Business problems, land solutions: the case for land analx reform

A transcript of the talk given by Albert Catterall, Head of Economics, British Re@ohsortium

| think | decided a long time ago when | started coming to conferences like this onecostirtg how many times people
apologized, "I'm not an economist, but..." | have to saycthigerence has been pretty good, but I'm going to have to do ¢
nameandshame campaign arsdy it was actually Tom Dunne who was the first person today to say, “I'm not an econon
but..."

I'm going to reverse the apology and say | am an economist, but I'm here actually to dpesikess. | suppose | could als
admitit is true, economists are on a power trip and we jusiake equations really to fool you. Just so long as you know
Now.

The first time | ever came to Ireland was to work on a business called Buy and Selproligtes a classified advertising
newspapeand they also set up an internet site. In fact theyphads of everything, prices of farm equipment, prices of eve
internet dating ofarious sorts. think it was Oscar Wilde, an Irishman, who said economists know the price of everythin
thevalue of nothingWell, I'd actually like to turn it a bit around and say in economics the efduiss. The thing | noticed in
Buy andSell was behingévery farmer selling his second hand farguipment; there was a retirement fund, someone going
holiday, orsetting up for avedding:important human values behind it all.

I'm also going to do just another quick apology. Even though I'm here in Dublin the casetstidlym going to give you is
actuallybased in the UK. It's actually based on the UK ratdilistry and its interaction with property. I'm going to do a few
slides jusexplaining about theetail industry. Basically it is very big; people don't understand just how big it is. In Britain it
employs close to Billion people. Similar magnitudes in Ireland and in fact throughout the world.
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And it's also a major part of the economy; in Britain it creates over 50 billion pounds in GDP.
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Now | say GDP, | guess that's one of those words that economists use to try and tricksaunapedople and some peopl
don'tquite understand what GDP is, so I'm going to present astgized or simplified version to explain what GDP is, and
here is thadea: you have an economich starts off with farming or mining, primary industries, they sell their produce to |
saymanufacturing, and manufacturing does something to it and so sells it on at a higher pricegtlle@esiin this scenario it
all goesfor retail, and retail sells it a slightly higher price still. In eaeltion, that little bit extra is GDP, it's the value added.
justremember GDP is not the totales or output of any industry but just that little bit extra. And it's out of that bit extra t
weactuallyget our salaries, the return on capital, and also the bit that the government takesxpamithture.

| wanted to start off bgxplaining what GDP ibecause if
youlook at retail,even if | said it, it's got 5Billion pounds -

of GDP,that'sactually quite small. | donthink it measures What is GDP?
howimportant it is in the economit's so strategically Value of Sales

important. Ithink the classic example ifew years agoin ~ * Salaries + Return on Capital + Government
Britain whentherewas a petrol strike. Albf a sudden you St~
couldn't go taa petrolstation and get petraind the whole Retail
country fellapart. Well, Ican tell youpetrol retailing is not um'{
a big pariof GDP.But peoplesoon realized how

important it is. It's the bridge betweproduction and Manufacturin 5512:&'}'1“
consumption. GDP Cnnﬁémerﬁ

paradoxof water and diamonds, whiclidarnt as an Mining GD
economist. Theame sort of thing, water is very very
cheap. It costs nothin@iamonds are very expensive, st
as far as an economistdsncerned, clearly diamonds ar
muchmore important thawater. | think you'd agree
intuitively that's wrong, because if yolon't getwater you die. Water has a much greater value.

Perhaps the next idea | want to bring is this idea of the  garmings {I

Farming/ Manufacturing Retailer
Mining

Now what | want to get to the heart of is that GDP only measures earnings, the return omdegiitadu earn. It doesn't
measurehe consumer surplus on top of that and in fact if there wasmsumer surplus, if economic activity was only wortr
whatever youdid, it would just be aendless cycle, a sort of nightmare production for it's own sake. So just returning to f
retailindustry, herd've got a chart of retail sales over a number of years. Now retail salegrawneg historically in the 2 to



4% range. Sometima@gowing faster, sometimes slower. Betrtainly in the beginning of this year you started to see a very
very rapid downturn; in fact ivaslooking very much like retail sales growth was going to go absolutely negative which is
somethinghat's never happenedrarely happened. Even in very bad downturns it rarely goes that way.
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And to make things worse, actually, High Street prices, the actual money that you spend iorimetdlK | should stress are
actually below the prices that you would have paid in November &bre than five years ago. There was a price decline
somesort of recovery, in recent years, Inatv prices are starting to slide again.

The British Retail Consortium
Shop Price Index
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And it's interesting to actually look at the component of prices. There's a common miscortbapfmed is going down in
price. That's not true: food traditionally goes up in price, not by as rasgeneral inflation but because of the Common
Agricultural Policyit's always been steady. Bt is starting to level off, and if you're a retailer in clothing or electricals yot
suffering absolutgrice deflation. So the prices, the earnings you're getting in the shops were decreasing.
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But on the other hand, if you look at the following chart: the blue line represents the greiwip iprices, the inflation for
retail.
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As you can see, most of the time it was negative, some times slightly positive. If you lookedt lihe, the producer price
index,how much they had to spend in actually buying the produats the manufacturer's or the suppliers in, and that
historically hasalways raced been aheadlué shop prices, and recently has been well ahead of shop prices. There was
downturn in themiddle of 2001 as the pound started to slide, and you could start to get cheaper productsiafongdo
see that whole trend reveisgelf and the producer price index increasing again.

Nevertheless you've still got those years of price increases, of buying in of shops, beitggmercthan the prices they could
actually sell out at. And that resulted in retailers actually hatieq profit's squeezed. Here I've got return on capital
employed, aort of measure of return amvestment or profit. And in fact in the UK, the returns were getting lower than ev
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Why have | gone through all of these points about the retail trade? | suppose | wantedhadotoehis idea of the water
anddiamond paradox. Given what I've shown you about rethdf is the impact of all of this? If the retail industry is actuall
producingthe same quantitiegetting the same number of pots, pans, whatever you want, but everything's being sold at
lower price, youactually find that GDP has decreased. The industry's earning less. That'sjushamist's measure. It's not
true, welfare is just theame as before, you're getting just as mhimgs. The reason is of course that the consumers are
getting more, there's more otansumesurplus. Even though the economic measure has actually decreased.

The other thing is, what is the impact on the retail industry of its costs going up, well the tbslthe component of GDP
thatcomes from retail decreases and other industries thatjppéying it, their GDP actually increases.

Now one of the points | want to come on to is property. | think it was actually Narje, ipbganyou out, who gave a talk
aboutyour teashops, was it, earlier? Well this is exactly the pgou.actually have property coming in and taking a part of
the value thayou're actually creatin@ut the moral | wanted to come from this was that retail, by actually getting better, &
being moreefficient,cheap and so on was first of all actually measured as being less and second of aktifigibulook at
how the property industmeacted, property, as far as retail is concerned, iseibend biggest cost component after labour.

What are they doing in a period where profits are being squeezed, retailers are going tpeoudyth @eriod, growth is
slowing?They actually increased retail rents by over ten percent. Aagdlsqueeze. And how were they able to do this?
Well, if you actually look at the balance pbwer, between the retailer, and a landlord, start off with the retail industry in th
UK. There'scloseto 200,000 retail businesses in the UK operating over 300,000 outlets. And on top ofdhaeifooking
for a site, you do hav&me indirect competition from offices, industry, residem@lelopment and so on.



If you look at the other side tiie property market in
Britain it's very highly concentrated:here are very few .
landlordswho control almost allocations. Of course, one Retail Vs Property
of the consequencéisat you'regetting at the moment is al. .
thatthe retail industry isrying toget back some of that The Balance of Power
power,it is actuallyconsolidating. Sgou're starting to se¢

variousmagnates takingver all of theretail industry in Fragmented retail
Britain. Nowthere may be goodr badreasons for industry -188,000
industriesconsolidating, or fragmentingut this is one of businesses in more than
the artificialreasons: they're actually trying to mathke Few landlords control 322,000 retail outlets
power of landlords who are highly concentrated. almost all locations + indirect competition

from offices, industry,
residential development

There are also other ways that you see the power of et

propertycoming out and | wanted to givieis example of
non-price valueSomething which continental retailers fin
amazing when they go Britain, are its upward only rent
reviews. Contractually, marof the rents that retaileface, One reason why retail industry is consolidating
and it's not only retail, but thaflsst the industry I'nmost

familiar with, they face contracts sayititat there are periodic reviews of their rents but those perediews can onlpush
rentsupwards. They can never decrease them and | should add to that the property ownershasigjlong leaseshey're
not going to give you short leases that you can get out of and move on.

What this really means is that risk is being transferred from the landlords to the retailecen&g@uence, property
businessebave become more valuable, retailers are becomingaéssble. Just as an aside to this, many of the things that
we're talking abouproperty or landaxes or caps on value or whatever, they would not capture this transfer of value.
Becausdecause it's not based price. | said that economists know the price of everything. Herelsaample osomewhere
where we can see something tisait price based. So that's that point.

It's interesting though that you do see landlord power starting to break down where there fexe pesgible tenants, for
examplein shopping centres where you need an anchor shop ten8nitain it might be a Marks and Spencers in a shoppi
centre otherwise you don't have orReerhaps here it's a Dunnes or an equivalent. Those are the only places wheretgou
seeretailersmatching the power of the landlord.

| think it's that interesting, Bluewater, which is the biggest retail development in Britain, thmméone told me Europe, I'm
notentirely sure about that, but they have actually giveoaippletely on the idea of a landlord trying to copy or chase the
profits of theretailers with rentsThey actually just put down in the contract that their rent is a percentage of the turnover,
aretailer doeseally well, or really badly the landlord will always get their cut.

What are the elements of property? I've split them into the ways that retailers normally thieoThere's always the
element oftonstruction, facilities, facilities management, there's anstterwhich is the location and planning permission. Al
the thing that'sertainly true, we've founds that location and planning always create the bulk of the property cost. But the
actually has théast todo with the owner.

So | come now to my plea as an economist. And that is for tax neutrality. Souadsopaquérm but I'll start off with a
point. Taxation is necessary. You are going to need to pay forfgollities many of which are necessary for business to
operate irmmodern economy. But you domwant taxation to discourage productidmd key to that is it's better to tax
people for what theglo not do rather than what they do do. And one thing | can tell you is that property ownersdin not
location. They do not creatkese places. They just buy into them.

| was going to make a second point about lobbying. | think someone called it ‘cute’ and tloemnrdetgd it to ‘corrupt'.
Though I'llleave it to your own interpretation of that. The lobbying ttwat get for planning permission is not always a
desirable use aksources. Instead of havipglitical parties being funded by builders, if the builders funded investment in
manufacturingndustry orsomething else that would be a more advantageous use of those re&adrc#snkit's interesting
that when you look diusinesses, property taxes are not normally dealt with Hyntirece directors. All the other taxes tend
to be dealt with by thénance directors. But in sonsense a property tax is seen as a normal cost of business and is act
normally dealt with by th@roperty director. An interesting exception is actually in Britain where they have develdpresit
where they try to tax ancremental benefit from property rather than just taxing it flat a¢chesboard. That's the only point
when finance directors useddget involved in complicatedvoidance schemes of the tax of one sort or another.



And now finally the businessman's plea. The businessman wants simplicity and thainelaeimg in his taxes. The whole
development of business and industry over millenngpégialisation, each business or each industry breaking down tasks
simpler and simpler thing&nd then when you've got your bit of the process you do that really well as yowooopetence.
Thatis your strength. And then along comes the government and says well ydo fithedl of these forms and all of these
regulationsand so on and it just goes against the giétiey would rather sit down and do their bit.

I've listed some of the things that a department had to deal with in a company that | was witinkiAgd this is a UK
exampleincome taxes, national insurance contributions, capital gainedgpgration taxes. Excises, VAT and others. And
they were verxomplicated to administer. Aritley had to spend a lot of money on an internal administrative cost. And in
given that theyidn'twant to really deal with it, they tried to outsource as much of it as they could. Angstiadly went to the
big audit firms like PW@nd KPMG and so on with their tax departmeAtsd I've always said if you want to have sosost
of idea of the scale of cost afiministrationjust look at those buildings of those big firms and say what would hapirey if
were amanufacturer instead pfocessing tax forms.

| think it was Douglas North, the economist that won the Nobel Prize, he came up estinaete, | don't know how, saying
that50% of GDP went into transactional services of s&md. Necessary, but if instead of having lawyers, accountants, &
so on, yothad people to jugjo and actually produce, just imagine the boost to the economy on that basis. Now, havin
all of that,property taxes traditionally are simpler. And that's why financial directors ateditonally the lead managers on
them.

How am I doing for time, I've three minutes, that's good. So, the conclusions that I'm goingytugivest of all, GDP
measuregarnings. But it's surplus not earnings that actually creates waifdrprosperity so that's what we have to look
towards. Second @, if you're talking about lanceform you do have to look at the concentration of property ownership.
And | certainly know irspecific cases this has caused an artificial consolidation in other industries. Which is not behlsficic
you have to accept that mastthe price of property reflects location and planmpegnmission. And the owners of thHaive
done little desirable to achieve Mext, the value oproperty doesn't always only accrue to the owners in rent. Nogivee
the example of upwarahly rentreviews. But you'll find hundreds of other examples.

As with all taxes, the more they start to bite, the more the avoidance starts to come in. whichdsay whatever tax you
shoulddo, if you make it as simple as possible, you'll always @wend that issue. Taxation should be neutral.l can say as ¢
economisthand on heart, that a tax [mtation and planning permission would be. It's interesting, when | did my A level in
economics, boileddown my entire A level course, (it's the 16 to 18 qualification in Britain) to 200 lineguaftions or
statements that | had to leaand | got an A so | think that probably summarisegiite well. And one of those lines | actually
looked up after many years anguist simply said "d@ax on ineleastic items is the most efficient, for example a tax on land".
didn't realise at the timgow significantthat was and | think it's interesting that most economists don't either - it's jusinstucl
the middle there as an insignificant point. Ahd final thing is as I've said is that taxation shdagdsimple. | put some caveats
on this. A tax on for example rental values could be.
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