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What price value capture?

Overview

Construction of Hong Kong’s metro railway was funded solely from

the sale of development rights around stations. Close to one third of

London’s CrossRail is being funded by levies on nearby businesses.

‘Value capture’ is back in fashion, and the calls are growing louder for

Australia to tap into these seemingly wonderful revenue streams.

The Australian Government is decreeing that the states should routinely

consider value capture opportunities in all future public infrastructure

projects. But what exactly does this mean? And is value capture better

or worse than the current way we fund infrastructure?

At its core, value capture is a tax on the increase in land values that

results when a new or upgraded piece of infrastructure improves an

area’s accessibility. Despite the hype and optimistic notions of ‘free

money’, in reality infrastructure must be paid for either by users or by

taxpayers of one kind or another.

The theory is very attractive. Value capture is marvellously fair, be-

cause it only applies to those who benefit from the particular new

project. So the people of western Sydney do not help fund a new rail-

way station on the North Shore – or vice versa. And because value

capture only taxes windfall gains, it generally shouldn’t discourage

people from buying and selling, developing land or investing in their

businesses.

But putting all this into practice is hard. Property prices go up – and

down – for many reasons. Drawing a boundary around a new piece of

infrastructure to distinguish those who must pay the new tax from those

too far away to benefit is bound to involve rough justice. It’s not easy

for governments to convince people that the new tax bill they receive

still leaves them better off – homeowners receive the benefit of the new

project on paper but have to pay the tax bill in cash. And value capture

is very hard to apply to projects such as roads and hospitals where

the benefits are more diffuse. The apparent fairness of value capture

evaporates if the beneficiaries of rail projects pay extra while the ben-

eficiaries of other government projects do not. These challenges may

explain why value capture has been used so rarely in Australia.

While many financiers are keen on “Tax Increment Financing”, the

arguments in favour of it are specious. Ultimately such innovative fi-

nancing mechanisms cost more than governments borrowing for them-

selves, don’t necessarily improve risk management, and still involve

taxing landowners.

As a result, state governments should generally avoid value capture

taxes because better, fairer and simpler taxes are available to them.

They would serve their constituents better by imposing broad-base

low-rate taxes, such as land taxes, instead of reaching for narrow-base

high-rate value capture taxes.

But if, despite this, a state government does introduce a value capture

tax, it should not cherry-pick projects but instead legislate standard

criteria to apply consistently. A single flat rate of tax should be imposed

on the increase in unimproved land value of affected properties.

Whatever the taxation arrangements, governments can create addi-

tional value from infrastructure projects by joint development around

them. They can sell government land that is no longer needed after

construction, or sell new development rights from rezoning land in the

neighbourhood. But the value of such schemes will depend on how

much the government already owns, and the demand for new intensive

development.

Attractive enough in theory, there is nothing easy about capturing value.
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1 What is value capture?

“Value capture” is the name given to a policy by which governments

capture some of the increased value of land that results from the build-

ing of a piece of new infrastructure. Typically, the money the govern-

ment “captures” is used to help fund the project.

It’s a concept that has been around for a long time: so-called better-

ment levies contributed to building the Sydney Harbour Bridge in the

1920s and Melbourne’s rail City Loop in the 1980s. And it’s still an

enticing concept: construction of Hong Kong’s metro is funded solely

from the sale of development rights around stations; nearly one third of

London’s CrossRail is being funded by levies on nearby businesses.

Is it any wonder that governments want more of this? The Common-

wealth argues that,

Done right, value capture can accelerate infrastructure investment

alongside urban renewal, and deliver benefits for households, gov-

ernments, businesses and developers.

Smart Cities plan, 2016

The Prime Minister says,

. . . we want to make sure that the work is done to identify how this

project will create value . . . and how some of that can be captured,

can be brought to account to defray the cost or support the cost of

constructing the rail line. In other words, how can we leverage the

taxpayer’s dollar to get a better urban outcome from the investment?

Malcolm Turnbull (2016)

The Commonwealth is generally not itself able to introduce value cap-

ture, but is promoting it as a way for the states to fund major projects.

. . . we need to ensure that we are more than just ‘an ATM’ for the

states . . . We are interested in leveraging (the Commonwealth’s)

spend to attract funding from other sources – such as other levels of

government, the private sector, and project beneficiaries – and we

see value capture as one very important tool to do this.

Urban Infrastructure Minister Paul Fletcher (2017)

And the states are far from idle. New South Wales expressed support

for value capture in its 2012 State Infrastructure Strategy; Infrastruc-

ture Victoria released a discussion paper on value capture in October

2016; Queensland recommended its adoption in its March 2016 State

Infrastructure Plan.

But the concept as it is being promoted in Australia is muddled. Can

it be true that value capture is “not an additional tax”1 and yet it raises

money to fund additional infrastructure? Is it reasonable to place a sur-

charge on payroll or sales tax to capture increases in land value?2 Can

earmarking existing taxes through Tax Increment Financing somehow

raise more funds than without such schemes?3

Drawing on experience from around the world and from tax policy prin-

ciples, this report finds that there are fairer and simpler ways to raise

revenue for public infrastructure. But if a government does decide to

impose a value capture tax, we propose the most efficient, fair and

simple way to do so.

We define value capture as a funding mechanism that:

• Exists for the purpose of partially funding a specific new piece of

infrastructure;

1. DIRD (2016a, p. 2).

2. Ibid. (p. 17).

3. e.g. PwC (2008).
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• Captures some of the windfall gain from a new project that would

otherwise remain with landowners; and

• Targets the landowners who receive the windfall gain.

In this chapter, we identify where extra land value comes from, how

part of it can be captured to fund the infrastructure, and how this has

been done around the world and in Australia – typically raising no more

than 20-30 per cent of project value. While value capture can help fund

a piece of infrastructure, Tax Increment Financing is a financing and

hypothecation mechanism that Australian governments should avoid.

We focus on transport infrastructure, as this is the main form of public

infrastructure that changes land values.

1.1 The creation of extra land value

The value of a plot of land increases when it becomes more desirable,

whether because of increased amenity, improved accessibility, or a

change in the rules about how it can be used.

These are very difficult for individual landowners to influence, at least in

the short or medium term. While landowners can improve the buildings

and developments on their land, they generally cannot improve the

value of the land itself. Extra land value comes largely from the actions

of governments and the actions of other landowners.

In this section we explain the three ways governments can increase

demand for land and hence its value.

1.1.1 Government can increase the amenity of land

Amenity means livability. Factors affecting amenity include safety

and crime, noise and pollution, community facilities such as libraries,

schools, parks and swimming pools, and private businesses such as

cinemas and restaurants.

Governments influence amenity through direct provision of community

infrastructure and through policies that affect the level of crime and

safety, how the cityscape is managed, and which businesses locate

in the area.

Changes in amenity can have a big influence on land values. But new

transport infrastructure is ultimately about accessibility and property

rights.

1.1.2 Government can increase the accessibility of land with

new transport infrastructure

Accessibility describes the ease of getting to and from an area and

moving about within it. Transport infrastructure is a key to accessibil-

ity. Can locals and visitors travel quickly and reliably to and from jobs,

shops, schools and parks?

Government decisions to invest in new transport infrastructure can im-

prove accessibility and therefore value. For instance, if a government

extends a railway line or freeway to a new residential area, it may be-

come viable for people who work further away to live there. Better con-

nected land is more valuable to businesses that need to attract workers

and customers.

A current proposal for high speed passenger rail in eastern Australia

would rely heavily for its funding on extremely big increases in land val-

ues in rural areas that are currently a long trip away from major capital

cities (see Box 1 on the following page).

1.1.3 Government can change property rights over land located

near new transport infrastructure

The value of a plot of land varies according to the ways the owner can

use it. If a plot is zoned for agriculture, the owner cannot build a block
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Box 1: Sydney to Melbourne high speed rail

High speed rail proposals for eastern Australia have emerged every

decade or so since the 1980s. While some have been presented as

involving no cost to government, all have required a subsidy in some

form.

The 1980s proposal was for a line between Sydney, Canberra and Mel-

bourne. It had several corporate backers, including BHP and Elders

IXL, but was abandoned in 1991 when it became evident the project

had failed to secure tax concessions from the Australian Government.a

The 1990s proposal by the Speedrail consortium was for a service be-

tween Canberra and Sydney. It eventually won a 1998 tender process

to proceed with such a plan, on the basis that there would be “no net

cost to the taxpayer”.b

But after a feasibility study was submitted to the Australian Govern-

ment, there was media speculation that Speedrail would need $1 billion

of government assistance, and in 2000, the government terminated the

proposal due to fears it would require excessive subsidies.c

The current proposal, by a consortium named Consolidated Land and

Rail Australia (CLARA), is for a link between Melbourne and Sydney.

The plan involves the creation of eight inland cities of between 250,000

and 400,000 people each; that is, similar in size to Canberra.d

CLARA states that this will require no government subsidy because it

can be funded completely by land value uplift in the new cities.e The

new stations would be at locations which are currently uninhabited,

rather than in existing towns, as has generally been the case in other

proposals for this route.f

The plan relies on selling blocks of land in all eight new cities for about

$150,000.g

This scheme appears to require governments to compulsorily acquire

the land at pre-rail prices, and to sell it to the consortium to enable it to

fund the project. Once rail plans are known, it is unlikely CLARA will be

able to purchase land cheaply without compulsory acquisition powers:

landowners will demand a price much closer to the post-rail price.

The economics of the project also require that at least 2 million peo-

ple move to the new cities over the next 20 years – some 100,000

per year.h This is about 30 per cent of Australia’s current population

growth.i It is unclear who would carry the risk of the population growing

materially less than this amount.

a. Williams (1998).

b. Laird et al. (2001, pp. 32–33).

c. Ibid. (pp. 32–33).

d. CLARA (2016a); and Manning (2016).

e. CLARA (2016b).

f. Manning (2016).

g. Ibid.

h. A city near Henty would be the last developed, around 2035, see Manning (2016).

i. ABS (2016a, Table 1).
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of residential units on it. If a plot is next to a school, the owner probably

will not be allowed to build a knackery.

When the rights over a piece of land change, its value usually changes.

A typical case is the rezoning of urban land to permit higher density

development: if a landowner is permitted to build to 20 rather than 10

stories, the value of the land will rise.

Governments can use property rights to create “new land” in the form

of a new platform on which to build a tower, often above railway sta-

tion redevelopments. An example of this is a tower planned to be built

above Ormond Station on Melbourne’s suburban rail network.4 Govern-

ments can use their powers of compulsory acquisition to take land from

its current owners to develop or sell to developers.

It is available to government at any time to rezone, relax restrictions

and otherwise set terms that can be a complement to building. Often

known as “joint development”, these actions include auctioning air

rights,5 auctioning any government land that is no longer needed af-

ter construction, and commercialisation of property and space within

government-owned buildings. These decisions can increase the cap-

turable value of a piece of infrastructure.

It makes sense for a government to align its property rights strategy

with its infrastructure strategy: rezoning for higher value usage is likely

to improve the viability of an infrastructure project and vice versa.6 For

example, a new rail line won’t achieve maximum value unless zoning

rules allow significant residential density around the stations. And there

is little point in rezoning a piece of land if it is too far away from any

4. Victorian DELWP (2016); and Carey (2016).

5. Air rights are the property rights above a piece of land; in some situations, such

as the protection of a heritage building, the development rights above one piece of

land may be transferred to a neighbouring block of land.

6. Schmahmann et al. (2016); and Transport and Infrastructure Council (2016).

other amenities for anyone to be motivated to act on the new zoning

right.

1.2 Governments can recoup some of the value from new

infrastructure

Governments, and indeed private operators of infrastructure, can act

to transfer to themselves some of the new value created by improved

amenity, accessibility or greater property rights. The rest of this section

assumes that the policy objective is simply to recover some of the cost

of the infrastructure that gives rise to the increase in land value, but not

to contribute beyond that to general revenue.

In the case of transport infrastructure, value accrues most directly to

users. An obvious example is that a new road or train line can offer

time savings to travellers. Governments should first seek to tap into

this value by imposing user charges.

Additional value above the level of user charges will increase demand

for nearby land, and so give rise to higher land values. Governments

can capture some of this extra value by taxing landowners.

But it is important to recognise that user charges and taxes on nearby

landowners are unlikely to capture all the value from new infrastructure.

Some of the value of a new piece of infrastructure goes to the commu-

nity as a whole.

The following three sections explain how governments can recoup

some value from each of these three groups of beneficiaries: users,

nearby landowners, and the general community.

1.2.1 Governments can charge users

User charges should encourage levels of usage that make sense for

the community as a whole. For example, public transport fares and

road tolls should neither be so high that they discourage people from
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using infrastructure to its capacity, nor be so low that roads and rail

lines become overcrowded and unworkable for those who most need

or want to use them.

There is a case for almost all infrastructure being paid for by users, at

least in part, rather than through general tax revenue. User charges

have two particularly attractive characteristics: people can choose

whether they value the service enough to pay for it, and people receive

a specific service in return for paying a public transport fare or a road

toll. Box 2 on the next page outlines how developer charges are a form

of user charge.

But user charges are only workable if people can be prevented at

reasonable cost from using the new infrastructure if they don’t pay. In

practice, it is much more viable to apply a user charge on a new railway

line than a new road. Of course, it is certainly possible to apply a toll to

a new road, but with only 16 roads in Australia tolled,7 the overwhelm-

ing majority are accessible without a user charge, and where tolls are

charged, they are set to recoup costs and generate a profit for the oper-

ator, rather than to encourage efficient use of the road.

User charges should vary according to the time of day, because an

extra user in peak hour has much more impact on other users than

an extra user at a quiet time of day. They should also vary according

to location, since an extra person on a crowded train or road has more

impact on other users than an extra person on an empty train or road.

And those who take up more space (a truck on a congested road; a

passenger with a large suitcase on a crowded train) should also pay

more.8

It is important to note that the discussion above has no regard to the

cost of building the road. For the purpose of setting user charges that

7. BITRE (2016).

8. Treasury (2010a); and BITRE (2015a).

induce optimal usage of a road, capital cost is irrelevant. User charges

may not therefore be sufficient to pay for the road.

1.2.2 Governments can tax nearby landowners

User charges can capture some of the value created by a new piece of

infrastructure. But much infrastructure either has no user charge, or its

user charge raises less revenue than the cost of the infrastructure.

Beneficiary taxes, betterment levies and other taxes on landowners can

capture some of the extra value that is created by a new piece of infras-

tructure above and beyond what is captured by a user charge. They tax

that part of the increase in the value of land near the new infrastructure

which exceeds the increase in value of similar land that is further away.

The underlying idea is that these specific increases in land prices be-

yond what would have happened without the new infrastructure can be

interpreted as people’s valuation of the infrastructure over and above

the user charges.

The decision to impose a tax on land that is made more accessible by

a new piece of infrastructure raises the question of whether it is the

new infrastructure or some other factor that has caused land values

to change. Of course, there are many factors that can change land

prices, and attributing all of an observed increase in value solely to a

new station or bridge may overstate the effect of that new infrastructure.

But precise attribution is not essential. As mentioned in Section 1.1,

the factors that determine changes in the value of a piece of land are

overwhelmingly outside the control of an individual landholder. This

makes it efficient to tax increases in land values.
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Box 2: Developer charges are user charges

Developer charges are user charges designed to contribute a share of

the costs of water, sewerage, electricity and communications infrastruc-

ture and local roads in greenfield developments. They are sometimes

considered alongside value capture or as a form of value capture, al-

though strictly speaking they are a fee for service rather than a tax.

However they do share one important feature of a tax on land value

uplift: the charge is most likely to be borne by the landowner at the time

the charge is determined. In effect, the charge is factored into the price

a developer will be willing to pay for the land.a

Other than that similarity, developer charges are unlike value capture.

They are set to recover a share of costs and not with any particular ref-

erence to the amount of land value uplift from a piece of infrastructure.

There may in fact be no new piece of infrastructure, but simply a land

release or zoning change.

An example of a developer charge that is similar to value capture is

being planned for the Parramatta light rail, now under construction. A

charge of around $200 per square metre of gross floor area is to be

levied on new residential developments in a defined area,b with the

stated intention of ‘sharing the value uplift along the growth corridor’,

where development potential has increased as a result of the new line.c

It is entirely reasonable for governments to impose developer charges

as a fee for service to connect new suburbs to water and power. But

there are two drawbacks to using developer charges as a form of

value capture. One is that they are poorly targeted. Because they are

charged per property or per square metre of floor space, developer

charges are a disincentive to develop land to its highest and best use.

Owners of a factory or a large detached house may avoid the charge

by not developing the property. Developer charges of this kind are more

likely to have an anti-development effect than a value capture tax. The

second drawback is that they are not especially fair, because they tax

some windfall gains but not others.

a. Treasury (2010a, pp. 425–428).

b. Transport for NSW (2015).

c. Transport for NSW (2016a, p. 8).
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1.2.3 Governments can use general revenues to reflect benefits

to the community as a whole

Even after user charges and taxes on nearby landowners, new infras-

tructure may still bring benefits and value. These could be large or

small, depending on the infrastructure. Typically the largest of these

benefits is the reduction to congestion through the road system or the

transport system as a whole. Any reduction in pollution and green-

house gas emissions is also a benefit to the community as a whole.

These benefits to the community as a whole cannot be attributed either

to users or nearby landowners, and so it is unfair for user charges and

taxes on nearby landowners to fund that proportion of the infrastruc-

ture’s benefits.

In the case of the Sydney CityRail network, these congestion and pol-

lution benefits have been estimated to account for 72 per cent of the

value, with the benefits to passengers at 28 per cent.9 While some

of the congestion and pollution benefit would go to landowners close

to new infrastructure, much would also go to people who never went

anywhere near the rail system.

1.3 How has value capture been used to this point?

Two iconic cases of value capture in Australia come up again and

again: the Sydney Harbour Bridge (see Box 3) and the Melbourne City

Loop (see Box 5 on page 14). The Gold Coast Light Rail is often cited

as an example of value capture, but this is a stretch – the Transport

Improvement Separate Charge is a general geographically-bounded tax

rather than a tax on increased land value (see Box 4 on the following

page).

9. IPART NSW (2012).

Box 3: Sydney Harbour Bridge

As well as being an iconic feat of engineering, with its ‘coat

hanger’ design, the harbour bridge provided road and rail links

between the two halves of Sydney, which were previously linked

only by boat.

As part of the funding of the bridge, a betterment levy was im-

posed on landholders both north and south of the harbour whose

holdings were likely to rise in value as a result of the bridge. The

levy was imposed at a rate of “a halfpenny in the pound” (0.2 per

cent) on the unimproved capital value of the properties, and was

intended to raise one third of the cost of the bridge.a

During the Depression, the levy became politically difficult, and in

1932 it was decreased to one third of a penny in the pound (0.14

per cent),b before it was eventually repealed in 1937.c

In the end, the levy raised only about one sixth of the total cost of

£6.25 million.d The shortfall in levy receipts was exacerbated by

an overrun in the cost of the project (the originally announced cost

was £5.5 million).e

Funding the bridge left NSW Government coffers in a precarious

position. This expense, combined with the onset of the Depres-

sion, pushed the state to the verge of bankruptcy in 1932. Federal

intervention led to the dismissal of the Lang Government.f

a. Sydney Harbour Bridge Act (New South Wales) (1922, Part II, Section 9);

and Spearitt (2007, p. 109).

b. Sydney Harbour Bridge (Rates) Act (New South Wales) (1932).

c. Spearitt (2007, p. 116).

d. Infrastructure Australia (2016a, p. 9).

e. Infrastructure Australia (2016a, p. 9); and Sydney Harbour Bridge (1924,

p. 51).

f. Legislative Assembly of New South Wales Public Accounts Committee

(2014, p. 21).
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The evidence suggests that passenger rail is the most viable candidate

for value capture, but also that value capture schemes tend not to raise

much money.

1.3.1 Urban passenger rail is the main candidate for value

capture

Australian and overseas precedents suggest that value capture is most

feasible in urban environments. This can be explained by the fact that

demand for land is higher in cities. Rail projects, whether heavy or light,

are the prime candidates for value capture, both in Australia (Table 1.1

on page 16) and overseas (Table 1.2 on page 17). Bridges have also

been the source of value capture in a limited number of cases.

Although roads may cause land values to increase, the greater disper-

sion of the users makes it much more difficult to identify, even approx-

imately, who the beneficiaries are. This greater dispersion reflects the

very nature of car travel – that a person who lives at some distance

from a new road may still be easily able to use it, and, related to this,

that proximity to a major road is often seen as more undesirable than

desirable.

It is a paradox of value capture that the type of infrastructure on which

it can most effectively be imposed is exactly the same type where user

charges are most feasible. It is relatively easy to exclude from both rail-

ways and bridges people who do not pay for their use. It is much harder

to do so for roads.10 As a consequence, most roads in Australia are

neither subject to user charges nor likely to be subject to value capture

taxes.

10. There are 16 toll roads in Australia, see (BITRE (2016)).

Box 4: Gold Coast Transport Improvement Separate Charge

The Gold Coast Transport Improvement Separate Charge is often

cited as an example of value capture, although in truth, it is not

designed to capture increased land value.

The Transport Improvement Separate Charge is a flat amount

(currently $123) added to every annual rates bill in the City of Gold

Coast.a Money raised is used ‘to implement the City Transport

Strategy, to expand the city’s transport infrastructure and enhance

its ability to meet the city’s growing public transport needs.’b

No attempt is made to match the charge to land value uplift. For

one thing, it is unlikely that all properties in the Gold Coast area

experience value uplift as a result of the projects funded by the

charge. The largest project the charge has contributed to funding

is the Gold Coast Light Rail. However, even for such a significant

project, land value uplift has only been clearly observed for prop-

erties within 400 metres of a stop, that is 1 per cent of Gold Coast

properties.c

Also, even within areas that might experience land value uplift, it is

very unlikely that the uplift will take the form of a flat dollar amount

per property. Thus, a levy in the form of a flat amount per property

is not based in any way on land value uplift.

It is more accurate to think of the Gold Coast Transport Improve-

ment Separate Charge as a surcharge on municipal rates, hypoth-

ecated to be spent on various transport projects.

a. City of Gold Coast (2016, p. 70).

b. Ibid. (p. 5).

c. Murray (2016).
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1.3.2 Value capture taxes have not raised much money

Experience shows that most value capture schemes raise at best a

modest share of a project’s construction costs. Value capture on rail

projects in Australia and overseas has typically raised only 20 to 30

per cent of the project costs (see Table 1.1 on page 16 and Table 1.2

on page 17). The Melbourne City Loop betterment levy of the 1980s

raised only 3 per cent of construction costs (see Box 5).11

1.3.3 Value capture works best with complementary land use

and development changes

Governments can always set terms that complement new infrastructure

and maximise its value, whether or not they also seek to capture some

of that value through user charges and taxes. Such “joint development”

practices include selling any government land that is no longer needed

after construction, altering zoning rules on land in the neighbourhood

of new infrastructure, and leasing space within government-owned

buildings to commercial clients.

While not themselves defined as value capture policies, these prac-

tices can increase the capturable value of a piece of infrastructure. Ta-

ble 1.3 on page 18 contains some examples of these joint development

schemes, and shows that combining them with value capture taxes can

yield up to the full cost of the project.

Box 6 on the next page expands further on one of the best known ex-

amples, the Hong Kong rail system. A similar model could be used in

Australia on a smaller scale, but it would be unlikely to raise as much.

For one thing, many parcels of land in Australia are privately owned,

whereas the government owns all the land in Hong Kong, subject to

11. Eddington (2008); and Metropolitan Transit Authority (1985).

Box 5: Melbourne’s City Loop

The City Loop is an underground rail circuit around Melbourne’s

central business district. It was completed between 1981 and

1985, and includes three new stations.a

A special city levy on properties in the Melbourne City Council

area began in 1963, and was scheduled to last for 53 years.b

However, it was scrapped in 1995, with the aim of cutting costs

for CBD businesses.c

The levy was intended to deliver 25 per cent of the originally esti-

mated cost of $80 million.d However, the contribution from the levy

was never increased beyond $20 million,e while the actual project

cost rose to $650 million.f

Before the loop opened, retail and office space was clustered

around Flinders Street station to the south of the CBD. The loop

helped to spread activity further north and enliven previously dor-

mant parts of the city.g

a. Eddington (2008, p. 53).

b. Victorian DPCD (2012, p. 33).

c. Miscellaneous Acts (Omnibus Amendments) Act (Victoria) (1995, Sec-

tion 59); and Stockdale (1995, p. 894).

d. Eddington (2008, p. 53).

e. Ibid. (p. 53).

f. Metropolitan Transit Authority (1985).

g. Mares (2012, p. 21).
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long-term leases. Secondly, Hong Kong is much more densely pop-

ulated than Australian cities: over seven million people live in a built-

up area of around 285 square kilometres, compared with Sydney’s

population of four million in around 2000 square kilometres.12 As a

consequence, private vehicle transport is less attractive and access

to mass transit more highly valued in Hong Kong.

12. Demographia (2016, pp. 19–20).

Box 6: Hong Kong Mass Transit Railway

The Mass Transit Railway (MTR) network in Hong Kong is owned

and operated by MTR Corporation Limited (MTRCL), a majority-

government-owned company. MTRCL is able to build and oper-

ate the rail network without cash subsidies from the government,

largely because of the income it gets from property development

around stations.a Several models are used, including direct owner-

ship, co-ownership or on-selling development rights.

The government pays no cash, but provides a subsidy by allowing

MTRCL access to land around proposed stations. The govern-

ment owns all land in Hong Kong, and extends long-term leases

to individuals and corporations.b MTRCL pays the government an

amount based on pre-transit land value.c

This can be thought of as the government procuring infrastructure

via barter or payment in kind. Value is created by the proposed

new rail stations. The government could continue to hold the land

and capture the value directly. However, by allowing MTRCL ac-

cess to the land at pre-transit values, the government is essen-

tially choosing to give the land value uplift to MTRCL in exchange

for MTRCL building the rail infrastructure.

a. Cervero et al. (2009).

b. Freemark (2010).

c. Ibid.
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Table 1.1: Australian value capture tax examples

Value Capture

Project or initiative Location Mode Year Project cost
(nominal)

Revenue
(nominal)

% of
cost

Source Charge design

Darling to Glen
Waverley rail

Melbourne Heavy rail 1930 AU£218k AU£50k 23% Betterment levy Flat amount per acre, varying by
proximity to new stations

Sydney Harbour
Bridge

Sydney Bridge 1932 AU£6.25m AU£1m 16% Betterment levy % of unimproved land value

Melbourne City Loop Melbourne Heavy rail 1985 AU$650m AU$20m 3% Betterment levy % of rateable value of commer-
cial property

Parramatta light rail Sydney Light rail 2020 Developer charges Flat amount per square metre
of floor space on residential
developments

Source: Eddington (2008, p. 53), Metropolitan Transit Authority (1985, p. 7), Transport Act (Victoria) (1983, Section 53), Sydney Harbour Bridge Act (New South Wales) (1922, Section 9),
Infrastructure Australia (2016a, p. 9), Transport for NSW (2016a, p. 8), Transport for NSW (2015), O’Sullivan (2015), The Parliamentary Standing Committee on Railways (1926, pp. 4–5) and
Waverley Historical Society (2016).
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Table 1.2: Overseas value capture tax examples

Value Capture

Project or initiative Location Mode Year Project cost
(nominal)

Revenue
(nominal)

% of
cost

Source Charge design

Waterfront streetcar Seattle Light rail 1982 US$1.1m Betterment levy

Metro Rail Red Line
– segment 1

Los Angeles Metro rail 1993 US$1,450m US$130.3m 9% Betterment levy Flat amount per square foot of
land area

TECO Streetcar Tampa (USA) Light rail 2002 – – – – – – – – – – – – – Betterment levy % of assessed property value,
exempting owner-occupied
housing.

South Lake Union
Streetcar

Seattle Light rail 2007 US$52.1m US$25.7m 49% Betterment levy Proportional to increase in
probable market value for
affected land parcels

Portland Streetcar Portland (USA) Light rail 2011 US$247m US$34.4m 14% Betterment levy % of street frontage on streetcar
route + % of property value.

West Dublin /
Pleasanton BART

Pleasanton (USA) Heavy rail 2011 US$106m US$21m 20% Developer
contributions

Agreed contribution from two
major developers

CrossRail London Heavy rail 2019 £14,800m £4,700m 32% Betterment levy,
developer charges.

% of rateable value (i.e.potential
annual rent)

Silver Line Washington DC Heavy rail 2020 US$5,684m US$1,003m 18% Betterment levy % of property value.

Northern Line
Extension

London Metro rail 2020 £999m £266m 27% Developer
contributions

Contribucion de
Valorizacion

Bogota, Medellin
& other cities
(Colombia)

Various Betterment levies Based on estimated land value
increase. Also varies by ability to
pay.

Notes: The betterment levy for the TECO Streetcar contributes to funding operating costs, rather than construction costs. The project’s annual operating costs are around US$2 million and
the levy’s annual revenue is around US$400,000.

Source: Los Angeles County Metropolitan Transportation Authority (1994, pp. 7–13), APTA (2015, pp. 3–4), City of Seattle (2004), Seattle Streetcar (2007), Seattle Streetcar (2017), Mulady
(2005), Dulles Corridor Metrorail Project (2017), Aratani (2015), Fairfax County Virginia (2015a), Fairfax County Virginia (2015b), Loudoun County Virginia (2012), City of Portland Bureau of
Transportation (2009, p. 75), Multnomah County Board of Commissioners (1998), National Audit Office (2014, pp. 4, 24), PwC (2014, p. 25), Nine Elms London (2014), Transport For London
(2013), Borrero Ochoa (2011), TECO Line Streetcar System (2013), TECO Line Streetcar System (2003, p. 8), Bay Area Rapid Transit (2011), Center for Transit Oriented Development
(2008, p. 28), City of Seattle Office of Policy and Management (2005, p. 6) and Eskenazi (2008).
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Table 1.3: Examples where value capture has been combined with joint development

Project or initiative Location Mode Year Project cost
(nominal)

Revenue
(nominal)

% of
cost

Source of revenue

Midland Railway Perth Heavy rail 1894 100% Land grants

Bennelong Bridge Sydney Bridge 2016 AU$63m AU$63m 100% Built by developers

Ormond Station Melbourne Heavy rail 2016 Sale of development rights

Sydney Metro Sydney Heavy rail 2024 Sale of development rights

Melbourne Metro Melbourne Heavy rail 2025 Sale of development rights

Transcontinental Railroad USA Heavy rail 1869 100% Land grants

Airport MAX Red Line
Light Rail

Portland (USA) Heavy rail 2001 US$125m US$28.2m 23% Sale of development rights

Copenhagen Metro Copenhagen (Denmark) Heavy rail 2007 Land sales for development

Brightline Miami – Orlando (USA) Higher
speed rail

2017 US$3,100m Private development by rail company

HafenCity Hamburg (Germany) Rail and
road

2025 Land sales for development

Railways Tokyo Heavy rail Land readjustment

Hong Kong MTR Hong Kong Heavy rail Grant of development rights

Urban and transit
expansion

Taiwan Various Block land acquisition

Many small joint
developments

Several cities (USA) Various Development

Source: Homebush Bay Bridge (2016), Transport for NSW (2016b, pp. 85–87), Sydney Metro (2017), Victorian DEDJTR (2016, pp. 249–256), Victorian DELWP (2016), Level Crossing
Removal Authority (n.d.), Carey (2016), Carnamah Historical Society and Museum (n.d.), Xu (2015, pp. 22–29), Cervero (2009, pp. 23–25), Cervero et al. (2009), Lam et al. (1998, pp. 15–
16), Zhao et al. (2012, p. 7), Linda Hall Library (n.d.), Newman (2016), Bach (2015), Bandell (2016), Morris (2016), Huxley (2009, p. 29), George Hazel Consultancy (2013, p. 29), TriMet
(2012, pp. 1, 4), HafenCity Hamburg (2016) and Cervero (2004).
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1.4 Tax Increment Financing

Some commentators champion the use of Tax Increment Financing

(TIF). Their calls should go unheeded.

TIF schemes do not involve a new tax; rather, they are financing and

hypothecation schemes (see Box 7 for more detail on the distinction

between funding and financing). TIF schemes have been used in the

US, with mixed success.13

TIF schemes use the expected increase in revenue from existing taxes,

such as land taxes, that can be attributed to a new piece of infras-

tructure as security for finance on the infrastructure project. A pri-

vate sector financier borrows the upfront capital for construction, and

makes an arrangement with the government to earmark the expected

increase in future revenue from existing taxes to guarantee the debt

instrument(s) used to finance the project for a set period, such as 20

years (Figure 1.1 on the next page). The risk with TIF schemes is that

they often include some form of guarantee that leaves the government

ultimately liable if the scheme raises insufficient revenue to repay the

loan.

TIF is essentially a contrivance for governments that are less credit-

worthy than an Australian state government (which is why some US

local authorities have embraced the mechanism) or that wish their

voters to believe that the government is opposed to borrowing (while

paying over the odds for finance that is hidden from clear view).

The sole advantage of TIF schemes is their marketing appeal to the

general community, and the essence of this appeal is the hypotheca-

tion, or earmarking, of a revenue stream to a specific local piece of

infrastructure. However, this appeal is specious: a current or future

government has the legal power to overturn a hypothecation scheme

just as easily as the original government introduced it.

13. Infrastructure Australia (2016a, p. 18); and Infrastructure Victoria (2016, p. 72).

Box 7: Financing isn’t funding

Funding and financing are often conflated.

Funding is the ultimate source of payment for infrastructure.

Put simply, the options for funding public infrastructure are user

charges, such as tolls on roads or fares on public transport, or

government revenue, raised via taxation or asset sales.

Most funding for transport infrastructure comes from the commu-

nity through general taxation.

Financing is the method of obtaining the money to pay the upfront

investment costs of the infrastructure. Investments in public in-

frastructure can be financed from existing government revenues,

government borrowing, or private finance. There is an enormous

variety of financial instruments that make use of debt, equity and

hybrids of the two.

Obtaining financing does not preclude the need for funding. That

is, money can only be borrowed if there will be some way to pay it

back in the future.
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Australia should avoid TIF schemes for two reasons: because Aus-

tralian states do not have difficulty raising finance cheaply, and be-

cause TIF schemes generally do not improve risk management. The

rest of this section explains in more detail why TIF schemes should be

rejected.

1.4.1 Australian states do not have difficulty raising finance

cheaply

TIF schemes in the Australian context would involve state governments

engaging a private sector firm to borrow against the future revenue

streams expected from building and operating a new piece of infras-

tructure. The borrowing would be tied to the particular infrastructure

project, but without the lender assuming construction or operating cost

risk, and perhaps not even the tax revenue risk.

But Australian governments can finance projects more cheaply by

selling general government bonds. All Australian states have strong

credit ratings and can borrow money at historically low rates of interest

(Figure 1.2 on the following page).

General government borrowing is cheaper than TIF borrowing because

general government debt is serviced by all government revenues, which

are inherently less risky than a specific revenue stream associated with

a single project. Ultimately, general government debt is underwritten by

the state’s power to raise taxes. Specific project revenue streams are

not, and therefore investors will demand higher compensation (in the

form of interest rates) to invest in them.

The only situation where loans that are secured by project-specific

revenue streams are not riskier is when the government provides a

guarantee, in which case it is hard to see the point of the TIF scheme.

From the state’s perspective, such debts are part of its overall obliga-

tions, but from the investor’s perspective, the instrument is more costly

Figure 1.1: How Tax Increment Financing works
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to negotiate and less liquid than a general government bond and so will

still be more expensive than general government borrowing.

When a private operator borrows the capital cost of a public infrastruc-

ture project, they often do so in the form of A- and BBB-rated corporate

bonds. These entail interest rates about 1.3 to 2 percentage points

higher than government borrowing costs (Figure 1.2).14

By way of illustration, if the NSW Government used private finance

rather than its general government debt for a $1 billion project, it would

pay an extra $20 million a year in interest.15

For an Australian state to raise capital in any way other than general

government borrowing is to needlessly line the pockets of financiers

and their advisers, except where a genuine and commensurate shift of

risk to the financier can be made.

1.4.2 TIF schemes generally do not offload project risk

Infrastructure projects have cost and revenue risks, and complex

projects are particularly risky.16

In principle, if finance borrowed by the private sector is used for an

infrastructure project, the higher costs outlined in the previous section

could buy some advantages. The idea of private sector involvement in

public infrastructure is that each important risk can be allocated to the

party best equipped to manage it, leading to a more efficient outcome

14. Bank finance also plays an important role, particularly during the construction

phase when project risks are largest. Interest rates on bank-finance project loans

are typically higher than corporate bonds in the early stages of the project, reflect-

ing the higher risks in the construction and early-operation phases, but are similar

to corporate bonds once the infrastructure asset is established. See Yescombe

(2007, p. 152) and Productivity Commission (2013, p. 192).

15. Based on an assumption of borrowing costs 2 percentage points higher on a NSW

bond yield of 2.46 per cent.

16. Terrill et al. (2016a, pp. 30–31).

Figure 1.2: States can borrow cheaply

Yield on fixed income bonds maturing in 2022, per cent

0

1

2

3

4

5

C'wth NSW VIC QLD WA SA TAS ACT NT A
rated

BBB
rated

AAA rated

AA+ rated

AA rated

Corporate

Notes: Yields are current at 1 March 2017. Government bond yields represent the

mid-point between ask and bid yields. Coupon rates are the closest to 6% issued by

each government (5.75% for Commonwealth, 6% for NSW, VIC and QLD, 2.5% for WA,

1.5% for SA, 4.25% for TAS and ACT, 6.06% for NT). Yields for non-financial corporate

bonds (A- and BBB-rated bonds) calculated based on spread above Commonwealth

Government borrowing costs at 28 February 2017. Ratings are current at 1 March

2017. Ratings are those of S&P Global, except NT, which is rated Aa2 by Moody’s

(approximately equivalent to S&P’s AA rating).

Source: Bloomberg (2017), RBA (2017), Australian Office of Financial Management

(2016), NSW Treasury (2016), Victorian DTF (2016), Queensland Cabinet (2016),

Western Australian Treasury Corporation (2016), Nicholson (2015), Gutwein (2016),

Raggatt (2016) and Moody’s (2016).
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than if all the risks were handled by the public sector. For instance,

public-private partnerships that bundle construction with 30 years of

maintenance arguably create an incentive to cost-efficiently balance the

upfront expense with the ongoing obligation.

But there is a distinction between the private sector assuming the risk

and management responsibility for construction and operations on the

one hand, and private sector involvement in the channelling of finance

on the other.

The potential benefits of private sector involvement rely on well-

specified contracts that are enforced. Although Australia does not have

a history of TIF schemes to point to, the more general case of Public

Private Partnerships for major infrastructure projects reveals a mixed

history. A Monash-CSIRO study points to a number of failed Public Pri-

vate Partnerships where the public sector ended up contributing funds

to the failed project, including:17

• The Sydney Airport Link Company went into receivership in 2000,

and was put up for sale in 2006. The cost to taxpayers was more

than $1 billion in today’s dollars.

• The redevelopment of Melbourne’s Southern Cross Railway Sta-

tion in the 2000s fell behind schedule and over budget. The addi-

tional cost to the public sector was $166 million in 2016 dollars.

• Sydney’s Lane Cove Tunnel suffered a series of setbacks, includ-

ing most famously the collapse of a ventilation tunnel while under

construction in 2005. The company that was to have operated the

tunnel concession until 2037 went into receivership in 2010. The

cost to taxpayers was $32 million in 2016 dollars.

If the risks are not transferred effectively, the government does not get

what it paid for.

17. Bianchi et al. (2016).

Australia is by no means unique in failing to effectively transfer risk.

Lawyers and consultants were paid millions of pounds in fees for

contracts to modernise London’s underground rail network. But the

arrangements unravelled when one of the two principal companies,

Metronet, failed. Metronet’s extensive borrowings were guaranteed by

an American bond insurer – on the basis that 95 per cent of payments

would be met by the UK government. In other words, the real borrower

turned out to be the UK government – despite the unnecessarily expen-

sive interest rate and fees.18

TIF schemes have two other important risks. One is that the longer

a TIF scheme lasts, the greater the risk that the tax revenues deviate

from the original forecast. The second is that they may simply tax value

that is transferred from somewhere else, rather than value that is cre-

ated by the new infrastructure.

Recommendation 1

Governments should fund transport infrastructure by the fairest

and most efficient combination of the only two funding sources:

1. User charges, and

2. Taxes (whether taxes on land, including value capture taxes,

or general revenue).

18. Kay (2015, p. 159).
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2 Many projects, one mechanism

All infrastructure projects are different, and their impacts on land values

can vary significantly.

But it is dangerous to reach for bespoke value capture solutions for

each project. This can increase the cost and complexity of a value

capture scheme, and it creates opportunities for rent-seeking and cor-

ruption.

To manage the tension between individual project characteristics on the

one hand and the risks of bespoke solutions on the other, governments

can legislate a value capture framework. A value capture framework

would define which projects are eligible for value capture, how taxes

will be assessed, the tax rate and which agency will be responsible for

managing the program.

This chapter outlines the ways in which infrastructure projects differ, the

problems of bespoke design and a practical way to mitigate the main

risks.

2.1 All infrastructure projects are different

The impact on land value differs from project to project: when it goes

up, by how much, the difference that the transport mode makes, and

the size of the land value increase relative to the construction costs.

This section explains these four dimensions in more detail.

2.1.1 Land value changes can happen early or late in the project

Land value often increases as soon as a project is announced. But not

always. Sometimes the increase happens during construction, and in

some cases not until after the infrastructure is open.

Figure 2.1: Value uplift happens at different times of development

Proportional variation in price of land within 400 metres of a stop or station,

after controlling for other factors. Index = 1 around time of announcement
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Notes: Analysis uses “hedonic pricing models” which isolate how specific attributes of

a land parcel (for example, topography, proximity to infrastructure, zoning rules) affect

value. The time scale prior to opening has been scaled so that key milestones in each

project’s life cycle can be compared.

Source: LUTI Consulting (2016) and McIntosh et al. (2014a).

Grattan Institute 2017 23



What price value capture?

The variation in timing of value uplift makes it difficult to design a value

capture scheme. Figure 2.1 on the preceding page illustrates timing

differences for land in the immediate vicinity of new stations for several

Australian projects: the Epping to Chatswood railway line in Sydney,

the Dulwich Hill light rail extension, also in Sydney, and the Mandurah

railway line link to Perth.

• The Epping to Chatswood line connects two previously existing ra-

dial rail lines, and provides a second rail route to the CBD from Ep-

ping. Construction began in November 2002 and the line opened

in February 2009. It is fully underground, 12 kilometres long, and

has three new stations in middle suburbs. Transit-oriented plan-

ning controls have been introduced around the new stations.19

• The Dulwich Hill light rail, an extension of the Inner West Light

Rail Transit, was built between 2012 and 2014. Before then, the

line had stretched from Sydney’s Central Station to Lilyfield. The

extension took the line from Lilyfield to Dulwich Hill.20

• The Mandurah railway is a suburban line running south from Perth

to Mandurah along the route of the Kwinana freeway. Construction

began in February 2004 and the line opened in December 2007. It

is 72 kilometres long and has 11 new stations.21

2.1.2 Land value changes can be big or small

A new piece of infrastructure is likely to result in big land value in-

creases only if it makes the property much more accessible. Even for a

given piece of infrastructure, land value changes are not uniform: closer

properties tend to be more affected than more distant ones.

19. LUTI Consulting (2016).

20. Ibid.

21. Carpenter et al. (2007).

Figure 2.2: The impact on land values ranges widely within transport

modes

Observed change in affected land or property values, per cent
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Notes: Ranges of price changes are based on a large sample of available studies from

several countries, collated by the Bureau of Infrastructure, Transport and Regional

Economics. The price change for some studies is land value and for others is property

value. The range represents the range of average impacts from different studies. The

range of uplifts observed for individual properties is likely to be larger. Roads are not

included, due to insufficient road studies being available. The beneficiary catchment

for road projects is generally less clear than for rail and bus, and benefits from road

projects are more likely to be diffused.

Source: BITRE (2015b, p. 3).
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For instance, Perth’s Mandurah rail line created significant land value

increases close to the new stations, in large part due to the speed of

the service, as well as the high fuel and parking costs, and congestion

on the competing Kwinana freeway.22

Figure 2.2 on the previous page shows how different projects around

the world vary in their impact on land values.

Figure 2.3 shows some of the variation in land values attributed to spe-

cific major infrastructure projects.

Land value uplifts in one area may simply reflect transfers from another

area. For instance, if a town bypass is built on a country highway, trav-

ellers between major cities have a quicker trip but the impact on the

town’s businesses can be devastating.

Comparing the Epping to Chatswood line and the Dulwich Hill light

rail extension illustrates the variability in land value uplift from infras-

tructure. Land within 400 metres of the new stations on the Epping to

Chatswood line was estimated to have increased in value by 48 per

cent due to the new infrastructure, whereas on the Dulwich Hill light rail

the increase was estimated to be 7 per cent.23 This reflects people’s

preference for faster heavy commuter rail over light rail, particularly

when the existing heavy rail network is more extensive than the light

rail network.24

22. McIntosh et al. (2014a) and McIntosh et al. (2013).

23. The uplift estimates are from LUTI Consulting (2016). Each can be observed in

Figure 2.1 on page 23 as the ratio of the final figure in the time series to the lowest

point in the series. The Dulwich Hill uplift may be understated. The research used

land value increases up to one year after commencement of light rail operations. It

is reasonably likely further value increases would have been observable after this

point. The Epping-to-Chatswood study observed value increases up to four years

after opening.

24. Mohammad et al. (2013, p. 166).

Figure 2.3: The impact on land values varies markedly from project to

project

Uplift in affected land or property values estimated to be attributable to the

infrastructure, per cent
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Notes: Studies on Bogotá Bus Rapid Transit, Santiago Metro, Warsaw Metro, Hong

Kong Metro and Liverpool-Parramatta Bus Rapid Transit were based on property

values. Studies on Dulwich Hill Light Rail, Epping-Chatswood and Mandurah rail were

based on land values.

Source: LUTI Consulting (2016, pp. 61, 68), McIntosh et al. (2014b, p. 338), Mulley

et al. (2013, p. 13), Medda et al. (2011, p. 7), Calvo et al. (2007, p. 22), Cervero et al.

(2009, p. 1) and Agostini et al. (2008, p. 1).
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A material change in accessibility may not be sufficient to bring about a

material change in land values.

2.1.3 Urban passenger rail projects generally have the most

concentrated impact on land values

A new piece of infrastructure can have a concentrated impact in a small

area, or a dispersed impact across a larger area. The impact from ur-

ban passenger rail is typically the most concentrated.

New passenger railway stations and links make the surrounding areas

more accessible, so land prices are likely to increase, especially within

walking distance of a station.25 Even country towns could see land

values increase if a sufficiently reliable and affordable transport link

puts them within feasible commuting time from a major city.

By contrast, the impact of a new road or increased capacity on an

existing road is generally more dispersed. This is because new roads

generally do not make a big difference to an area’s accessibility: most

areas are already connected by road, and it is inherent to car travel that

a walkable distance to a new road is not important – and may in fact be

undesirable. The impact of a new road tends to be on the speed and

reliability of a journey, rather than making new car journeys possible.

By comparison, a new rail link makes new rail journeys possible.

Even if a road makes a big difference to a city, many of those benefiting

are people passing through rather than those who own land nearby.

So the benefits are likely to be diffuse, and the impact on the value of

individual plots of land is likely to be modest.

25. Cervero et al. (2002); and Weinstein et al. (1999), cited in Mohammad et al.

(2013).

Studies have found some road developments increase the value of in-

dustrial land.26 But houses and shops near major new roads can suffer

from increased noise, pollution and accident risk.27

Bus projects have had mixed impacts on land values. In Australia, even

dedicated busway projects have mostly had only limited impacts on

land values.28 This may be because buses are a relatively minor com-

ponent of urban travel in Australia, accounting for around 5 per cent

of urban trips.29 It may also be because people associate buses with

noise and pollution.30 Overseas, particularly in Latin America and Asia,

bus rapid transit systems have resulted in greater land value uplift.31

But in general, planners, funders and users tend to see bus infrastruc-

ture as less permanent than rail, meaning its impact on land values is

more limited than rail’s.32

2.1.4 Land value changes bear little relationship to construction

costs

The success of value capture schemes is often measured by the pro-

portion of construction costs they raise. However, there is little connec-

tion between the cost of construction and the value uplift that can be

captured.

Firstly, only a portion of the total benefits of a project will be capitalised

into local land values and thus be available for value capture. The

amount able to be captured will depend on the geographic spread of

benefits, as well as the level of user charges, if any.

26. SGS Economics and Planning (2012).

27. Zhang et al. (2015); LUTI Consulting (2016); McIntosh et al. (2014a); and

Palmquist (1992).

28. Zhang et al. (2015); and Mulley et al. (2013).

29. Zhang et al. (2015, p. 9).

30. Ibid. (p. 9).

31. Stokenberga (2014).

32. Mulley et al. (2013, p. 2).
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Secondly, the relationship between benefits and costs varies greatly

between projects. For example, the Benefit-Cost Ratio (BCR) for the

Forrestfield Airport Link in Perth has been estimated at 1.4,33 while

the BCR for the Main Road, St Albans Level Crossing Removal in Mel-

bourne has been estimated at 0.8.34 And far higher and much lower

BCRs are not unusual.

The comparison between the Epping-to-Chatswood and Dulwich Hill

projects, described above, illustrates that there is little connection be-

tween construction costs and value uplift that can be captured.

The uplift was much bigger in the vicinity of Epping-to-Chatswood

than Dulwich Hill. Yet the total value uplift observed on the Epping-to-

Chatswood line was 42 per cent of project costs, while for Dulwich Hill it

was 70 per cent of project costs.

This divergence results from differences in costs and in uplift amounts

(Figure 2.4). The construction costs for Epping-to-Chatswood were

around $190 million per kilometre; for Dulwich Hill, they were around

$40 million per kilometre. This reflects the fact that heavy rail is more

expensive than light rail, and tunnelling costs more than surface con-

struction.

The value uplifts for the two projects also took very different forms.

Epping-to-Chatswood caused large increases in land values for a

small number of properties nearby. Dulwich Hill caused much smaller

increases in land values for a larger number of properties (because

light rail has more frequent stops).

Although no value capture tax was imposed in these two projects, the

amount of uplift observed can be used to illustrate the impact that a

hypothetical value capture tax would have had. A value capture tax to

capture 50 per cent of the value uplift over a five-year payment period

33. Infrastructure Australia (2016b).

34. Infrastructure Australia (2015).

Figure 2.4: Land value uplifts have no relationship to construction costs
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Source: LUTI Consulting (2016); NSW Treasury (2011); NSW Treasury (2014); Grattan

analysis.
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would have resulted in annual bills of $45,000 on average for property

owners near the Epping to Chatswood line, and $5,000 for those near

the Dulwich Hill light rail (Table 2.1).

As a point of comparison, an extra tax of 0.5 per cent on the whole land

value would have resulted in much lower tax bills for property owners

near the Epping to Chatswood rail line. But it would also have raised

much less revenue over five years: only 2.2 per cent of the construction

costs of the line (Table 2.2).

2.2 Bespoke value capture mechanisms are risky

Even though every project is different, the arrangements for captur-

ing value should not be. Governments should not design value cap-

ture schemes with different tax rates, different approaches to defining

who is in the catchment, or different timing arrangements. Bespoke

schemes are expensive to administer, unfair, and introduce the risk of

rent-seeking and corruption. This section explains these shortcomings.

2.2.1 Bespoke schemes are costly

Every time a tax is introduced, it needs policy and legislation that cov-

ers all foreseeable circumstances, and systems to administer, monitor

and report on it. If new value capture taxes are designed for individual

infrastructure projects, the design and implementation of each one will

have its own quirks and special characteristics.

Governments will spend more money on administration than they

need to, and waste time and political capital getting special legislation

passed.

2.2.2 Bespoke schemes are unfair

Bespoke schemes place at risk the most appealing characteristic of

value capture – that it requires the windfall beneficiaries to pay more

Table 2.1: Collecting 50 per cent of attributable land value uplift over five

years would result in very large bills for individual property owners near

the Epping-Chatswood line

Epping-Chatswood Dulwich Hill

# properties 2,200 2,900

Average annual bill $45k (4.8% land value) $5k (0.7% land value)

Total raised $487m $77m

% of project cost 21% 35%

Source: Grattan analysis of LUTI Consulting (2016).

Table 2.2: Collecting 0.5 per cent of total land value annually for 5 years

would capture very little of the value uplift for Epping-Chatswood

Epping-Chatswood Dulwich Hill

# properties 2,200 2,900

Average bill $4,700 $3,900

Total raised $51m $57m

% of project cost 2.2% 26%

Source: Grattan analysis of LUTI Consulting (ibid.).
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than people who do not benefit. Applying different taxes to landowners

in similar circumstances is unfair.

Some fairness problems are unavoidable, for example different treat-

ment of landowners just inside and just outside a boundary. However,

bespoke schemes add an avoidable fairness problem.

2.2.3 Bespoke schemes create opportunities for rent-seeking

and corruption

Government schemes that are tailored to local conditions on a case-

by-case basis expose governments to rent-seeking by individuals and

firms wanting commercial advantages. Landowners who are well or-

ganised and politically connected, and those in marginal electorates,

are more likely to succeed in lobbying to influence the terms of value

capture taxes in their area.

Even more concerning is the potential for corruption. The bigger the

value capture tax, the greater the risk of collusion between landowners

and politicians. A recent study of rezoning decisions in Queensland

found that well-connected landowners owned 75 per cent of the land

that was rezoned, but only 12 per cent of comparable land immediately

outside the rezoning boundaries, indicating that these decisions were

primarily driven by the relationship networks of the landowners, rather

than technical assessments of the efficiency of urban expansion loca-

tions.35

A significant benefit of value capture generally is that, by reducing wind-

fall gains to private individuals, it reduces incentives for individuals to

seek political favours or engage in corrupt activities relating to specific

projects. Adopting a bespoke approach would negate this benefit,

by encouraging individuals to lobby for a scheme designed to favour

them.36

35. Frijters et al. (2015).

36. Ibid.

Avoiding customised approaches is the foundation to mitigating these

risks. Whenever there is wide discretion, there are risks that it will be

used to favour those who offer benefits – from donations to re-election

campaigns, to a lucrative job after politics, to straight-out bribes.

Governments should establish a standardised framework for value cap-

ture schemes, without scope for tailoring and customisation, and then

operate them at arm’s length.

2.3 A practical approach to mitigating the risks

Any government that decides to introduce value capture should mitigate

as far as possible the risks of excessive cost, unfairness and corrup-

tion. It should do so by legislating for a standard approach to every

complying project.

The legislation should specify the following characteristics:

• The minimum size of a project for it to be eligible;

• What authority will be responsible for defining the affected

landowners – the beneficiary (or disadvantaged) catchment – and

the methodology for doing so;

• Which types of infrastructure will be subject to the value capture

tax – such as railway stations but not roads, or bridges but not

hospitals;

• What authority will be responsible for assessing baseline and uplift

values, and the methodology for doing so;

• The rules governing how the tax rate is set, including how it varies

according to any user charges that are also in place;

• The arrangements for paying that proportion of a loss back to a

landowner whose land value falls because of the new infrastruc-

ture;
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• The schedule of when payments will be due;

• Eligibility conditions for applications to defer payment until sale or

transfer of the property; and

• Appeal mechanisms.

The following chapter focuses on the optimal design of a value capture

tax.

Recommendation 2

If a state government decides to go ahead with transport

infrastructure value capture, it should pass general legislation that

applies value capture to every transport infrastructure project with

the following characteristics:

1. An identifiable beneficiary catchment;

2. Expected to make an area significantly more accessible; and

3. Large enough for the amount of revenue raised to

substantially outweigh the cost of administering the scheme.
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3 A well designed value capture tax

There are better taxes than value capture taxes, and Australians would

be better off if their governments raised revenue in the most efficient,

fair and simple way they can. This chapter explains in more detail the

costs to the community of different tax bases.

But if governments do decide to proceed with value capture, there are

better and worse ways of doing so. The first priority should be inte-

grating the planning of new infrastructure with land use planning and

zoning.37 This chapter lays out how to design a value capture tax that

state governments could implement according to the principles that

should guide all tax design: efficiency, equity and simplicity, and further,

that is as impervious to rent-seeking as possible.

A value capture tax should not be introduced as if there were no other

taxes and charges in place. Figure 3.1 on the next page shows an es-

timate of the proportion of a one-off increase in land value that already

accrues to governments’ revenue over a 30-year period. Four of the

five key taxes on land capture some of the uplift in value from a one-off

increase, particularly for investor housing and commercial property.

The fifth key tax on land is council rates, which is not included in

Figure 3.1 because a one-off land value increase will not increase

overall revenue from this source. Each year, each council determines

its revenue target according to its spending priorities. In NSW and Vic-

toria, this revenue-targeting approach is formalised with a rate cap.38

Thus, a one-off increase in land prices in one part of a council area

will not lead to an increase in council revenue. Rather, there will be a

shift in how much different ratepayers pay, while the overall revenue

collected remains at the pre-determined level.

37. Schmahmann et al. (2016); and Transport and Infrastructure Council (2016).

38. SGS Economics and Planning (2016, Appendix 1).

Figure 3.1 also highlights the fact that owner-occupiers pay a much

smaller share of tax on a one-off increase in value than investors and

owners of commercial property. This is because owner-occupiers are

exempt from land tax and capital gains tax on their principal place of

residence, and from GST on purchases of existing homes.39 Owner-

occupied housing accounts for 65 per cent of all land value, with ten-

anted housing making up 17 per cent, and commercial land 8 per

cent.40

This chapter proposes a design for an efficient, fair and simple-to-

administer value capture tax.

3.1 An efficient value capture tax

A value capture tax can be efficient; that is, it can have minimal impact

on people’s decisions about working, saving and investing. This should

be a key design goal.

Like any well-designed land tax, an efficient value capture tax should

be imposed on unimproved land value, with everyone’s liability occur-

ring at the same time, and without exemptions.

3.1.1 Unimproved land value

Unimproved land value is an efficient base because there is very little

an individual landowner can do to alter it (see Section 1.1). Unimproved

land value therefore isolates windfall gains from gains arising from the

owner’s actions, such as building or renovating.

39. A New Tax System (Goods and Services Tax) Act 1999 (1999).

40. Grattan analysis of ABS (2016b, Table 61) and ABS (2015).
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The only existing tax that isolates uplift value is the capital gains tax,

although it does so on the total improved property value rather than

unimproved land value. Stamp duty, GST, land tax and municipal

rates all tax the entire land or property value rather than just the uplift

amount.

Housing affordability is a potential concern whenever housing or land-

related taxes are under consideration. However, a value capture tax

as described in this chapter should not reduce housing affordability,

although the new infrastructure will change the characteristics and

desirability of a property.

Imposing a land value uplift tax would be expected to dampen the uplift

in property values arising from the infrastructure improvement. Poten-

tial buyers would reduce the amount they were willing to pay by the

future cost of tax payments. In other words, the tax liability would be

capitalised into the property value.41 This means the people who really

paid the tax would generally be those who owned a property at the time

the future tax liability was imposed.

3.1.2 Everyone becomes liable at the same time

An external trigger for a tax liability is more efficient than one that arises

from an individual’s decision to buy or sell a property. This is because

an external trigger does not permit an individual to take advantage of

other circumstances to lower their tax liability, such as lowering their

personal income or declaring a capital loss.

Figure 3.2 on the following page shows that taxes levied on land on

a continuing basis distort individuals’ and firms’ decisions the least,

whereas taxes levied on property turnover distort the system the most.

41. A body of work has looked at the impact of recurrent property taxes on house

prices and found that they are generally capitalised into lower house prices, e.g.

Oates (1969) and Palmon et al. (1998), cited in Davidoff et al. (2013).

Figure 3.1: Very little uplift is captured from owner-occupied housing

Proportion of a one-off land value uplift captured over 30 years, per cent
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Notes: Rates based on median-priced residential properties in each capital city. Land

tax rate assumes an average land holding similar to a median–priced residential

property, and that land value is 65% of property value on average. Assumes inflation

of 2.5%, discount rate 4.5%. Assumes 6% of properties are sold each year, based

on Leal et al. (2017). WA land tax includes Metropolitan Region Improvement Tax,

applicable to most areas of Greater Perth. The median-priced property in Brisbane or

Adelaide is below the threshold for land tax, thus the incremental land tax shown for

Queensland and South Australia is zero. In South Australia, stamp duty on commercial

property is being phased out over 2015-2018. The zero stamp duty amount shown

for South Australian commercial property is relevant to the period after 1 July 2018.

The zero GST amounts shown for residential property are applicable to existing resi-

dences. New residential properties will be subject to GST. The GST amounts shown

for commercial property are applicable to non-GST-exempt property sales, and are not

adjusted for any input tax credit which may be claimed.

Source: Grattan analysis of ATO (2015); Leal et al. (2017); CoreLogic (2017) and

Victorian Department of Treasury and Finance (unpublished).
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Land tax and council rates capture some land value uplift, both with a

continuing annual liability. Stamp duty, GST and capital gains tax, on

the other hand, are triggered when a property changes hands.

Taxes that are triggered by a property transaction make people less

inclined to move. Such taxes have grown substantially in recent years.

Capital gains tax revenues have increased from $1.7 billion in 1998-99

(before the introduction of the 50 per cent discount) to $4.8 billion in

2013-14.42 NSW stamp duty thresholds have not been changed for 30

years.43 But in this time the median Sydney house price has increased

from $100,00044 to more than $1 million,45 meaning the rate of stamp

duty on the median Sydney house has increased from 2 per cent to

more than 4 per cent. It is not surprising therefore to see evidence of

reduced mobility: in 2003, around 8 per cent of homes in Australia were

sold, compared with around 5 per cent in 2016.46

In calculating a tax based on land value at a point in time, there is a

risk that the uplift on which the tax is based may not reflect the price an

owner achieves when they ultimately sell. The actual sale price will be

affected not only by the land value but also by the buildings.

3.1.3 No exemptions

Taxes that are applied across the board tend to be more efficient than

those with carve-outs, because people are less inclined to spend time

and effort trying to avoid paying them. This is also a fairer approach.

A value capture tax should be applied on all land within the catchment

area of a new piece of infrastructure, regardless of who owns it or what

is on it.

42. ATO (2016, Estimated tax on net capital gains, Table 1: individuals).

43. Property Council of Australia (2015).

44. Abelson et al. (2004, p. 8).

45. Domain (2017).

46. Leal et al. (2017, p. 21).

Figure 3.2: Taxes vary considerably in their efficiency

Marginal excess burden of key Australian taxes
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income tax, or investing in a more lightly taxed asset than they otherwise would. The

economic burden of broad-based land taxes is estimated to be negative, since the
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are narrowly-based (excluding owner-occupied land and investor-owned land below
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Source: All marginal excess burden estimates are from Cao et al. (2015), other than

council rates, insurance duty and payroll tax. Insurance duty and payroll tax are as-

sessed in KPMG Econtech (2011), and council rates are assessed in KPMG Econtech

(2010).
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It is difficult to draw with any precision the geographic boundary of the

catchment area of a new piece of infrastructure. While planners apply

a rule of thumb that people will walk 800 metres to a train station and

400 metres to a bus, these guidelines are not well supported by em-

pirical evidence.47 To counter this imprecision, landowners whose land

decreases in value or increases at a slower rate than would otherwise

have occurred due to a new piece of infrastructure should receive a tax

payment instead of a tax bill (see Section 3.2.2 on the next page).

Existing taxes that capture some land value uplift are full of exemp-

tions and carve-outs. The principal place of residence, for example,

is exempt from capital gains tax, land tax and GST. In particular, its

exemption from capital gains tax amounted to a revenue reduction of

$27.5 billion in 2015-16.48 Most states exempt first home-buyers from

paying stamp duty for properties under a threshold.

3.2 A fair value capture tax

A marvellous feature of a value capture tax is its fairness; if two people

are in otherwise similar situations and one benefits from a new railway

station or bridge, then a tax on some of their property value increase

meets one common sense test of fairness. This type of fairness is

known as “horizontal equity” as it relates to a specific project.

But value capture taxes cannot address the shortcoming of horizontal

equity between projects; that is, because value capture taxes are best

suited to infrastructure with a well-defined beneficiary catchment, they

are best applied to urban passenger rail projects but less well-suited

to taxing other forms of infrastructure such as schools, hospitals and

monuments, whether new or old.

47. BITRE (2015b).

48. Treasury (2017, Item E5, p. 9).

Nor are value capture taxes well-suited to looking after the needs of

poorer people relative to richer people, known as “vertical equity.” En-

suring that poorer people are not taxed too much is as a general rule

most effectively handled by the tax-transfer system rather than by each

individual tax or charge. To address vertical equity concerns, people

with limited income should be able to defer payment until sale or trans-

fer of the property.

For a value capture tax to be fair, it should not only accord with crite-

ria legislated in advance, but there should also be a payment to the

landowner rather than a liability if the infrastructure causes the value

of some land parcels to fall, or to increase at a slower rate than had

the infrastructure not been built. It should charge a set percentage of

the value of the uplift, at a fixed rate. And people with limited income

should be able to defer payment: a key vertical equity consideration.

3.2.1 Legislate standard criteria in advance

For a value capture tax to apply to all properties in the catchment on a

consistent basis, state parliaments should legislate the criteria for value

capture taxes and ensure the tax is administered without special deals

or tailoring.

If value capture schemes are designed differently for each piece of

infrastructure, some landowners will end up paying the tax while others

in similar circumstances will not. Designing schemes one by one also

gives individuals and businesses who may become liable for the tax an

incentive to spend time, energy and money lobbying against it.

An example – Melbourne Metro rail

To explore some of the design considerations, we consider implementa-

tion of a hypothetical value capture tax on the Melbourne Metro project,

which was announced in 2015 and is expected to be completed in

2025.
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The intention is to limit the tax to property owners whose land in-

creases in value by more than the average due to the Melbourne Metro.

Above average uplift within a defined catchment area will be assumed

to be attributable to the Melbourne Metro project, and taxed accord-

ingly. Above average uplift outside the catchment will be assumed to be

due to other factors, and will not be subject to the tax.

A typical approach is to define the catchment as all properties within

walking distance of a station – around 800 metres. The boundaries

should be set in advance but make sense: not stopping halfway along a

short street, for example. These boundaries would need to be drawn

before the government announced its intention to build the project.

For example, the areas surrounding the five new stations – Arden,

Parkville, CBD North, CBD South, and Domain – are clear candidates.

All properties in each identified catchment would then need to be no-

tified immediately that they may be liable for a value capture tax – the

amount of which would not be known until the infrastructure is finished

and operating.

If an affected property were to be sold at any time before the amount of

the tax is determined, potential buyers would need to be made aware of

the contingent tax. The sale price would be expected to adjust accord-

ing to the expected size of the future tax bills.

The value capture tax would only be levied if the unimproved land value

of each property inside the catchment increases by more than, say, 5

percentage points above the average for similar parts of Melbourne.

The comparison points would be the unimproved land value in the year

before the project was announced, and the value about one or two

years after Melbourne Metro is opened.

To avoid the costs of conducting out-of-cycle official valuations, the

value capture tax should be based on a routine official valuation done

at least one full year after the project is opened. So, assuming 2026 is

an official valuation year, the Melbourne Metro value capture charge

would be based on the change in unimproved land values between

2014 and 2026, compared with the average for similar areas.

If the land value uplift of a property within the catchment was more

than, for instance, 5 per cent larger than the average for comparable

areas, the tax would then be calculated to capture a set proportion

of the differential – say, 50 per cent. The tax would be payable over a

period of perhaps five years, and so payable between 2027 to 2031.

Box 8 on the following page provides some similar details on London’s

CrossRail project.

3.2.2 A payment to the landowner if value is destroyed

Many transport projects create losers as well as winners. Landowners

whose land decreases in value or increases at a slower rate than would

otherwise have occurred due to a new piece of infrastructure should get

a tax payment rather than a tax bill. If the argument for a value capture

tax is prosecuted on the basis that those who gain should pay, then it is

equally the case that those who lose should be paid.

An example is when a person’s property is close to a new railway line,

with the attendant noise and perhaps loss of a park, but between two

stations and close to neither. Such a property could decrease in value

due to the loss of amenity without commensurate gain.

If a piece of infrastructure has benefits to the community that are larger

than its costs, it should be possible to tax the benefits, provide some

compensation, and for the project still to have been worthwhile. Indeed,

this is the standard by which projects should be judged.

3.2.3 Charge a proportion of value uplift

The fairest method is to charge a proportion of the land value uplift that

is attributable to the new infrastructure. This explicitly targets landown-

ers’ windfall gains. Valuations performed by valuers-general could be
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Box 8: London CrossRail

CrossRail is an addition to London’s rail network, a line running from

Reading in the west to Shenfield in the east. It includes ten new sta-

tions,a and will increase rail capacity in central London by 10 per cent.b

Construction consists of 42km of new rail tunnel, and is due to be com-

pleted in 2019.c Of the £14.8 billion construction cost, £4.1 billion (28

per cent) is being raised from a Business Rate Supplement.d An addi-

tional £600 million (4 per cent) is being raised from developer charges.e

The Business Rate Supplement is a levy on all commercial properties

in Greater London with rateable value (that is, estimated annual rent)

over £55,000.f This affects the largest 20 per cent of commercial prop-

erties.g The charge is equal to 2 per cent of estimated annual rent,h

and will be in place for 30 years.i

The Business Rate Supplement targets businesses all over Greater

London, not just those within walking distance of a station and thereby

directly benefiting from new infrastructure. This mismatch between

beneficiaries and those paying the tax limits the efficiency and equity

of the value capture scheme. On the other hand, the broad geographic

spread of the charge means a comparatively low rate can raise sig-

nificant revenue. Also, there is some argument that CrossRail is “city-

shaping” – that is, it may have a big impact on people’s decisions about

where they live and set up businesses, thus creating value across the

city as a whole.j

Exempting small businesses and owners of residential property creates

a further mismatch, because residential and small commercial proper-

ties close to CrossRail stations are just as likely as large commercial

properties to increase in value.k But, of course, it would have been

much harder, politically, to introduce a tax without these exemptions.

a. Crossrail (n.d.).

b. Medda et al. (2013).

c. National Audit Office (2014, p. 4).

d. Ibid. (p. 24).

e. Ibid. (p. 24).

f. Ibid. (p. 24).

g. PwC (2014, p. 25).

h. Ibid. (p. 25).

i. National Audit Office (2014, p. 25).

j. Schmahmann et al. (2016).

k. Between 2008 and 2015, residential property prices within a ten-minute walk of new CrossRail stations increased, on average, by 57 per cent, compared to 43 per cent growth in

central London generally, see Knight Frank (2015).
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used to estimate a property’s land value uplift. This would be compared

to the average for similar areas, and a proportion of the difference

would be charged.49

There are some substantial practical difficulties associated with this

method, which may explain why governments have not embraced value

capture taxes to any great extent. For example, there would be uncer-

tainty for landowners about the size of the tax bill they would receive.

And for some projects, the uplift for a small number of properties would

be very large, meaning it may not be politically feasible to charge a

significant proportion of the uplift. An example of this is the Epping to

Chatswood rail line (see Section 2.1.4 on page 26.

A second-best option would to be tax landowners in the area affected

by a new infrastructure project based on the total value of their land,

rather than on the value uplift created by the new project. While this

has been a common structure for betterment levies (see Table 1.1 on

page 16 and Table 1.2 on page 17), it lacks the appealing fairness of a

tax based on value uplift.

3.2.4 Set a flat rate

A flat-rate tax is fair to landowners because everyone pays in propor-

tion to the gain they receive.

Progressive rates make sense for personal income tax, but not for

land taxes. To impose a progressive structure on the basis of the

landowner’s income would be to stack a second progressive structure

on the existing one. To impose a progressive rates structure on the

basis of the size of landholding would encourage landholders to have

smaller holdings of land and invest more in other asset classes. This is

49. Another option would be to employ hedonic pricing methods to obtain a more ac-

curate estimate of the amount of land value uplift which is specifically attributable

to the new infrastructure. However, this would add an unhelpful degree of com-

plexity and would be difficult to explain to landowners.

how land tax operates in Australia: larger landowners face higher rates

of tax than smaller landholders, with the result that few institutional

investors invest in residential housing.50

For the same reason, a value capture tax should apply from the first

dollar of land value uplift. A universal liability avoids the risk that people

spend time and effort contesting liabilities that are close to a cut-off

point.

3.2.5 Provide a deferred payment option

A substantial value capture tax could create difficulties for landowners

who are asset rich but income poor. For example, an elderly person on

a fixed income may struggle to pay the new tax, despite the increase in

their wealth. A value capture tax needs to be designed so that it taxes

people without causing undue hardship.

The solution is to permit a deferral of the liability until the property

changes hands, on sale or on the death of the owner. Schemes of

this kind already operate for council rates in South Australia, Western

Australia and the ACT.51 Interest should be charged on the balance to

reflect the cost of deferral. A safety net might be provided by a stipu-

lation that the debt cannot account for more than, say, 50, 75 or 100

per cent of the value of the property. This would protect landowners

from longevity risks – where they live longer than expected and the

debt comes to exceed the value of the property as interest charges

compound over time.

3.3 A simple value capture tax

There are two ways to keep a value capture tax simple: take advantage

of laws and processes already in place, which means enhancing or

50. Treasury (2010a, pp. 261–262).

51. Daley et al. (2015, p. 21).
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building on a tax that is already collected; or stick to a standard, which

means determining criteria to apply to all eligible projects and avoiding

special exceptions. This section explains how to design a simple value

capture tax.

3.3.1 Leverage the council rates base

The great advantage of the council rates base is that it includes almost

all properties. Although rates are collected by local government, the

valuations on which they are based are overseen by states’ valuers-

general. There is no reason that the council rates base cannot be used

to collect a state-level tax.52

To leverage the council rates base would entail using states’ property

valuations, which are conducted every one or two years, in arrears.

While these valuations are estimates, they are a well-established and

broadly accepted element of the system of levying municipal rates and

land taxes, and equally available for a value capture tax.

Some local government areas use capital improved value to calcu-

late council rates.53 In these areas, it would be preferable to move to

unimproved site value (that is, land value) as a basis for a value capture

tax.54

A second-best alternative would be to take the land tax base and add in

principal places of residence.

3.3.2 Apply standard criteria

Standard, clear, specific and inflexible criteria for all eligible projects is

important not only for fairness, as outlined above, but for simplicity of

administration.

52. The council rates base is already used for state-wide property-based levies to fund

fire and emergency services, see Daley et al. (2015, p. 17).

53. SGS Economics and Planning (2016, Appendix 1).

54. Treasury (2010b, p. 258).

3.3.3 Make the liability predictable

Landowners prefer to know the size of their liability, particularly if it is

likely to be large. For this reason, a value capture tax should be im-

posed once, so that the size of liability is determined at a specified

point after the infrastructure is open to general users. This does not

prevent a payment schedule over, say, five years, to ease cashflow for

landowners.

The tax’s baseline valuation should be the valuer-general’s valuation of

the land in the full year before an official commitment, with funding, to

the project.

The tax’s “after” valuation should be at the end of the second full year

of the project being open to general users. In some cases, value up-

lift will continue to accrue after this date. For example the Epping to

Chatswood rail line resulted in uplift up to four years after opening

(Figure 2.1 on page 23). However, setting a date two years after open-

ing will generally capture most of the attributable uplift, and avoid undue

delays in determining the amounts to be charged.

This valuation would also be conducted by the valuer-general, and

would also be restricted to the unimproved land value. Of course, this

is an estimated rather than an actual value, because the actual value

can only be observed when a willing buyer pays a particular price at a

particular time. But an estimate in arrears is a closer approximation of

an actual price than an estimate in advance.

The difference between these two valuations would be compared to the

change in land valuations over the same time period for more distant

properties in otherwise similar areas.

3.4 Is a value capture tax better than a broad-based land tax?

Introducing a well-designed value capture tax is not easy. So far this

chapter has identified in broad terms how to design a value capture tax
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Table 3.1: How land value uplift is currently taxed

Turnover taxes Annual liability taxes One-off
liability

Stamp duty GST Capital Gains
Tax

Land tax Municipal
rates

Well-
designed

betterment
levy

Base

Uplift value only? X X X X

Unimproved value only? X X X Varies by local
govt

Restrictions of base? First home
buyers exempt
in some states

Domestic
property
exempt

Main home
exempt; 50%
discount on
nominal gain

Main home
exempt

X Geographically
bounded

Rate

Refundable if downlift? X n/a X X

Flat rates structure? X X
(Progressive on
property value)

(Progressive on
owner’s holdings)

(Though
minimums and flat
charges apply for
some councils)

How often

Tax liability trigger Sale or
transfer

Sale Sale or
transfer

Annual liability Annual liability Infrastructure
opening
(one-off)

Payment

Who pays? Purchaser Purchaser Seller Owner Owner Owner

To which govt? State Commonwealth Commonwealth State Local State
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that is as efficient, fair and simple as possible within the Australian state

system as it stands.

In summary, the design outlined above is reasonably efficient; it could

be considered as similar to land tax, although with the shortcoming that

its geographical boundary could be disputed. It would have a strong

claim to horizontal equity at the level of the project; in other words, the

landowners benefiting from the infrastructure would contribute to its

cost. However, it would not be as compelling on broader horizontal

equity grounds, because landowners would be asked to contribute to

a new railway link but not to a new hospital or museum. Nor would it be

persuasive on vertical equity grounds, because people would be taxed

on their land value uplift without regard to their capacity to pay. On

simplicity grounds, value capture taxes are poor performers; there are

many complications and the inevitable exemptions would only increase

their complexity.

Value capture taxes are often compared with a broad-based land tax.

Table 3.1 on the previous page summarises the ways in which land

value uplift is currently taxed, including land tax. The following section

explains how a broad-based land tax could work as an alternative to a

value capture tax.

3.4.1 A broad-based land tax

A broad-based land tax is an alternative way to tax some of the land

value uplift that results from government actions, particularly from the

establishment of a new piece of infrastructure. The idea of a broad-

based land tax has a long history in Australia. It became popular in the

late 19th century and has recently experienced a renaissance due to

its prominence in the Henry tax review of 2010. Most recently, Infras-

tructure Australia has argued that such a tax would be the best way to

capture value from new infrastructure investments.55

55. Infrastructure Australia (2016a, p. 14).

A broad-based land tax is highly efficient, because land is an immobile

tax base (Figure 3.2 on page 33). And while it would not zero in on

the beneficiaries of a new piece of infrastructure, it would capture the

effects of all infrastructure, old and new, as they translated into land

values (as described in Section 1.1). This means it would satisfy a

requirement of horizontal equity to a greater extent than a value cap-

ture tax, because it would treat people in similar circumstances in a

similar way, even if the new infrastructure close to one person’s home

was a good candidate for value capture while that close to someone

else’s was not. Like a value capture tax, it would not address vertical

equity concerns, and it is likely that a mechanism such as deferred

liability would be needed for those who were asset-rich but income-

poor. A broad-based land tax would be simpler to administer than a

value capture tax, because there would be no requirement to police the

geographic boundary of the catchment area.

State governments should therefore consider implementing a land tax

with a significantly broader base than those currently in place. Most

importantly, there should be no exemptions.
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Recommendation 3

A value capture tax should be:

1. Applied to the actual amount of the uplift in land value on all

properties in the catchment, compared to the average for

similar areas;

2. Calculated on the basis of a comparison between the

valuer-general’s assessment of land value in the year before

the first costed commitment to a project, and the land value at

the end of the second full year after the project is opened to

general users;

3. Applied at a flat rate with no tax-free threshold;

4. Made as a payment to the landowner rather than a bill in

situations where the new infrastructure has a negative impact

on land values; and

5. Imposed as a single liability, with predictable payments

spread over about five years.

Recommendation 4

State governments should introduce a broad-based land tax, with

no exemptions.
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4 Is there a role for the Commonwealth in value capture?

The Commonwealth does not control the value capture tax base.

Nonetheless, the Commonwealth is pushing state and local govern-

ments to consider value capture opportunities in all future public in-

frastructure investments.56 The Commonwealth is saying it will deter-

mine how much money it will give to a state or local government for

infrastructure only after taking into account contributions made by the

beneficiaries of land value uplift.57

This chapter outlines the limited scope for the Commonwealth to play

any role in value capture. It begins by describing the Commonwealth’s

role in funding infrastructure, and how this may be substantially unrav-

elled by the Commonwealth Grants Commission’s method of allocating

the GST among the states.

4.1 Commonwealth infrastructure funding is mostly unravelled

by the Grants Commission assessment

The Commonwealth does not itself build roads, railway lines, bridges,

busways or tram routes. It contributes to such infrastructure by granting

funds to state governments.

Most of these grants are known as National Partnership payments.

They are governed by rules established by the Council of Australian

Governments. National Partnership payments for transport infrastruc-

ture specify a dollar contribution for a specific project, and are reported

each year in the Commonwealth’s budget papers.

The Commonwealth’s contribution to the states for transport infrastruc-

ture under National Partnership grants constitutes one quarter to one

56. DIRD (2016b, p. 39).

57. DIRD (2016c, p. 2).

Figure 4.1: The Commonwealth is a minority funder of transport

infrastructure

Transport infrastructure spending, $billions, 2005-06 to 2016-17
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Source: Grattan analysis of Commonwealth, State and Territory budget papers 2005-

06 to 2016-17; Department of Infrastructure and Regional Development (unpublished).
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third of states’ spending on transport infrastructure (Figure 4.1 on the

previous page). In 2015-16, this was $6.0 billion, and in 2016-17 it is

forecast to be $8.6 billion. At present, NSW and Victoria are spending

heavily on transport infrastructure, while some of the smaller states are

spending below their long-term average.

Although the Commonwealth selects a suite of projects to fund each

year, in many cases the decision is effectively unravelled by the pro-

cesses of the Commonwealth Grants Commission. If a project is not on

the National Land Transport Network, the Commonwealth’s decision

to fund it has no practical effect. This is because decisions to fund

projects outside the National Network are included in Grants Commis-

sion calculations when it works out how to carve up the GST pool. It is

as if the project funds were not given to the state, but added to the GST

pool. The process could be thought of as:

From each according to his ability, to each according to his needs.

Marx (1875)

The effect is that if one state receives more than its share of off-

network funding, it gets a smaller GST share over the following three

years – that is, the GST distribution unravels the Commonwealth’s

funding decisions.

Off-network infrastructure includes urban passenger rail, urban arterial

roads, urban local roads, and rural roads other than the major highway

links. Value capture candidates are overwhelmingly in this category.

4.2 The projects where Commonwealth funding is not fully

unravelled are generally not candidates for value capture

The type of project where the Commonwealth retains leverage are

rarely candidates for value capture.

The Commonwealth retains some leverage for projects on the National

Land Transport Network. These are the rural highways and railway

Figure 4.2: A significant portion of Commonwealth transport spending is

washed out by GST payments

Average annual amount of Commonwealth transport infrastructure payments

to state and local governments, by state, per capita, 2011-12 to 2014-15
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Source: Grattan analysis of Commonwealth budget papers 2011-12 to 2015-16; De-

partment of Infrastructure and Regional Development (unpublished).
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lines that link major cities and circle the country, as well as some key

urban roads traversing capital cities and linking ports and airports with

other centres. The National Land Transport Network is intended to be

the road and rail networks that connect capital cities, major centres

of commercial activity and inter-modal transfer facilities. It does not

include urban passenger rail, which is where the greatest potential for

value capture lies.

For National Network projects, half the funding is treated as outlined

above – it is effectively unravelled because it is included in the calcu-

lation of how much GST the relevant state gets. But the other half is

treated differently: it is quarantined, so it ‘sticks where it hits’.

The effect is that National Network funding is more desirable funding

for states than off-network funding, because it increases their overall

funding. While half the National Network funding may be unravelled in

the third, fourth and fifth years after the money is allocated, the other

half is not (Figure 4.2 on the preceding page).

In addition to projects on the National Network, this same treatment

applies to seven specific roads projects:

• Sydney’s WestConnex

• East West Link in Melbourne, now cancelled

• The Western Sydney Infrastructure Plan

• Toowoomba Second Range Crossing

• Perth Freight Link/Roe Highway

• Adelaide’s North-South Road Corridor

• The Northern Territory Roads Package

The then federal Treasurer, Joe Hockey, specified these projects for

special treatment in December 2014.58

Even more special treatment applies to the $499.1 million given to

Western Australia in the 2015-16 federal budget for “economic infras-

tructure projects”.59 This funding has no effect at all on GST distribu-

tions – the full amount sticks where it hits.60

The Commonwealth has little capacity to encourage value capture on

National Network projects because such projects are poorly suited to

value capture. As discussed in detail in Section 2.1, value capture can-

didates need a defined beneficiary catchment, which typically means

urban public transport projects.

If the Commonwealth were to require states to pursue value capture,

there is a danger that the states may choose projects based on their

value capture potential rather than those with the greatest benefit to the

community. Cost-benefit analysis is the best tool available to assess

and select transport infrastructure projects.61 Value capture can change

who incurs the costs of a project, but not what those total costs are.

Value capture cannot make a bad project good.

4.3 How can the Commonwealth ensure value capture is

introduced?

The following section explores two ways in which the Commonwealth

can bring about value capture: overhauling the Grants Commission’s

equalisation process; or by informal means, outside the usual policy

mechanisms.

58. Commonwealth Grants Commission (2015, Supplementary terms of reference,

p. x).

59. Treasury (2015, Budget Paper 2, p. 177).

60. Commonwealth Grants Commission (2016, Terms of Reference, p .vii).

61. Terrill et al. (2016b).
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4.3.1 The Commonwealth would need to overhaul the Grants

Commission’s equalisation process

To make all infrastructure funding decisions stick where they hit would

require a major overhaul of the Grants Commission process for deter-

mining states’ GST shares.

There may be strong arguments for an overhaul of the system; certainly

the states often express dissatisfaction with the current system.62 But

there are also strong arguments against wholesale changes to the ma-

chinery of federation, and to date, the latter arguments have prevailed.

But either way, it is far from clear that the Commonwealth should be

able to set terms for infrastructure projects of a predominantly local

type.

If the Commonwealth restricted itself to funding projects that meet its

own agreed criteria for national importance, there would be a case for

making those decisions binding by taking them out of the calculation of

GST shares. The criteria agreed between the Commonwealth and the

states for National Partnership funding are that:

• The benefits of the involvement extend nationwide or beyond the

boundary of a single state; or

• There is a particularly strong impact on aggregate demand or sen-

sitivity to the economic cycle, consistent with the Commonwealth’s

macro-economic management responsibilities; or

• The funding addresses a need for harmonisation of policy be-

tween the states to reduce barriers to the movement of capital and

labour.63

62. For example, in light of falling resource royalties, members of the Western Aus-

tralian and Commonwealth Governments have argued that the GST share West-

ern Australia receives is inadequate, see Burrell et al. (2015) and ABC News

(2016), although c.f. Colebatch (2015).

63. COAG (2011, Paragraph E21).

Although a major overhaul of federal financial relations could allow the

Commonwealth to insist on value capture, the arguments for this are

weak.

4.3.2 Otherwise the Commonwealth must rely on informal means

The Commonwealth’s lack of formal levers does not prevent it from

encouraging value capture through persuasion, deals or other informal

means.

Informal levers are by their very nature hard to observe or evidence.

One example where there appears to have been informal influence

was the 2015-16 Commonwealth contribution to Western Australia

for ‘economic infrastructure projects’, fully quarantined from affecting

the distribution of the GST. It may be that informal reasons lie behind

the relatively higher level of Commonwealth investment in New South

Wales and Queensland than in Victoria or other states over the decade

to 2014-15.64

It is difficult to make policy recommendations in respect of informal

mechanisms.

The simplest, fairest and most efficient approach is for the Common-

wealth to leave the states to decide whether value capture taxes are

the best option available to them.

64. Terrill et al. (2016b).
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Recommendations

1. Governments should fund transport infrastructure by the fairest

and most efficient combination of the only two funding sources:

a) User charges, and

b) Taxes (whether taxes on land, including value capture taxes,

or general revenue).

2. If a state government decides to go ahead with transport infras-

tructure value capture, it should pass general legislation that ap-

plies value capture to every transport infrastructure project with the

following characteristics:

a) An identifiable beneficiary catchment;

b) Expected to make an area significantly more accessible; and

c) Large enough for the amount of revenue raised to substan-

tially outweigh the cost of administering the scheme.

3. A value capture tax should be:

a) Applied to the actual amount of the uplift in land value on all

properties in the catchment, compared to the average for

similar areas;

b) Calculated on the basis of a comparison between the valuer-

general’s assessment of land value in the year before the

first costed commitment to a project, and the land value at

the end of the second full year after the project is opened to

general users;

c) Applied at a flat rate with no tax-free threshold;

d) Made as a payment to the landowner rather than a bill in situ-

ations where the new infrastructure has a negative impact on

land values; and

e) Imposed as a single liability, with predictable payments

spread over about five years.

4. State governments should introduce a broad-based land tax, with-

out exemptions.
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