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The note below outlines key issues for the consideration of HBF members. The attached paper contains a more detailed look at the issues raised by the PGS consultation.

The Treasury published a Planning-gain Supplement (PGS) Consultation document on 5 December. Before responding, HBF must:

· First decide whether the proposed PGS is workable in practice;

· Second, decide which option best serves the industry’s interests: the current S106 system with improvements; the ODPM’s proposed “optional planning charge”; the PGS plus scaled-down S106 (assuming a workable PGS could be designed); or some other system (e.g. the Milton Keynes “Roof Tax”).

It is important to keep in mind that the industry is not being offered “the PGS or nothing”. Rather we are being offered an alternative to the current S106 system. If we reject the PGS, then we should come up with the best alternative to the PGS from the industry’s perspective.

It is important also to realise that we are not talking simply about a tax. Rather each of the options (the PGS, S106, planning charge, roof tax) is in varying degrees a hypothecated tax in which at least some of the funds are recycled to promote development. While any levy on land would tend to reduce supply at the point at which it is levied, there will be a compensating increase in the supply of land for residential development if the funds are recycled for this purpose. The net result should be – hopefully - an increase in the supply of residential land.

Each system raises many detailed questions and issues. However there appear to be a number of key, high-level issues:

Affordable Housing

Each option, including the PGS, has to deal with affordable housing. (E.g. in assessing the PGS, we are in fact assess the PGS + scaled-down S106 + affordable housing.) Given that affordable housing has been a major source of planning delays, and that LPAs have sometimes made excessive affordable housing demands, there is a risk any supposedly better alternative to the current S106 system would still suffer from the problems caused by affordable housing demands.

Current S106

We could opt for retaining the current negotiated S106 system, with the improvements announced in 2005, and possibly proposing further improvements. A negotiated S106 has the advantage that the value of the eventual agreement is directly related to the land value of the individual site – although this may lead to demands for open-book accounting if the LPA disputes the developer’s claim that the demand is excessive. However a major disadvantage – apart from delays, uncertainty, etc. - is the fact that S106 demands have been steadily raised and in effect become a general source of local government finance, rather than funds specifically targeted at enabling development to go ahead that would not otherwise go ahead. As a result, the system risks reducing the supply of new housing, especially in a period of more difficult trading conditions. And as already noted, affordable housing remains a difficult issue in its own right.

Optional Planning Charge (Tariff)

The ODPM’s proposal had the advantage that it would eliminate the delay caused by negotiated S106 agreements. The charge, expressed as a monetary value (e.g. per plot, or per sq ft), would be set by the LPA in relation to the anticipated infrastructure and other needs generated by future development. If properly spent, the money raised by the charge should enable an increase in development. However, unlike a S106 agreement, the charge would have no direct relation to the land value of individual sites, and therefore could end up reducing the supply of land. Also, it seems likely that areas with the greatest needs, and therefore highest planning charges, would sometimes have relative low land values. The ODPM’s proposal was not clear about how affordable housing would be treated.

Milton Keynes “Roof Tax”

This system is being developed in very special circumstances: negotiated in advance with all relevant land owners, for a defined area, of largely greenfield land, where the land value can be fairly accurately assessed in advance, and where no development would take place (and therefore no residential land value be generated) without some mechanism to fund infrastructure. Outside greenfield growth areas, the tax may not be applicable because these very special circumstances would rarely apply. Wider application of the MK approach would need to resolve the treatment of affordable housing.

Planning-gain Supplement

The proposed scheme appears to have two major advantages. The tax would be set by the Treasury, rather than by each LPA. And it would be set as a % rate, not a value, so that the money levied on each site would automatically adjust to the land value on each individual site. However, apart from any technical problems, there are a number of potential drawbacks. How much of the money would be recycled at the local or regional level so as to facilitate an increase in housing development, and how much would simply disappear into Treasury coffers? Even if local authorities retained most of the money, would it be spent on infrastructure to enable increased development, or simply disappear into general local government spending? The proposal is for the PGS + scaled back S106 + affordable housing. Although Circular 1/97 drew tight rules around S106, LPAs have steadily expanded their demands. This could happen again, so that developers would end up in several years with the PGS and S106 (and affordable housing). Affordable housing, to be treated separately, would remain a major potential problem. Although the Treasury says the PGS would be set at a moderate level, a future Government might come to see it as a useful source of tax revenue and steadily increase the rate. (As the rate rose and the revenue accruing to local authorities increased, the Treasury would be able to cut back local authority grant funding.) Stamp duty since 1997 is a worrying precedent.

FOR THE CONSIDERATION OF HBF MEMBERS

1. Is the PGS, as outlined in the Treasury’s Consultation document, workable? From a practical perspective, what are the merits of the proposal, and what aspects are likely to prove unworkable? Could a workable scheme be devised with modifications to the Treasury’s proposed scheme? And what might be the impact of the PGS on land owners and developers in the short-term as it bedded down, and in the longer term?

2. Assuming a workable PGS could be designed, which option best serves the industry’s longer-term interests: S106 with 2005 improvements and any further improvements: optional planning charge; PGS plus scaled-back S106; some other option (e.g. MK Roof Tax) – keeping in mind affordable housing would remain a difficult issue under each option? And assuming the industry can arrive at a preferred option, what are the key conditions necessary for this option to work effectively, meet the industry’s needs and fulfil the Government’s objectives?
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1. BACKGROUND: GENERAL PRINCIPLES

There are a number of separate issues at the heart of the debate about S106, an optional planning charge or Planning-gain Supplement (PGS):

· Taxation of the windfall gains to land owners from the grant of a residential planning permission – a view that society created the gains by granting the permission, and therefore has a right to expect the return of at least some of these gains (the Barker view);

· The need to provide site-related facilities/infrastructure to enable development to go ahead that would not otherwise proceed (the strict “necessity test” of Circular 1/97);

· The need to fund/provide facilities/infrastructure generated by the wider impact of new housing development on a community;

· Reducing local opposition to housing development - if development was seen to bring big benefits to local communities, this might help reduce the strength of opposition and persuade local authorities to be more positive towards granting residential permissions.

Governments introduced forms of land taxation four times in the post-war period. Each failed and was abandoned.

When considering the Treasury’s Planning-gain Supplement (PGS) proposals (5th December), it is important to note that we are not being offered “the PGS or nothing”. Rather we must decide whether we want the PGS plus scaled-back S106, the current negotiated S106 system with improvements, the ODPM’s optional planning charge, or some other alternative. The costs and benefits of each option must be assessed in order to decide which, on balance, offers the best system.

Hypothecated Taxes

It is natural for any industry to oppose a tax which has an impact on its operations. Also, it seems perverse to tax land supply when the Government wants to see a significant increase in the supply of housing.

However S106, PGS, etc. are, in varying degrees, effectively hypothecated taxes which, if properly run, should recycle the revenue in such a way as to increase the amount of land for residential development – whether through the site-specific S106 approach in 1/97 which is designed to facilitate development of sites that would not otherwise be developed; or by funding infrastructure which opens up new land for residential development.

In other words, at the point at which S106, PGS, etc. is levied, there may be a  reduction in the supply of land and new homes. However if the funds are then recycled locally to encourage residential development, the full net impact of a well-designed tax should be to increase the total supply of development land and new housing. The task for the industry is to assess which tax or charge has least negative impact on the supply of development land at the point at which it is levied, and most positive impact when the funds are recycled.

2. BACKGROUND: RECENT HISTORY

2.1 S106

For many years, the house building industry has been very concerned about the current system of S106 Planning Obligations agreements which suffer a number of serious disadvantages: 

· lengthy delays in negotiating agreements with LPAs and getting them signed off;

· uncertainty, in that developers do not know what arbitrary demands LPAs are going to make - many fall well outside the “necessity test” of Circular 1/97, with some demands being made at the last minute after long negotiations, so that it is often very difficult to cost the S106 agreement into the land price;

· pressure for open-book accounting if a developer claims the S106 demands make a site unviable, or the land owners will not sell;

· Affordable housing demands, a primary cause of delay;

· Lack of transparency - it can look as though permissions are being bought, and the industry and LPAs are unable to promote the benefits of development of S106 agreements, and therefore housing development, to local communities.

S106 is in effect a negotiated tax, a highly unsatisfactory situation.

Although the limits of S106 demands are clearly defined within Circular 1/97, LPAs have pushed demands well beyond these limits and developers have often acceded to their demands out of desperation to obtain a permission. In effect, S106 money has become a general revenue source for local authorities, rather than a mechanism for raising money specifically to enable an increase in housing development. The interim revisions to S106 in 2005 were unsatisfactory in that they claimed to retain the necessity test, but at the same time suggested LPAs could make demands well beyond the limits set by 1/97’s necessity test.

However there are some advantages in the current S106 system. LPAs retain all the money for the local community which should, in theory, help reduce opposition to development. It allows regional and local variations – developers in the northern regions seem generally to have less problems than those in the south. Some developers believe they can use their superior negotiating skills to achieve a better S106 outcome than would be achieved through some form of fixed charge or tax. And the S106 demand should be related to the value of the individual site – though this can lead to demands for open-book accounting if a developer tries to argue the demand is excessive and will render the scheme unviable.

2.2 Optional Planning Charge/Tariff

The industry convinced the Government several years ago that the current system was very inefficient and damaging. The Government’s response in November 2003 was the proposed “optional planning charge” or tariff. Under this scheme, the LPA would determine in advance its development-generated demands for education, highways, etc., test them through the local plan process, and set a series of fixed tariffs so that developers would be able to assess the total tariff cost for a site in advance of land purchase. Assuming the list of permissable demands was determined by ODPM and its application policed, this would overcome delays, avoid arbitrary demands, give certainty to developers, reduce the likelihood of demands for open-book accounting allow much greater transparency, and above all provide a source of funds to facilitate increased housing development (assuming the money was spent, as intended, on meeting needs generated by development). The tariff was “optional” in that a developer could opt not to pay the fixed charge and instead negotiate a conventional S106 agreement.

The proposed tariff had potential drawbacks. LPAs could make excessive demands which would mean some developments would not be financially viable. There were concerns about the expertise of LPAs and planning inspectors to determined sensible tariff levels. The industry was concerned it might end up with the tariff and S106 demands. Also, the vexed issue of affordable housing, which is only a planning obligation because the Government says it is, does not fit comfortably into the optional charge and was not addressed satisfactorily in the ODPM 2003 consultation document.

The charge proposal was beginning to gain fairly wide acceptance within the house building industry.

2.3 Roof Tax

The ODPM and Treasury have been closely watching the “roof tax” being developed for Milton Keynes, described in the PGS Consultation document as follows:

“An approach to standardised planning obligations: Milton Keynes
One approach to standardising planning obligations payments has been developed in Milton Keynes.*

Milton Keynes Partnership Committee (a sub-committee of English Partnerships and the local planning authority for the Milton Keynes expansion areas) has developed, with input from local landowners and developers, a “prospectus” identifying and prioritising the local infrastructure (e.g. schools) and strategic infrastructure (e.g. roads) needed to deliver 15,000 homes in the expansion flanks over the period to 2016. The prospectus takes account of committed and planned levels of mainstream and Growth Area public expenditure of these services.

The prospectus also identifies the contributions to infrastructure that will be made by developers, through planning obligations, broken down on a per dwelling basis. The s106 contribution that developers are expected to make amounts to around £18,500 per dwelling, plus land for social infrastructure and affordable housing.

In order to overcome the timing differences between expenditure on infrastructure (frontloaded) and receipts from developers (forthcoming over time alongside planning permission and development), English Partnerships has agreed to forward-fund the infrastructure and recoup the outlay from developers.

* This approach has yet to go through the statutory planning process and is awaiting final business case approval.”
A number of special factors suggest it might be difficult to implement this idea on a more general basis. The area is understood to be largely greenfield, its boundaries are clearly defined and known in advance, with all owners known and taking part in (or represented at) the negotiations. Therefore it must have been relatively easy to (a) determine the total land value of the area, (b) determine the infrastructure needs/costs likely to be generated by development of the area, and then (c) apportion these costs on a per plot basis (whether as a money cost or in kind). However outside large greenfield growth areas, future development will usually take place at a variety of unconnected locations, some known and some windfalls, some greenfield and some brownfield, with very different land values which are not known in advance, and different owners who would not have been party to setting the tax. Therefore it would be much more difficult for many LPAs (or development bodies) to determine (a) and (b) above, and therefore calculate (c).

2.4 Planning-gain Supplement (PGS)

During 2003, the industry convinced the Barker Review team that the current system of S106 was very slow, inefficient and damaging. The Barker solution was a Planning-gain Supplement (PGS). This was covered in Chapter 4 of the final report and in Recommendations 24 and 26.

Put very simply, the Barker PGS proposal was:

“Government should use tax measures to extract some of the windfall gain that accrues to landowners from the sale of their land for residential development.

Government should impose a Planning-gain Supplement on the granting of planning permission so that landowner development gains form a larger part of the benefits of development.”
The Barker Review set a number of conditions, including that the tax rate should be assessed according to information on residential land values in each local authority (LPA), thus preserving some link to local land values, if not individual site values; that local authorities should receive a proportion of the supplement; that the Government might want to consider lower rates for brownfield land and variable rates for other circumstances; and that the PGS should raise at least as much as the current S106 system. Barker accepted the current system of S106 affordable housing provision should be retained.

The immediate impact of this proposal was to put the optional charge deliberations on hold and delay reform of the current S106 system. In early 2005 the ODPM published interim proposals for improving S106, which HBF generally welcomed, until a permanent new regime is introduced.

At HBF’s request, the Treasury and Inland Revenue held a meeting with HBF on 13 April 2004, shortly after Barker reported (17 March), at which we were told the Treasury was keen to consult on the PGS proposal. At the Treasury’s request, HBF submitted a paper in May 2004. We regarded this paper, which raised a whole series of practical questions rather than proposed answers, as only the first step along the road. However between May 2004 and the PGS Consultation document on 5 December 2005, the Treasury did not discuss the PGS with HBF, nor it appears with other bodies.

Finally, the Treasury published a PGS Consultation document on 5 December 2005 - Appendix 1 contains an HBF summary of the proposal. 

The following extract from the Consultation document is the Treasury’s own summary of the “main features of PGS”:

· “PGS would not be implemented before 2008;

· PGS would capture a modest portion of the value uplift arising on land for which full planning permission has been granted;

· PGS would be payable under a self-assessment regime administered by HM Revenue and Customs (HMRC);

· payment would not be required until the commencement of development;

· a Development Start Notice would identify a chargeable person before commencement of development;

· PGS would apply to non-residential as well as to residential development land;

· planning obligations could be scaled-back to matters relevant to the environment of the development site and affordable housing; and

· PGS revenues would be dedicated to local communities and the provision of infrastructure.”
The industry will have to make an overall assessment of the merits or otherwise of the PGS by comparison with the other options (e.g. S106, optional charge, etc.). However the Consultation document also asks a number of specific questions:

“The Government would welcome the views of all stakeholders on any of the issues raised in this consultation document. A number of specific issues were raised in each chapter, a full list of which is included below. Responses are welcome to any or all of the following questions.

Chapter 2: Valuing Planning Gain
Q 2.1 What further clarifications to the definitions of planning value and

current use value (as described in Box 2.2) would be helpful to provide further

certainty to developers?

Q 2.2 How can the self-assessment of PGS valuations and liability be made as easy to comply with as possible?

Q2.3 What information on the condition of land at the granting of full planning

permission should be made available to the chargeable person?

Chapter 3: Paying PGS

Q 3.1 Should payment of PGS occur at the commencement of development or another point in the development process?

Q 3.2 Should the Development Start Notice be submitted to the local authority

or HMRC?

Q3.3 How should the proposed approach to compliance fit with larger, phased

developments?

Chapter 4: Scope

Q 4.1 To encourage regeneration, should a lower rate of PGS be applied to brownfield land? What might be the drawbacks?

Q 4.2 How should a PGS threshold for small-scale development be set? What

factors should be considered?

Chapter 5: Financing Infrastructure through the Planning System

Q 5.1 Does the development-site environment approach proposed here

represent an effective and transparent means of reducing the scope of

planning obligations?

Q 5.2 How should infrastructure no longer funded through planning

obligations be provided, including through the use of PGS revenues?

Chapter 6: Allocating PGS Revenues

Q 6.1 How should PGS revenues be recycled to the local level for local priorities?

Q 6.2 How should PGS revenues be used to fund strategic infrastructure at the regional level?

Q 6.3 How can local and regional stakeholders, including business, help determine the strategic infrastructure priorities most necessary to unlock housing development?”
3. THE INDUSTRY’S REQUIREMENTS

Although a consensus was emerging in favour of the proposed optional planning charge, industry opinions have always differed as to the best solution to the current unsatisfactory S106. However any solution must meet certain general principles. (The following section is based on a discussion at the September 2005 meeting of the HBF Barker Steering Committee.) 

The main guiding principles are that any tax or charge must be workable, simple, transparent, consistent, related in some way to the land value on a site, and that it should help increase the supply of residential land with planning permission rather than decrease it. Also, any tax must be in place of, not in addition to, the current S106 system.

As well as these broad principles, any new system must:

· Avoid the reasons for the failure of past attempts at land taxation (see Treasury PGS Consultation document, Box 1.2, page 8  – ‘Lessons learned from development gains taxes’);

· Speed up planning decisions;

· Reduce or eliminate the arbitrariness of current S106 demands;

· Be clear and comprehensible, simple, fair (applying to all parties), relatively inexpensive to assess and collect, and not create a large “tax avoidance industry with too many exemptions and variations;

· Be transparent so that communities are aware of the benefits of development, realise how the wider impact of development on schools, etc. is being mitigated, and so are less inclined to oppose new housing;

· Be set at a level which does not excessively discourage land owners or developers from bringing forward suitable sites for residential development and does not make sites financially unviable;

· Recycle most or all of the funds locally so that either (a) obstacles to the development of individual sites are removed (the principle behind planning obligations as outlined in Circulate 1/97), or (b) infrastructure is provided on land that would not otherwise by opened up for residential development; i.e. the funds should not become simply a general source of revenue for local authorities and/or Treasury;

· Maintain a level playing field so that land values are not distorted – i.e. it must apply to all forms of development, not just residential, and must apply regardless of ownership, including public and EP land;

· Avoid multiple taxation by being integrated with other relevant taxes (corporation, capital gains, stamp duty land);

· Achieve a political consensus, otherwise, as in the past, land owners will simply wait for a change of administration and repeal of the tax/charge. Although land owners will not welcome any tax, the operation and level should be broadly acceptable to land owners.

Two other important issues need to be resolved.

Some members feel any tax or charge should apply only to greenfield sites because any levy on brownfield sites, particularly regeneration schemes and sites with a high current-use value, would risk making schemes financial unviable, thereby reducing the supply of new housing. The Treasury asks whether the PGS should have a different rate for brownfield land. However any such exemptions or variations would risk increasing the complexity of a tax, raise major definition problems which the Revenue would be anxious to avoid, and risk encouraging a proliferation of tax avoidance measures.

HBF’s May 2004 paper outlined a long list of important technical taxation questions, some of which are mentioned above, which would have to be answered to devise a workable tax or charge. These include: who pays the tax, what is the “taxable event”, exemptions, whether applying to residential only or all permissions, definition of “consent”, the tax computation, deductions, funding the tax, timing, refunds if no development, avoidance, collectors and recipients of the tax, whether funds are hypothecated, in-kind payment or cash only, greenfield/brownfield, transition arrangements, double taxation, VAT, the tax or charge rate, links between PGS and S106.

4. THE BPF AND RICS POSITIONS

The BPF and RICS both published papers opposing the idea of the PGS before the Treasury issued its 5 December Consultation.

The BPF, which formed a special working party to look at the PGS, publicly came down strongly in favour of an “across the board planning tariff”, subject to certain conditions, and against the proposed PGS. Commercial developers have accepted that the public purse cannot pay for all of the infrastructure needed to facilitate development or arising because of development.

The RICS also come out against the PGS as unworkable, instead supporting a tariff within the S106 framework.

John Stewart

10 January 2006

APPENDIX 1

HBF SUMMARY OF PROPOSALS FOR A PLANNING-GAIN SUPPLEMENT (PGS) BY HM TREASURY, 5 DECEMBER 2005

The Treasury’s Planning-gain Supplement Consultation document is available on the Treasury’s web site at:

http://www.hm-treasury.gov.uk/media/F59/D3/pbr05_planninggain_449.pdf
The Government is consulting on the Barker suggestion of a Planning-gain Supplement (PGS) to help finance strategic and regional infrastructure while preserving incentives to bring forward land for development, alongside a “scaled-back planning obligations system” (S106) “to matters affecting the environment of the development site and the provisional of affordable housing”. The PGS would be applied throughout the UK. The Treasury says “the workability of PGS is a key determinant in assessing the merits of this proposal”. 

The PGS would not be implemented before 2008. It would cover residential and non-residential land, but exclude housing improvements. The Treasury says it would consider a lower PGS rate for brownfield land. It is still reviewing whether there should be a threshold to exclude smaller sites. It is considering allowing the PGS paid by the developer as an allowable expense for tax purposes. “For the purposes of capital gains the landowner will make, and be taxed on, a potentially smaller gain than if PGS had not been a factor.”

The PGS would capture a “modest proportion” of the uplift arising on land for which full planning permission has been granted. The Treasury does not specify the rate at which PGS would be levied.

“The base for calculating the PGS would be the “planning gain” – the difference between the land value with full planning permission (planning value or PV) and the value of the land in its current use as permitted by the planning system (current use value or CUV). The charge would be calculated by applying the PGS rate to the difference between the two values.” 

“Current use value is the market value of the land the moment before full planning permission is granted”, while the planning value would be determined at “the moment after full planning permission is granted. (“Land” would include any development currently on the site.) The expected costs of developing the land, including remediation costs, could affect the PV. Contributions made under a reformed planning obligation regime would be taken into account for the PV. 

The PV and CUV would be self-assessed by the chargeable person and payment would be required when the development commenced. The Government proposes the creation of a statutory “Development Start Notice” procedure for sites with a potential PGS liability, with the “chargeable person” identified through this Notice. Development could not lawfully proceed without a validated Development Start Notice. The chargeable person would be required to make a PGS return to HM Revenue & Customs, including the two self-assessed valuations. Non-compliance measures are outlined in the consultation document. The Treasury also acknowledges the need for a transition period, with permissions granted before an appropriate appointed date not subject to the levy.

The proposed scaled-back system of planning obligations, known as the “development-site environment approach”, would reduce and clarify the range of matters that can be negotiated – see Consultation Document Table 5.2, page 27. “The exact nature and scale of the obligation requirements could still be governed by tests of relevance to planning; direct relationship to the development; reasonableness; and proportionality”, the proportionality test to become statutory. Affordable housing will remain within the scope of planning obligations.

The Treasury offers various options for allocating revenue raised by the PGS, but says it is an essentially local measure so that “a significant majority of PGS revenues will be recycled to the local level for local priorities”, with the “overwhelming majority” of funds recycled within the region from which they are derived.

The closing date for the PGS Consultation is Monday 27th February 2006.

5 December 2005
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