. Without Tallinn figures, the administrative status indicator in not statistically significant; 

· municipalities’ total population size and density.  Bigger and compactly populated  jurisdictions collect more land tax than smaller ones; 

· total tax revenues in tax revenues. Higher the total tax share in revenues, bigger is also the land tax revenues;

	 Table 4.  Land tax factors correlations, 2007

	
	Land tax, 

EEK
	Land tax in total

revenues, 

%
	Land tax

 per capita, EEK

	Town or rural municipality
	0.194
	-0.373
	-0.344

	Distance from Tallinn, km
	-0.258
	-0.148
	-0.195

	Territory, km2
	
	0.329
	

	Population density per  km2
	0.425
	-0.368
	-0.330

	Population per municipality
	0.935
	
	

	Total revenue EEK
	0.948
	
	

	Tax revenue, EEK
	0.960
	
	

	Personal income tax revenue (PIT), EEK
	0.957
	
	

	Land tax in total revenues, %
	
	
	0.883

	PIT per capita EEK
	
	
	0.270

	Source: Ministry of Finance and author’s calculations

Note:    Correlation is significant at the 0.01 level 


Negatively are correlated land tax gross amount and distance from Tallinn. As land is more expensive around capital city area, that result is rather predictable. However, surprising outcome is that municipality’s territorial extent is not statistically significant in correlation with the land tax total revenues! 

Considering the given indicators, the share of land tax in municipalities’ total revenues is positively correlated only with territorial size of jurisdictions. Many rural municipalities with large territories are more dependent from land tax revenues than urban regions with the limited size of their territories. The indicator in negatively correlated with:

· municipalities jurisdiction status; The town municipalities budgets’ the land tax play lesser role as personal revenue level in towns is higher compared with rural regions and PIT revenue for the municipalities is far important than tax revenue; 

· municipalities distance from the capital city; 

· municipalities population density. Higher the concentration of population on jurisdiction, less importance the land tax has on municipal budgets.

Across the municipalities, Land tax in total revenues is positively correlated only with the territorial size. At the same time, negative correlation is indicated with the municipalities status, distance from Tallinn and population density. Rural municipalities receive from the land taxation more municipalities than urban ones.

Indicator Land tax per capita in positively correlated with indicator of Land tax in total revenues and Personal income level per capita.  Negatively is related land tax level per capita  with distance from Tallinn and population density indicator. 

3.4  Case situation: Land Tax administration in  Tallinn

As municipal taxation system serves several objectives – from revenue collection for local budget to serve wide scale social economic purposes. A right to establish property tax rates puts local governments’ somehow into delicate position. In one hand, fiscal aspect of property tax collection is definitely essential source of revenues, which motivates governments to establish as possible high tax rates. Another aspect is related with local elected bodies’ behavior in purpose to maximize their political position. Hence, higher taxation of your primary electorate is certainly not a very popular idea.  

At the end of 2007, the Tallinn City government increased rate of land tax to add revenues for the city budget. The tax rate was increased from 0.6% up to 1.5% on the basis of land’s taxable value. More than doubling the land tax rate hit particularly the lowest income population (pensioners), who live on the highly valued residential areas in Tallinn. As a reaction to the land price increase, many protests came out, what was heated up by some opposition political parties.  

To summarize, the situation attracts attention on some sensitive issues in the Estonian society. 

First, the territorial location of residents is not correlated with population income levels and value of the site of their location. Many residential areas, developed during the Soviet time, become currently very prestigious and highly valued living territories. Earlier, many people became landowners of those areas through land restitution or extremely low land privatization price. As previously the cost of owing land has been relatively low, the land taxation hasn’t been a factor, which is important for residents’ to choose the location. Classical Tiebout understanding of population location on the cost-benefit basis did not work properly due to artificial low cost of use the sites in many places in Estonia. 

However, in today’s situation that controversy became very visible – in most valuable lands in Estonia often reside relatively low income population. It is difficult to estimate, how such a situation develops further. 

The second aspect is related with the land valuation. As mentioned earlier, the last land valuation was done in 2001, before Estonia’s EU accession. After that, the land price in Tallinn (as across Estonia) has increased several times. By the current regulations, the land value is assessed on the basis of market sales transaction in particular areas. Therefore, if the next land valuation process takes into consideration actual land prices in those areas - expected high land tax burden might cause very serious social problems. The situation again brings to the necessity establish a differentiated property tax, which allows somehow easier the overwhelmingly high tax burden of low income persons. 

Third aspect is related with the cost of public provisions. Public choice approach of the property taxation focuses attention on tax role of promoting effective decision making in the public sector. Tax system has to provide an accurate set of signals or “tax-prices” that make clear to local taxpayer-voters the cost of public programs. The local tax system, therefore, should be highly transparent and understandable. Individuals and businesses should have a clear understanding of the financial commitment implied by the proposed programs of public expenditure. 

4. Summary

In the current situation, the land tax revenues in the Estonian municipalities are relatively low. Definitely, there are natural limits of land and property tax as municipalities’ revenue item but Estonia’s particular problem is low land value as a basis for taxation. However, prospectively the property taxes may have bigger potential as revenue source for the municipalities, if compared with current situation system. 

There are also discussions over introducing the wider property tax and including buildings and improvements to the tax base. Nevertheless, Estonian current political situation, establishing such a new property tax is not widely acceptable. The negative impact of property taxation is related with disproportionately greater administrative cost, and potential discouraging of property improvements and investments. 
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� Those land zones are: residential land, commercial land, productive (arable, forest) land, mining area land, social purposes land, land under wetlands, land for transportation purposes, sewage area land, land for national defense purposes, environmentally protected land, agricultural land and land without a use
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