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FOREWORD

BY CHRIS JOHNSON, CEO URBAN TASKFORCE

The Urban Taskforce has been concerned for some time at the
growing trends for all levels of government to see “value capture”

as the magic pudding that will help fund rising infrastructure costs.
Across metropolitan Sydney councils are lining up to apply value capture
formulas to new development, while the State Government is applying
similar opportunistic revenue-raising approaches to development near
future light rail and metro rail projects. To add to the concerns of the
property industry, who are asked to pay these infrastructure levies, the
Federal Government is also talking of adding value capture for major
infrastructure projects. In this environment of multiple agencies targeting
the development industry to contribute significant funds for infrastructure
the Urban Taskforce commissioned a report by two eminent economists
to review the trends and to make recommendations on equitable
approaches to raise funds for infrastructure without negatively
impacting upon, or unfairly targeting, the property development
industry, which provides thousands of jobs for Australians each year.

Dr Nigel Stapledon and Professor Kevin Fox both with the Centre for
Applied Economic Research at the University of New South Wales
Business School have written this important report on value capture.
Kevin Fox is the Director of the Centre and Professor of Economics in
the UNSW Business School and a respected adviser to the Australian
Government on productivity and statistics methodology. He has
chaired the Australian Consumer Price Index Review Advisory Group.
Nigel has also worked in Federal Treasury and was Westpac's Chief
Economist for 10 years. Both of our authors are highly respected
economists and leading figures in the industry.

The Stapledon/ Fox Report is a rigorous economic assessment of
the current trend towards value capture. The document is filled with
charts, graphs and tables and from this detailed analysis comes some
compelling messages which | have summarised below:

1. The confusion between different levels of government
all trying to capture value from new development must
be better coordinated.

2. There is a strong case to remove rate capping for Sydney
councils to allow them to benefit from and therefore support
increased density.

3. Density is essential near new transport infrastructure to
increase commuter volumes.

4. A broad-based land tax is the most efficient way of capturing
value created by new infrastructure investments.
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5. The timing of implementation of new value capture taxes is
important so the initial land owners factor in the taxes in their
sale price to developers.

6. There is a strong possibility that value capture taxes will only
raise the cost of existing housing by the amount of the tax.

7. A review of property and land taxes should remove the
transactional tax of stamp duty which is increasing the
cost of housing.

8. A specific levy (ie State Infrastructure Contributions) or rate
surcharge in the vicinity of new transport infrastructure while
not being the most efficient way to capture value is a feasible

option.

9. Government owned land when developed by the private sector
can generate value capture but this will reduce the sale price of
the land.

10. International examples of value capture like Crossrail in London,

the MTR in Hong Kong and the Canadian shared property tax
while being of interest cannot be directly applied to Australia.

The key message that comes from this report is that a holistic approach
to infrastructure funding is needed. Currently, there is major confusion
from the many different local, state and federal government agencies
pursuing so called ‘value capture’ policies . The NSW Government has
the opportunity to minimise this uncertainty and establish a clear policy
on value capture.

The next message is that there are many problems with the current
interpretations of value capture that make it unlikely to deliver significant
income, while potentially increasing the cost of housing.

The report recommends that the fairest and most equitable method
to fund infrastructure is through a broad-based land tax where
contributions are spread over a large number of beneficiaries.

The Urban Taskforce presents this report as a contribution to the
growing debate on how to fund urban infrastructure. The messages
and concerns from the highly respected authors with their economic
backgrounds must be heard within governments at all levels. We
welcome comment and debate on this paper and suggest that email
responses are sent to admin@urbantaskforce.com.au

This research project is the first to be funded by the Urban Taskforce
Research Foundation supported by Meriton.
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L KEY FINDINGS 2 EXECUTIVE SUMMARY

1. The viability of investment in new transport infrastructure 2.1 INFRASTRUCTURE AND THE VALUE OF LAND
depends on density for commuter volumes. There is strong

case for the current rate capping of local governments
to be removed to allow them to benefit from increased
development and density.

The addition of new transport infrastructure can add significantly to
the value of land in its proximity when it reduces commuter times
and improves accessibility. It can attract business and employment

) ) opportunities to the location which can also lead to higher land values.
2. Current uncoordinated attempts by different levels of

government to capture value uplift from infrastructure
investments are raising the costs of development.

This can result in less development and hence have an
adverse effect on housing affordability, as well as raising
costs to businesses. Coordination and clarity are hence
required in balancing value capture options with other
policy concerns, such as housing affordability.

While there are clearly beneficiaries, the value of land directly next to
the transport corridor could be adversely affected (by, for example, noise
and pollution), and the relative attractiveness of other locations in the
urban area may also decline. Thus, while transport infrastructure can

lift the overall welfare of its citizens and the overall value of land, there
are usually winners and losers.

Value capture refers to a broad range of user charges linked to, or
taxes on, the rise in land value which could potentially contribute to the
financing of public transport infrastructure. Of course, the three levels
of governments already raise a substantial amount of taxes and charges
which can be categorised as value capture. These taxes and charges,
and related government policies which restrict supply, directly and
indirectly contribute to the (high) cost of new housing.

3. A broad-based land tax is the most efficient way of capturing
value created by new infrastructure investments. This is
consistent with the recommendation of the Henry Tax Review.

The value uplift from new transport infrastructure is regarded as a windfall
profit to the landowner that should be shared with the government(s).
However, value capture charges are typically imposed on the developer,
who is an intermediary between the landowner and the new buyers of
the land when the land is redeveloped to higher value use. There are
costs to the developer in doing this. If those costs are not taken into
account then projects can be uneconomic for developers, and hence
redevelopment will not take place, affecting housing affordability.

Itis also the case that the value up liftis created by the State Government
as builder and operator of the transport infrastructure, while local
government controls the release of that value up lift through its approval
of increased density. There is therefore an argument for the State
Government to have a significant role in this area.

Consideration of value capture options needs to take place in a broader
context where an efficient tax and users pays system, the funding of
public transport infrastructure, and housing affordability are key and
inter-related policy objectives.
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2.2 LAND TAX IS THE FIRST BEST APPROACH

There is widespread and strong support for a land tax as the first best
approach to capturing value uplift when transport infrastructure adds
to the value of land. A land tax which is related to the value of land will
allow the adjustment in market prices to capture the variation in benefit/
cost to households and businesses.

2.3 STEPS TO TAX REFORM

In NSW, as in other states, there is a tiered land tax system which applies
to investor-owned residential land and business land. A high base
threshold means only about one third of these properties pay land tax.
The major exemption is that no land tax applies to owner-occupied
housing. In addition, local governments (LGs) impose a land tax on

all properties as part of the rates charged to all landowners.

The first step in broadening the current land tax regime, as recommended
by the 2010 Henry Tax Review (“Australia’s Future Tax System”), is that
the land tax threshold should be based on the value per unit of land,

not the aggregate value of a taxpayer’s holdings. This would exempt
farm land but would make all urban land in major cities liable.

The next recommended step is to remove the exemption for owner-
occupied residential land. This would bring Australia closer to practices
in other countries, such as Canada, which have land taxes on both
owner-occupied and commercial properties. For low income owners,
the South Australian (and Canadian) system of deferred payment against
the house is preferred to exemption.
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1 Allan, P., Darlinson, M and Gibbs, D (2006)
Are Councils Sustainable? See Executive Summary.

2.4 INTEGRATED STATE AND LOCAL
GOVERNMENT LAND TAX (RATES)

Local, state and the Commonwealth governments are all taxing
property and property transactions. The aggregate effect can be very
high effective tax rates which can make development of new housing
uneconomic, leading to higher prices for housing. In addition to issues
of housing affordability, this also lowers tax revenues and increases
subsidies required for public transport and for rental subsidies.

The Henry Tax Review recommended that payment of State and Local
Government land tax should be integrated and collected together.
The Canadian example provides a good model for this approach. The
independent 2006 Allan Reportinto local government' recommended
the lifting of the fiscal caps imposed by the State Government on
local government revenue to allow LGs to more adequately fund
infrastructure. Reinforcing the need for that, the current capped system
does not allow local government to capture value from decisions to
allow new development and higher density which lift the value of land:
arise in value leads to offsetting lower land tax rates. This reinforces the
incentives for LGs to restrict development/density, impose high up-front
taxes and charges, and hence restrict the supply and raise the cost

of new housing.

By contrast, the State Government is the principal funder/owner of rail
transport infrastructure and has a clear interest in allowing density.

If it seeks to impose a special zone levy or development contribution
in non-greenfield sites, there is the potential for the aggregate effect
of local and state taxes and charges to restrict the supply and hence
raise the cost of new housing. It can also make commercial property
development, needed to generate employment, less viable.

The Commonwealth Government, with its significant investments in
the new Western Sydney Airport and its long term viability, also has an
interest in the development of rail infrastructure to the airport and in
urban development in the vicinity of the airport.
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2.5 SPECIAL ZONE LEVY

One approach is to impose an extra land tax in an area which can
be identified as benefiting from a particular piece of transport
infrastructure. In part, the Sydney Harbour Bridge was financed
by this means. The London Cross Rail is another example which is
often cited but imposes the cost on only a narrow business base.
Given the difficulty in identifying winners and the asymmetry in not
compensating losers, these types of levies are very much a second
best approach.

2.6 STAMP DUTY AND LAND TAX

Stamp duties are generally accepted as an inefficient tax and there has
been strong support (from, for example, the NSW Business Chamber
and NSW Council of Social Services?) for replacing stamp duty with land
tax. While inefficient, stamp duty does capture some of the increase

in land value and hence its removal should be conditional on the
introduction of a broader land tax.

2.7 USER PAYS, PUBLIC SUBSIDIES AND DENSITY

To the maximum extent feasible, direct user charges should be

the default option in funding transport infrastructure because they
provide a price signal for optimal capital spending decisions and use
of infrastructure. Tollways should be the default major source of funding
for major new roads.

There is an economic case for subsidising public transport, although
the extent of any subsidy can be mitigated with appropriate zoning.
The revenue-raising capacity of public transport is closely aligned
with density and the low density of Australian cities explains the high
level of subsidy? to these services. It follows that a condition for the
construction of new rail lines should be that the land in proximity to
stations has flexible zoning which allows high density urban residential
and commercial development. This density would mean higher traffic
volumes which make the transport infrastructure more profitable and
hence remove the need for substantial subsidies. Lower subsidies would
allow the government to lower taxes or provide additional services.
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2 NSWBC and NCOSS (2015)
Taking on Tax: Reforming NSW Property Taxes

3 See discussion in Section 5.3

4 NSW Government (2014)
“A Plan for Growing Sydney”

2.8 PUBLIC TRANSPORT AND DEVELOPMENT

The Hong Kong model has been cited as an attractive option for value
capture. However this model relies on the government owning all the
land. Given the high degree of private land ownership in Australia, a
more relevant reference model for the Australian context is the San
Francisco BART. In constructing its network it acquired land, but given
that it was constructing a network in established urban areas there were
constraints. The BART's policy of Transit-oriented Development (TODs)
increases density of land use around its stations, leading to increases

in the value of its own land (some value capture) and increases in the
ridership and profitability of the BART network. The NSW Government
‘A Plan for Growing Sydney’ strategy* appears to align with this objective.

2.9 DEVELOPMENT CONTRIBUTIONS,
BETTERMENT TAXES AND HOUSING SUPPLY

As the value of land rises in response to general population growth or
specific transport infrastructure investment, there is pressure for higher
density in existing urban areas to optimise the use and value of the land.
However, governments control density (zoning, floor space ratio and
height limits) and as these controls have become binding, a substantial
premium is attached to the value of land which is approved for higher
density. Another way of looking at this is that the value of land subject to
such controls is below its potential.

For governments, in exercising these controls, this has created a conflict
between policies to maximise revenue from development and the
broader policy objective of housing affordability. To the extent that
governments restrict development and create (scarcity) premiums,
their capacity to extract development fees and taxes is increased. The
downside is less affordable housing, as well as higher costs to businesses.

2.10 DEVELOPMENT CONTRIBUTIONS

Development Contributions (DCs) are seen by both state and local
governments as a revenue source. The Henry Tax Review argued
that developer contributions should be transparent (known), and a
user charge for the “extra costs” imposed by new development. In
practice, many DCs can be better characterised as taxes. In the case
of Parramatta (see the Case Study in Appendix 5), its objective is to
extract from development fees and taxes sufficient capital to fund the
modernisation of the Parramatta CBD.
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Whether DCs add to the cost of housing or subtract from the price paid
to landowners is contingent on the restrictiveness of supply. Restricted
supply lifts prices and creates the capacity for governments to extract
contributions from landowners via developers offering less. But if the
offer price is below that required by the landowner, then developments
will not proceed. As set outin Appendix 1, if policymakers are concerned
about housing affordability, a policy regime which is less restrictive with
a development tax will be more efficient and lead to

more affordable housing.

2.11 BETTERMENT TAX

The Henry Tax Review examined the idea of a betterment tax on the
increase in land value attributable to planning permission or new
transport infrastructure. It found the concept to be unworkable in
practice and recommended against it. There is a long history of failed
attempts at betterment taxes. Nonetheless a number of LGs in NSW
are currently proposing some form of betterment tax. The Parramatta
case is highlighted. The inherent problems relate to several factors:
the failure to recognise that the landowner, not the developer, is the
ultimate beneficiary; the need to pay the landowner a price above
the land value to induce a willing seller; the cost to the developer

as intermediary of aggregating the land for development; and the
uncertainty over measurement of the value of land before and after
transport infrastructure has been installed or land has been rezoned.
Ifimplemented, past history indicates the likely result will be a halt to
development, with the supply constraints leading to upward pressure
on prices. The revenue-raising capacity of public transport is closely
aligned with density and the low density of Australian cities explains
the high level of subsidy? to these services. It follows that a condition for
the construction of new rail lines should be that the land in proximity to
stations has flexible zoning which allows high density urban residential
and commercial development. This density would mean higher traffic
volumes which make the transport infrastructure more profitable and
hence remove the need for substantial subsidies. Lower subsidies would
allow the government to lower taxes or provide additional services.
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5 Based on updates to HTR (2010) estimates
of the value of these taxes and charges.

6 Table 3 is in Section 7.2
where various scenarios are discussed.

7 HTR (2010)
Section C2-3 page 262

3 INTRODUCTION

The debate about the design of value capture strategies has focussed
on the maximum potential to capture value from the rise in land values
to finance public infrastructure, particularly transport infrastructure.
Consideration of value capture options takes place in a broader
context where an efficient tax system and housing affordability are
also of significant policy concern. There is a risk that some proposals,
if implemented, will generate value capture but have adverse impacts
on housing affordability, either in terms of price or rental affordability.

Governments already raise a substantial amount of taxes and charges
which can be categorised as value capture. In the production of new
land allotments on the urban fringe in Sydney, stamp duty, impact fees
and the goods and service tax, add $50,000 or 25% to the cost of blocks
of land.> More broadly, in the case of the established urban area, State
governments and LGs collect substantial amounts in land tax and rates
(see Table 3)° and LGs collect development contributions (Appendix 5).

A land tax should mean lower land prices which would be consistent
with housing affordability. However, as the Henry Tax Review (HTR) has
observed, the wide exemptions in the current system mean that it has a
negligible effect on land prices but feeds into higher rents.” In the case
of development contributions, it is widely argued that these do not add
to land prices but subtract from the price which developers pay to land-
owners. While strictly correct, this is contingent on a supply constrained
market which generates high land costs and has been a big factor in the
decline in housing affordability. The issue here is that local governments
have an incentive to constrain supply to maximise their capacity to

raise impact fees.

In formulating policy on value capture, this conflict of objectives needs
to be clearly recognised. In this report, we look at the types of value
capture with those multiple objectives in mind.
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VALUE CAPTURE

4 WHAT GOVERNMENTS MEAN BY

In its Smart Cities Plan®, the Commonwealth Government observes
that major transport infrastructure projects benefit commuters

in terms of reduced congestion and lower commuting costs, and
increase productivity in a city leading to new investment and improved
employment opportunities. These benefits make the land around them
more valuable. Value is added again when land is rezoned, and then
when development is approved by government for increased height and
density. The government then broadly defines value capture as using a
share of this increased value to help finance the infrastructure responsible
for the uplift.

There are five broad categories of tax (or equivalent) that can be imposed
on land, or the development of land, which are each a form of value
capture. They are as follows:

1. Land tax - an annual tax on the value of land. A variation on
this is a supplementary land tax which could be imposed on
a geographic area or for a fixed period of time.

2. Transaction tax - a tax on the transfer of land. A percentage of
the value (not the change in value). Stamp duty is of this type.

3. Development Contribution - also known as impact fee - a fixed
amount per unit of land for approval to develop land to a higher
value urban use. Both State and Local Governments
impose these levies.

4. Capital Gains Tax - landowners subject to capital gains
tax would be liable to pay tax on the increase in value
of their property.

5. A Betterment Tax - a variation on capital gains tax. Itis an
indirect capital gains tax on the landowner: indirect in that
imposed on the developer but with intention that it is passed
through to the landowner.

|II

The latter four are “transactional” taxes in that they are only payable if

a transaction occurs.

A sixth option is where the Government owns the land itself, or
compulsorily acquires the land, which it then either develops or sells
with the right to develop.

Urban Taskforce
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8 PM&C (2016)
“Smart Cities Plan”

AND LAND VALUE

5 TRANSPORT INFRASTRUCTURE

5.1 THE GENERAL CASE

The value of urban land is primarily a function of transport or commuting
costs. If we take a simple city with no density controls, the gradient of
land prices from the centre declines in line with rising commuting costs.
If the government invests in transport infrastructure which reduces the
cost of commuting, it will lower the price and rent gradient for the urban
area. This illustrated in Figure 1.

Figure 1: Urban Land Rent and Prices and a Decrease in
Rent, Price Commuting Costs

Impact of lower commuting costs lowers rents
and prices in inner areas. Rents and prices rise in

P1 X outer. Because of lower commuting cost, total
P cost for outer households is lower. Welfare of
/ . community is enhanced.

Distance from CBD D1 D2

In net terms, the citizens of the city will be better off (welfare will have
increased) because rent plus commuting costs will be lower for all
households, leaving them with more disposable income for other goods
and services. Lower rents and transport costs will also be positive for
businesses operating in the city.

But in terms of land value, the impact is uneven. That is, other things
being equal, the value of land in the outer urban areas will rise and the
value of land in the inner urban area will decline.

As cities grow, there are two forces at play. The increase in population
shifts the rent/price gradient out. With the value of land rising, this leads
households to choose combinations with less land and more structure,
so we observe increased density. The value of land in the centre rises
more than the value of land in the outer.
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The increased population also increases the volume of commuters
which leads to the need for additional transport infrastructure.

In the absence of investment in expanding the transport infrastructure,
congestion and the cost of commuting will rise. This will further
steepen the rent gradient, as illustrated in Figure 2.

Figure 2: Urban Land Rent and Prices and Growth with
Rent, Price Inadequate Investment in Transport

P3 As population grows, rents and prices rise
(price-gradient schedule P1-D1 to P2-D2) as city
expands out and up (becomes denser). If city
fails to invest in transport infrastructure, rents
and prices will rise more (to schedule P3-D3). All
renters are losers, allowing for higher commuting
costs in the outer. Some land owners benefit.
Welfare of community is diminished.

P2 [~

P1

Distance from CBD D1 D3 D2

In net terms, the citizens of the city will be worse off because rents plus
commuting cost will be higher. But the value of land in the inner urban
areas will rise and the value of land in the outer urban areas will decline.

If all households were renters, there would be a clear mandate to invest
in transport infrastructure. However, for owner-occupiers and landlords,
there are winners and losers. In addition, expansion of the transport
infrastructure requires the acquisition of some land used for residential
and commercial purposes. This imposes a cost on the affected
households and businesses for which compensation needs to be

paid as part of the cost of building the transport infrastructure.
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5.2 SPECIFIC TRANSPORT INFRASTRUCTURE
AND LOCAL AREA

Consider the impact of building a new rail line in an outer urban area
of a city, presently zoned for low density housing only; see Figure 3.
The rent/price gradient in this outer urban area will be the flat (blue)
line before the new rail line is built with all households commuting to
the CBD by car.

Bika Figure 3: Change in Land Prices with a New Station

90
80

70

Price gradient before Station

60 - Value Uplift

50 Gradient with Higher Density Allowed

40 - S~ = === Gradient with New Station - No

35 Change in Density Allowed

20 4

10

0 0.4 0.8 1.2 1.6 2 2.4 2.8 3.2 36 4 4.4 4.8
Distance to Station (kms)

The impact of the new rail line and station will mean that for households
within reasonable distance of the new station, their commuting costs
have now declined, with those closest to the station experiencing the
largest decline. This will be reflected in a land price gradient which
steepens with proximity to the station. Consider the case of density
being constrained by the zoning regulation, which is initially assumed
unchanged. This would yield a land price gradient represented by
the broken red line in Figure 3. The higher value of land near the new
station would encourage a higher capital-land ratio (higher density)
which would increase the value of the land further. That is, if the low
density restriction were lifted for all land in the local area, its value
would rise more significantly, as illustrated by the solid red line

in Figure 3.
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Figure 4: Higher Density Development with a New Station
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In response, the land close to the station where the cost of redevelopment
was less than the increase in value would in time be redeveloped into
higher density housing and commercial uses. The actual amount of land
that is redeveloped will be a function of the cost of converting the land
to the higher use, as illustrated in Figure 4; the land around the station is
developed within a distance determined by the intersection of the (light
blue) cost curve (representing the price paid to the landowner, excluding
any excess premium’, and developer costs) and the (solid red) value
curve. Note that there is a green-shaded area in Figure 4 between these
curves which represents the value that is created from the development
around the station; this is the created value after costs that is sought by
the landowner, government and developer.

The above discussion assumes full lifting of the zoning restriction.
More typically in the Australian context, if the LG decides to limit

the amount of rezoning permitted, then we have a situation where,
with supply restricted, the value of land for which a permit for higher
density is given has an even higher value (the vertical bar in Figure 5).
Importantly, that value is contingent on the policy of the LG. Given the
effort required to secure rezoning, the cost of redevelopment will be
higher which will absorb much of the additional value uplift.

The above point is discussed by Kulish et al (2012). If density limits are
binding on all inner areas in an urban area and only selective rezoning
(for higher density) is allowed, the cost of land and housing will be
significantly higher than in the case of no restrictions: “whereas the
absence of the zoning restrictions for all land implies that land prices
are about 66% higher near the CBD'?, in the absence of the restriction
for just a single block near the CBD the land value is 260% higher.”
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9 The landowner needs to be compensated for
the value of property (before value uplift)
and moving costs.

10 While the value of land near the CBD will be higher
with no restrictions, in the middle and outer areas of the
urban area the price of land will be lower. The higher
value of land in the inner area will be offset by lesser

use of land per dwelling so that actual housing costs are
lower. See Kulish et al (2012).

Their analysis would apply to the value of land in close proximity

to transport nodes, and while the orders of magnitude would not
necessarily apply, the impact of selective rezoning would apply.

The resultant lack of density in those areas in proximity to transport
nodes will also adversely affect the profitability of the public transport
system. Perhaps unintentionally, it will also cause higher density in
middle/outer areas than otherwise.
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In terms of areas not directly affected by the new rail line, this
investment in new transport infrastructure can have variable impacts
on the value of land. If it attracts households to this part of the urban
area and means fewer households from this area commuting by car,
itimplies less congestion on other parts of the transport network.
Hence, those areas can also benefit. But the value of inner urban
areas can decline, or not rise as much.
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5.3 THE PROFITABILITY OF THE NEW RAIL LINE

A significant related point for a state government investing in a new rail
line is that the number of commuters is critical to the profitability of the
rail line. That is, as owner of the rail network, a state government has a
clear interest in allowing the optimal density of housing in the urban area
around the new station. That density also impacts on commuting (time)
costs for households. Higher density means more passengers and, other
things equal, means a higher frequency of trains which lowers the waiting
time cost for commuters.

To the extent that LGs restrict high density development, the state
government is required to subsidise the transport authority which is
an impost on all taxpayers in the city. To the extent that the new line is
subsidised, taxes of all households and business will be higher which
will lower net incomes.

Table 1 below highlights the low density of Australian cities compared
with the minimum desired densities to support public transport systems
without high levels of public subsidies. In NSW (Table 2), just 30% of

the costs of operating the Sydney train network come from passenger
revenue, with the balance being subsidies from the general budget
(taxpayers). This is not unique to NSW or Australia. However, in higher
density cities, the level of government subsidy can be significantly lower.™

TABLE 1: MINIMUM DENSITIES TO SUPPORT PUBLIC TRANSPORT
PEOPLE PER HECTARE OF URBAN USE

FOR

[:EI::ISUETDER- ';':‘l""vﬁg: LIGHT RAIL LIGHT RAIL HEAVY RAIL
: LIFESTYLE , , | |
émmmﬁxdn?xmmnQHM€H¥¥HP9WQWHMBﬂ%PéWEHm@mﬂwuﬁéﬂhmummQuméé?ﬁﬂéﬁuw§
éuWAHQW??qujWHY??FPHY?fWimﬁﬂ??Fh??F?ﬂjmuwF9ﬂQ9ﬂummimmmufﬁﬁ?wumu

Sources: O’Sullivan (2012, p. 306) and State of Australian Cities (2015), chapter 3.
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11 Cox (2011) indicates that the rail network in Tokyo
which is denser than any city in Table 1 is profitable,
without need for public subsidies. For London, the
Budget numbers do not distinguish between operating
and capital expenditure, but Transport for London
reports that 40% of its income is from fares:
https://tfl.gov.uk/corporate/about-tfl/
how-we-work/how-we-are-funded

TABLE 2: NSW BUDGET NUMBERS ON PUBLIC TRANSPORT

$MILLION = 2013/14 = 2014/16  2013/14  2014/15

$ MILLION . $ PER PASSENGER JOURNEY
. PASSENGER = 7453 7124 2.64 2.44
CREVENUE T
 EXPENSES 59349 23517 793

~ RATIO(%])  333%  303%  333%

8.06
303%

Source: Sydney Trains 2014-15 Annual Report

As discussed below, the Hong Kong MTR and San Francisco BART

are examples where density has been a goal to ensure the profitability,
or minimise the public subsidy in the case of the BART, of the rail
infrastructure. In the case of the BART, it effectively mandates higher
density development as a prerequisite for going ahead.

It follows that a pre-condition for construction of new rail lines should
be that the land in proximity to stations should allow high density
urban residential and commercial development. This density would
mean higher traffic volumes which make the transport infrastructure
more profitable. Lower subsidies would allow the government to lower
taxes or provide additional services. Either way, households in the city
would benefit.

From existing owners there can be considerable opposition to zoning
changes, but that should not negate flexibility in new developments.
For the above reasons, it can be argued that in areas around new
stations, the state government should impose a flexible commercial/
high/medium density zone in the first 1 km radius. That is, medium and
high density housing should be allowed in all areas within a 10 minute
walk of the station.
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6 LAND AND HOUSING PRICES AND

REGULATORY SUPPLY CONSTRAINTS

The discussion in the previous section highlights the impact of
regulatory supply constraints in making housing less affordable (than
it could be), as well as the impact on the profitability of the transport
network. Studies of the US and UK markets now provide compelling
evidence that regulatory supply constraints have had a significant
impact in lifting the cost of land and housing (Barker 2004, Glaeser and
Ward 2009). In a study of the impact of supply and demand factors on
prices in the UK, Hilber (2016) estimated that regulatory constraints on
supply contributed 35% to the cost of housing in the UK market. In the
Australian context, The Henry Tax Review, the Productivity Commission'?
and the Reserve Bank of Australia' have all identified supply constraints
as the principle issue that needs to be addressed.

Hilber (2016) identified the misalignment of costs and benefits
associated with new residential developments, generating strong
adverse incentives to permit residential developments. In the
Australian context, the position is very similar. LGs bear costs
associated with providing roads, public facilities and services that
new residential development requires and are also responsive to the
costs to existing residents (voters) in the immediate surroundings of
proposed developments. Conversely, the fiscal system imposed by
the state governments which caps their revenue, means that local
governments are not able to benefit from the increase in the size of
tax base associated with new residential developments they permit
within their boundaries. This misalignment of incentives results in less
development and, other things equal, higher housing prices.
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12 PC (2004, 2011).

13 See for example RBA (2003, 2014); Richards (2008).

14 HTR (2010), Section C2, page 247.

15 Mirlees et al. (2011).

16 Daley and Coates (2015).

17 Davidson (20009).

18 Mirlees et al. (2011, p. 370).

7 LAND TAX

7.1 THE ECONOMIC ARGUMENT

The Henry Tax Review strongly supported a land tax':

“Land has the potential to be an efficient tax base for the States
capable of delivering significant and sustainable revenues. Land
is an efficient tax base because it is immobile; unlike labour or
capital, it cannot move to escape tax. This means that economic
growth would be higher if governments raised more revenue
from land and less revenue from other tax bases. However, this
efficiency is harmed if there are significant exemptions from land
tax that encourage people to change how they use land.

Existing land taxes are narrow, which make them less efficient and
fair than they could be. Levying higher taxes on larger holdings
discourages investment in land by institutional investors in rental
housing. Since owner-occupied housing is exempt, land tax on
residential investment properties is probably passed through to
renters as higher rents.”

“Stamp duties on conveyances are inconsistent with the needs of

a modern tax system. Land tax needs to be reformed. Broadening
the base of land tax would provide a reliable and stable source of
revenue to State governments. Land tax rates should be based on
the value of a given property, so that the tax does not discriminate
between different owners or uses of land.”

In the economics arena, there is mostly strong support. Internationally,
the argument for a land tax has been made in the U.K. Mirlees Report',
headed by Nobel Laureate economist and foremost expert on tax,
James Mirlees. In Australia, in addition to the Henry Tax Review, most
think tanks, notably the Grattan Institute'®, support it and the NSW
Business Chamber/NSW Council of Social Services is an example of joint
business/social welfare lobby support.

However, agreement is not universal, with the Institute of Public
Affairs!” critical and making the point that the value of land is a function
of the labour and capital inputs which make the land productive. In
theory, of course, a valuer’s assessment of the unimproved value of
land should exclude this but, in practice, it is difficult to separate as
the quantity and quality of inputs that affect the market value of the
property. In that regard, it should be noted that a land tax needs to
be distinguished from a property tax. On this issue, James Mirlees
quoted William Vickrey, another Nobel Laureate'®: “The property tax
is, economically speaking, a combination of one of the worst taxes -
the part that is assessed on real estate improvements...and one of the
best taxes - the tax on land or site value.”
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7.2 PRESENT POSITION IN AUSTRALIA

7.2.1 STATE GOVERNMENTS

At present, state governments in Australia impose a tiered land tax on
properties other than owner-occupied properties.

In NSW, the State Government imposes a tax on land, but it only
applies to investor-owned residential dwellings and business
properties, and for these there is threshold of $482,000 with tiered
rates of 1.6% and 2%. The high base threshold and the exemption of
owner-occupied housing mean that only 11% of residential property
and 33% of business property are subject to the land tax. This generates
about $2.6bn in revenue and an average tax rate on this property of
1.6%.

One aspect of the high threshold is that when redevelopment of low
density housing to high density housing occurs, the lower land value per

dwelling means that investors can hold multiple dwellings and be exempt.

Potentially, redevelopment could mean lower land tax revenues.

7.2.2 LOCAL GOVERNMENT COUNCIL RATES

Local governments (LGs) collect revenue from all landowners based
on a fixed-dollar amount and an amount based on the value of the
property. There is no distinction between investor-owned and owner-
occupied residential properties but typically a higher rate is imposed
on business properties. In NSW, local government rates generate
$3.6bn in revenue, while state land taxes generate $2.5bn; see Table 3.
This equates to an average land tax of 0.2%. However, as highlighted
Figure 6, there is significant variation in this rate of land tax. In high
land value LG areas (LGAs) in Sydney, rates on residential land are

less than 0.1% of the land value but in low land value LGAs, rates are
about 0.5% of the land value. Figure 6 also shows a similar variation in
rates on business properties in Sydney. Within LGAs, LG land tax rates
would vary quite significantly reflecting the variation in value of land
within each LGA.
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Figure 6: Sydney Rates on

Sydney Rates on Business Land
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Sources: NSW Office of Local Government Comparative Statistics; NSW Valuer-General
Statistics on Median Land Values; Author’s own calculations.

As a percentage of Gross State Product, there has been a steady decline
in the tax generated from LG rates over the long term, while State land
tax revenues have also recently declined; see Figure 7. Both trends are
despite a significant rise in land values over the past 20 years. What
stands out is the increase in the relative importance of state stamp
duty revenues and the cyclicality of those stamp duty revenues.

Figure 7: NSW Taxes as % of Gross State Product
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Source: ABS 5506.0 - Taxation Revenue, Australia, 2014-15 Table 11; ABS 5204.0 -
Australian System of National Accounts, 2014-15 Table é1.
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The Productivity Commission (2011) noted that LG councils are relying
increasingly on annual, developer and user charges. The decline in
rates revenue in large part reflects the fiscal caps imposed by the
State Government on local government revenue and the Allan report
recommended the lifting of these fiscal caps to allow LGs to more
adequately fund infrastructure.”” Reinforcing the need for that, the
current capped system does not allow local government to capture
value from decisions to allow new development and higher density
which lift the value of land: a rise in value leads to offsetting lower land
tax rates. This reinforces the incentives of LGs to restrict development/
density, impose high up-front taxes and charges, and hence restrict the
supply and raise the cost of new housing

7.2.3 POTENTIAL CHANGES TO STATE
AND LOCAL GOVERNMENT TAXES

The revenue raising potential of land tax is considerable. Table 3
illustrates some combinations of tax rates and the potential revenue
that could be raised with an increase in land tax in New South Wales.
The benefit of this revenue stream is that it is on-going, whereas
transaction-based taxes and charges can be very intermittent.

In the case of NSW, bearing in mind the desirability of "aggregating”
the collection of LG and State land taxes/rates, if LG rates are taken as
a land tax equivalent, we observe in Table 3 that for business property
the total tax paid averages 1.1% of land value. But for those businesses
paying land tax, the average is more like 2.1%. For rental property, the
total tax paid is about 1.0% of land value and for those investors paying
land tax, the average is 1.8%. For owner-occupiers, the average is just
0.3% of land value.

That business and investors are subject to higher rates is similar to the
pattern in other jurisdictions; see the ACT and London Crossrail case
studies in the appendices. However, the exemption of small business
and small investors, and the total exemption of owner-occupiers,

are problematic if the objective is for the benefits of infrastructure
investments to be captured in an efficient way. A broad based land
tax with fewer exemptions should be the long term target.
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19 Allan et al (2006)

While there are strong arguments for using land tax as a replacement
for stamp duty, this does not negate the potential to hypothecate a

portion of land taxes as a funding source for new large scale transport

infrastructure as per the London Crossrail.

If a more broadly based land tax is to be introduced by state
governments, most taxpayers would be faced with a double land tax
liability. That suggests that it would desirable for coordination between
state and local government. On this point, the Henry Tax Review
recommended that payment of state and local government land tax
should be integrated and collected together. The Alberta (Canadian)
example provides a good model for this approach, as feature of which
is that its revenue is hypothecated to a specific purpose: education.

TABLE 3: SCENARIOS FOR INCREASES IN LAND TAX IN NSW

NSW
LAND NSW LG
LAND TOTAL
VALUE 1 o RATES o TOTAL
JULY 2015 TAX RATE (%) 14/15 RATE (%) | LT+LG %
$B 14/15 M $M
M
BUSINESS 155.0 796 0.51 929 0.62 1726 1.1
INVESTOR
RESIDENTIAL 243.8 1671 0.69 667 0.27 2337 0.96
DWNER-
OCCUPIER 731.5 0 0.00 2000 0.27 2000 0.27
RESIDENTIAL
TOTAL 1130.4 2467 0.22 3595 0.32 6062 0.54
STAMP DUTY 6045
TOTAL 12107
SCENARID | LT+LG : SCENARID . LT+LG ; SCENARID | LT +LG
1RATES M 2 RATES M 3 RATES M
BUSINESS 1.5 2325 1.5 2325 2.0 3100
INVESTOR
RESIDENTIAL 1.5 3658 1.5 3658 2.0 4877
DWNER-
OCCUPIER 0.5 3658 0.75 5487 0.75 5487
RESIDENTIAL
STAMP DUTY 3023 1511 0
TOTAL 12,663 12,981 13,464

Note: “Business” excludes the farm sector

Source: Sydney Trains 2014-15 Annual Report
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7.3 A SPECIAL ZONE LAND TAX OR The Henry Tax Review argued that stamp duties should be phased

SUPPLEMENTARY LAND TAX out and replaced with a land tax, as did the Mirlees Report in the UK.
A significant amount of the support for a widening of the land tax

In the specific transport infrastructure case, it was noted that the local is based on its increased revenues being used to phase out stamp

area around the new stations benefit and that this is reflected in higher duties. In Australia, the ACT Government is in the process of phasing

land prices. This idea has been used to specify a higher rate of land tax 24 See SA Tax Reform Paper February 2015~ OUt its stamp duty and replacing it with an increase in land taxes

in a zone identified as benefiting from the new infrastructure. Droduction/2015/02/10/onk n ek e e (see the ACT Case Study in Appendix 2), while the South Australian

REFORM_OVERVIEW_16_page_FINALpdf  Government has raised the option.?
At the point at which the higher tax rate applies, there would be

some distortion/inefficiency but if the supplement is not significant,
this efficiency cost is likely to be small. The state government could 9 CAPITAL GAINS TAX
hypothecate this as a source of income to provide a payment stream for

a portion of the debt required for the new rail line/stations. In that case,
there is a tendency to put a time limit on the supplementary tax. There
have been examples of this in the past, with residents in the vicinity of
the Sydney Harbour Bridge being charged a land tax of 0.2% for 15

Australia has a capital gains tax payable to the Commonwealth
Government which should capture a share of the gain accruing to

years.22 More recently, there is the example of the fixed-dollar charge 20 Neutze (1995) the owner of land. That is, to the extent that new infrastructure and/or
; idents in the vi . ity of the Gold Coast liaht rail 21 changes to zoning increase the value of land, this would translate into
or residents in the vicinity of the Go oast light rail. ot Infrastructure Australia (2012) 2 taxable capital gain.

There is a question why landowners in new towns should pay a higher
land taxes while landowners in the vicinity of established rail lines/stations
should face lower land taxes. To the extent that the higher land tax in

a new town increases government revenue and allows a lower general
land tax, which increases land values in established areas, there is an

Business is subject to capital gains at the company tax rate (30%)

and investors are subject to capital gains tax at a 50% of their marginal
tax rate - 28.5% for those on the top marginal tax rate. As these taxes
apply to the nominal capital and make no allowance for the impact

of inflation, the real effective tax rates payable by businesses and

inter-generational aspect to this.?? However, a specific levy or tax/rate 22 Assuming that the younger generation ) . i | )
. _ . is more represented in new developments, investors will be higher. In the case of businesses, when the income
surcharge in the vicinity of the new transport infrastructure, although which tends to be the case.

is paid to their owners by way of dividends, additional tax may be
payable if their marginal tax rates are higher.

However, there are significant exemptions to capital gains tax.
8 TRANSACTION TAXES - The major exemption is to owner-occupiers who hold 65% of the

not the most efficient means of value capture, remains a feasible option.

dwelling stock. For small business, there a number of exemptions to
STAMP DUTY the capital gains.tax, e.g. the 15-year exemption: “If your business.hlas
owned the premises for 15 years and you're 55 or over and are retiring,
or are permanently incapacitated, you won't have an assessable capital
25 See ATO website: https://www.ato.gov.au/Business/  gain when you sell.”?® These exemptions, particularly the exemption

H H H Small-business-entity-concessions/In-detail/CGT/CGT- . . oL
Where there is a strong economic case for a land tax, there is an equally concessions-for-small-business——overview/  [OF OWNer-occupiers, are a key reason that a significant amount of the
strong argument and support for the proposition that stamp duties on value uplift from rezoning and new transport infrastructure are tax free
the transfer of property are an inefficient tax. To quote the Henry Tax to the landowners.
Review:

“Stamp duties on the transfer of commercial and residential
land and buildings are a significant, though volatile, source

of State tax revenue. Stamp duties are poor taxes. As a tax on
transferring land, they discourage land from changing hands to
its most valuable use. Stamp duties are also an inequitable way
of taxing land and improvements, as the tax falls on those who
need to move.” 23 23 HTR (2010), Section C2, page 247.
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10 GOVERNMENT OWNERSHIP

AND DEVELOPMENT

When a government owns the land then it is clearly in a position to
directly capture any of the increase in value of land from its decisions to
build transport infrastructure and to change the zoning designation of
the land. The government can proceed as a developer or it can sell the
land and the rights to develop it to a private developer.

This is in essence the Hong Kong model.? For the Hong Kong
Government the sale of land for development has been a major source
of revenue. So when it builds transport infrastructure and the sells the
land, itis capturing the increased value of the land. In the Australian
context, a more limited example is Chatswood Rail Station in Sydney,

26 Leong, L. (2016)

where the State Government sold the rights to build in the air

. K 27 BITRE (2015)
space over the train station.?’

10.1 TRANSIT-ORIENTED DEVELOPMENT (TOD) -
HONG KONG MTR AND SAN FRANCISCO BART

To maximise the profitability of the public transport infrastructure, the
Hong Kong Mass Transit Railway (HKMTR) seeks to maximise the density
of development around the station.

The San Francisco Bay Area Rapid Transit (BART) district has significant
land acquired to build the network and stations, and its goals are to
maximise the value of that land and related to that “increase transit
ridership ...by... encouraging and supporting high quality transit-
oriented development within walking distance of BART stations...

and (thereby) ... improving the financial viability (profitability) of

The important distinction from HKMTR is that while the BART owns
land, largely it is seeking increased development of privately owned
land in the area around its stations which would have spill-overs to
the BART in terms of increased numbers of commuters and increased
value for the land which it owns. In reference to the construction of
new stations, the BART's objectives are to “ensure that transit-oriented
development opportunities are explicitly accounted for in acquisition
of new properties, location of new station sites and design and
construction of station facilities.” In essence, this is recognising the
connection between density and profitability of public transport.
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28 San Francisco BART Transit-Oriented
the BART operation.”? Development Policy (2005)

29 NSW Government (2014)
“A Plan for Growing Sydney”

10.2 THE AUSTRALIAN CONTEXT

In the Australian context, where land is owned by private interests, the
BART is a more relevant model than the Hong Kong model.

When a state government builds a new rail line, it will necessarily acquire
land to construct the line and stations along the line. Landowners can
agree to voluntary sale or the government can make a compulsory
acquisition of the land. In theory it could acquire large parcels of land
around the station sites which it could then rezone and capture the
capital gain. The distinction between the HKMTR and San Francisco
BART models is that in the former, the government acquires all land
whereas with the BART it is a more limited acquisition.

Emulating the Hong Kong model presents significant challenges in
the Australian context. In greenfield development sites where it is
farm land, the number of affected parties would be small. However, in
the construction of new lines/stations within existing urban areas, the
number of affected parties is necessarily large.

The BART model is not a model of the government acquiring land as in
the case of HK. Rather the BART's current strategy is recognition that its
profitability is a function of the degree of redevelopment and increased
density that is allowed to happen around its stations. In San Francisco,
the owner of the BART is also the local government with controls over
zoning and development, so there is a coincidence of interest/incentive
for development. In NSW, the State Government, as provider of the
tax-payer subsidy to public transport, clearly has an incentive to have
redevelopment happen. However, LGs, which are major players in the
development process, have no direct interest in the profitability of
public transport. To overcome this, changes to the fiscal incentives for
LGs are needed to more align them with those of the State Government.

It should be noted that the NSW Government's ‘A Plan for Growing
Sydney’ strategy?’ is very much embracing a ToD strategy. The issue
for state governments is that they need to successfully coordinate with
LGs which have competing incentives; see the Parramatta Case Study
in Appendix 5. LGs with land holdings have been actively “capturing
value” by optimising the value of that land; the Parramatta Case Study
highlights this.
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11 DEVELOPMENT CONTRIBUTIONS

(IMPACT FEES)

State and local governments impose a range of impact fees which are
the equivalent a fixed amount per unit of land.

Public infrastructure is necessary for new greenfield sites to be
developed. In the 1950s and 1960s, capital-constrained public
infrastructure businesses were unable to keep up with the demand
generated by the post-World War 2 baby boom and immigration.

A shortage of developed land was the result. The shortfall pushed up
the value of land, which allowed developers to make developer capital
contributions to fund the construction of the necessary infrastructure
(Neutze 1972). This was not unique to Australia, with impact fees
emerging as a widespread means of financing infrastructure.

Brueckner (1997) has argued that there is an economic rationale
for ‘impact fees’. The purpose is to offset the negative effects
(externalities) of new development. In the case of greenfield
development at the urban fringe, ‘urban sprawl’ is seen a negative
externality. The Henry Tax Review expressed it in terms of it being
a user charge “for the construction of infrastructure that would be
avoidable (that is, not needed) if the development did not proceed.
By levying infrastructure charges that reflect these costs, State and
local governments provide signals to develop housing in ways and
places of greatest value.”3°

In parts of Sydney the geography makes the provision of public
development expensive, so there is a clear logic to a development
charge which encourages development in those areas where the cost
of provision of public infrastructure is lower.

In practice, impact fees have been set for a whole range of objectives
unrelated to the cost of infrastructure. As such “it acts like a tax and
can discourage development. This is more likely to occur where the
size of the charge is not set relative to the cost of infrastructure but
the developer’s capacity to pay. In these cases, the charges may
attempt to capture part of the increase in value resulting from the
provision of infrastructure or from changes in zoning, that is, to impose
a betterment tax. However, the benefit to the developer is difficult to
determine, and attempting to set charges on this basis can lead to
negotiations that are protracted and non-transparent. This can slow
down development processes and result in payments that are not
effective as prices for infrastructure. In general, infrastructure charges
will operate more effectively if they are set to reflect the cost of
infrastructure, not to tax the profit of development.”?

The Parramatta LG provides an example of impact fees which are not
related to the infrastructure costs of actual developments. Instead, the
impact fees have been set based on the infrastructure needed to “make
Parramatta Australia’s next great city” (see Appendix 5).
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30 HTR 2006 Section E4-5 page 423

31 HTR 2006 Section E4-5 page 424

11.1 THE EFFECT OF DEVELOPMENT
CONTRIBUTIONS (IMPACT FEES) ON DEVELOPMENT

One of the issues is the notion that impact fees have no bearing on the
cost of land. Consider the impact on a new rail line/town of a fixed dollar
impact fee charged for the redevelopment of all areas from low density
to high density urban use; see Figure 8.
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In the case where the LG does not restrict high density development
but imposes an impact fee for all rezoning, the impact fees would add
to the cost of conversion of land from low to high density. In Figure 8,
this development contribution pushes total cost up to the black line
which now intersects the red line (value of the land) further to the left.
This tells us that its effect would be to reduce the amount of low density
residential land which can be converted to high density. That is, the
value of land which would otherwise be converted to high density
use will be lower and hence the land tax revenue will be lower. For
government there is trade-off between a one-off impact fee and the
present value of a stream of increased land tax revenue.

In the case where the LG restricts the amount of high density
development allowed and the value of selected land that receives a
permit is correspondingly higher, the impact fee adds to the cost of
conversion and reduces the amount of land which can be converted
to higher density use. For the areas where it is profitable for conversion,
the impact fee reduces the amount that developers are prepared to
pay the landowner.
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Compared with the case where high density is allowed subject to an
impactfee, there is a larger trade-off in terms of foregone land tax.
Land tax on the selected land is higher but with significantly more land
staying in a lower value use, land tax revenue would be lower.

From an overall government perspective, there is a revenue benefitin
allowing the land to be redeveloped to a higher use. But the different
incentives in play for LGs versus the state government can mean that a
sub-optimal outcome can occur.

12 BETTERMENT TAX

(INDIRECT CAPITAL GAINS TAX]

The idea behind betterment taxes or planning gain supplement

is essentially an indirect capital gains tax. In the case where new
infrastructure increases the value of land and rezoning to higher density
is the logical next step, the value of land will rise and the land-owner will
be the beneficiary. A capital gains tax applied to the landowner would
then be an obvious method of “value sharing” and, as discussed above,
that does apply to landowners where those landowners are investors

or companies. However, owner-occupiers are currently exempt from
capital gains tax.

There is a long history of betterment taxes, or more correctly a long
history of failure. In Australia there was betterment levy in Sydney briefly.3?
In the UK, there have been four attempts by governments to tax the gains
from zoning changes; in 1947, 1967, 1973 and 1976.% One factor in their
demise was almost certainly the high rates levied: 100%, 110%, 52-82%
and 80%. The other factor was the failure to understand that developers
are intermediaries between landowners and new house owners, and

that landowners are not required to sell. The betterment tax is a tax on
transactions - it can be avoided by not transacting. In each case, the
imposition of the betterment tax led to a significant fall in development
which then led to upward pressure on land and house prices.
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32 Been (2005) and Neutze (1995, 1997).

33 UK House of Commons (2006, p. 6).

34 UK House of Commons (2006) considered this
recommendation from the Barker Review (2004)

35 UK House of Commons (2006), Table 2, page 22.

36 Thomas, D. “Roof tax’ U-turn as planning gain is
scrapped’ Financial Times, 9 October, 2007
http://www.ft.com/cms/s/0/9f31cc56-768f-11dc-ad83-
0000779fd2ac.html?siteedition=intl#axzz4H2CyK9LB

12.1 THE SIMPLE CONCEPT

A number of LG councils in NSW have proposed using a planning gain
supplement (PGS), or betterments tax, based on the following formula [1]:

PGS = (Vy —V,).1 []

where V; is the value of the land in its current/original use (zoned low
density or farm), Vy is its value after being given planning approval
for urban or higher density urban use, and T is the tax rate. A 50%
betterment tax is illustrated in Figure 9.

The assumption with this tax is that the value uplift which we saw in

Figure 3 is all economic rent to the landowner. However, the betterment
tax is imposed on the developer who is an intermediary between the
landowner and the new buyers of the land when the land is redeveloped
to higher use. There is a cost to the developer in creating this value uplift.
If those costs are not taken into account we have the situation in Figure 10
where the tax makes it uneconomic for developers.

The most recent (now abandoned) UK proposal** was based on formula
[2] and appeared to recognise the various costs Cp to the developer:

PGS = (VH_CD - VL).T [2]

In the case of established urban areas, there are structures on the land
which have a value and which landowners will need to be compensated
for if they are to be willing to move. To that can be added the cost of
moving and the landowner’s entitlement to some portion of value
capture. The UK model also took account of the expected costs of
developing the land, including remediation costs, and any payments
(e.g. impact/permit fees) paid by developers to local government and
financing and also made provision for the developer’s profit.®

The inherent weakness in this was putting values on all these variables
that all parties could agree on. It would appear that the potential for
conflict, for uncertainty, and inevitably enduring litigation led to the UK
again abandoning the idea.® The other weakness, if all costs are allowed
for, is that there would be less incentive, as in the case of an upfront
development fee, for developers to pass down the betterment tax to the
landowners.
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Price Figure 9: Planning Gain Tax with a New Station
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12.2 RECENT DEVELOPMENTS AND WHY
BETTERMENT TAXES FAIL

As discussed in the previous section, after the UK again looked at the
option of a betterment tax, this time at a 20% rate, the idea was quietly
dropped. The Henry Tax Review considered the idea but for similar
reasons as in the UK, rejected it:¥’

“In concept, betterment taxes are attractive since they aim to
tax the economic rent from land rezoning that would otherwise
accrue to the landowner. However, in practice, betterment taxes
can increase the uncertainty associated with land development.
To operate effectively, betterment taxes need to isolate the
increase in value attributable to the zoning decision or the
building of infrastructure from general land price increases at
the local level.

This is often difficult since the value of land will move in anticipation of

a change in rezoning. Sometimes this can occur many years before the
rezoning. Betterment taxes may be applied on an ad hoc basis and the
rate of the betterment tax is sometimes left to discussions between
developers and government as part of the planning approval processes,
rather than being set in a transparent manner.

Betterment taxation can involve lengthy disputes as, by setting the

tax conditions, the dispute is really about how to share the economic
rent. Additionally, having a betterment tax in place may encourage
governments to create economic rent through additional zoning
restrictions or delays in land release, in order to raise more revenue.
Where zoning is used in such a manner, it is likely to stop land being
devoted to its most productive use, at least in the short run. A land tax
applied to all types of land is likely to encourage governments to allow
land to be used for its most productive use as this will increase the value
of the land (and hence increase the revenue raised from land tax).”
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37 HTR (2010), Box E4-2 page 424

12.3 THE SYDNEY PROPERTY BOOM AND
BETTERMENT TAXES

The latest boom in the Sydney housing market and in particular in the unit
market, has seen the idea of a betterment tax once again re-surface. In
the case of Parramatta (Appendix 5), the betterment tax being proposed
for all development outside the CBD area is based on formula [1], with

no reference to allowances for costs, except for the State Infrastructure
Contribution (SIC) proposed for redevelopment in the vicinity of the
proposed Parramatta light rail

As indicated, in concept the idea is simple. In practice, however it is far
from simple. As outlined in Appendix 4, the degree of difficulty rises in
the situation where landowners own low density housing. In this case the
developer needs to encourage a group of owners to “willingly” sell. In the
case of greenfield property at the urban fringe, the capital investment

is a small part of the value. In established urban markets the value of the
structure can be substantial. In addition, owners will wish at a minimum
to be compensated for the cost of moving. Without some premium over
cost, which has them taking a further share of the gain, on what basis
would they willingly sell? For the developer, most of the profit margin

on the development needs to come from the land component, so if
developers' are squeezed by both landowners and governments, it is not
hard to see why development might be diminished.
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12.4 STATE DEVELOPMENT CONTRIBUTION AS
SECOND BEST VALUE CAPTURE

When the UK abandoned the betterment tax it adopted a system of
development taxes. These are taxes in the sense that they are not a user
charge but are explicitly imposed to require developers to pass back

the tax to landowners. That is, to take a share of the value uplift. In the
absence of a capital gains tax on landowners, an upfront and transparent
developer tax on the area around new transport infrastructure will be
more efficient than the quantitative restrictions imposed on development
(see the discussion in Appendix 1). It needs to be recognised that there
will be some trade-off between revenues and housing costs but, if the
restrictions on increased density are substantially liberalised, housing
costs can also be lower.
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13 CONCLUSIONS AND OPTIONS

FOR REFORM

The most efficient way of capturing value from new infrastructure-
induced land price uplift is for the states to broaden the land tax
base. The revenue stream from an increase in land taxes can support
borrowing which can finance and maintain new public infrastructure.
There is also an argument for using increased land tax revenues to
replace stamp duties.

As a second best measure, state government levies (such as State
Infrastructure Contributions) on the specific geographic beneficiaries of
new transport infrastructure, might be considered.

The viability of investment in new transport infrastructure - funded and
operated by state government - depends on density for commuter
volumes. But LGs have every different and competing incentives. Hence,
there is strong case for the current rate capping of LGs to be removed
to allow LGs to benefit from increased development (and density).
There is also the need to address the incentive for LGs to rely on impact
(developer) fees and betterment taxes.

There is an argument for impact fees as a form of up-front user charge
for infrastructure needs generated by new developments. But it needs
to be recognised that these impact fees do lead to higher housing costs.
In the case of betterment taxes, there is a long history of failure. The risk
is that development will become uneconomic and that the outcome will
be higher housing costs.
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ADVANTAGES OF AN IMPACT FEE

(DEVELOPMENT CHARGE) WITH LESS

RESTRICTIVE ZONING

A general proposition in economics is that price signals are better than
quantitative controls. In the housing market, governments have used
quantitative controls to contain the outward expansion of cities ‘urban
sprawl’ and the upward movement of cities (density in old, inner areas
and around transport nodes).

With the government exploring the appropriate taxing models, it

is worth outlining the merits of a more competitive market for land.
The current system has a significant proportion of land zoned at its
preferred use of 50 years ago. Since then the population has increased

significantly and the structure of the economy has changed and optimal

use of land has changed substantially. Increased populations require
that urban areas need to expand up (denser) and out. The default
position has been and is the status quo, with the cost of changing the
urban structure rising and this restricted supply the most significant
factor in pushing up land and housing prices.

1.1 URBAN GROWTH BOUNDARIES (UGBS) OR
RESTRICTIONS ON URBAN GROWTH

In the 1950s, UGBs were introduced. They restricted the conversion
of land zoned rural into land zoned for low density urban use. If the
objective is some absolute maximum size, to literally stop any “urban
sprawl”, then implicitly the UGB achieves that. In the face of increased
population pressures, it enforces higher density (and higher rents and
prices). If rather the objective is to put an appropriate price on “urban
sprawl”, then a development charge which reflects that cost does that
more efficiently and with less impact on rents and prices

Figure 12 indicates the impact of an urban growth boundary on the
price of land. As population grows, the UGB becomes more binding or
restrictive, and the population competes for the land within the urban
boundary pushing it higher than otherwise. It also creates a significant
potential for capital gain if any particular parcel of land is ‘selected’

for release for urban use. In Figure 12, this land has a much higher
value than that land would have in the absence of restrictions. The
capital gain potential if land selected can lead to significant (wasted)
resources going into the effort to get the land rezoned. A related point
is that when there is unexpected demand surge, supply is less able to
respond. So we see significant rises in price. Then the government has
to decide whether to release/not release more land. If it adds supply
corresponding to the increase in demand, the price will then fall.
Governments have proved reluctant to do this, so providing a floor to
prices which keeps ratcheting up over time.
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The other key facet of the restrictions imposed by the UGBs is that it
makes the market less competitive. With a restricted quantity of land,
and high entry cost, there are few players. It is more characterised by
an oligopoly. As with the constraints on density discussed below, a
substantial amount of the surplus will be absorbed by expenditure by
landowners and/or developers in the lengthy development process
required to secure development approval.

Figure 13 illustrates the alternative approach with a development tax.
The tax means that the cost of converting land to urban use is higher
and the higher price of land means that households will chose to have
smaller blocks of land leading to less expansion of the urban area (less
urban sprawl). Relative to the quantitative restriction (UGBs), the rise in
price of land is less which translates to lower prices across the whole
urban area. The other positive aspects are that the government captures
more tax and there is less wasted effort. In short, it is more efficient and
favourable for housing affordability.
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1.2 FLOOR AREA RATIO (FAR)
CONSTRAINT ON DENSITY

While UGBs are designed to constrain the expansion of cities, there
are a number of measures which work to constrain (increases) density.
Typically these apply to inner city areas where we expect to observe
denser use of land but would also apply to areas around transport
nodes such as train stations.

The impact of these was discussed earlier (section 5.2) and in Kulish
et al (2012). If we have a FAR which allows only low density housing
(maximum floor area per unit of land) and this becomes binding, it
means that fewer households can live in the inner area and more must
live in the outer area. The impact on the value of land in the inner area
is equivalent to the effect of an increase in population for a city. This
was illustrated above in Figure 5 and the analysis here is the same as
for Figure 12 with respect to UGBs at the urban fringe. That is land is
more expensive than in the absence of the density constraints. Kulish
et al (2012) estimates that FAR (density) restrictions will increase the
value of land selected for development by 260% relative to its value
in the absence of any controls. The study also noted that a substantial
proportion of that “added value” will be absorbed by expenditure by
developers in lengthy development approval process.

In respect of a development tax on inner urban areas in lieu of
quantitative controls, the analysis is the same as for the urban fringe
(Figures 13 versus 12). A tax would lead to a lower price of land, more tax
revenue, and less wasted resources. It would lead to more development
and importantly it would lead to more affordable housing.

38 ACT Budget 2016/17 Taxation Reform
http://apps.treasury.act.gov.au/budget/
budget-2016-2017/fact-sheets/tax-reform-general-rates

39 See article
http://www.afr.com/opinion/columnists/act-land-
tax-might-please-economists-but-its-expensive-for-
everyone-else-20150604-ghh8qa

STAMP DUTY TO LAND TAX

2 ACT GOVERNMENT SWITCH FROM

The current tax arrangements in the ACT include a land tax on rented
residential property of 1.2-1.5% of the value of the land and 3-3.9%
on business property (Table 4 below). As tends to be the case in most
jurisdictions, these rates are significantly higher than in the case of
owner-occupied residential property where the rates are 0.3-0.4%.

In 2012/13 the ACT Government announced and commenced a change
in the tax mix which over 20 years would see stamp duty on property
phased out and the revenue loss made up by an increase in rates/

land tax. It has published estimates of the decline in stamp duty to
2021/22but in respect of the increase in land taxes has indicated that
for residential properties these will rise by 4.5% in 2016/17 and then

on average by 7% per annum over the period to 2021/22.3¢ The ACT
Government also controls the land market in Canberra and that control
of supply influences the value of land. That means that it has an incentive
to constrain supply which would lift the land tax base and hence
revenues and lessen the need to increase the actual rates.

The ACT Government combines both state and local government
responsibilities which gives it some advantages relative to the states
where there is a division between State and local government. The
different politics in Canberra may explain the front-running on this tax
reform by the ACT Government.*

TABLE 4: ACT RATES/LAND TAX SCHEDULE 2015/16 FOR INDICATIVE LAND VALUES

OWNER-OCCUPIER RESIDENTIAL INVESTOR RESIDENTIAL BUSINESS PROPERTY
LAND VALUE
) $oop 300 400 800 300 - 400 800 300 400 800
FIXED
cuameers) 730 730 730 730 730 730 2130 2130 2130
RATES(S) 990 1453 3553 990 1453 3553
FESLEVY(S) 196 196 196 19 1% 196 2032 2831 6027
LAND TAX
) 0 0 0 2682 3912 8832 8857 | 13292 31027
T Ax(s) 99 1453 3553 3673 5366 12386 8858 13292 31027
% UIv 033 036 044 122 134 1.55 295 332 388
TOTAL
INCL.FIXED 1720 2183 ~ 4283 4403 6096 13116 10988 15422 33157
CHARGE
% uIv 057 055 = 054 147 152 164 366 | 386 414
TOTREGNCE 1916 2379 4479 4599 6292 13312 . 13020 18253 39184
% UiV 064 059 056 153 157 166 434 456 490

Source: http://www.revenue.act.gov.au/duties-and-taxes/calculators/rates,-fesl-and-land-tax-2015-16

Urban Taskforce Urban Taskforce

AUSTRALIA AUSTRALIA




3 CASE STUDY:
LONDON CROSS RAIL FUNDING

There are two major new rail projects (Crossrail 1 and 2) in London for
which external funding has been sought. The PwC report*® highlights
the following established sources:

o a Business Rates Supplement (BRS). This is a levy of 2% which
applies to non-residential property in the Greater London Area
with a rateable annual rental (income) value*' of more than GBP
55,000. Only 20% of non-residential properties are liable for the
levy because of the high threshold. The BRS is in addition to a
normal business rate of 48.2% on properties with rental value
above GBP 55,000 and 47.1% on (small) businesses below that
threshold. The BRS is generating steady income of about GBP
220mn per annum and is expected to generate revenue of GBP
8.1bn to fund interest and principal repayments on GBP 4.1bn
of capital for the Crossrail 1 project, with the loan fully repaid by
2033.

o funds from the Mayoral Community Infrastructure Levy (Mayoral
CIL). The CIL is a compulsory development levy applied per
m? of floor area which has ‘stated’ purpose of paying for costs
imposed by the new development or (in the case of Greater
London Council’'s Mayoral CIL) for ‘large scale transport
infrastructure’. The Mayoral CIL rates in Greater London are
applied on a zonal basis, with rates of GBP 20, GBP 35 and GBP
50 per m? applying to the three zones. These are in addition to
Borough CIL levies which range from GBP48-383 per m? #2 CIL
rates are indexed to a construction cost index;

o s106 'negotiated’ levies are charged on new developmentin
'high value’ central London areas at rates of GBP 61(hotels),
GBP 35 (retail) and GBP 50 (offices) per m? (these are in lieu of
CIL). These are in effect higher Mayoral CIL rates for these area
and, reflecting this, one proposal has these being incorporated
into the Mayoral CIL schedule; and

o sale of land purchased for site access to the
project on completion.
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40 PWC (2014) Crossrail 2 Funding
and Financing Study

41 Rateable value is an annual rental value (would
receive, if rented) that is assessed by the Valuation Office
agency (VOA). If that is if rental value is 6% of the value
of the property, then the BRS is 2.9% of the property
value and the Mayoral CIL is 0.12% of property value.

In terms of land value, the rates would be higher.

42 PWC (2014) page 31 Figure 5.3

43 PwC (2014) page 39

44 Transport for London budget for 2016/17, page 68.
Downloaded 1 August 2016 from http://content.tfl.gov.
uk/tfl-budget-2016-17-and-business-plan.pdf

45 TIF, of which IBRI is a variant, has been used
extensively for a wide range of infrastructure projects
internationally. A TIF is created by the generation of
additional tax revenues based on an increase in the tax
base, not an increase in the tax rate or a new tax. A TIF
is collected within the area directly affected by the new
infrastructure which is the catalyst for the increase in
the tax base.

RELATIVE CONTRIBUTIONS

The BRS is generating significantly more revenue than the development
levies and is a more stable source of funding. The PwC report noted that
Mayoral CIL revenues (incl. s106) would provide 5.8% of capital funding

for Crossrail 2, while the BRS would raise 15.2% and the resale of property
would raise 1.9%. Operating revenues of Crossrail 2 were expected to fund
another 20%, giving an aggregate ‘local’ funding of 42.5%, against a stated
objective of 50%.

A LEVY ON RESIDENTIAL PROPERTY?

The Greater London Council has the power to levy a CIL on all residential
property for a specific purpose (e.g. Crossrail) and for a specified period
under the same provisions as the Olympic Games levy of GBP 8 per annum
per household (indexed to CPI). The Olympic levy runs to 2017 - if it were
extended beyond then to fund the Crossrail 2 it would raise equivalent to
1.5% of the Crossrail 2 funding requirement (ie. not much). PWC argued that
while residents in the actual corridor would benefit, the enhancement to
the whole rail network would benefit commuters in all areas.** Nonetheless,
a fixed rate levy does not reflect the benefit to property values of Crossrail

1 or 2. PWC noted significant political resistance to a charge on households
(residential property).

USER PAYS

London Rail long term budget assumes fares rise by 1% per annum in real
terms to 2021, and 0.5% in real terms thereafter. PWC proposes that from
2030-34, the real increase be 1.5% per annum for four years. Given price
elasticity of -0.25% per 1% rise, this would add a net 0.75% per annum to
net revenue, or 3% in real terms to revenue base from 2034. (This would
only be a small contributor to funding. However, reflecting London’s density
fares actually pay for 75% of the operating cost of the London Rail* - well
above the 33% rate for Sydney rail.)

STATION ZONE VALUE CAPTURE

This does not entail any increase in the tax rate but involves
'hypothecating’ the increase in revenue as the existing tax base rises
(due to higher value of land/property) in response to new investment
in transport infrastructure. This is also referred to as tax increment
financing (TIF).%

Given that business properties are the principal source of revenue, PWC
considered hypothecating incremental growth in business rate income
(IBRC) within station zones.

In the case of London, the Business Rate Income (BRI) tax on property
rental value is split between three levels of Government (borough (local)
20%; GLA 30%; national 50%). An IBRC would entail the GLA (owner of
Crossrail) receiving a higher share and PwC seemed to think this would be
problematic.
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COMMENT

The Crossrail project highlights the relative role that a property tax can
play in providing a source for financing transport infrastructure. That is,
despite the fact that the tax supplement (BRS) was applied only to large
non-residential properties, it was expected to generate significantly
more than levies on development. While clearly desirable, politics seem
to dictate against a BRS applying equally to all business (non-residential)
property, and more so to property tax supplement being applied to
residential property.

More generally, the business property tax in London highlights that
such a tax can be coordinated across tiers of government - in this

case, the income is split across local, London (equivalent to State) and
national governments. With three levels of government competing,
hypothecating a portion to funding a transport project owned by one (in
this case GLA) becomes problematic.

In terms of development contributions, the GLC collects a development
levy (Mayoral CIL) which is additive to local (borough) development levies
(CILs) which are (akin to NSW 594 levies) an upfront user charge related
to infrastructure costs imposed by the new development. These local CIL
levies are fixed dollar amounts per area of floor space and the amount of
the levies varies significantly across London, the variation reflecting the
value of property in the area (ie higher in more valuable locations). The
mayoral CIL is applied at different rates across four zones within Greater
London, again reflecting the value of property in the four zones.

The PwC report considered the potential to increase the development
levies. It did not more broadly discuss the impact of development levies
on the level of development or on land costs/prices but simply noted
that setting Mayoral CIL rates at a level to achieve a more substantial
contribution could be a challenge: “applying even a very low Mayoral
CIL rate will make certain marginal developments unviable; there is a
risk that, by setting a rate too high, a significant number of development
proposals may be made unviable, damaging economic growth in
London to an unacceptable degree.”¢
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4 LANDOWNERS, DEVELOPERS AND

46 PWC(2014) page 30

GOVERNMENT - AND CASTLE HILL

In this Appendix we look at the main players in the development process
and, in that context, we look at some aspects of the recent case of Castle
Hill in the Hills LG area. One of the new stations on the new Northwest
(NW) Metro line is being built at Castle Hill and this is seeing the start of
a significant redevelopment of low density housing in the vicinity of the
station into higher density housing.

A general point to make about the current market (see Figure 14) is that
the period 2011-15 (the decision to build the NW Metro was announced
in 2011) has been a period when the residential housing market has
shown significant appreciation in house and land values. The Hills LG
area has seen the median house price rise by 58% in real terms (72% in
nominal dollars). This is a steeper rise than observed in neighbouring
Hornsby LG area (47% real) and across the Sydney market (40% real).
However, it is worth reflecting that in the period 2003-11, in real terms
The Hills market was down 4% in real terms and nominal inflation of
house prices was just 15%.

This steep rise in the median house price would likely have seen land
values rise significantly more - approximately doubling in nominal terms
- as the value of the structure would move in line with costs and itis land
value which accounts for the variation in prices.

Figure 14: Median House Prices 1991-2015 in Real Terms:
3000 2013/14 The Hills, Hornsby LGAs and All Sydney
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4.7 PLAYERS IN THE DEVELOPMENT PROCESS

There are four key players in the development process:

o Original land owners

° Developers (intermediaries)
° Government (LG and State)
o End buyers

There is also fifth player. This is agents who have taken on the role

of organising individual landowners into groups with an aggregate
landholding which is then put out to tender to the highest bid by
developers. This specialist aggregation task is one which developers
also undertake.

42 GOVERNMENTS

Governments extract a range of taxes and charges on development:

° State Government extracts infrastructure charges (SICs) in
the case of greenfield sites and potentially in the case of
developments in the vicinity of new transport infrastructure (e.g.
SIC proposed for Parramatta light rail)

o State Governments collect stamp duty on the sale of property
by land owners to developers, on the new properties those
land owners move to, and the sale of the developed property
to new owners.

o State Governments also potentially benefit from increased land
tax when the value of land rises, although current exemptions
mean that this benefit does not necessarily materialise or land
tax could actually fall. In Table 5 below, we can see that the value
of land per strata unit is significantly less than for detached
dwellings, so that under the current land tax regime, increased
density (more strata units with lower value of land) might see
less land tax revenue.

o The Commonwealth Government collects GST on the value-
added by developers. It also collects capital gains from those
landowners (investors and companies) subject to capital gains
tax. The significant omission here is owner-occupiers who are
exempt from capital gains tax.

o Local Government collects development charges, e.g. s94
development contributions in NSW. These are a form of up-front
user charge related to infrastructure required by new dwellings.
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o Local Government also use Voluntary Planning Agreements
(VPAs), the value of which is negotiated between developer and
LG, to in effect extract additional development contributions
on new developments. These are taxes to the extent that
they are not necessarily related to any cost imposed by the
new dwellings. These taxes rely on LGs power over density of
development allowed on land. As per Parramatta (see below),
these taxes can be a fixed dollar amount per new dwelling or
per unit of space, or a proportion of value uplift.

4.3 DEVELOPERS

The developer is the intermediary between original land owners and
new land owners (buyers of strata units). Developers need to estimate
the following:

o The price they are likely to receive for the land when it is
redeveloped to a higher use, being contingent on:

o the density allowed which is subject to LG approval;

o market conditions (demand) which can be highly
variable; and

o the quantity of new developments being developed
(market supply pipeline) and related to that the quantity
of development being approved by (Local and State)
governments.

o Density. There will be a degree of uncertainty about the
amount of density that will be approved by the LG. Also with
additional density there will be diminishing marginal value (at
any point there is an optimal density and higher density might
see value actually fall)

o Taxes and Development Charges payable to State and Local
Government. With stamp duty, capital gains, GST and s%4
charges, there is a degree of certainty but with VPAs there is a
degree of uncertainty.

o The cost of constructing the units. There can be a degree of
certainty about this but there is also a degree of cyclicality
which implies some risk, e.g. in a booming market the cost
of construction can rise quite sharply as developers/builders
compete for resources

o Developers need a margin to cover their cost of capital.
Given the risks involved, the cost of capital for the
development industry is higher than for less risky industries.

All these factors feed into the price that developers are prepared
to offer landowners.
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4.4 LANDOWNERS

To agree to sell, developers need to offer:

1) Value of the property (land and improvements) in current low
density use
a. Value of the land;
b. Value of the improvements will be the value of the

existing structure but also landscaping and other
improvements added over time. While the structure
will have depreciated, the value which different owners
attach to an established structure can vary.

2) Monetary compensation for the cost of moving to an
equivalent property; plus

3) A premium to induce the land owner to sell. As land owners
will be aware of the value of the land in a higher use, this will
influence their expectations of the minimum premium they
would accept to sell willingly.

In respect of compensation for moving, the HTR (2010) estimated this

at about 8% of the value of the property, with stamp duty accounting

for about half that.#” The buyer pays the stamp duty but the landowner
needs to buy another property, the purchase of which will incur stamp
duty. In the case where the landowner is intending to move anyway, that
is fine. But, if a landowner values living in the locality because of the social
networks built up or other reasons such as children attending a nearby
school, then there will be other costs to moving which also have a value.

As discussed above, the price that developers are prepared to offer
landowners takes into account the price they expect to receive when the
property is redeveloped less expected expenses which includes taxes
and development contributions. So, it follows that taxes and development
contributions will reduce the amount that developers are prepared to
offer land owners. But, if that offer price falls below some minimum price,
the transaction does not happen as landowners do not need to sell. That
is, if governments seek to extract all (or too much) of the value added,
development will not happen.

The question which is difficult to judge is what that ‘minimum price’ is
which will allow redevelopment to happen.
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47 HTR (2010) Section C2-3, Table C2-1. Stamp duty
was 3.7% of the value of the property and other moving
expenses 3.9%. While direct sale to developer might take
out real estate fees (2% or about half of other moving
costs) if landowners use agents to act on their behalf,
these fees might be substantially higher.

48 HTR (2010) Section C2, page 267

If we look at Table 5 for some streets in Castle Hill, we see that Garthowen
A landowners received a price which was more than double their value as
low density housing in the absence of a new station, although precisely
what the latter value is difficult to estimate. Regardless, it is clear that
landowners in the right place at the right time have done very well. If a
capital gains tax were in place, a portion of this gain would have accrued
to government.

LANDOWNER INCENTIVES AND RATES AND TAXES

The Henry Tax Review (2010) argued that for a land tax to be efficient,
"land tax valuations need to reflect the ‘highest and best’ use of the land
-thatis, its current market value - rather than its value in its current use.”8
The reason for this is that if, for example, land near a station is valued as
low density when its best use is higher density units, the landowner will
pay land tax and LG rates which do not reflects its value. With highest and
best value, the State Government, as owner of the new rail station which
has created the value, would receive some value even if development
does not occur.

This issue is highlighted in Table 5. The sale price received for the
Garthowen properties indicates that market value of the land is many
multiple higher than the valuation given to the land. On sale price alone
(excluding other costs which are part of the value add), the value per m?
is $4,620, almost four times its valuation for 2015 of $1,252. Similarly if
we look at the existing medium density strata properties in Garthowen,
despite its density being five times that of other land, the value per m?
in 2011 was just 60% higher. In 2015, its value was lower, perhaps in part
reflecting the difficulty of re-developing an existing medium density
property with multiple owners into higher density use.

4.5 WHY DO BENEFIT TAXES OBSTRUCT
DEVELOPMENT?

The chief beneficiary of value upliftis the landowner. If a capital gains tax
applied then governments would naturally capture a portion of the gain
made by landowners.

Developers are intermediaries. When a benefit tax is applied to
developers, it is an indirect tax on landowners from whom the developer
acquired the land, and on the buyers of the developed property.

One assumption is that the developer simply pays the landowner a lower
price but as discussed above, land owners are not required to sell. They
need to receive some minimum amount if they are to be induced to sell.
If too low, development does not happen.
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Another assumption made is that developers can simply pass on any
increase in taxes to buyers. It is a competitive market and, while in boom
times it may appear otherwise, developers are price takers in terms of
what they can ask for from end buyers.

Itis also the case that the developer’s margin primarily comes out of the
value of the land. If the government and landowner seek to extract too
much and the market is constraining what developers can receive from
buyers, leaving an inadequate return for developers, then development
will not proceed.

TABLE 5: CASTLE HILL HOUSE AND LAND VALUES, 2011-15

49 http://www.transport.nsw.gov.au/parramatta-light-
rail/preferred-network

50 Parramatta Council (27 June, 2016)

HOUSE PRICES §°000 - NOMINAL
PRICES
2011 | 2015 | % CHANGE .
THE HILLS LGA 682 175 72.2
HORNSBY 754 1209 60.3
PARRAMATTA 552 930 68.3
ALL SYDNEY 682 1037 51.9
: LAND VALUE $'000 :
2011 | 2015 9% CHANGE |
LOW DENSITY
(R2) 406 680 67.5
HTquEs MEDIIM 337 491 45.7
Lg DENSITY (R3) :
HIGH DENSITY 330 667 1020
(R4) )
: { LAND VALUE $’000 PER DWELLING | LAND VALUE $ PER M? :
CASTLE HILL - GROUPS OF
HOUSES (R3) 20m 2015 o, CHANGE = 2071 2015
GARTHOWEN A - 423 1106 161 478 1252
DEVELOPMENT PROPOSAL
GARTHOWEN B - NO 426 1147 169 486 1260
PROPDSAL
GARTHOWEN EXISTING 126 13 40 491 167
STRATA

PROPERTY VALUE $'000 PER LAND VALUE § PER M2

DWELLING
IN BURZTJ?:T USE . bRICE PAID | BASED ON SALE PRICE
GARTHOWEN A - 1246 - 1604 4100 4626
DEVELOPMENT PROPOSAL ;
GARTHOWEN B - NO
1314 - 1672 n.a. n.a.

PROPOSAL

Garthowen A is No's 6,8,10,16,18 Garthowen Avenue, Castle Hill;
Garthowen B is No's 2,4,12,14,20,22,24,26. Existing strata are 9 and 33-35

Garthowen (41 units)

Sources: House prices from NSW Housing http://www.housing.nsw.gov.au/about-us/reports-
plans-and-papers/rent-and-sales-reports ; Area and land value for 2011 and 2015 from NSW Land
and Property Information (LPI) Globe http://globe.six.nsw.gov.au/ - primary source is NSW Valuer-
General (VG). Low estimate for property values are model-generated expected sale prices from
the “On the House” website http://www.onthehouse.com.au/ - the model-generated estimates

do not appear to take account of the effect of the changes in zoning; High values are author’s own
estimate, taking VG estimates of land value and adding value for structure. As the VG estimates are
probably low, as per discussion, the purchase price of any of the Garthowen A and B properties
would be substantially higher.
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51 GLN Planning (2016)

LIGHT RAIL FOR PARRAMATTA

5 CASE STUDY: NSW GOVERNMENT

The NSW Government has proposed the construction of a light rail
network centred on the Parramatta CBD. In conjunction with that it has
proposed a priority growth area which would entail a commitment for
a targeted increase in residential density in the vicinity of the light rail
line. It is proposing a fixed dollar State Infrastructure Contribution (SIC)
development contribution of $200 per m? of floor space.

The light rail will increase the value of land on its route which includes
routes to Homebush/Olympic Park and Strathfield, Westmead and
Carlingford.* Those transport connections will also increase the growth
potential of the Parramatta CBD as a major centre within Greater Sydney
and add to the value of land in the Parramatta CBD and surrounds.

5.1 PARRAMATTA LG AND THE CBD

For its CBD area, Parramatta LG in 2016 decided to impose a benefit
(value sharing) tax on new residential developments.>® The tax is $350
per m? on the increase in floor space (FS) proposed in the Parramatta
CBD Planning Proposal (PCPP) of 2014 over the FS allowed under the
Parramatta LEP 2011. In addition, for additional FS above the PCPP plan
levels, a tax of $375 per m? would apply.

The $350 per m? tax is based on an assessment by GLN®' of 32 sites
without development approval (then) that the ‘average’ value uplift was
$805 m? but, given that market was at a cyclical high, that a value of
$750 was probably a better estimate of the ‘through the cycle’ value
uplift. The $350 per m? tax is 47.5% of the $750. The $350 per m? allows
for the probability that the State Government will impose the mooted
SIC development contribution of $200 per m?, so that the net assumed
revenue to the LG is $150 per m?. Nonetheless, if the SIC is less than
$200 per m?, the LG will take the extra monies. Based on an average unit
size of 100 m? the tax per dwelling is $35,000.

5.2 PURPOSE OF THE TAX

Parramatta requires s94 development contributions of $20,000

per dwelling which are related to (show a nexus with) incremental
infrastructure generated by the addition of the new dwellings and

the increase in households/people. Alternately, it imposes s94A
development contributions where no specific nexus needs to be shown
as such but which, as a substitute for s94 payments, can be still be said
to be related to the incremental infrastructure needs generated.
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The purpose of the $350 benefit tax is to provide the capital funding
for the infrastructure needed to “make Parramatta Australia’s next great
city”. It has no nexus to the infrastructure needs generated by the new
dwellings but is for new infrastructure that will benefit all households in
the Parramatta LG area. As such it cannot be characterised as a form of
up-front user pays charge.

5.3 IMPACT OF THE TAX

The tax is to be applied retrospectively to developments not yet
approved where developers have purchased from land-owners and the
price paid has largely reflected the change in density allowed under
the PCPP (2014). GLN argued that “Land sales data demonstrates that
the potential floor space ratios (FSRs) contained in the Architectus
study (late 2014) and adopted in the (Parramatta CBD Planning)
strategy have generally been factored into the price paid for land by
developers, rather than the FSRs currently allowed under the existing
LEP (Parramatta LEP 2011).”

Accordingly, GLN warned that “As a result, any attempt by Council

to extract a ‘Phase 1 value sharing contribution’ (the $350 tax) on a
development that did not exceed CBD Strategy FSR allowances will
adversely affect viability.” Adverse effects would be accentuated if
"property market flattens (static prices) or declines”. “In the instance
where the Parramatta residential market continues to experience
growth, it is likely that the viability of all projects will improve and offset

1

the imposition of a ‘Phase 1 value sharing contribution'.

What this is saying is that, at current prices, developments would not

be viable if the tax were imposed. If the market stagnates (prices do not
move), then in future developers will need to offer lower prices to land
owners if projects are to be viable for developers to undertake. If the
price offered to land owners is below the level that will induce them to sell
then it will mean less development. That is, developers will have to wait
till demand lifts prices further, to a point where the tax can be absorbed.
That is an acknowledgement that the tax will cause prices to rise.

The LG took the view that current proposals (22 in the CBD area)
already committed to would account for “the next 10-15 years” so it
was not concerned that new projects might be stalled for a period
of time. This restriction on new supply would be a factor causing the
price of land to rise.
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5.4 RETROSPECTIVITY AND THE TAX

In respect of the current proposals before the Parramatta LG for
approval, the benefit tax is to be negotiated under Voluntary Planning
Agreements (VPAs). In theory these are voluntary, but in practice this
clearly is not the case. VPAs have a long history and the flexibility they
introduce for negotiation has been a factor in allowing development
to actually happen. That said, the issue of a ‘negotiable tax’ does raise
issues about transparency and certainty.

5.5 NON-CBD DEVELOPMENT

For new developments outside the CBD, which would cover a significant
area in the vicinity of the proposed Parramatta light rail, the LG is
proposing a 50% benefit tax based on the difference between the land
value under current (low density) FSR requirements and the value under
higher FSRs agreed to. That is it is apparently based on the following
planning gain supplement formula:

PGS = (Vy — V,)X0.5

There is no reference to any allowance for expenses, as in the UK model.
Indeed, confirming that, the 50% tax is to be exclusive of any SIC imposed
by State Government on development of properties in the vicinity of
Parramatta light rail routes.

The value uplift outside the CBD is likely to be less than the value uplift
within the CBD, ie less than the $750 per m? for the CBD. Assuming it was
say $600 per m?, then a 50% tax or $300 plus a $200 SIC would represent
atax of $500 on $600 or 84%. That is, with the State Government and LG
all taking a significant “share”, and the land-owner still requiring a share

of the value uplift to be a willing seller, the probability is that this benefit
tax will leave insufficient value for the developer and hence act to severely
limit development in the light rail corridor.

The State Government needs development to happen to generate a
commuter base to justify the light rail project. It has an interest in the
trade-off between an upfront SIC and development happening. For the
LG, its incentives are different and it appears indifferent.
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5.6 “VALUE CAPTURE” WITH GOVERNMENT LAND

The Parramatta LG Council has a direct interest in a number of
properties in the CBD which are being developed, notably the
Parramatta Square redevelopment. It has approved high density for a
number of the buildings in that development which means it has directly
captured the value uplift. For its part, the NSW Government has specific
plans for re-developing a number of large areas of land which it owns in
the light rail growth corridor it has created, such as the North Parramatta
area.

The development of government land can be a good thing which
generates value capture and also adds to the supply of housing.
However, longer term the greater part of the light rail growth corridor is
low density land held by individual households. It is this land that needs
to be redeveloped to create supply and hence LG policies which apply
to this matter. If the 50% betterment tax restricts development in areas
outside the Parramatta CBD, the restrictions to supply it imposes can
have the unintended consequence of benefitting the LG by lifting the
value of its land in the CBD and increasing the value it can capture from
developments within the CBD. But the downside or trade-off is that the
policy objective of housing affordability will be compromised.

6 CASE STUDY: CALGARY AND JOINT

STATE/LOCAL GOVERNMENT LAND TAX

Many provinces in Canada have a property tax on real estate that is
shared between different levels of government along the following lines:

Total Property Tax = municipal portion of tax + county/regional portion
of tax + education portion of tax

For the city of Calgary in the Province of Alberta, 62% of property tax
goes to the Municipality’s budget and 38% goes to the Province's budget.
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52 The Australian dollar and this Canadian
dollar are close to parity so that the straight
dollar comparison is valid.

City and provincial revenue needs are combined into one tax outcome.
The City budgets for the services it seeks to provide and the Provincial
Government does the same. To determine the property tax (“mill”) rate,
the assessed value of all properties is used, as follows:

Total revenue required by the City of Calgary from property tax

Municipal tax rate —
T'otal assessed property value

Total revenue required by Province of Alberta from property tax

Provincial tax rate
Total assessed property value

The two tax rates are combined to get the property tax rates faced by
property owners.

An average Calgary household pays C$1680 per annum in municipal
property taxes, comprising C$1042 for the Calgary Government and
C$638 for the Alberta Government. This would compare with average
LG rates of $997°2 for residential households in Sydney in 2013/14.

Most of the Province's share of property taxes is hypothecated to
education.

A second feature of the Land Tax system is Seniors Property Tax Deferral
Program: This programme allows eligible senior homeowners to defer
all or part of their property taxes through a low-interest home equity
loan with the Alberta government. The government then pays the
property taxes on behalf of the eligible homeowner. The loan does not
have to be repaid until the property is sold or sooner if they so choose.

The Alberta model also has provision for LGs to impose a “Local
Improvement Tax": A local improvement tax is imposed on a specific
area within a municipality to fund a service or improvement applied to a
particular area only.

Sources: Smarter Growth Initiative: http://www.smartergrowth.ca/property-tax-101-0
(Accessed 19 May 2015);

Alberta Municipal Affairs: http://www.municipalaffairs.alberta.ca/education-property-tax-
facts-and-information (Accessed 19 May 2015)
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