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Foreword — Minister for Treasury and Resources

A well-functioning housing market is fundamentathe Island’s economic, social and
environmental well-being. Property and housingfigreat significance to Islanders, and
policy changes, either on the supply side or flgcalghtly provoke strong reactions.

Weak supply hinders the ability of people to achiéwe dream of home ownership and
restricts the supply of rented accommodation alkgléo those who choose to rent, or who
cannot afford to buy.

Housing has become increasingly unaffordable fanymalhe Council of Ministers has made
a number of significant changes to deal with thgpbuside including by establishing
Andium Homes, by raising £250 million to refurbisie existing social housing stock and
increase the supply of new homes, and by rezowingj. |

This is not just about homes, but also about tte supply of commercial properties —
offices, shops, and all the other business spaeg¢ste vital to the well-functioning of the
economy.

The other side of the equation is the need to &idke impact the tax system has on property
and housing. From an economic and public policgpective, property taxes have a number
of significant features that can and should be icemed, including:

« Property taxes are an important source of revenues

* When carefully judged and researched they cansaeékpful economic tools by, for
example, helping to stimulate or restrain housiraglk®ts as appropriate

» Taxes can contribute to the functioning of a hgafttoperty market

Given the importance of this area, the Corporatei&es Scrutiny Panel has rightly indicated
that the Treasury should consider how the Islaptiperty tax system works in the round.
This green paper, and the expert report accompagiityirepresents the first stage of this
review.

For the avoidance of doubt, the primary purposihigfreview is not to raise additional
revenues Rather, it aims to ensure that Jersey’s progartysystem is put on a sound

footing, by identifying principles to help shape tthevelopment of a modern, efficient,
coherent property tax system. These principlektiagin help to inform future States
decisions about property taxes. If future Statesetnblies choose to use an improved
property tax system to raise additional tax reverarechange the blend of taxes in the Island,
they can be confident that it can be done as efftty and as effectively as possible.

We currently tax property in a number of ways, ugibhg:

» Stamp duty and Land Transaction Tax are chargea phaperty is transferred and
when debts are secured against property
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» Parish rates and the Island-wide rate are changedadly on both owners and
occupiers of most properties in the Island

* Income tax at 20% is paid by landlords on the lentamme they receive, and by
property developers on their profits

Jersey’s property tax system should be joined-afarzed and have no unintended
consequences, while also supporting the Stateggitabjectives. To help us achieve this,
the review outlines six proposed principles, basethe independent advice received, which
could be used to shape any future changes to tpepy tax system. It then explains what
adopting these principles might mean in practigegéscribing potential changes that could
be made to three areas of Jersey’s property tdgrayJ hese are included as examples of the
way in which the proposed principles could be agapli

This is a public consultation, which will be openrésponses until the end of 2014, and it is
an opportunity for taxpayers to shape future chamgé¢he Island’s property tax system from
the very beginning of the change process. Fundaheminge to the way we tax property
will take time and further consultation on specdianges will be necessary in due course.

| encourage all Islanders and investors in thentsta give their views on this fundamentally
important issue for the future of Jersey.

Qi OMT

Senator Philip Ozouf
Minister for Treasury and Resources
18 July 2014
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Section 1: Introduction
Background to the property tax review

As a small island without significant mineral resms, Jersey’s principal natural asset is its
land. It is in the best interests of Islandersrenirand future, that land is used in the most
efficient way possible, to ensure that Jersey ool to meet the needs of those who make
their lives here.

Jersey’s existing tax system however, does nateethe importance of land to Islanders. It
has grown up over the years in response to marsgpires and lacks a set of clear unifying
policies. What we do and do not tax has never ptesly been considered in the round.

In 2012, the Minister for Treasury and Resource®anced a broad review of the taxation of
property (land and buildings) in Jersey. This revacknowledges the importance of land to
Jersey, and for the first time, attempts to loowlat property we tax, how we tax it and who
pays it. This green paper forms part of that review

Why should we consider property taxes?

From an economic perspective, taxes on immoveabljgepty are generally considered to be
desirable for a number of reasons:

* The supply of property and especially land is rexywesponsive to its price, which
means that it can be taxed without significantstaliting people’s behaviour

» The ownership and occupation of property is gehevadible and easily established,
which makes it relatively straightforward to idéptivho should be paying the tax

» Taxes on property are difficult to avoid becausegbographical location is fixed

By contrast, economic theory suggests that taxangme and profits may act as something
of a disincentive to people and businesses to@afits, and they may be encouraged to find
ways to minimise their taxes. An example of thialddbe an individual choosing to invest in
a product which generates only a tax-free capaal gt the end of its life, instead of one
which generates taxable income throughout.

Jersey has undertaken considerable efforts in tgeams to stabilise its public finances by
broadening its tax base. Steps already taken iaclud

» Increasing the number of taxpayers by introducii®y Gso that all Islanders
contribute to the cost of running the Island, wisilid protecting the least well-off
through targeted benefit payments

» Strengthening the personal income tax base to eetihgcreliance on income from
corporate taxpayers, through the implementatioPOdfleans 20 and the gradual
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withdrawal of most personal tax deductions, allogeanand reliefs from higher
earners

This review supports these steps and seeks tcefusthbilise the tax base through
establishing a modern, efficient property tax syste

Structure of the green paper

In preparing this green paper, we have looked aaets, fees and duties charged in respect
of land and buildings in the Island, together wiith tax reliefs available for the same.

We have taken advice from PwC LLP (“PwC”) regarding most current economic thinking
about property taxation and the experience of gtiresdictions. Drawing all of this
information together, this green paper outlinesaines of the property tax review, indicates
some possible changes to three areas of the exgtiperty tax system that are consistent
with those aims, and seeks the public’s views.

The three areas of the existing property tax systiemtified as potentially benefiting from
reform are:

1. Modernising the basis for charging annual propekes

2. Ensuring the public share in the benefit arisimgrfrincreases in property values that
they helped to create

3. Modernising the treatment of property financing

These are discussed in greater detail both ingtleisn paper and PwC’s report. It must be
stressed that these are not firm proposals buhtaeded to show what form changes could
take.

This green paper should be read in conjunction thighPwC report, “Property Tax Review”,
which informs and supports this document and dsesithe issues raised in greater detail.

Next steps

The aim of the property tax review is to identi@atures of a modern, efficient property tax
system, and to consider how Jersey could bettgrtddese features, not to raise additional
tax revenues from properper se However it is acknowledged that any changestixa
system, whilst maintaining the same amount of divezaenue, will alter where the burden
of taxation falls. Furthermore, a future Stateseasbly may choose to use an improved
property tax system to raise additional tax revenue

Fundamental change to the way we tax propertytaki time. Shifting the burden of who
pays tax, changes to the way taxes are calculag@atentially introducing new taxes would

! “Property tax review”, PwC, 2014ww.gov.je/consult
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have to be a gradual process to limit the impadbaapayers. Before any specific changes

could be determined, it would first be necessatyaee a better understanding of who would
be affected and how.

This paper should be seen as a first step along#teto reforming our property tax system
and so it is very important that as many Islandeid businesses as possible read this paper,
consider the issues and feedback their views.
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Section 2: The aim of the property tax review
The aim of the property tax review is to ensurée feasey has a property tax system that is:

* Modern: The property tax system should reflect current eoan thinking. It should
be flexible enough to allow appropriate tax reli@f$e built into the system, while
still recognising Jersey’s overall commitment teihg a tax system that is low, broad
and simple

» Coherent: All taxes on property should, as far as possilideyithin the overall aims
of the system

» Transparent: Everyone should understand what tax they pay amdithis calculated

* Minimises distortions: Where the tax system encourages taxpayers to act in
particular way, this should be changed, particulathere the behaviour is
undesirable. The property tax system should sumoonpetitiveness and not act as a
barrier to business growth

* Acknowledges the contribution made by the public tancreases in property
value: Where the value of property increases and it idoetto the actions of the
owner, the public should share in that increase

» Appropriate for Jersey: The property tax system should reflect Jersey’'sqadar
economic circumstances and the competing preseurksd that arise from being a
small island

The purpose of this review is not to raise adddlaevenuest this time. Rather, it is to
ensure that Jersey’s property tax system is pat ®ound footing so that if future States
Assemblies wish to increase taxes, or change gredlf taxes whilst maintaining the same
overall revenue, they can be confident that itlmamlone as efficiently and effectively as
possible.

Question 1: Do you consider that the aims of tivéere provide the right framework for the
future development of Jersey’s property tax system?
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Section 3: Principles of Jersey property taxation

Taxes on property, in some form, are a featureadtrterritories’ tax regimes. However, in
many places they have made a relatively minor dmrtion to overall tax revenues in the
past. They are now coming under increasing scruisyeconomists recommend that they
should play a more important part in the makeupational tax bases, while governments are
keener than ever to diversify their tax systems.

We have sought advice from PwC about the princifilasshould be used to inform our
thinking about the Jersey property tax system.séltraw on the most current economic
theory, international best practice and the Priesipf Jersey Taxation approved by the
States in the Medium Term Financial Plan 2013-3045d are:

» Consultation: Property tax reform proposals should be the stibjewide
consultation. There is always strong public intereproperty tax proposals. Every
household will potentially be affected. Policy me&s should be based on informed
consent. Transparent consultation should therdferendertaken to inform and test
public opinion and to enhance public confidencthaprocess of reform as well its
direction. Communication should be detailed enawghllow individuals to see the
impact on their own situation.

Public engagement is key to ensuring the succeasyfundamental change. For
this reason, the States of Jersey is committedrisudting the public on any

important matter that affects them. Any change$iéoproperty tax system would
have to be fully consulted on before being impleteento ensure that as many
people as possible understood how they were likebe affected.

» Coherence and certainty:Reform should build on the current framework ofat#on
of land and property, providing greater coherentajty and certainty to owners,
occupiers and financiers, using up-to-date valnates a base. Property tax reforms
should, as far as possible, fit with the existingg@ples and practice of taxation in
Jersey. Proposals should be consistent with culegat and fiscal frameworks. New
laws should be based on familiar concepts suchvagmship and occupation and
certain in their application. Liabilities should basy to calculate and framed around
transparent and up-to-date valuations. The poliscanomy of property taxation
makes certainty a key consideration.

It is a principle of the Jersey tax system thahliakpayers and the tax
administration should be able to understand howstaalculated and how to pay it.

Any reform of the property tax system should im@die transparency of the
system, and not introduce undue complexity.

2 http://www.gov.je/Government/PlanningPerformancet®gicPlanning/Pages/StatesAnnualBusinessPlan.aspx
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Efficiency and growth: The choice of property tax instruments should taevo
economically efficient taxes such as recurrentsaxeland and residential property
over taxes that distort behaviour such as stampsiWRroperty taxes should be
designed to be economically efficient and suppertiffeconomic growth. Wherever
possible, within a balanced framework of taxatiodersey, they should replace taxes
that are less efficient. However, the economicdficy of property taxation is not
homogenous so more efficient property tax instrusyesuch as recurrent taxes on
land, should normally be considered in preferendases that distort behaviour, for
example transaction taxes. New property taxes drsnpport the achievement of the
priorities of the States Island Plan 2011, inclgdime efficient use of scarce resources
such as land to protect and enhance the naturdd@ticenvironment and the bringing
into prompt use of land zoned for development twijgle adequate housing for the
population.

Taxes charged on property transactions, such agddaty, can be economically
inefficient in that they affect taxpayer decisiomkis is especially the case where 1
transaction tax is charged at high levels so thgtteansaction in land carries a
potentially heavy cost. Other forms of taxes, saghecurrent taxes on residential
properties, are less distorting of taxpayer behavio

In addition, recurrent taxes are a more stablecgoof revenues for the public purs
than taxes on transactions, which are volatiledifitult to budget for since they
are subject to factors outside the control of thea$ury.

Where appropriate, the tax system can be usedsttgther measures to suppor
the States key objectives, such as the efficiemiofisand and the availability of
affordable housing.

Support for the competitive environment The design of property taxes, including
recurrent taxes on ownership and taxes on realsatshould continue to support and
encourage inbound investment. Jersey’s prospeagytis, to a large extent, a
reflection of its ability to attract capital andvestment from the international business
community. Property tax reform should recognise take account of the competitive
pressures that businesses face and the choicesatibin that are available to
international investors. The selection of propéaty instruments, the way in which
they are used and their place within the overaliniework of tax in Jersey should be
factored into decisions about property tax refoohat Jersey remains an attractive
and competitive destination for investment.

The tax system should support the competivenedsrety’s economy and should
not make Jersey a significantly less attractivéaagto invest than our key
competitors.

TREASURY
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Fairness The benefits of occupancy and the rewards of osirie should be taxed in
a balanced way that deals fairly with windfall ptefand also recognises ability to
pay. Where appropriate, the incidence of propertation should be designed to
enhance the fairness of the tax system as a whioéeequity and incidence of
property taxation is highly contested in many coest Care should therefore be
given to ensuring that property taxes are balantéukir incidence, based on up-to-
date information (including valuations), reflecetability of taxpayers to pay and are
readily collectable. In principle, taking propetéxes as a whole, everyone should
take some part of the burden, their share deperatiriggal, financial and economic
factors. This does not mean that each instrumentldhreat all economic agents in
the same way but that the system as a whole sldealicfairly and even-handedly
with the interests of tenants, home owners andstave. \WWhere necessary, measures
should be taken to protect the system from abuse.

Windfall profits are those caused by factors owtslee control of the landowners,
such as buoyancy in the property market or theeStagreeing that a piece of
agricultural land may be used instead for resié¢htusing. It can be argued that
where the public has helped to create this pribfety should share in it. There is als
a “cost” to the public in the form of the loss bétenvironmental benefits provided
by undeveloped land.

Taxes on property are often unpopular, because thaé does not take into accour
the ability of taxpayers to pay can cause hardgiagicularly for those with
valuable property but low incomes. Before any cleaguigg made to property taxes,

is important that work is done to identify and ursdend who could be affected anc
how. This will also aid the incorporation of appriagpe tax reliefs in the design of
any changes.

It is important that taxpayers understand how tteeinis calculated. If the tax is
based on the value of their property, then theoeilshbe regular revaluations to
ensure that the tax continues to reflect the ctirralue. If not, then it can become
increasingly difficult for taxpayers to see howithiax arises. Regular revaluations
also mean that if the balance of the property ntarhanges, so that the value of ol
sector changes significantly compared to othemsgcthen the system can adjust |
ensure that the more valuable sector bears mdhedbtal tax due.

Fiscal stability and sustainability: Well-designed property taxes, particularly
recurrent taxes, and the related system of rediedsild be used to improve macro-
fiscal management, including the level of debthi@ €conomy, and to dampen the
volatility of tax receipts. Property taxes shoutldesigned to generate revenues that
are stable and sustainable in order to contrilutbe effectiveness of macro-fiscal
management in Jersey. Attention should be givehdwolatility associated with
particular property tax instruments, to the potriuoyancy of revenues and to
ensuring that allowable reliefs are rational antlawer-generous, do not encourage
undesirable outcomes such as the excessive usbofidance and do not undermine

TREASURY
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the integrity of the tax base. Sustainability irtgs the concept of using taxation
instruments that are readily understood and enjogidpublic support.

One of the reasons why recurring property taxesar@ppealing source of revenut
is that the tax base can be relatively stable @ dot reflect the same fluctuation
that other types of taxes do. We can see thisrseyewhen stamp duty revenues
(charged on property sales) have been volatiledent years, reflecting the wider
economy, while Parish and Island-wide Rates revehb@sed on a fixed property
value) have been stable.

As a small, open economy, Jersey does not hav&athe range of macro-economi
levers that other jurisdictions may apply, suchhasability to centrally control
interest rates or exchange rates.

However, taxes which are more stable and predietalldw the Treasury to better
manage Jersey'’s public finances.

Question 2: Do you consider that the principlepps®d for Jersey’s property tax system
adequate? Is there anything else you think shogllicicluded? Is there anything that shou
be excluded?

are
Id

The remainder of this green paper highlights hoeséhprinciples could be applied to the
Jersey property tax system, and asks for the psiiews.
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the basis for charging annuaroperty taxes

This section considers how the current rates systand be changed to better meet the

principles proposed above.

Summary table

Issue

Modernising the basis for charging annual proptxes.

What might this involve?

Moving to taxing the conser (i.e. the owner or the occupi€
of land/property on its current value.

Making the basis for annual property taxes monesiparent.

Building appropriate reliefs into the system totpod those
who would struggle to pay.

Why is this necessary?

The basis for the current ratessassment is poorly understoc
Changing from the current system to one based®rdhue of
property would make the system more transparent to
taxpayers.

Taxing the occupier of property instead of the omared
occupier as now would remove the effect of douakation,
whereby landlords are charged income tax on this tbey
receive and rates on a value based in part on putéd rental
value of the property.

Alternatively, taxing only the owner of land on slue would
encourage landowners to use land in the most ecocatiyn
efficient way possible, which is important in a $inksland like
Jersey.

Examples of how this coulg
be achieved

I Domestic properties — the tax could be based oouhent
market value of the property — potentially baseckivimer the
sale value or annual rental value — and chargéuetoccupier
only.

Commercial properties — the tax could be basedtberehe
value of the land occupied and charged to the ownlsr, or
on the value of the property as a whole and chaigduke
occupier only.

Who would be affected?

Primarily landlords and tenants, although if a teation of
the Island’s property base as a whole was cartgdtacould
affect most ratepayers.

TREASURY
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Why is this necessary?

Most individuals and businesses in the Island panual property taxes through the parish
and Island-wide Rates (“IWR”) systems. The paraties system was developed over many
years to allow the parishes to fund their actigitd/hen, in 2005, the States took over
responsibility for the social welfare element of thiork previously carried out by the
parishes, the IWR was introduced to contributénis ¢ost.

The current rates system has a number of advantage=ly:

» Efficiency of assessment and collectioBoth the parish rate and the IWR are
assessed and collected by the individual paristies,rely heavily on the work of
rates assessors who volunteer their time and eg@aad support their parish. As a
result, the cost of administering the rates sydteboth the parishes and the States is
very low.

The number of appeals against rates assessmerdisbdallen since the changes
introduced in 2005, when the rates assessment @zaidled from the notional rental
value of properties. In part, this is due to th@®260hanges making rates assessments
more consistent across the Island, but there tsaatsase that some of the reduction is
due to a lack of understanding of the way in whiaties assessments are calculated
(see below).

» High levels of complianceCompliance levels are very high, at approximat@&¥o9
To a large extent, this is because the overallalaéeged is low — the average rates
assessment for a domestic property was approxiyngd&0 in 2010, compared with
the average UK Council Tax bill at the time of £1Q1

However, the current rates system also has a nuaoiflfiemws:

» Lack of transparency: The decoupling of rateable values from rental v&ine2005
means that it is increasingly difficult for ratejgay to understand the basis for their
rates assessment. Although the parish rate eleohéme assessment is voted on by
parishioners annually, the IWR element is much Vesl$ understood. It is not clear
how many taxpayers are even aware that they palytRe as the annual rates
assessment is issued by their parish and doesstiotgdiish between the parish and
IWR elements.

* Does not provide for revaluations:The rateable value of all properties in Jersey is
based on their notional rental value in 2003 adplstirst, to ensure that similar
properties had the same rateable value, and thested to reflect any significant
changes to the properties that have taken place 2003. Under the Rates Law, it is
not possible to undertake a mass revaluation graperties in the Island.

This means that for many ratepayers, the rateales\of their properties has not
changed since 2005. While this does provide a @egfreertainty for ratepayers, it
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also means that rateable values in 2014 do natctefthanges in relative property
values over the past eleven years.

A revaluation exercise, in itself, would not beeimdled to raise revenues. The Rates
Law is very clear that a parish may only raise gmoiwnds through the parish rates to
pay for the services it provides. The total amaariie raised through the IWR each
year is also restricted by the Rates Law.

A revaluation exercise would however allow an apient to the proportion of total
rates paid in respect of different types of propastreflect the current value of those
properties. If, for example, offices are proporétiy more valuable now in
comparison to other commercial properties than thene in 2003, then the
proportion of rates paid by offices could be insexhwhile the rates paid on other
types of commercial property would fall.

* Is not set up to raise significant revenuesthe current rates system allows a low
level of revenue to be raised in an efficient wayt, it would struggle to collect
significantly higher sums, if the States decidethtwease the amount of tax raised
from property.

The current system allows for very few reliefs fioose who cannot pay, and it is left
to the discretion of the parish authorities to veadv reduce the rates assessment in
the case of genuine hardship. This is possible wais are set at very low levels, but
would be more difficult to apply in a consistentrmar if rates assessments were
higher and more people found it difficult to paynfodern property tax system would
build in targeted reliefs, so that those on thedstwncomes were protected from the
effects of the tax.

The current rates system is efficient and costeéffe to administer. However, if a
larger amount of revenue was to be collected, it n@ be possible or appropriate to
continue to rely on the goodwill of volunteer asses and parish authorities.

Question 3: Our aim is to make the rates systenemansparent; what are your views on
this? Are there any other ways in which the raietem could be improved?

How could this be achieved?

This section discusses examples of how the propextgystem could be changed to better
meet the principles outlined in Section 3. Theyiactuded to help the public understand
what a modern property tax system could look likg,other options could be considered.

Domestic properties

Changes could either be made to the existing s3t&tem, or a new annual property tax could
be introduced. It is acknowledged that rates azgdlponsibility of the Constables to
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administer, and much of the total rates revenyeiid to the individual parishes. It is
intended that Treasury and Resources would wortk thik Constables on any possible
changes.

The basis of the tax could be changed to reflexdiue of the property. This could be based
on either the sale value or the annual rental vasevas the case under the rates system
before 2005.

PwC suggest that taxpayers could be asked to abmegalue of the property themselves.
Another option could be to undertake a revaluagiwercise of all domestic properties in the
Island on a regular basis, such as every fiveroyéars, and base assessments on that.

The payer of the annual property tax could chaogkat only the occupier of the property
paid the tax. This change would not affect ownerupeers, but would mean that landlords of
residential property paid less while tenants patden

It would be important that the system includedemcbasis for tax reliefs for those who
would struggle to pay. PwC suggest that considanatould be given to including a
provision that cash-poor owner-occupiers couldyctmrward some or all of their annual
property tax bill until the property was sold, whte outstanding tax would be recovered.
This would not assist tenants of rented propewies would not have an asset to sell, and
could result in large unpaid tax bills accumulatyegr after year.

Question 4: What are your views on an annual ptgpax based on the sale value or the
rental value of domestic properties? What are yaws on a self-assessment basis for
establishing the value of property, or a perioéiatuation? Do you have a view on the
types of relief that could be applied to owner-qieus and to tenants who were unable to
pay the tax?

Commercial properties

An annual property tax for commercial property cbioé based on either the unimproved
value of the land only (i.e. ignoring any buildifjgsr on the value of the property including
buildings.

Tax on land value

A land value tax (“LVT”) would have the advantagesacouraging landowners to ensure
that their land was put to the most economicalficieint use. LVT only looks at the value of
the land, not the use to which it is put, so ownersld be encouraged to make sure that
high-value land was put to a use making the greptessible returns, while lower value
activities would move into lower value areas. Faaraple, if an individual owned a car park
in the middle of a high-rent office area, an LVTgmi encourage him to move the car park to
a lower value area and replace it with higher-yrejffices.
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However, land values are difficult to ascertain aeglular valuations would be required in
order to keep them current. Landowners with propedlready built on the land are unlikely
to know the value of their bare land, so the vaduatvould have to be carried out by
specialists at a cost to either the landowner @States.

It follows that a tax on land value would be levaulandowners, as they would have the
control over the use to which the land was putsTwuld mean that commercial tenants
would no longer pay annual property taxes, althaagractice it would be likely that
landowners would pass some or all of their add@i@most on through increased rents. This is
more likely in areas of high demand.

Tax on property value

An annual property tax based on property value doolt encourage efficient use of
commercial land in the same way that a LVT would, ibwould have other advantages,
namely:

* It would be more easily understood, as the basiddvioe either the sale value or
rental value of the property

* It could therefore include an element of self-assest, reducing the cost of
administration

e It would be assessed on a similar basis to resalgbperties, reducing the
administrative burden of assessment and collection

A tax based on the consumption value of propertyld/be logically assessed on the
occupier of the property, i.e. the businesses usinijp practice, businesses would have to
consider whether to absorb the additional coseek $o pass on the increased cost to the
public. This is discussed further below.

Question 5: What are your views on an annual ptgpaxr based on the unimproved value| of
land or on the value of the property as a wholeRavére your views on a self-assessment
basis for establishing the value of property, pedodic revaluation? Do you have a view|on
the types of relief could be applied to those wiewenunable to pay the tax?

Who could be affected?

Domestic properties

Positive impact Landlords of rented properties: &vto a consumer pays
basis of tax for domestic properties would mean ldradlords
would no longer pay owners’ rates as they do atrtbment.
However, at the lower end of the market, landlordsy absorb
some or all of the additional cost to their tenantsrder to
ensure demand for their properties.
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Neutral

Owner-occupiers: Owner-occupiers alreadytpa full set of
rates. Shifting the burden to occupiers only wawdtichange
the total rate due, although if the balance of $ast@fted as a
result of a revaluation exercise, the owners opprbes whose
value had increased or decreased at a fasteheateother
properties could find their tax bill changing.

Negative impact

Tenants of rented properties: A&xctinsumers of rental
properties, tenants would find their annual proptaxk bill
increased, though at the lower end of the markaglbrds
may choose to reduce rents to reflect the increessiin
order to ensure they can continue to attract tesnant

Those on lower incomes, particularly those occupyamge or
valuable properties: It would be important that asyv system
built in protections for those who would genuinstyuggle to

pay.

Commercial properties — b

ased on land value andrgjeal to landowners only

Positive impact

Tenants of rented properties: A eltmvan owner pays basis
based on land values, would mean that tenantsrmfmarcial
properties would no longer pay occupiers’ ratethag do at
present. However, in practice, it is likely thabdowners
would pass their additional cost on to their tesamtthe form
of increased rents, particularly in the commerséadtor where
there is less competition between landlords to keafs low.

Neutral

Owner-occupiers: Owner-occupiers alreadytpa full set of
rates. Shifting the burden to occupiers only wowtichange
the total rate due, although if the balance of dast@fted as a
result of a revaluation exercise, the owners opprties whose
value had increased or decreased at a fasteheateother
properties could find their tax bill changing.

Negative impact

Landlords of rented propertiesystesm based on land valug
would see landlords pay more tax than they culyetul
However, given the limitations on the supply of coercial
property in Jersey, it is likely that landlords idpass their
additional cost on to their tenants in the fornmnafeased rent

The extent of the impact will depend to a largeeekbn the
size of any tax increases.
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Commercial properties — based on property value @hdrged to occupiers only

Positive impact

Landlords of rented properties: évento a consumer pays
basis, based on property value would mean thatdestsl of
commercial property would no longer pay ownersesads
they do at the moment. However, at the lower dritie
market, landlords may absorb some or all of thetmaél cost
to their tenants in order to ensure demand for fr@iperties.
This may be less marked in the commercial propadiket
due to the relative lack of rental stock.

Neutral

Owner-occupiers: Owner-occupiers alreadytpa full set of
rates. Shifting the burden to occupiers only wawdtichange
the total rate due.

Negative impact

Tenants of rented properties: A&sxctinsumers of rental
properties, tenants would find their annual proptaxk bill
increased. The businesses would have to decidtherie
absorb the extra cost or to pass it on to theitocoers or to
their staff .

The impact would depend to a large extent on the ai the
increased cost base — a smaller base could begasily
borne with relatively minor knock-on effects.

Reliefs could be built into the system to protenns of those
who might struggle to pay.
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Section 5: Ensuring the public share in uplift in &nd values which they
have helped to create

This section considers how the tax system coull seensure that the public receives some
of the benefit when the value of a property incesatirough no action of the owner.

Summary table
Issue Ensuring the public share in uplift in land valugsich they
have helped to create.

What could this involve? | Taxing property owners on “super-normal profitshat is
profits on the sale of investment properties whadtect a
general increase in the property market over angeb
investments generally, rather than any work donthby
owner.

It is unlikely that this would apply to owner-occeg
residential properties.

Other reliefs may be necessary.

Taxing the uplift in the value of land when thet8sachanges
the use to which it can be put.

Why is this necessary? Investors in property benefit from a number of éastwhen
they come to sell, some of which are entirely alégheir
control. The tax system currently allows the pubdishare in
profits they help to create in a limited range ioéumstances.
Broadening this would enable the benefits to beeshmore
easily.

Examples of how this could Charging all property owners, apart from owner-ggers of
be achieved residential properties, on the uplift in the vatdeheir
property which is not attributable to their ownogts when
they sell, subject to the introduction of a rateeitirn
allowance or some other measure to limit the amobatged
to tax.

Introducing a land development tax to tax the owafdand
which has increased sharply in value as a resatSthtes
decision to change the use to which it can be put.

Who would be affected? | Primarily, the owners of investment properties afram
homeowners and/or the owners of land a change as&v/hse
is approved by the States
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Why is this necessary?
If we accept that part of the value of propertgtisibutable, not to actions of the property
owner, but to wider issues such as the performahtee economy and other factors created

by the public, then it follows that the public skibteceive some of the benefit that accrues to
the property owner.

Our tax system currently reflects this to an extenthat property developers are taxed on
their profits at 20%. However, this principle colie extended further.

Question 6: Do you think that the public shouldrshia the profits on disposal of property
that has not been created by the owner? Pleas&reapy reasons for your answer.

How could this be achieved?

This section discusses examples of how the propextgystem could be changed to better
meet the principles outlined in Section 3. Theyiacluded to help the public understand
what a modern property tax system could look likg,other options could be considered.

Taxing “super-normal profits” on disposal of propgy

In this context, super-normal profits are those enawl the disposal of properties which
reflect a general increase in the property market and above the normal return on
investments generally, rather than any work donthbyowner. One way of doing this could
be to give the owner relief for the initial capitalst of the property, increased to reflect a
“normal” rate of return, and to tax the remainingffi made on disposal.

PwC suggest that the normal rate of return coulddtablished by creating a “rate of return
allowance” (RRA), which could be set at a levetdfiect the normal expected rate of return
on the value input by the owner.

To mitigate the effect of the tax for property ows& the short term, the base cost could be
set at the market value of the property as at #te dn which the tax came into effect.
Disposals occurring soon after the tax came infiecefvould show very little taxable profit.
However, if property prices increase above the RRér the longer term, this type of tax has
the potential to raise significant revenues infttiare.

PwC has suggested this could be applied to allgstigs, or to rental properties only, or to all
properties apart from owner-occupied domestic piegse

It would seem reasonable that losses arising frigipodal of properties should be eligible to
offset against other income under the normal rapgsying to property income.
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Question 7: What factors do you think should besabgred in designing a system of taxing
gains not attributable to the actions of the ownBx?you think that a rate of return
allowance would be a reasonable way to establisistiper-normal element of profits on
disposal of property? To whom do you think this saould apply? If it should just be
applied to landlords, how do you think they coudditeentified?

Development gains

Using the same principles discussed above, there agument that the public should share
in the benefit accruing to landowners from the fupti the value of land where that uplift
comes about because of decisions of the Statggptoe the development of land.

Most frequently, an uplift in value would be triggd by the Planning Minister granting an
application for planning permission. It could atsmme about through the Island Plan
process, whereby the States votes that partical@efs of green- or brown-field land may be
used instead for housing purposes. The land imatedglibecomes more valuable once the
decision has been made, without the owner havimg @mything to causeper se

A discussion of taxes on development gains multaiethe States’ intention to ensure the
supply of affordable housing for Jersey’s populati®iewed in this light, the tax system
offers one way of supporting development while gismducing direct benefit to the public at
large through increased tax revenues.

Considerable work has been done on introducingeeifiptax on development land in the
past (see Oxera’s paper on Land Development Tax 2008). PwC agrees that it would in
theory be possible to levy a tax on this upliftand values.

They propose that the tax could be charged onitferehce in value immediately before and
after the change of use. They suggest that inr dodencourage development to take place
quickly (which presumably would be the intentiontloé States when approving a change of
use), that the tax could be collected evenly overeayear period, starting from the date of
the decision, or on the point of sale of the lamdichever is sooner.

Issues remain with this sort of tax. Some arereth— no territory that we are aware of has
ever successfully implemented a tax of this type thiere would be significant design issues
to consider, including how to treat part disposaixed-use properties or transfers on death.

Other issues are practical, such as the fact ttinetiuagh charging tax from the date of the
change of use may encourage speedier developmengdtice the landowner will not
receive any money from the property until it isss@nd so may well not be in a position to
pay the tax.

% “Further analysis of land/development-based envirental taxes: What is the impact on Jersey?”, Qxera
2008:www.gov.je/consult
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A Land Development Tax as described above couldskd to encourage sites approved for
development to be built on more quickly. Howevtbkere are other measures which have a
similar economic effect, but could more directlpmiote the supply of affordable homes.

One of these measures could involve the introdnaica scheme similar to the UK'’s
Community Infrastructure Levy, whereby developeesraquired to make a contribution to
local authorities as a condition of planning apitovlhis was intended to partly reflect the
cost of new development to the public, in the fainmcreased demand on infrastructure like
roads, drainage systems etc. Funds raised ardaisegport local infrastructure and
improve the local environment.

The planning system can also be used to encouvéfjersdevelopment while also boosting
the benefit to the public in other ways, includimgrequiring that a proportion of new
developments be set aside for affordable housing.

From an economic perspective, both taxes on landmaend levies or other measures which
affect property developers have similar effectxer@ found that in a small economy like
Jersey, developers are unlikely to accept meashatsould affect their profitability, and

that they would therefore seek to pass them dneeib the public in the form of increased
property prices, or to the original owners of tlewelopment land, by reducing the prices
they are prepared to pay. Landowners are muclaldes Oxera say, to pass additional cost
to developers.

Perhaps the most important issue with any meaategrded to increase the benefit the public
obtain from the development of land is to do witedibility. Jersey has tried to ensure a
public benefit from the rezoning of land in the fpasost recently through the H3 proposals
in the 2011 Island Plan. This would have seen ldpees being required to set aside part of
developments for affordable housing, or to payrrdoution to a social housing fund. In the
face of vocal opposition, proposals before theeStat the time of writing of this report (July
2014) would see Policy H3 being withdrawn and #ierr review to be undertaken.

The result is that landowners and developers magoreably be sceptical about the likelihood
that proposals of this type will be implemented amintained, and while waiting for them to
be withdrawn, may sit on property rather than dewel. This can have a negative effect on
development and the provision of new houses iriquéar, which runs counter to public

policy.

It is clear that if a measure like this is to swmtat will require strong public and political
support.

Question 8: Do you think that windfall gains arggiinom decisions of the States should be
taxed? What are your views on Land Developmentdrake use of the planning system, pr
another mechanism, as an effective way of achietiis®
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Who could be affected?

Tax on super-normal profits on disposal
Positive impact The public would share in the gsofin disposal of properties.

Neutral Owner-occupiers of residential propertypwe would
generally not expect to be taxed on disposals.

Negative impact Depending on how far the tax wadieg, owners of all
commercial property and/or landlords of residenralperties
would be taxed on the super-normal profits (if aay¥ing on
disposal of their properties. It is possible tlaaidlords would
factor the potential tax into the rent charged.

Land development tax
Positive impact A tax designed to encourage sveftetbpment of properties
following States decisions could support the priovisf
increased housing stock in the Island.

Neutral Property developers: Investigations presipundertaken by
Oxera have identified that in a small housing malike
Jersey, additional tax levied on the seller of lemdevelopers
is generally borne by the landowner, and is nos@a®n to
the developer through an increased purchase pfing.
increase that was accepted by the developer wémiolsa
certainly be ultimately passed to the consumeritinadhe sale
price of the developed properties.

Negative impact Owners of land approved for devalept: Oxera has
previously indicated that the landowner will gerigraear the
cost of taxes on disposal of land for developmempgses.

Levying the tax from the point at which the devetamt is
approved could mean that the landowner was liabtex
before they had sold or developed the propertyrébeuld,
therefore, be a tax liability before the landowhad received
any return on the property to pay it. Consideratimuld have
to be given to whether some form of tax relief weguired in
this situation.
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Section 6: Modernising the tax relief for the cosof buying property
This section considers how the tax system suppletfinancing of property purchase and
the removal of distortions within the system wheam adversely affect property prices

and/or taxpayer behaviour.

Summary table

Issue Modernising tax relief available for the cost ofying
property.

What could this involve? | Rolling back actions of the States which were méantake
home ownership easier, but in practice only inczeéhe cost
of property.

Putting beyond doubt that abusive claims for tdefren
interest used to buy rental properties will noabeepted.

Why is this necessary? This could modernise the tax system, remove disttst and
improve the economic efficiency of the system.

Examples of how this could Phasing out mortgage interest tax relief for honveers.
be achieved
Introduce a statutory limit on the amount of talkefeavailable
to landlords.

Who would be affected? | Current and future home owners who borrow to fured t
purchase.

Landlords.

Why is this necessary?

The current system of reliefs for the cost of ficiag property purchase has inadvertently led
to some negative consequences. Rolling back tieieés could help to redress this position.

Mortgage interest tax relief for domestic propesie

Mortgage interest tax relief (‘“MITR”) acts as a fialsubsidy for home ownership. The
relief currently costs the Jersey taxpayer appraxety £12 - £14 million per year. No
equivalent to MITR exists for those who cannot affto buy, or who are not allowed to buy,
and who are therefore required to rent their home®ffect, this means that those on the
lowest incomes and struggling the most to get erhitusing ladder are subsidising the
ownership of those who can afford to buy.

From an economic perspective, the existence of MfldRely acts to increase the price of
properties, as it means that prospective buyersagosition to afford to borrow more, as
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the additional repayments will be met through &lief. Again, the unintended consequence
of MITR is to push up property prices, which does Imelp people to afford to buy homes.
In the majority of circumstances the tax systemnigxtremely blunt tool with which to seek
to advance social policy. If the intention of pginakers is to use public funds to support
home ownership, the extent to which MITR achieves is questionable. As with most tax
reliefs, most of the benefit of the relief is fbit those on higher incomes who can afford to
borrow more (although those on the highest incowtes are not taxed at the marginal rate
are not entitled to MITR). The effect of MITR dmetability of those on lower incomes to
access the property market seems to be margibalsaif it does push up prices. The
removal of MITR would represent a transfer of furgifrom homeowners to government,
which could perhaps be better targeted to assikthvausing affordability.

The question of withdrawing tax relief on mortgagerest is an emotive one. Many
jurisdictions, including the UK, have withdrawn teelief for mortgages on residential
property, on the basis of the arguments set outeabblowever, their experience has been
that it can be a challenging process and bestasthiglowly and gradually to minimise the
impact on taxpayers.

Regarding the timing of any withdrawal of MITR, Pw@ys a gradual approach is best:

“The lesson learned from the UK is that the remadfathis relief is possible and that
it is best achieved over a relatively long periddime.”

Where there is a body of taxpayers who have regcentichased properties on the assumption
that MITR will be available, withdrawing the relitfo quickly could cause financial
difficulties. At the same time, it would be unreaable for anyone to assume that just
because MITR is currently available, that it wilvays be available. Just as the interest rates
charged on mortgages may fluctuate over the life @ébt, so may tax relief.

It should also be noted that the availability off®I has been reduced over the last decade.
In 2004 a cap was introduced on the total amoubbafowing in respect of which interest
relief was available. At the time, the limit of @B00O0 represented the average price of a
three-bedroom house and the introduction of theupmit affected a relatively small

number of taxpayers. By the first quarter of 2(thé, average price of two-bedroom
apartments was £340,000, whereas the averagegbracthree-bedroom house was £458,000.

With the introduction of 20 Means 20 from 2007, MITvas gradually phased out for
standard rate taxpayers over a period of five ye@sly marginal rate taxpayers are now
able to benefit from MITR.

The draft 2015 Budget proposes that a £15,000 lvapldé be placed on the maximum
amount of interest available for relief annualljhis measure is intended to place a
reasonable cap on the amount of interest that eatetucted, based on the £300,000
borrowing limit (i.e. £300,000 x 5%). However, ectsion has not been made to withdraw
MITR.

* PWC, page 58
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There are a number of options for withdrawing MITiRhat was decided. This could
include gradually reducing the current limit of £3000 in respect of which relief is

available, or slowly reducing the maximum amounintérest that can be claimed in any one
year. The impact of these on taxpayers would badly similar.

Withdrawal of MITR in the UK took over thirty yeafioom start to finish. Even given the
presumption that this is best achieved gradudllypuld be assumed that the process would
be somewhat shorter in Jersey.

For the avoidance of doubt, the following aad being considered:

* The abrupt withdrawal of MITR

» Grandfathering MITR so that it continues to be klde for current homeowners only

Question 9: What are your views on the use of y&rsax system to support home
ownership? Do you think that there are other ogtwhich should be considered to suppor
housing affordability in Jersey and what are thé#fvat are your views on the options for
phasing out MITR and do you have any other sugges?

—+

Interest tax relief for landlords

It is important that those who own Jersey propastya business should pay the amount of tax
that we expect on the income they earn from thospgsties. Concerns have been expressed
in the past that some landlords might be abusiadak system and claiming too much relief
on interest paid. This was considered to be acpéat risk where the funds to acquire the
property were borrowed not from a commercial lentat from a connected party.

In light of these concerns, a review has beenaduout to examine the tax returns of
corporate landlords, who are best placed to entertiorrowings with connected parties. The
findings of this review were that tax abuse waswidespread in this population, although
there were a handful of cases that warranted funtivestigation.

Like other businesses, landlords are only permittedaim tax relief for expenses that are
incurred wholly and exclusively for the purposeshair business. It is assumed that
businesses are carried on with the intention oegaimg the most profit for the owner.
Claims for expenses — including interest — whigh@mnsidered excessively high will be
challenged by the Taxes Office and may be disallbwken calculating the income tax due.

This general principle was strengthened in last'ydaudget, which amended the Income
Tax Law to give the Comptroller specific powergaspect of interest relief. Where the
Comptroller determines that a loan has been madiedamstances in which the terms of the
loan (including the amount lent and/or the ratentdrest charged) are not in line with what a
commercial lender would agree to, he can deterfoinkimself what the market would have
charged and make an appropriate adjustment t@xheomputation.
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Feedback has been received that suggests thaitlsmme disquiet at the degree of
discretion given to the Comptroller, and which segjg that businesses would prefer to have
a greater degree of certainty around what leveletit financing is considered acceptable for
tax purposes. Against this, however, is the ddsiréhe tax system to be as simple and
straightforward as possible, particularly when gsial of debt incurred by corporate
landlords does not indicate widespread abuse.

PwC suggests that a potential solution to thisatel to prescribe in law the proportion of
gross rents on which a landlord is expected totgay This could operate in a way similar to
the marginal rate calculation for personal taxpsyexcept with the opposite effect so that
the taxpayer would calculate their liability undth the normal rules and the prescribed
proportion basis, and would then pay whatever litghs the greater. The system could be
administered quite simply by landlords as the piked proportion would be advised by the
Taxes Office on a regular basis.

PwC suggest that this approach could be used tbhwth the maximum interest
deductibility and also other factors, such as iditlg a factor for wear and tear.

A system like this would have to be designed vamgfully to reflect a range of issues, not
least the treatment of lease premiums, temporegdyced rents and losses.

Question 10: What are your views on introducingagéusory limit on the amount of interest
and other costs a landlord may claim against kidiahility? Do you think that the
Comptroller should have discretion in this area?atactors do you think should be
considered when setting the prescribed proportion?

Who could be affected?

Phasing out of mortgage interest tax relief

Positive impact Future home buyers: In the longhtgemoving MITR should
remove that element of property prices which haseizsed to
reflect the current availability of tax relief. Wever, it must
be acknowledged that this could be difficult toidigifvely
identify, as so many other factors also have araohpn
property prices.

Neutral Property owners with no, or low mortgages.

Negative impact Acquirers of property financed byrtgages.

Marginal rate taxpayers who claim MITR, taxpayetwvare
exempt from income tax due to MITR.
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Restricting excessive claims for relief by landlerd

Positive impact

Discouraging landlords from settipgstructures to claim
abusive amounts of tax relief could help to improve
competitiveness in the rental market between thdseare
and are not in a position to enter into these bfpe
arrangements.

Neutral

N/A

Negative impact

Landlords claiming abusive amouwoftsx relief.
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Section 7: Stamp duty and Land Transaction Tax

The logical conclusion from a decision to move advayn a system of charging relatively
high tax on property transactions in favour of lowat recurring taxes on property value, is
that stamp duty and Land Transaction Tax (“LTT"psld be abolished.

The most up-to-date economic thinking indicates$ ¢tharging stamp duty on property
transactions is inefficient and, ideally, would fatm part of a modern property tax system.
At the same time, it must be acknowledged that gtdunty is a reasonably straightforward
way for government to raise revenues, as it isadiff to avoid, easy to collect and a
relatively stable source of revenue.

There is also an argument that stamp duty/LTT eaunded as a mechanism through which to
place a limited amount of control over the propengrket, where rates can be used to spur or
restrain the market as appropriate. Evidencedar Wwell this works in practice is, however,
limited.

For these reasons, it seems impractical to conalgi@ishing stamp duty on property
transfers in its entirety. However, it is also gibte that changes could be made to the regime
to mitigate some of its ill-effects, particularliythe lower end of the market.

It is proposed that a full review of the stamp duggime for land and buildings be
undertaken, with a view to rationalising and mod@ng the duties payable and the Stamp
Duties Law itself.

Any changes made may also require consequentiaidment to the LTT Law in order to
ensure it mirrors the stamp duty position. A revmould include:

» Considering, in the light of other proposals, wieettihere may be scope to reduce
revenues from stamp duty by reducing rates or asing the value of the bands

» Considering the position of first-time buyers andether there might be a way of
phasing in first-time buyers’ relief so that thesdess of a cliff-edge effect for
purchases just over the first-time buyer relieéstnold

» Looking to abolish the requirement to pay duty lo@ tegistration and re-registration
of mortgages, subject to “user pays” principles

» Considering the introduction of relief for transfef properties between connected
parties

» Considering the alignment of the rates of stampy datdeath for moveable and
immoveable property, where the moveable propemgists of shares in companies
holding Jersey land and buildings

The stamp duty regime reflects Jersey’s propenty #nd the complexity of the one mirrors
the intricacy of the other. It may be difficult tmdertake a review of the one without also
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considering the other. Aspects of the way in whiehPublic Registry functions are

currently being reviewed by the Jersey Legal Infation Board, but the two reviews could
be carried on in parallel.

Question 11: Do you think that a review of thergtaduty regime is required? If so, what
issues should be included? What areas do you #tiakld be prioritised?
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Section 8: Summary of questions asked

Question 1: Do you consider that the aims of éwew provide the right framework for the
future development of Jersey’s property tax system?
Question 2: Do you consider that the principlepps®d for Jersey’s property tax system are
adequate? Is there anything else you think shoeilicicluded? Is there anything that should
be excluded?

Question 3: Our aim is to make the system moresparent; what are your views on this?
Are there any other ways in which the rates systeatd be improved?

Question 4: What are your views on an annual ptgpax based on the sale value or the
rental value of domestic properties? What are yaws on a self-assessment basis for
establishing the value of property, or a perioéiatuation? Do you have a view on the
types of relief that could be applied to owner-qieus and to tenants who were unable to
pay the tax?

Question 5: What are your views on an annual ptgpaxr based on the unimproved value| of
land or on the value of the property as a wholeRaWére your views on a self-assessment
basis for establishing the value of property, pedodic revaluation? Do you have a view|on
the types of relief that could be applied to thageo were unable to pay the tax?
Question 6: Do you think that the public shouldrshia the profits on disposal of property
that has not been created by the owner? Pleas&reapy reasons for your answer.
Question 7: What factors do you think should besabgred in designing a system of taxing
gains not attributable to the actions of the ownBx?you think that a rate of return
allowance would be a reasonable way to establisistiper-normal element of profits on
disposal of property? To whom do you think this should apply? If it should just be
applied to landlords, how could they be identified?

Question 8: Do you think that windfall gains argsiinom decisions of the States should be
taxed? What are your views on Land Developmentdrake use of the planning system, pr
another mechanism, as an effective way of achietirs®

Question 9: What are your views on the use of y&rsax system to support home
ownership? Do you think that there are other oystihich should be considered to suppart
housing affordability in Jersey, and what are th&yRat are your views on the options for
phasing out mortgage interest tax relief (MITR) a@odyou have any other suggestions?
Question 10: What are your views on introducingagéusory limit on the amount of interest
and other costs a landlord may claim against kidiahility? Do you think that the
Comptroller should have discretion in this areahatactors do you think should be
considered when setting the prescribed proportion?

Question 11: Do you think that a review of thergteduty regime is required? If so, what
issues should be included? What areas do you #tiakld be prioritised?

General question

Are there any other issues associated with theitaxaf land and buildings which should be
considered as part of this review?
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Section 9: Next steps including how to respond
The deadline for responsesism on 31 December 2014
There are a number of ways to get involved witk ttunsultation.
Focus groupswill be arranged in late July and early August 20T4ese are organised by an
independent market research company. Detailswftba@et involved will be announced on
www.gov.je in the local media and on social media.
An online surveywill be launched in September 2014, and will bailable on

www.gov.je/consult The launch of the survey will be announced galanedia and via
social media andww.gov.je

Public meetingswill be held in November and December 2014. Detaill be publicised
well in advance.

Email your responseto this paper téax.policy@gov.je

Send your written respons€o:
Tax Policy Unit

Cyril Le Marquand House
PO Box 353

St Helier

Jersey

JE4 8UL

Your submission
If you are writing or emailing please provide tlodldwing information with your response:
* Your name and contact details
* Whether you are responding on behalf of a volunéauy community sector
organisation, a financial services organisatiootlagr company or organisation or as
a member of the public
Please note that consultation responses may be puddle (sent to other interested parties
on request, sent to the Scrutiny Office, quoted published report, reported in the media,
published orwww.gov.jg listed on a consultation summary etc.). You neeell us if you:
» Agree that your comments may be made public amitbatied to you

» Agree that your comments may be made public buatiobuted (i.e. anonymous)
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1. Executive summary

1.1 Background and scope

PricewaterhouseCoopers LLP (PwC) has been commissioned by Treasury and Resources to undertake this
broadly-based review of the taxation of land and property and to provide an independent analysis of the
issues, informed by international best practice. The overall objective of this report is to provide a summary
of current academic and institutional thinking and practice on the taxation of immovable property and
options for the reform of the taxation of Jersey land and property. This report does not constitute a policy
proposal or recommendation. It is intended to serve as an input to the development of tax policy in Jersey
and to support the forthcoming Green Paper due for release in July 2014.

Taxes on land and property have historically been an important component of broad-based tax systems.
Governments today typically levy taxes on the ownership of land and property or the transfer of ownership
interests in property assets. In many countries, taxes are levied on both. The revenues from such taxes are
often modest in comparison with those from other sources but in recent years the difficulties involved in
taxing the profits of internationally mobile businesses have led to a resurgence of interest in the role that
the taxation of immovable property can play.

In Jersey, consideration has been given to reforming the taxation of immovable property on a number of
recent occasions. For example, the States’ 2010 Fiscal Strategy Review outlined possible changes to
domestic property rates and stamp duty, and the Land Transaction Tax was introduced that year. The use of
economic modelling techniques to quantify the effects of the proposed options for the taxation of
immovable property in Jersey is specifically beyond the scope of the report due to data limitations. As such,
the design features of options presented in this report are purely conceptual and are not founded on
detailed quantitative analysis.

1.2 Issues from the literature

An examination of the academic literature and international practice yields a number of relevant
considerations for the development of policy in Jersey:

. Historical and contemporary significance: the taxation of immovable property has been, and
will continue to be, a key component of the tax systems of national governments. Indeed, given the
rapidly evolving nature of the international tax landscape, national governments must turn their
attention to property tax modernisation to ensure that longstanding property tax policy remains
tenable and fit for purpose.

. Recurrent taxes on residential real estate are amongst the most efficient: Property
taxes are widely regarded as being an economically efficient form of taxation. However, as the
literature describes, property taxation is far from a homogeneous concept and as such, the relative
economic efficiency of different forms of property taxes is not uniform. The literature indicates that
recurrent taxes on residential property are the most efficient, whereas taxes on capital
improvements to land and inputs to the production process are among the most distortive.

. The equity of property taxes is not uniform: The equity embodied in the taxation of
immovable property is a malleable concept and, in a similar way to their relative economic
efficiency, is dependent on the design features of the tax. In the absence of a definitive answer to
the question of equity, those leading the process of property tax reform should ensure that
proposals are balanced and that the incidence of the tax as well as the parties responsible for paying
it are properly understood.

. Property tax policy is as much a political issue as it is an economic one: The taxation of

immovable property is rarely popular among taxpayers or politicians. Numerous property tax
reforms have failed because they were unable to gain political and social buy-in. As a result of this,
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careful attention should be given to the extent and nature of provisions designed to promote
taxpayer acceptance. Changes in property tax policy should be founded on a coherent policy
rationale communicated in a clear and timely dialogue with the taxpayer community and there
should be wide and transparent consultation in advance of any decisions being made. Additionally,
any tax reliefs should be carefully designed to offer appropriate and sustainable concessions, while
avoiding adverse impacts to macroeconomic and fiscal stability, and should maintain the integrity
of the tax base.

1.3 Principles of Jersey property taxation

Drawing on the literature, international best practice and the Principles of Jersey Taxation, we set out
below six principles that we believe should guide the thinking of policy-makers in relation to the reform of
property taxation.

1.

PwC

Consultation: Property tax reform proposals should be the subject of wide
consultation. There is always strong public interest in property tax proposals. Every household
will potentially be affected. Policy measures should be based on informed consent. Transparent
consultation should therefore be undertaken to inform and test public opinion and to enhance
public confidence in the process of reform as well its direction. Communication should be detailed
enough to allow individuals to see the impact on their own situation.

Coherence and certainty: Reform should build on the current framework of taxation
of land and property, providing greater coherence, clarity and certainty to owners,
occupiers and financiers, using up-to-date valuations as a base. Property tax reforms
should, as far as possible, fit with the existing principles and practice of taxation in Jersey.
Proposals should be consistent with current legal and fiscal frameworks. New laws should be based
on familiar concepts such as ownership and occupation and certain in their application. Liabilities
should be easy to calculate and framed around transparent and up-to-date valuations. The political
economy of property taxation makes certainty a key consideration.

Efficiency and growth: The choice of property tax instruments should favour
economically efficient taxes such as recurrent taxes on land and residential property
over taxes that distort behaviour such as stamp duties. Property taxes should be designed
to be economically efficient and supportive of economic growth. Wherever possible, within a
balanced framework of taxation in Jersey, they should replace taxes that are less efficient. However,
the economic efficiency of property taxation is not homogenous so more efficient property tax
instruments, such as recurrent taxes on land, should normally be considered in preference to taxes
that distort behaviour, for example transaction taxes. New property taxes should support the
achievement of the priorities of the States’ Island Plan 2011, including the efficient use of scarce
resources such as land to protect and enhance the natural and built environment and the bringing
into prompt use of land zoned for development to provide adequate housing for the population.

Support for the competitive environment: The design of property taxes, including
recurrent taxes on ownership and taxes on realisations, should continue to support
and encourage inbound investment. Jersey’s prosperity today is, to a large extent, a reflection
of its ability to attract capital and investment from the international business community. Property
tax reform should recognise and take account of the competitive pressures that businesses face and
the choices of location that are available to international investors. The selection of property tax
instruments, the way in which they are used and their place within the overall framework of tax in
Jersey should be factored into decisions about property tax reform so that Jersey remains an
attractive and competitive destination for investment.

Fairness: The benefits of occupancy and the rewards of ownership should be taxed in
a balanced way that deals fairly with windfall profits and also recognises ability to
pay. Where appropriate, the incidence of property taxation should be designed to
enhance the fairness of the tax system as a whole. The equity and incidence of property
taxation is highly contested in many countries. Care should therefore be given to ensuring that
property taxes are balanced in their incidence, based on up-to-date information (including
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valuations), reflect the ability of taxpayers to pay and are readily collectable. In principle, taking
property taxes as a whole, everyone should take some part of the burden, their share depending on
legal, financial and economic factors. This does not mean that each instrument should treat all
economic agents in the same way but that the system as a whole should deal fairly and even-
handedly with the interests of tenants, home owners and investors. Where necessary, measures
should be taken to protect the system from abuse.

6. Fiscal stability and sustainability: Well-designed property taxes, particularly
recurrent taxes, and the related system of reliefs should be used to improve macro-
fiscal management, including the level of debt in the economy, and to dampen the
volatility of tax receipts. Property taxes should be designed to generate revenues that are stable
and sustainable in order to contribute to the effectiveness of macro-fiscal management in Jersey.
Attention should be given to the volatility associated with particular property tax instruments, to
the potential buoyancy of revenues and to ensuring that allowable reliefs are rational and not over-
generous, do not encourage undesirable outcomes such as the excessive use of debt finance and do
not undermine the integrity of the tax base. Sustainability includes the concept of using taxation
instruments that are readily understood and enjoy broad public support.

1.4 Policy options

The Report sets out high-level groups of policy options that can be implemented either individually or in
combination to reform the taxation of immovable property in Jersey. The aim of these options is to show
how it might be possible to create a modern and coherent framework for the taxation of immovable
property through which to strengthen the public finances of Jersey, should the Jersey Government decide
to proceed with reform of its property tax system.

Using the recommendations of the Mirrlees Review as a theoretical framework through which to
conceptualise potential areas for reform in Jersey’s property tax system, three thematic groupings of
possible reforms have been identified.

1.4.1 Group 1: Occupation

This group of measures would comprise two main elements, the effect of which would be to tax more fully
the occupation of both domestic and non-domestic property in Jersey:

1. The development of domestic rates into a levy on the consumption value of domestic property,
following the Mirrlees concept of a Housing Services Tax. It would be levied solely on the occupier,
whether or not the owner was the occupier; and,

2. Inrespect of the non-domestic sector, a choice between
a. The transformation of non-domestic rates into a land value tax, payable by reference to the

value of land zoned for commercial purposes
b. The introduction of a system that would parallel the proposal for domestic rates, with a charge
levied only on occupation, using an up-to-date valuation base.

These measures could be combined with Group 2 and/or Group 3 below.

The overarching intent of this group of measures is to reform and modernise the way in which ownership
and occupation of property are currently taxed in Jersey. At present, the rates system taxes ownership and
occupation separately using adjusted 2003 rental values as the tax base for both activities. Intuitively, this
could be considered anomalous to a modern property tax system as two distinct taxable activities are taxed
on the same bases and the current rates system provides for a double taxation of owner-occupiers. An
additional layer of double taxation for owners of rental is also created as both imputed and actual rental
income is currently taxed under the rates system and Schedule A of the income tax regime respectively.

As such, the objective of introducing these measures on a stand-alone basis would be to modernise the rates
system, based on clearly articulated principles, using instruments that would:

e create a new framework for an annual charge on all land and property in the domestic sector and all
land zoned for commercial use;
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e underpin the Jersey tax system with a stable and sustainable revenue stream and a mechanism
through which tax revenues could be increased over time, if necessary, without creating new
distortions. At certain levels, it would potentially allow less economically efficient and more
distortive taxes to be reduced; and

In principle the incidence of these measures would be as follows:

e owner-occupiers and tenants in the domestic sector would potentially see an increase in their level
of taxation.
e owners of rental properties in the domestic sector would have a reduced level of taxation.
e theincidence borne by the commercial sector would be such that either:
0 thelevel of taxation on owners would increase because property owners would become
solely liable for a charge based on unimproved land values; or
o0 thelevel of taxation on tenants and occupiers would increase as they would become solely
liable for an uprated tax on land and improvements.

The precise sharing of the tax burden of this group of measures will be dependent on the supply and
demand dynamics of the rented housing market in Jersey.

From a revenue perspective it should be noted that the implementation of these measures on a stand-alone
basis would not necessarily lead to private landlords being better off. Schedule A income would still be
taxable and, depending on the efficiency of the Jersey property market, the heavier taxation of tenants
would lead to a downwards adjustment in rental prices. Therefore, although the form of these measures
suggests that landlords would benefit through a reduced burden on ownership the substance is that there
would be a rebalancing between owners and occupiers and an implicit transfer between them.

Any proposals for change in this area should be the subject of wide consultation and are likely to be most
successful if they are introduced over an extended period of time.

1.4.2 Group 2: Investment returns

This group of measures contains a number of elements, the effect of which would be to extend the range of
circumstances in which returns to real estate investment would be taxed. The principal elements would be:

1. the broadening of the current scheme for taxing disposals of land and property as part of a trade so
that a wider range of realisations will potentially give rise to tax;

2. theintroduction of a concept of a normal return to investment which would reduce the profits that
would otherwise be taxable on a realisation of an interest in land and property; and

3. the taxation of accrued development returns where land is rezoned and its potential use is changed.

Some or all of these measures could also be combined with the measures in Group 1 and/or Group 3.

There are currently only limited circumstances in which profits arising on the sale or other realisation of
land or property are taxed in Jersey. Disposals in the course of a trade are taxable but there is no capital
gains tax that captures the profits earned by businesses or individuals outside that framework. These
measures do not contemplate the introduction of such a broad-based tax. The objective of introducing them
on a stand-alone basis would be:

e torecognise that windfall gains may sometimes arise to owners of land and property as a result of
factors that they do not control. This is especially important because of the fixed supply of land
which is compounded by the island context and land use planning;

e to seek, where such circumstances arise, a contribution from those owners to the social costs of the
Island; and

e to build economic efficiency into that framework

In principle these measures would increase the level of taxation that owners of rental property would face in
the future. They would also tax earlier and more fully, gains arising from the rezoning of land.

As with the measures in Group 1, any proposals for change in this area should be the subject of wide public
consultation.
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1.4.3 Group 3: Finance

This group of measures comprises two main elements, the effect of which would be to modernise the
treatment of debt finance in the Jersey market for land and property.

The adoption of these measures would:

1. phase out relief for mortgage interest on domestic properties that are owner-occupied; and
2. impose a minimum level of taxation on rental income, where the use of debt finance would
otherwise reduce it below a pre-set benchmark.

Some or all of these measures could be combined with the measures in Group 1 and/or Group 2.

The objective of such changes would be:

e toremove a distortion in the housing market caused by the rules for the treatment of financing
costs for tax purposes

e toreduce the current bias in favour of owner occupation of the housing stock in a progressive way;
and

e to ensure that the existing rules that seek to limit the artificial use of debt finance for the purchase
of land and property operate in a transparent manner.

In principle the incidence of these measures would be as follows:

¢ thelevel of taxation on some owner-occupiers of domestic property with mortgage finance would
increase due to the phased removal of mortgage interest tax relief.

o the tax yield from properties held for rental, especially by international investors, would be
protected.

As with the measures in Groups 1 and 2, any proposals in this area should be the subject of wide public
consultation.

1.4.4 Stamp duty

None of the groups of measures outlined above includes an explicit proposal for the abolition of stamp duty.
Nevertheless, the literature has little positive to say about this form of transaction tax. It is economically
inefficient and creates distortions in the property market. It discourages investment in property and can,
albeit to a modest degree in Jersey, adversely affect the mobility of labour.

The strongest points in favour of the retention of stamp duty are that:

e Itis an established and accepted tax

e Itis easy to collect and, especially since the introduction of the Land Transaction Tax, compliance
rates are high

e Ithasayield of around £14 million from real estate transactions which would otherwise have to be
raised in a different way, if current levels of government spending were to be maintained

However, these points alone do not justify its retention in a broad reform of the taxation of land and
property.

The measures set out in Groups 1-3 could create a new framework of taxation that is more principles-based,
more balanced and more equitable than the current system and which would allow similar levels of taxation
to be raised with less distortion and greater economic efficiency. They would also potentially allow a higher
yield to be achieved over a period of years, creating room to phase out over a similar period, less efficient
and more distorting taxes. The gradual removal of stamp duty on real estate transactions would reduce the
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level of taxation on property owners and could generate positive impacts for occupiers of property
dependent on the extent to which the incidence of stamp duty is passed through in rents. The positive
impacts of the removal of stamp duty would help to offset the anticipated impact of the groups of measures
presented above. However, the precise net effect would be dependent on the rates of tax applied. The
dynamic interaction of the adopted tax measures would also have to be considered and should be
investigated more thoroughly.

The phasing out of stamp duty levied on real estate transactions could be the subject of consultation
alongside the other issues. Stamp duty could be phased out over a number of years to coincide with the
phased implementation of any of the groups of measures presented above. This could be achieved by either
reducing the rates at which stamp duty is levied, by gradually removing bands from the rate structure or by
a combination of the two. The measures taken to remove stamp duty could be made broadly progressive if
they initially target transactions falling within the lower bands of the rate structure. Additionally, stamp
duty on the creation of security interests over Jersey property could be abolished.
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2. Introduction

2.1 Background

Taxes on land and property have historically been an important component of broad-based tax systems.
Governments today, at both national and sub-national level, typically levy taxes on the ownership of land
and property or the transfer of ownership interests in property assets. In many countries, taxes are levied
on both. The revenues from such taxes are often modest in comparison with those from other sources but in
recent years the difficulties involved in taxing the profits of internationally mobile businesses have led to a
resurgence of interest in the role that the taxation of immovable property can play in the tax systems of
both developed and developing countries.

Against the backdrop of the challenging fiscal landscape and intense levels of tax competition facing most
states, international institutions, including the International Monetary Fund (IMF) and Organisation for
Economic Cooperation and Development (OECD), have identified the reform and development of
immovable property taxation regimes as highly desirable for many jurisdictions (IMF, 2013a). Interest in
the taxation of land and property has also become strong among national governments due to the
possibility of achieving economically efficient and equitable taxation with instruments of this kind.

In Jersey, consideration has been given to reforming the taxation of immovable property on a number of
recent occasions. For example in 2010 the States’ 2010 Fiscal Strategy Review outlined possible changes to
domestic property rates and stamp duty levied on the Island and the Land Transaction Tax was introduced
that year. Given the nature of the tax base of the Island, it is clear that the issue of how best to tax land and
property held by businesses and individuals in Jersey is an important issue for Treasury and Resources.

As many national governments have discovered, the best way to achieve widespread support and the
successful implementation of tax reform is to ensure that there is a full and transparent process of
consultation with those affected well in advance of implementation decisions. This should ideally be
supported by an independent analysis of the issues and considerations, informed by international best
practice. To this end, PricewaterhouseCoopers LLP (PwC) have been commissioned by the Treasury and
Resources to undertake this broadly-based review of the taxation of land and property. This report does not
constitute a set of policy proposals or recommendations. It is intended to serve as an input to the
development of tax policy in Jersey and to support the forthcoming Green Paper due for release in July
2014.

2.2 Objectives and scope

The overall objective of this report is to provide Treasury and Resources with a summary of the current
academic and institutional thinking and practice on the taxation of immovable property and options for the
reform of the taxation of Jersey land and property. This report is intended to support the States’
commitment to reforming the taxation of land and property.

Within the framework of this overall objective, this report will consist of the following:

e Areview of the most recent academic and institutional literature published on the taxation of
immovable property, focusing on the theoretical economic underpinnings of this area of tax policy
and the development of a set of guiding principles for the taxation of immovable property.

e The identification and analysis of relevant regimes for taxing land and property considered and/or
implemented in different parts of the world, commenting on the experiences of implementation
and synthesising lessons that would be applicable to Jersey.

e The development of options for the taxation of immovable property in Jersey, taking account of the

economic efficiency of such options, how best to tax gains on land for development and the place of
interest deductibility within the options.
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The use of economic modelling techniques to quantify the effects of the proposed options for the taxation of
immovable property in Jersey is specifically beyond the scope of this report due to data limitations. As such,
the design features of options presented in this report are purely conceptual and are not founded on
detailed quantitative analysis. In any tax reform process it is advisable to conduct robust and detailed
economic analysis of the nature and extent of the impacts generated by the proposed measures prior to
implementation.

2.3 Structure of this report

This report has been structured to provide the reader with a clear and reasoned analysis of the issues
relating to the taxation of immovable property as presented in the literature and in the context of Jersey,
culminating in the synthesis of policy implications and three groups of policy measures for consideration by
Treasury and Resources.

The remainder of this report is structured as follows:

e Section 3 will review and distil the most relevant points from the large body of academic and
institutional literature generated to date on the theoretical underpinnings and practice of the
taxation of immovable property. In support of this review of the literature, several case studies of
historical and contemporary immovable property taxes will be presented to highlight salient points.

e Section 4 will present the policy implications of the literature and experience of the taxation of
immovable property for Jersey, using the discussion presented in the preceding section as a base.
This will result in the development of a proposed set of guiding principles to support the
development of tax policy in this area.

e Section 5 will briefly explore the key international trends in the taxation of immovable property
and the macroeconomic environment in Jersey to provide context and a point of reference for the
rationale of the policy options to be developed in the proceeding section.

e Section 6 will, based on the discussion presented in previous sections, set out three groups of
measures for the reform of the taxation of immovable property in Jersey.

e Section 7 will draw together the key points presented in previous sections to synthesise a set of
conclusions and considerations relating to the taxation of immovable property that are pertinent to
Jersey.

The appendices should be read in conjunction with the main report.
e Appendix 1 sets out, as a reference point, the current taxation system for property in Jersey.

e Appendix 2 provides some detail on a number of examples of systems for taxing land and
property in other countries.
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3. Theory and practice

3.1 Introduction

The taxation of immovable property has historically been a common feature of the tax systems of nation
states. As Figure 1 illustrates with the example of OECD countries, even though property taxes have not
typically generated large amounts of revenue compared to other taxes, they are a stable source of revenue
and as such, contribute to fiscal sustainability.

Figure 1: OECD Average Tax Structure 1965-2011
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Although historically modest in scale, property taxes have recently become the subject of renewed interest,
particularly within the fiscal advice provided to countries by International Finance Institutions (IFIs) such
as the IMF. The long history of property taxes and the recent resurgence of interest in them means that
there is a substantial body of academic and institutional literature on this subject.

The objective of this section of the report will be to develop a sound and robust knowledge base to underpin
both the discussion presented elsewhere in this report and Treasury and Resources’ ongoing engagement
with the taxpayer community on the extent and nature of property taxation in Jersey.

In furtherance of this objective, this section will first provide context to the development of current thinking
on property taxes. It will then briefly discuss what constitutes ‘property’ by way of a foundation for later
sections. Following this it will discuss the arguments for and against property taxes, the various tax bases
that can be used and the administrative issues that can impact on their efficacy. Finally, this section will
present a consideration of the issues of political economy that have a bearing on property tax reform.
Throughout this section, several case studies of historical and contemporary immovable property taxes will
be presented to illustrate salient points highlighted in the literature.

3.2 Historical and contemporary perspectives

Taxes levied on immovable property have been imposed for centuries and in many jurisdictions their
imposition predates that of income tax (Mirrlees et al., 2011). As a result of their longstanding
implementation, policymakers are able to draw on a substantial body of literature, dating back several
centuries, on the theoretical constructs and experiences of implementation. Amid the challenging fiscal
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landscapes created by the financial crisis and the unprecedented mobility of capital, national governments
and international institutions are beginning to reassess the importance of property taxation.

3.2.1 Classical arguments

The body of literature on the taxation of immovable property can be traced back to the scientific
enlightenment of the 18th Century, and in particular, to the French ‘Physiocrat’ school of thought founded
by Francois Quensay in the 1750s. Physiocrats regarded land as the source of all wealth, and as such, the
only appropriate base for taxation (McLean, 2005). Although initially endorsed by Adam Smith (1776), the
Physiocrat school of thought fell out of fashion due to the inherent fiscal weaknesses of single taxation and
was later overtaken by other competing views.

One such competing view was that put forward by Thomas Paine in his work titled Agrarian Justice (1797)
which expanded upon Locke’s idea that the concept of privately held property is a social construct. Using
this as a foundation, Paine states that “it is the value of the improvement only, and not the earth itself, that
is individual property” (Paine, 1797). Therefore, as the concept of personal property is a social construct
governed by the laws and norms, it is only right that “the society which makes them possible has a right to
tax them” (McLean, 2005).

Following Paine’s exposition of the fundamental rights of a society to tax immovable property, David
Ricardo was next in developing the thought on immovable property. In Ricardo’s Law of Rents (1817), it
was argued that the rental value of unimproved land is beyond the control of landowners, instead resting on
its intrinsic features such as location and fertility. Building on this, he states that it is the use of capital in
“ameliorating the quality of land” (Ricardo, 1817) that allowed landowners to realise higher rents.
Although the tax implications of Ricardo’s Law of Rents were not fully expounded at the time, they would
prove seminal in formulating the Georgite views of the taxation of immovable property that characterised
the debate in the mid-19th and early 20th Centuries.

3.2.2 Georgite arguments

Building on Ricardo’s Law of Rents, Henry George, the political economist, in his work titled Progress and
Poverty (1879) argued for a system of land taxation to encourage the most productive use of land by
imposing a tax cost on ownership and that such a system of taxation would be equitable “because the value
of land is determined by community effort, not individual effort” (Mirrlees et al. 2011).

Henry George’s arguments were eventually acted upon by Lloyd George, Chancellor of the Exchequer, in his
budgets of 1909 and 1914 (McLean, 2005) which made provisions for a land value tax to be introduced in
the United Kingdom. In defence of this, Lloyd George and his supporter, Winston Churchill, drew on
elements from the classical arguments of Paine, Ricardo and those of Henry George to argue that a land
value tax was equitable on the grounds that a landowner, as a landowner, does not contribute to welfare
enhancing capital improvements to land yet benefits through increased rents regardless. In other words,
“To not one of those improvements does the land monopolist, as a land monopolist, contribute, and yet by
every one of them the value of his land is enhanced” (Winston Churchill, 1909, quoted by Mirrlees et al.
2011). However, despite the weight of his arguments George’s proposed land value tax was never realised
due to strong resistance from landowning elites and the outbreak of World War I.

3.2.3 Recent resurgence

Although the implementation and study of property taxation has by no means waned there has been a
renewed focus on the role that they can fulfill in a nation’s tax system in recent years, driven by concerted
efforts at the multilateral level to address the problems of taxing highly mobile corporate profits.

Following the publication of the Organisation for Economic Cooperation and Development’s (OECD) report
titled “Addressing Base Erosion and Profit Shifting” in 2013, which highlighted threats to tax revenues, tax
sovereignty and tax fairness from the tax practices of multi-national enterprises (OECD, 2013),
policymakers have begun to focus on “the revenue losses and efficiency costs stemming from levying taxes
on highly mobile tax bases in a globalized setting” (Norregaard, 2013).
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Within this shift of policymakers’ attention has been a focus on the “alternative policy route of meeting
revenue objectives by strengthening immobile’ tax sources such as in particular immovable property
taxes” (Norregaard, 2013). Indeed, international institutions, including the International Monetary Fund
(IMF) and the OECD, have identified the reform and development of immovable property taxation regimes
as highly desirable in many jurisdictions for these reasons (IMF, 2013a).

Against a backdrop of strong multilateral interest, challenging fiscal landscape and intense levels of tax
competition facing most nations, the taxation of immovable property has become a key point of discussion
in tax policy circles due to the potential ability to achieve economically efficient and equitable taxation with
instruments of this kind, as will be discussed below.

3.3 What is ‘property’?
Following the historical and contemporary perspectives of the taxation of immovable property presented in

the previous section, a salient point of departure would be a consideration of what constitutes ‘property’
before moving into a review of the literature and practice.

To the uninitiated, the terminology used with reference to the taxation of property can appear quite
intractable at times, with a number of terms used interchangeably. As Youngman (1996) states, “references
to taxes on immovable property as “property taxes” require some clarification”.

The first key clarification that must be made is in what constitutes ‘property’. Despite the commonly held
view that property refers to physical and intangible assets held by individuals and businesses, it is useful,
when discussing property in the context of taxation, to delineate between ownership and use. As Youngman
(1996) states, “in a technical sense, ‘property’ consists of a set of legal rights pertaining to a specific
object”. Therefore, using Youngman’s definition, a property tax is imposed on the nature and extent of an
individual or business’ legal rights to property, rather than the physical asset itself. As will be discussed
later in this section of the report, the ability to target ownership and occupation of immovable property
separately or in combination has proved to be an important design feature of property taxes.

A second key clarification is in the distinction between ‘movable’ property and ‘immovable’ property.
Movable property refers to assets held by businesses and individuals that can generally be moved, whereas
immovable property generally cannot. Although, this is a seemingly obvious distinction, it is a necessary
one because, as will be discussed later, the immovability of property is a key feature and source of economic
efficiency of property taxes.

The final, and perhaps most important, clarification that must be made is what immovable property refers
to. As Almy (2014) describes, ““mmovable property comprises land and improvements to land”, with land
being defined as a “demarcated piece of the Earth’s surface” and improvements to land referring to
buildings, structures and constructions. This is an important clarification as the conceptual ability to view
land and improvements to land as separable components of immovable property allows the design of
property taxes to be targeted towards specific activities and sectors of an economy.

For the purposes of this report, the terms ‘property’ and ‘immovable property’ will be used interchangeably
but will be accompanied with clarifications as to which component of immovable property is being referred
to.

3.4 Why is property taxed?

Based on the understanding of the historical and contemporary perspectives of immovable property
taxation and the discussion of the concept of immovable property presented above, a salient question to ask
would be why it is that property taxes are so prevalent. To answer this question we must look to the
qualities embodied in taxes levied on immovable property. In doing so, this section will first explore the
underlying equity and efficiency arguments that characterise much of the discussion on the merits of
property taxation before discussing how property taxes can be used to achieve wider policy objectives.
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3.4.1 Efficiency arguments

A core argument that is frequently used to support the imposition of taxes on immovable property has been
that it is an economically efficient form of taxation. As will be discussed, with reference to the distinctions
between the components of immovable property drawn above, this argument requires significant
qualification as the efficiency of property taxation is not uniform and is dependent on the tax base and the
basis on which it is levied.

The stylised economic rationale in support of property taxation claims that its economic efficiency is
derived mainly from the immobility of the tax base as property cannot move location or be hidden in
response to the imposition of a tax. These qualities would indicate that property taxes are difficult to avoid,
and as such do not affect resource allocation or the decisions to supply labour or invest. However, as was
discussed above, immovable property can be conceptually separated into land and capital improvements to
land, which when viewed as separate tax bases have distinctly different economic qualities. As Norregaard
(2013) states “only land is truly immobile, while capital invested in structures,... [aJnd particularly non-
residential structures, is indeed mobile”. Therefore, when considering the relative economic efficiency of
property taxes one must distinguish between taxes on land and taxes on buildings and within this, taxes on
residential and non-residential property (Slack, 2011).

Revisiting Ricardo’s Law of Rents and the Georgite arguments presented above, taxes levied on land

are considered to be economically efficient as they are in effect a tax on an economic rent. As Johannesson-
Linden & Gayer (2012) discuss, “as the supply of land is relatively fixed and inelastic” a tax on land would
not adversely distort economic activity, rather it would promote the productive utilisation of land by
imposing a tax cost on ownership. Although in practice, the supply of land can be influenced by a
jurisdiction’s land planning system (Mirrlees et al., 2011; Barker, 2003), these effects hold true for both
commercial and residential land.

However, the main point of divergence in the efficiency arguments of immovable property taxation comes
when the taxation of commercial and residential buildings is considered. As Diamond and Mirrlees (1971)
illustrate in their paper on optimal taxation, taxes on business inputs, such as commercial buildings, are a
particularly distortive type of tax as they are in effect a tax on a factor of production that will influence both
the production and consumption decision. Whereas taxes on residential buildings are considered to be
more efficient as residential buildings do not serve as an input to the production process and as such “have
relatively little influence on labour supply, investment in human capital, production and innovation
compared to other taxes” (Johannesson-Linden & Gayer, 2012).

Another key qualification and determinant of the efficiency of property taxes is the basis on which they are
levied. In this respect the literature distinguishes between the economic efficiency embodied in recurrent
taxes and transaction taxes.

Recurrent taxes levied on immovable property are widely thought to be more efficient than transaction
taxes in that their impact on resource allocation is less adverse (Norregaard, 2013; Arnold, 2008;
Johannesson-Linden & Gayer, 2012). Indeed, Johansson et al. (2008) establish a ‘growth ranking’ of
different tax measures, supported by empirical research, which presents recurrent property taxation as the
least detrimental form of taxation to long-run economic growth. The case of New Zealand’s Local
Government Rates is presented in Box 1 as an example of recurrent immovable property taxation.

Box 1: New Zealand’s Local Government Rates

Since European colonisation, the taxation of immovable property has formed the basis of local government
finance (McCluskey et al., 2002). Presently local authorities tax property through a system of rates based on
land or property values (Victoria University of Wellington Tax Working Group, 2010), which currently raises
over half of all local government revenue, as illustrated by the chart below.

The Local Government (Rating) Act 2002 provides local government with flexible powers to set, assess and
collect rates from landowners (Department of Internal Affairs, 2011). Specifically, the Act provides local
government with a choice of three methods for calculating the annual rateable value of land:

e Annual value: The annual rental value of the property at the date of revaluation.
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e Capital value: The probable selling price of the property at the date of revaluation.

e Land value: The value of unimproved land at the date of revaluation.
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In contrast to recurrent taxes, transaction taxes levied on immovable property are widely criticised as being
an inefficient form of property taxation due to their distortionary nature (Mirrlees et al., 2011; Johansson et
al., 2008). As transaction taxes are generally borne by the purchaser, as Slemrod et al. (2012) state,
transaction taxes create disincentives to invest and “arguably induces asset owners to hold on to assets
that they would otherwise want to sell”. When this effect is considered in terms of the residential housing
market, it becomes apparent that property transaction taxes have the ability to adversely affect labour
mobility creating inflexibilities in the labour market. Box 2 presents the case of the United Kingdom’s
Stamp Duty Land Tax as an example of a property transaction tax.

Box 2: The United Kingdom’s Stamp Duty Land Tax

The United Kingdom (UK) currently levies a property transfer tax known as Stamp Duty Land Tax (SDLT) on
freehold and leasehold transfer of residential, non-residential or mixed-use land and buildings. SDLT was
introduced in the Finance Act 2003, replacing Stamp Duty that was previously charged on transfers of
property, in order to address avoidance behaviour. The statutory incidence of the tax is borne by the
purchaser who is required to file a return shortly after completion of the transaction.

The main rates of tax are shown in Table A13 and Table A14. Purchases of residential property by corporate
bodies attract a higher rate of tax, whereas transactions in new freehold and leasehold property attract a lower
rate (HMRC, 2014). SDLT relief for transactions in property located in disadvantaged areas was available
prior to 6t April 2013.

In recent years, SDLT receipts have been approximately 0.6% of GDP but the relatively consistent
relationship with the performance of the economy tends to mask the underlying volatility of cash receipts, as
the chart below demonstrates. These can be significantly affected by changes in prices and the manner of
transactions. In general, SDLT has been characterised by high levels of compliance although changes were
needed to tackle avoidance in relation to some high value properties.
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SDLT, like other forms of transaction taxes, has been widely criticised by industry groups and has been
labelled as economically distortionary. A critical aspect of SDLT in this regard is its ‘slab’ rate structure
(Mirrlees et al., 2011) which creates ‘notches’ — “discontinuous jumps in tax liability” (Slemrod et al. 2012) —
as a result of the SDLT rate applying to the entire transacted price. As suggested in the literature, notches in
the rate structure of property transfer taxes distort price distribution causing ‘bunching’ of property values
just under the notches (Best & Kleven, 2013; Kopczuk & Munroe, 2013; Slemrod et al., 2012). Furthermore,
the SDLT rate structure is not “indexed for inflation, which creates ‘bracket creep’ as property price inflation
pushes houses into higher stamp duty brackets” (Best & Kleven, 2013).

Despite limited analysis on the effects of property transfer taxes in the literature, recent analysis on SDLT has
shown that a decrease in rate stimulates market activity. Best & Kleven (2013) investigated the effect of an
unanticipated residential SDLT holiday between September 2008 and December 2009 which “moved the first
notch point from £125,000 to £175,000 and thereby eliminated stamp duty in a £50,000 range” (Best &
Kleven, 2013). They found that during the course of the SDLT holiday, trading volumes in the residential
housing market increased by 20%, stimulating consumer spending and enhancing the positive economic
impact.

Those in favour of property transaction taxes often look to the underpinning arguments of such tax
measures, notably that they discourage inefficient and socially undesirable transactions from taking place.
This argument has been drawn from the long running debate on the merits of financial transaction tax
(FTT), as presented by Tobin (1978). However, as Mirrlees et al. (2011) describe, these arguments do not
bear application to property transaction taxes as a liquid property market promotes the efficient utilisation
of land and property, therefore leaving little support for property transaction taxes.

Indeed, recent empirical evidence presented in the literature validates the distortionary nature of property
transaction taxes. Dachis et al. (2012) studied the impact of the imposition of a 1.1% transfer tax in Toronto,
Canada in 2008 and found that it resulted in a 15% reduction in the number of transactions and a decline in
house prices equivalent to the tax increase. Additionally, Slemrod et al.’s (2012) study of the impacts of
changes to the rate structure of a residential real estate transfer tax in Washington D. C. find that a 1%
increase in the rate of tax reduces the rate of sales by 0.2%.

In practice, however, the arguments for and against recurrent and transaction taxes are not quite as stark as
a consideration of their relative economic efficiency would suggest. In fact, as Box 3 highlights with the
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example of the Australian property tax system, many national governments have chosen to implement a
property tax mix featuring both recurrent and transaction taxes.

Box 3: Australia’s Property Tax Regime

Australia currently implements a property tax system that is composed of both recurrent and transaction
taxes implemented at the state and local levels (Slack, 2004). While the practice of utilising both inefficient
transaction taxes in conjunction with efficient recurrent taxes is widespread, Australia presents an interesting
example.

Stamp duty is levied by all states on the transfer of freehold property, with some also taxing transfers of
leaseholds (Australian Taxation Office, 2014) and most offering relief for first-time buyers (Wood et al.,
2012). Land tax is levied on land ownership utilising the unimproved land value of a property exceeding a
predetermined threshold as the tax base (Australian Taxation Office, 2014). Table 16 sets out the states
currently implementing these taxes and lists any differences in allowed concessions and exemptions.
At the local level, municipal rates are levied on a recurrent basis, with local authorities utilising a number of
different tax bases listed below and rates being set in line with budgetary requirements (Commonwealth of
Australia, 2011):

e Unimproved value

e Unimproved capital value

e Land/site value

e Capital value

e Annual value

3.4.2 Equity arguments
In a similar way to other areas of tax policy, the perceived ‘fairness’ or equity of the taxation of immovable
property has been implicated as a critical issue by both advocates and proponents for over a century

(Mandell, 2002). In this respect, the key question at the centre of this debate is that of the incidence of
property taxes. In other words, who pays the tax?

The study of the incidence of taxes is a highly contested area of research, however, the incidence of
immovable property taxation certainly numbers amongst the most contested, with three distinct schools of
thought being presented in the literature. The three views on the incidence of property taxation are as
follows:

e The ‘Traditional’ View: This view of property taxes draws on Ricardo’s Law of Rents (1817), arguing
that the nature of incidence is influenced by the distinction between the constituents of immovable
property. Taxes imposed on land are viewed as inherently equitable (Almy, 2014) as they are serviced
by the economic rent land owners obtain from the very virtue of being land owners (Bird & Slack,
2002). Whereas taxes imposed on buildings are borne fully by those who make use of such capital
rather than the owners (Norregaard, 2013). It is from this view that Vickery’s comment that “The
property tax is, economically speaking, a combination of one of the worst taxes — the part that is
assessed on real estate improvements... — and one of the best taxes — the tax on land or site value”
(Vickery, 1999) stems from.

e The ‘New’ View: In his influential work, Mieszkowski (1972) develops the view that property taxes are
in effect a tax on capital and are therefore not regressive as income derived from land and capital
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“constitutes a relatively higher share of income for richer people” (Bird & Slack, 2002). Indeed, recent
research by Sennoga et al. (2008) confirms that the incidence of property taxes levied on capital and
land is borne predominantly by the owners, indicating that when viewed in this way, property taxes are
progressive.

e The ‘Benefit’ View: As put forth by Hamilton (1975), this view of property taxation utilises Tiebout’s
(1956) theory of local public goods by viewing property taxes as a benefit tax for the provision of local
public services specific to the area in which an individual or entity has chosen to locate (Wilson, 2003).
“By being in essence a user charge for local public services, there is an inherent fairness to the
property tax based on the benefit principle” (Norregaard, 2013).

The debate on the equity of property taxation is far from resolved, and as such, immovable property taxes
can either be regarded as progressive or regressive depending on the theoretical lens used to view them.
Indeed, Bird & Slack (2002) sum up the debate on the equity of property taxation well when they say, “In
the end, it seems, what one beholds in the property tax in terms of equity appears to depend to a large
extent on what one thinks of the property tax in the first place”.

3.4.3 Broader policy objectives

Governments are increasingly using tax policy as a means by which to effect a behaviour change in the
population, perhaps best typified by Denmark’s short-lived ‘health’ tax on saturated fats that hoped to
promote healthy eating by making food with high saturated fat content comparatively more expensive. In
this regard policymakers have sought to draw on the Georgite arguments to influence the way in which land
and buildings are utilised with proposals for introduction of property taxes.

Policymakers have long sought to influence the development of land to meet societal needs through the
imposition of property taxes (UN-HABITAT, 2011). A notable example of this is contained within the
Barker Review (Barker, 2004) which reviewed the current provision of housing in the United Kingdom and
presented policy recommendations aimed at meeting future demand. The Review put forward arguments
for a number of property-related tax measures that were designed to increase both the supply and efficient
utilisation of housing in the United Kingdom. For instance, it was argued local governments should be
allowed to charge higher rates of property tax on second homes to incentivise their efficient utilisation. The
Review also recommended taxing the windfall gains that accrue to land owners as a result of rezoning of
land use in order to deliver the benefits of development to society through the provision of public services.
However, to each of these tax measures, the Review recommended a holistic approach, suggesting that the
introduction of property taxes should be viewed within the broader context of the property market and land
use planning system in order to achieve the desired policy objectives.

More recently, several academics have put forward suggestions that property taxes could be used as a
means of addressing the environmental externalities associated with urban sprawl by creating incentives
for the efficient utilisation of land. As Brandt (2014) describes, the phenomenon of urban sprawl can cause
underutilisation of urban infrastructure and excessive loss of open space which generates intrinsic and
extrinsic costs for society.

Drawing on Georgite arguments, proponents of this approach utilise the argument that a land value tax
generates incentives to encourage the productive use of land by imposing a tax cost on ownership (Brandt,
2014; Norregaard, 2013; Mirrlees et al., 2011; Johansson et al., 2008; Muellbauer, 2005). For areas in
which land values are higher, such as around existing urban infrastructure, a land value tax would generate
stronger incentive effects for the efficient utilisation of urban as opposed to rural land, thereby potentially
limiting the extent to which urban sprawl occurs.

Indeed, recent empirical evidence would suggest that land value taxes could be used to achieve
environmental objectives, such as limiting urban sprawl. For instance, research by Banzhaf and Lavery
(2010) on the density effect of property taxes in Pennsylvania found that two-tier property tax structures,
with higher rates levied on land serve to increase the density of urban areas. However, the weight of
evidence indicates that property taxes only exert limited influence on the density of urban areas (Meng &
Zhang, 2011; Song & Zenou, 2006). It must also be noted that in order for a land value tax to achieve the
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desired environmental objectives, the tax must be coupled with a robust land zoning system to sufficiently
depress the incentives to develop rural land (Brandt, 2014).

Although not overtly used as such, it is evident that property taxes can be used to achieve policy objectives
that are broader than pure fiscal objectives. However, building into the wider debate on tax versus
regulation, the literature suggests that on its own, tax may be too blunt an instrument to achieve broader
policy objectives. Rather, as Barker (2004) would suggest, property taxes should be considered within the
broader context of the land planning system and real estate market to ensure that the appropriate
incentives are generated to promote the behaviour desired by policymakers and society.

3.5 Design considerations

Building on the supporting economic and policy rationale presented in the previous section, we now turn to
explore the depth of nuances that become apparent when one considers the various design features of a
property tax. To examine these issues in a systematic and tractable manner, this section of the report will
group the considerations into three broad categories and will present the case of Denmark’s Property Value
Tax in Box 4 by way of illustration.

3.5.1 Tax base

A salient point of departure for the examination of the design issues inherent in immovable property
taxation is to consider what should be taxed. Property taxes are unique amongst most tax measures in that
policymakers have a number of tax bases to choose from. However, as will be discussed below, there are a
number of factors, not least of all the overall policy objective, which must be considered in selecting an
appropriate tax base.

The intended nature of how a property tax is to be levied is the key consideration in determining the tax
base. Transaction taxes typically use the monetary value of the consideration transferred as the tax base,
and in this regard do not present policymakers with a choice of tax bases. Property taxes wishing to tax
property as an asset would simply tax the profit accruing to the vendor on disposal (Mirrlees et al. 2011).
Similarly, those taxes wishing to tax the consumption value of property would tax an approximation of the
annual value of that consumption (Cnossen, 1996). Recurrent property taxes by contrast, present
policymakers with a number of possible tax bases. These tax bases are aligned on a spectrum ranging from
market value to physical attribute approaches (UN-HABITAT, 2011) and allow the distinction between land
and buildings to be drawn (Almy, 2014).

As Figure 2 shows, there are a number of alternative tax bases, drawn from the literature and international
practice, which are available to policymakers.

Figure 2: Recurrent Property Tax Base Spectrum
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Physical attribute approaches seek to tax immovable property on predetermined physical attributes that are
aligned to the desired policy and fiscal objectives (UN-HABITAT, 2011). One of the most common tax bases
used under the physical attribute approach is the area of a piece of immovable property, to which a rate of
tax per unit of area is applied (Almy, 2014; Norregaard, 2013). To this, multipliers can be incorporated into
the computation to reflect additional physical attributes in order to produce a taxable value that is a better
proxy of those yielded under market value approaches.

According to the work of Connolly and Bell (2009), there were 38 jurisdictions implementing a form of
area-based property taxation in 2009, indicating that it has been considered to have merit as a tax base
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despite its rudimentary nature. Indeed, the main strength of area-based systems can be found in their
administrative simplicity as the data it requires is relatively easy to establish even in jurisdictions with
thinly traded formal property markets (UN-HABITAT, 2011). Additionally, area-based systems avoid the
subjective element involved in property valuation which makes the basis of assessment less arbitrary and
therefore less contestable in jurisdictions with low levels of trust in government (Almy, 2014). Greece
provides a very recent example of such a tax but it proved to be unconstitutional and was replaced in 2014.

The administrative simplicity of physical attribute approaches gives way to two key weaknesses that often
limit the extent of their application. Firstly, these approaches are widely considered to be inequitable
because, assuming a uniform tax base, they place the same rate of tax on desirable property as undesirable
property, which has the effect of generating large disparities in effective tax rates (Norregaard, 2013; UN-
HABITAT, 2011; Youngman, 1996). Secondly, and in particular for area-based taxes, this approach lacks
revenue buoyancy due to the largely static nature of the tax base (Almy, 2014).

Market value approaches by contrast seek to tax immovable property through a tax base that is inferred
from the market value of property. Policymakers wishing to employ a market value approach have at least
three different tax bases to choose from, each with different qualities that align them to the achievement of
different policy objectives.

Perhaps the most widely utilised and straightforward of these tax bases is capital value, which seeks to tax
property based on the monetary value of consideration that would be received in return for the property in
a transaction between a willing purchasor and a willing unrelated vendor. The key advantage to using
capital value as a tax base is that it closely approximates a capital tax, which when viewed through
Mieszkowski’s (1972) New View of property taxes results in a progressive form of property taxation.
Furthermore, capital value also provides revenue buoyancy in that tax revenues potentially grow as
property values grow (UN-HABITAT, 2011). Despite these advantages, to be an effective tax base capital
value is reliant on data generated by an active property market and a well-functioning land registry, which
may not be present in some jurisdictions. Additionally, the use of capital value as a tax base has been
criticised for taxing unrealised gains that accrue to property owners, which can generate liquidity
constraints for asset rich but cash poor taxpayers (Youngman, 1996).

Related to capital value, annual rental value is another widely utilised property tax base “which defines the
tax base as the rent that can reasonably be expected in a fair market transaction” (Norregaard, 2013).
Annual rental values attempt to overcome the potential liquidity constraints created by capital values by
taxing the current use of property, rather than how the property might be used if sold on an open market
(UN-HABITAT, 2011). In this respect, annual rental value can be used as a close approximation for the
consumption value of property, and as such, lends itself as a tax base to housing services taxes (Mirrlees et
al., 2011; Cnossen, 1996). However, as with capital value, the efficacy of annual rental value as a tax base is
reliant on data from an active rental market, or, if this is not available, the skill of tax administrators in
inferring such values (Almy, 2014).

The final of the three widely used market value approaches is land or site value, which uses the unimproved
land value as the tax base. Unlike capital or annual rental value, the use of land value seeks to make a
distinction between land and buildings by only taxing the market value of land. Due to this distinction, land
value lends itself as a tax base to Georgite land taxes by creating the strongest incentives for the productive
utilisation of land (Norregaard, 2013). However, as with the other tax bases discussed, the use of land value
as a tax base ideally requires data generated from an active market, which given the thinly traded nature of
land, could create administrative difficulties.

3.5.2 Valuation and assessment

Once the basis of assessment has been defined, the next design issue that is generally considered is how
best to assign taxable values in a uniform and fair manner. To resolve this issue the literature and
international practice point to two distinct valuation models.

The first of these models is to conduct periodic mass valuation exercises based on standardised techniques

to establish a comprehensive data set, known as a fiscal cadastre, of the taxable value of each property in a
jurisdiction (Almy, 2014). Whereas, the second of these models utilises ‘spot’ data from recent property
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transactions to update the database of taxable property values on an ad hoc basis. However, ‘spot’ data is
rarely used as it is not regarded as an equitable valuation model because, for example, in times of rising
property prices, thinly traded property would be subject to a lower tax liability than more frequently traded
property (Youngman, 1996).

Given the weakness of spot valuation models, mass valuation models are employed for the majority of
recurrent property taxes, despite it being a costly exercise to maintain and update. Indeed, without regular
revaluation, property taxes founded on a mass valuation system tend to lack revenue buoyancy as tax
revenues are determined without accounting for recent movements in the tax base (Youngman, 1996). To
balance the need to maintain revenue buoyancy and achieve economy of administration, many tax
authorities have introduced multi-year assessment cycles, with some even including provisions for interim
indexing to inflation or property price indices.

Additionally, apart from the expense and administrative complexities, mass valuation systems also have the
inherent weakness of being conceptually difficult to communicate to the taxpayer, particularly when the
valued basis of assessment differs significantly from how the taxpayer would value their property (Almy,
2014).

3.6.3 Reliefs and deferrals

Following the decisions on tax base and valuation method thought must be given to the tax reliefs allowed
under a property tax. As Norregaard (2013) states, international experience has shown that “the property
tax base is often porous, corroded by multiple exemptions and reliefs” the result of which often means that
“taxes are frequently paid on a base that bears little resemblance to the true level of property values”.

The decisions relating to allowable property tax reliefs are often made with reference to a mixture of
political and economic factors. Common property tax reliefs include exemptions for government and
charitable property and reliefs for asset rich and cash poor taxpayers, businesses and agricultural land
(Norregaard, 2013; Youngman, 1996). Box 4 presents the case of Denmark’s Property Value Tax to
illustrate the use of tax reliefs.

Box 4: Denmark’s Property Value Tax

In response to a prolonged period of high house price inflation, the Danish government introduced a flat rate
tax on property held in Denmark and abroad in 1998 (HMT, 2003). The property value tax (PVT) is levied on
assessed property value at a rate of 1% up to DKK 3,040,000 (approximately £325,000) and 3% thereafter
(SKAT, 2014). Property value is assessed annually and 2014 PVT liabilities are based on the lower of (SKAT,
2014):

e Assessed property value as at 15t October 2011 reduced by 2.5%.

e Assessed property value as at 15t January 2002.

e Assessed property value as at 15t January 2001 increased by 5%.
In 2012, the Danish government agreed to maintain a freeze on the PVT until 2020. According to the
European Commission’s Directorate General of Economic and Financial Affairs (2014), this has, in
conjunction with a cap on land value tax, “effectively decoupled housing taxes from house price
developments, thereby removing countercyclical properties of housing taxes”.
Denmark’s PVT has been widely cited in positive terms in the literature (Muellbauer, 2005) for the schedule
of reliefs allowable under the tax, in particular for pensioners. The reliefs allowed are as follows (SKAT,

2014):

¢ Relief for pensioners: Taxpayers over the age of 65 automatically qualify for relief on PVT.
Eligible taxpayers are entitled to a relief of 0.4% of PVT liabilities subject to a maximum amount of
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DKK 6,000 (approximately £600) for year-round homes and DKK 2,000 (approximately £200) for
holiday homes. The relief is reduced by 5% for single and married pensioners with an income
exceeding DKK 174,600 (approximately £19,000) and DKK 268,600 (approximately £29,000)
respectively.

¢ Relief for uninhabited property: PVT relief is available for the length of time a property was
uninhabited post-transaction settlement and for the length of time a property is uninhabitable as a
result of actions unattributable to the taxpayer.

¢ Relief for rented property: Owners of rental properties are entitled to deduct the PVT liability
attributable to the period of time which the property was unoccupied by tenants during the
computation of their taxable income for income tax purposes.

o Relief for foreign taxes: Taxpayers are entitled to relief on PVT liabilities in respect of PVT paid
on foreign property providing the basis of assessment was the property value.

¢ Relief for property purchased on or before 15t July 1998: PVT liabilities on properties
purchased on or before 15t July 1998 will be reduced by 0.2% of the total tax liability. Year-round
homes purchased on or before 15t July 1998 will be eligible for a further 0.4% reduction of total tax

Additionally, a number of jurisdictions offer tax relief to incentivise home ownership, typically through
mortgage interest deductibility, based on the assumption that home ownership is welfare enhancing
(Johannesson-Linden & Gayer, 2012). Indeed, as Figure 3 demonstrates through an indicator! that
compares the market interest rate and the after-tax debt financing cost on housing in OECD countries, a
number of jurisdictions offer substantial tax subsidies to encourage investment in residential properties.

Although designed to support residential housing markets, mortgage interest relief has in fact been shown
to be related to adverse property market outcomes. At a conceptual level, mortgage interest relief creates a
debt bias, which, during times of rising house prices could encourage excessive household debt
accumulation (Johannesson-Linden & Gayer, 2012). Furthermore, research (Van den Noord, 2005;
Andrews, 2010) has also shown that mortgage interest relief is correlated with volatility in housing markets,
with higher levels of relief being related to higher levels of house price volatility.

The prevalence of mortgage interest relief despite its adverse economic impacts is a clear indication that the
design choices made about allowable reliefs are as much political as they are economic in nature.

1 This indicator takes into account whether interest payments on mortgage debt are deductible from taxable
income, whether there are any limits on the allowed period of deduction or the deductible amount and whether
tax credits for loans are available. For countries that have no tax relief on debt financing costs, this indicator
takes the value of zero (Andrews et al., 2011).
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Figure 3: Tax Relief on Debt Financing Costs of Homeownership 2009
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3.6 Political economy of property tax reform

Following on from the discussion presented in the previous sections, one could be forgiven for assuming
that the taxation of immovable property was widely welcomed on the basis of its economic virtues (Slack &
Bird, 2014). Instead, property taxes are have been described as the “tax everyone loves to hate”
(Rosengard, 2013) and “the most hated tax” (Brunori, 2007).

Taxes on property are certainly no more popular than other taxes and the support they receive rises and
falls on perceptions of their political, as well as their economic, rationale. It is the transition from the pages
of academic papers to political reality that reveals a number of features of the taxation of immovable
property that makes it a hard sell to both politicians and taxpayers. Indeed, as the Barker Review (Barker,
2004) discussed, numerous past attempts to introduce land transfer taxes in the United Kingdom were
unsuccessful, in part due to the level of political resistance encountered.

It is therefore apparent that property taxation is as much a political issue as an economic one. As such, this
section will outline the main sources of political ‘friction’ among politicians and taxpayers that property
taxation generates. It will also present the case of Ireland’s Land Value Tax in Box 5 as an example of a
property tax that has attempted to overcome some of the political economy issues associated with the
taxation of immovable property.

3.6.1 Visibility

As Slack and Bird (2014) state, “much of the popular resistance to the property tax appears to be based on
its visibility”. Unlike many other forms of taxation, property taxes are very rarely deducted at source,
instead the taxpayer settles liabilities directly with the tax authority making them unusually visible in a
modern tax system. Additionally, property tax liabilities are usually of a material nature requiring taxpayers
to give prior thought to their likely size in order to make provisions during budgeting processes. These
qualities serve to reduce the “fiscal illusion’ effect outlined by Mill (1848), thereby making property taxes
one of the most visible forms of taxation (Cabral & Hoxby, 2012). Ireland’s recent introduction of a Land
Value Tax, presented in Box 5, contains provisions to reduce its visibility by allowing the liability to be
deducted at source.

The debate on the political economy impact of the visibility of property taxes is divided into two issues

within the literature, which ultimately presents a somewhat uncertain view. On one hand, the visibility of
property taxes makes them a particularly hard sell politically (Slack & Bird, 2014) and this is often
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compounded by a counterintuitive taxpayer preference for visible taxes when trust in government is low
(Cabral & Hoxby, 2012). On the other hand, due to their visibility, property taxes are thought to have
political accountability-enhancing properties, as, linking back to the benefit view, taxpayers are more able
to link property tax liabilities to the provision of public services (Simonsen & Robins, 2003). However,
when considered together these issues do not indicate a clear course of action for implementing
governments, as it would appear that property tax visibility is both good and bad.

3.6.2 Liquidity constraints

A further key source of political economy friction to the taxation of immovable property is that, depending
on the tax base used, it is often a tax levied on an imputed cash flow rather than a real one and as a result,
the tax liability generated may not reflect the ability to pay of the taxpayer (Johannesson-Linden & Gayer,
2012). As the tax liability has been decoupled from real cash flows associated with immovable property,
property taxes have the ability to create liquidity constraints for those taxpayers who are asset rich but
cash/income poor, such as pensioners (Slack and Bird, 2014), thus contributing to perceptions of
regressivity.

To overcome the liquidity constraints and associated equity concerns linked to property taxes many
implementing national governments have instituted a system of reliefs and deferrals to address cash flow
problems. Despite the economic rationale for such reliefs, such systems have proved politically unpopular
due to the inter-generational welfare concerns attached to pensioners bequeathing deferred tax liabilities to
their relatives (Youngman, 1996; Bird and Slack, 1978). Another way to address liquidity constraints
created by property taxes presented in the literature would be to create an allowance with reference to the
income, age or social circumstances of the taxpayer, which can be used to offset the total tax liability
(Johannesson-Linden & Gayer, 2012; Haveman & Sexton, 2008; Bird & Slack, 1978). The examples of
Denmark’s Property Value Tax and Ireland’s Local Property Tax presented in Box 4 and Box 5 respectively
highlight the use of reliefs for those taxpayers who are asset rich but cash poor.

3.6.3 Volatility

Although property tax revenues generally exhibit high levels of stability due to the relative inelasticity of the
tax base, the underlying tax liabilities, particularly for recurrent taxes, accruing to taxpayers can exhibit
volatility as a result of fluctuations in property prices without attendant changes in the income of the
taxpayer (Sheffrin, 2010; Boije and Lind, 2002). This can become a key source of political friction,
especially in times of rising property prices and in a tax system that employs multi-year revaluations, and
has often been the cause of ‘tax revolts’ (Haveman & Sexton, 2008).

As Slack & Bird (2014) discuss, annual revaluations would smooth out the increases in tax liability that
often occur with multi-year revaluations in time of rising property prices, however the monetary and time
costs involved in annual revaluations often precludes their use. Instead, as McCluskey & Franzsen (2013)
describe, many national governments have sought to delay revaluations in order to maintain a static basis
of assessment for property taxes. For instance, as Johannesson-Linden & Gayer (2012) illustrate, both
Denmark and Sweden took measures to postpone revaluations during the latest house price boom.
Although such a course of action does result in reduced volatility of tax liabilities in the short term, over
time it erodes the tax base and creates political inertia with regard to conducting revaluations.

3.6.4 Arbitrariness

Property taxes, being based on a system of valuations as discussed in the previous section, have often been
labelled as presumptive taxes. As a result of the inherent subjectivity in asset valuation, property valuations
for tax purposes, particularly in tax systems that employ cadastral values, are a source of disagreement
between the taxpayer and the tax authority (Bird et al., 2012). In situations where trust in government is
low, this disagreement may even turn to argument, adversely affecting property tax revenues and
compliance rates.
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To overcome such frictions related to valuation and assessment, some national governments, such as
Ireland in Box 5 have turned to a system of self-assessment, whereas others have employed transparent
cadastral assessment systems. However, regardless of the robustness of the valuation methodology
employed, property taxes are still commonly held to be unfair and arbitrary by the taxpayer (Slack & Bird,
2014).

Box 5: Ireland’s Local Property Tax

Following the recommendations of the Commission on Taxation (2009) and the Inter-Departmental Group
(2012), the Republic of Ireland has recently implemented a programme of reform to the taxation of
immovable property that culminated in the introduction of the Local Property Tax (LPT) in July 2013.

LPT is a recurrent tax levied at a rate of 0.18% using the market value of residential property as the tax base
and is borne by the property owner (Society of Chartered Surveyors Ireland & Irish Tax Institute, 2013). LPT
liabilities are determined on a schedule of property value bands, with the tax rate being applied to the
midpoint of the applicable band. The schedule of property value bands can be found in Table A15.

The LPT was introduced on 1t July 2013, with a half year tax liability being charged for the tax year 2013 and
a full year for 2014 (Society of Chartered Surveyors Ireland & Irish Tax Institute, 2013). By 315t December
2013, the LPT had raised €318mn, of which €242mn related to 2013 liabilities and €76mn to 2014 liabilities,
representing an overall compliance rate of 94% for 2013 (Revenue, 2014).

A number of the design features of the LPT are reflective of the need to acknowledge the political economy of
property tax reform. Slack & Bird (2014) highlight the following design features of LPT:

e Self-assessment of property values: As outlined by the Commission on Taxation (2009), the last
valuation of Irish residential real estate was conducted in 1845. In order to overcome the obstacle
presented by maintaining up to date valuation records, an initial mass valuation exercise was
conducted in 2013 for the purposes of setting rates and bands. From 2017 onwards the LPT will
require homeowners to assess the market value of their property themselves. This provision has
served to remove the need for a costly country-wide revaluation exercise, however its net effect is
dependent on “the extent to which the central government needs resources to verify assessments”
(Slack & Bird, 2014).

e Local tax: The LPT embodies a pragmatic mix of central and local government involvement, with
the rate being set centrally with local discretion to vary the rate within a range of plus or minus 15%
from 2015 which limits the extent of tax competition and revenues accruing to local government.

e Liquidity constraints: The LPT has acknowledged the perceived inequity of property taxes that
can be created by liquidity constraints facing certain taxpayers by allowing four categories of full or
partial deferral of tax liabilities. Deferrals are available for those with gross incomes unlikely to
exceed a threshold set with reference to personal circumstances, in respect of the administration of a
deceased person’s estate for a maximum of three years, for individual insolvency and on hardship
grounds for those suffering an unexpected or unavoidable financial loss (Revenue, 2013). Interest is
charged at a rate of 4% per annum on deferred LPT liabilities (Revenue, 2013).

e Visibility: Steps have been taken to reduce the visibility of the LPT by providing property owners
with the option of having the liability deducted at source from salary or pensions. The chart below
shows the 2013 use of payment options for the LPT. It is interesting to note that in 2013 only 8% of
payments were deducted at source, which may suggest that the avoidance of visibility is not a key
concern of the taxpayer.
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Source: Revenue, 2014
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4. Policy implications

4.1 Introduction

It is clear from the exploration of the rich literature on the taxation of immovable property that the design
and implementation of sound and practicable property tax policy can be difficult to achieve given the
number and complexity of design features to be considered. Similarly, the experiences of historic and
contemporary property taxes provide numerous points of reference that are instructive for policy makers in
the design and implementation of property taxes.

In order to assist the consideration of property tax reform in Jersey, the objective of this section of the
report will be to synthesise the policy implications from the literature and contemporary and historic
implementation of property taxes. To this end a set of guiding principles will developed and a number of
policy implications will be presented with regard to the taxation of Jersey property.

4.2 Policy implications of international practice

An examination of the experience of international practice and the theoretical constructs of property
taxation discussed in the previous section yields a number of pertinent policy implications to Jersey. These
are as follows:

e Historical and contemporary significance: As is evident from the discussion on the historical
and contemporary arguments, the taxation of immovable property has been, and will continue to
be, a key component of the tax systems of national governments. Indeed, given the rapidly evolving
nature of the international tax landscape, national governments must turn their attention to
property tax modernisation to ensure that longstanding property tax policy remains tenable and fit
for purpose.

¢ Recurrent taxes on residential real estate are amongst the most efficient: Property
taxes are widely regarded as being an economically efficient form of taxation. However, as the
literature describes, property taxation is far from a homogeneous concept and as such, the relative
economic efficiency of different forms of property taxes is not uniform. The literature indicates that
recurrent taxes on residential property are the most efficient, whereas taxes on capital
improvements to land and inputs to the production process are among the most distortive.

e The equity of property taxes is not uniform: The equity embodied in the taxation of
immovable property is a malleable concept and, in a similar way to their relative economic
efficiency, is dependent on the design features of the tax. Property taxes structured as capital taxes
and benefit taxes are regarded as equitable under the New and Benefit views respectively. Whereas,
the Traditional view regards taxes on land as inherently equitable but taxes on buildings as
inequitable due to the ability for the incidence to be passed on. In the absence of a definitive answer
to the question of equity, property tax reform should ensure, wherever possible, that those who pay
the tax are those who bear its impacts by minimising the opportunities for the incidence to be
passed on.

e Property tax policy is as much a political issue as it is an economic one: The taxation of
immovable property is often a deeply unpopular form of taxation among both taxpayers and
politicians. Numerous property tax reforms have failed because they were unable to gain political
and social buy-in. As a result of this, careful attention needs to be given towards the extent and
nature of provisions designed to promote taxpayer acceptance. Changes in property tax policy
should be founded on a coherent policy rationale communicated in a clear and timely dialogue with
the taxpayer community through consultation. Additionally, any tax reliefs should be carefully
designed to offer appropriate and sustainable concessions, while avoiding adverse impacts to
macroeconomic and fiscal stability, and maintain the integrity of the tax base.

PwC Page 28 of 80



Property Tax Review

4.3 Guiding principles of property taxation

As a result of the often highly challenging situations to which tax policy is applied and the complexity of
design considerations there have been numerous attempts by academics and national governments to
develop overarching sets of principles that can serve to guide tax policymakers in their task. These sets of
principles generally seek to provide a conceptual framework to which policymakers can overlay local
context and characteristics of the issue at hand in order to guide their decision making towards the
generation of an optimal tax policy solution.

The generic nature of these sets of principles means that there have been few attempts to develop sets of
guiding principles specifically related to a particular type of taxation, such as the taxation of immovable
property. This section will explore several notable examples of generic sets of principles and one example
specifically tailored to property taxation, drawn from academic literature and governmental practice, before
developing a set of guiding principles tailored specifically to the taxation of Jersey property.

4.3.1 Guiding principles of taxation

One of the first and most widely cited attempts to set out guiding principles of taxation was laid out by
Adam Smith in his influential Wealth of Nations, 1776. Smith’s (1776) canons of taxation, as set out in Box
6 below, have since served as the classical underpinnings of numerous subsequent attempts to develop sets
of guiding principles and have significantly shaped the study of taxation by highlighting the concepts of
incidence and efficiency.

Box 6: Adam Smith’s Canons of Taxation

As set out in his influential Wealth of Nations, 1776, Smith developed a set of four guiding principles that he
believed embodied desirable properties that tax policy makers should aspire to. These were:

e Equality: Tax should be levied with reference to the means and ability of the taxpayer to contribute
to public finances.

e Certainty: Tax should be levied in such a way as to be certain and not arbitrary.

e Convenience of payment: Tax should be administered in such a way as to promote convenience
and ease of payment.

e Economy of collection: Tax should not be expensive to collect in terms of both administrative and
taxpayer compliance costs.

Despite their timeless relevance, Smith’s canons of taxation are of an era that is far removed from the
contemporary realities of today’s global economy and the current state of thinking on the theoretical
underpinnings of taxation. As such, they have been the subject of much revision and refinement over time
to apply them to the contemporary challenges facing tax policy.

A notable example of such an attempt can be found in the Mirrlees Review, which argues that Smith’s
canons of taxation “do not help with the really difficult questions which arise when one objective is traded
off against another” (Mirrlees et al., 2011). To overcome the ‘static’ nature of Smith’s canons of taxation
and provide a conceptual framework that can accommodate the trade-offs present in tax systems, the
Mirrlees Review proposes that for a “given distributional outcome” (Mirrlees et al., 2011), tax policy should
attempt to:

e Minimise adverse effects on economic efficiency and welfare.

e Minimise costs of administration and compliance.
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e Promote procedural fairness.

e Betransparent and promote understanding among taxpayers.

However, Mirrlees et al.(2011) set out three ‘rules of thumb’ to supplement the objectives of tax policy listed

above, acknowledging that in order to achieve these objectives tax policy should be based on a set of
fundamental principles set out in the Box 7 below. They also state that in some instances it may not be

appropriate to attempt to satisfy all of the rules of thumb in the design of tax policy, as for instance, taxes
designed to effect a change in behaviour of taxpayers would need to sacrifice neutrality in order to achieve
its objective.

Box 7: The Mirrlees Review’s ‘Rules of Thumb’

Mirrlees et al. (2011) set out the following ‘rules of thumb’ that are designed to support the achievement of the
objectives of good tax policy.

Neutrality: Tax policy should avoid the generation of distortions to behaviour by treating “treating
sitmilar activities in the same way” (Mirrlees et al., 2011). Neutral tax policy is generally welfare-
enhancing as it promotes efficient resource allocation by reducing the need to allocate resources to
avoidance behaviour.

Simplicity: Tax policy should be simple both for tax authorities to administer and for taxpayers to
comply with. A lack of simplicity in tax policy creates opportunities for avoidance, which in turn
triggers the introduction of complex rules to close loopholes by tax authorities, thus creating a vicious
circle that compounds the problem of complexity.

Stability: Tax policy should maintain stability through “a clear and transparent method of making
changes to the tax system, and a clear long-term strategy for change” (Mirrlees et al., 2011) so as
not to generate excessive costs of compliance and administration and economic distortions that
frequent revisions and reforms produce.

4.3.2 Application by national governments

Contrary to the discussion on the development of guiding principles of taxation presented above, this is not
a purely academic exercise. Rather, many national governments, including Jersey, have found it useful to
articulate a set of principles, rooted in theoretical underpinnings and local context, to guide the
development of tax policy. Box 8 sets out a number of examples of guiding principles of taxation developed
by several national governments.

Box 8: Guiding Principles Applied by National Governments

United Kingdom- Principles of Tax Policy

0 Stability: The stability of the political and tax environment is a crucial factor for businesses making
long-term investment decisions.

0 Certainty: The legal clarity, simplicity and certainty of proposed taxes are key considerations in
evaluating their merits.

0 Practicability: The administrative burden should be taken into account when contemplating new
tax policies.

0 Coherence: The tax system should be coherent so that new provisions should complement, not

conflict with it.

Source: Treasury Committee, 2011
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Australia — Design Principles for the Tax and Transfer System

0 Equity: The tax and transfer system should treat individuals with similar economic capacity in the
same way, while those with greater capacity should bear a greater net burden, or benefit less in the
case of net transfers.

o Efficiency: The tax and transfer system should raise and redistribute revenue at the least possible
cost to economic efficiency and with minimal administration and compliance costs.

o Simplicity: The tax and transfer system should be easy to understand and simple to comply with

0 Sustainability: The tax system should have the capacity to meet the changing revenue needs of
government on an ongoing basis without recourse to inefficient taxes.

o0 Policy consistency: Tax and transfer policy should be internally consistent.

Source: Commonwealth of Australia, 2011

New Zealand — Principles of a Good Taxation System

o Efficiency and growth: Taxes should be efficient and minimise as far as possible impediments to
economic growth.

o Equity and fairness: the tax system should be fair.

0 Revenue integrity: The tax system should be sustainable over time, minimise opportunities for tax
avoidance and arbitrage, and provide a sustainable revenue base for government.

o Fiscal cost: Tax reforms should be affordable given fiscal constraints.

0 Compliance and administration cost: The tax system should be as simple and low cost as
possible for taxpayers to comply with and for the Inland Revenue Department to administer.

0 Coherence: Individual reform options should make sense in the context of the entire tax system.

Source: Victoria University of Wellington Tax Working Group, 2010

Republic of Ireland — Principles of Taxation

0 Equity: The tax system should achieve horizontal and vertical equity.

o Flexibility: The tax system should be capable of responding to changes in society and budget
volatility.

0 Tax neutrality: The tax system should not create biases that could affect decision-making.

o Simplicity: The tax system should be comprehensible and rational.

Source: Commission on Taxation, 2009

As can be seen from the examples presented in Box 8, national governments have drawn heavily from the
principles espoused in the literature, focusing mostly on the achievement of equity, economic efficiency and
ease of compliance and administration. However, a crucial divergence between the guiding principles in the
literature and those used by government is the inclusion of political economy factors such as policy
consistency, coherence and certainty. The use of political considerations in these sets of guiding principles
is a useful point to note as they are what bridges the gap between the literature and reality, recognising that
tax policy is a political decision as much as an economic one.

For the most part, national governments have tended to develop generic sets of principles that can be
applied to all areas of tax policy, rather than developing or tailoring sets of principles to the needs of
specific areas of tax policy. Although this approach is less common, it has recently been used by the
European Commission (EC) in a paper surveying the literature on the taxation of immovable property in
the context of the case for property tax reform in the European Union. In their paper, Johannesson-Linden
& Gayer (2012) develop six policy criteria, informed from the literature, for the successful reform of
property taxation. These policy criteria are set out in Box 9 below and represent one of the most advanced
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attempts to date to develop a set of guiding principles recognising the unique economic and political
realities of property taxation.

Box 9: European Commission’s Principles of Property Taxation

“Shift from personal and corporate income taxes to consumption and property taxes in
order to increase GDP per capita in the long run”: Property tax reform should be part of a
broader programme of reform away from economically distortive taxation.

e “Shift away from (high) taxes on residential property transfers to recurrent tax on
residential property”: Less distortive forms of property taxation, such as recurrent taxes on
residential properties, should be promoted.

o “Ensure that the residential property tax system does not favour debt”: The property tax
system should not provide incentives for households to take on debt.

e “The cadastral value (i.e. the tax base) should be regularly updated according to market
values”: The assessed value of a property should reflect its market value as closely as possible.

e “Distributional impacts and concerns need to be acknowledged and addressed in the
design of residential property tax reform”: Due to the unpopularity of property tax reform,
distributional impacts should be considered “in order to facilitate implementation as well as to ensure
the political acceptability of the tax reform”.

e “Residential property tax reforms should take account of the local tax dimension”: Due to
the common use of property taxes as local taxes, property tax reform should encompass a review of the

intergovernmental fiscal transfer system.

Source: Johannesson-Linden & Gayer, 2012

4.3.3 Development of principles of Jersey property taxation

In the States’ Medium Term Financial Plan 2013-2015 a set of principles for Jersey taxation was developed.
The Principles of Jersey Taxation state that (States of Jersey, 2012):

e Taxation must be necessary, justifiable and sustainable.
e Taxes should be low, broad and simple.

e Everyone should make an appropriate contribution to the cost of providing services, while those on
the lowest income are protected.

e Taxes must be internationally competitive.

e Taxation should support economic development and, where possible, social policy.
These guiding principles are fully reflective of the Jersey environment and create a conceptual framework
that ensures that tax policy decisions are appropriate to the local context. Although the development of
‘generic’ principles is widely regarded as best practice and, as such, has been adopted by many national
governments, the application of these to especially complex areas of tax policy, such as property taxation,

may be suboptimal.

Property taxation, as evidenced by the discussion in the preceding sections, is a highly nuanced area of tax
policy that implicates a wide range of political and economic issues. Therefore, in order to allow for the
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generation of options for the reform of the current tax treatment of Jersey property that are informed by the
knowledge base presented in the literature and conform to the local context a proposal for a set of guiding
principles of Jersey property taxation have been set out in the Box 10 below.

PwC Page 33 of 80



Property Tax Review

Box 10: Principles of Jersey Property Taxation

Drawing on the literature, international best practice and the Principles of Jersey Taxation, we set out below
six principles that we believe should guide the thinking of policy-makers in relation to the reform of property
taxation.

Consultation: Property tax reform proposals should be the subject of wide
consultation. There is always strong public interest in property tax proposals. Every household will
potentially be affected. Policy measures should be based on informed consent. Transparent
consultation should therefore be undertaken to inform and test public opinion and to enhance public
confidence in the process of reform as well its direction. Communication should be detailed enough to
allow individuals to see the impact on their own situation.

Coherence and certainty: Reform should build on the current framework of taxation of
land and property, providing greater coherence, clarity and certainty to owners,
occupiers and financiers, using up-to-date valuations as a base. Property tax reforms
should, as far as possible, fit with the existing principles and practice of taxation in Jersey. Proposals
should be consistent with current legal and fiscal frameworks. New laws should be based on familiar
concepts such as ownership and occupation and certain in their application. Liabilities should be easy
to calculate and framed around transparent and up-to-date valuations. The political economy of
property taxation makes certainty a key consideration.

Efficiency and growth: The choice of property tax instruments should favour
economically efficient taxes such as recurrent taxes on land and residential property
over taxes that distort behaviour such as stamp duties. Property taxes should be designed to
be economically efficient and supportive of economic growth. Wherever possible, within a balanced
framework of taxation in Jersey, they should replace taxes that are less efficient. However, the
economic efficiency of property taxation is not homogenous so more efficient property tax
instruments, such as recurrent taxes on land, should normally be considered in preference to taxes
that distort behaviour, for example transaction taxes. New property taxes should support the
achievement of the priorities of the States’ Island Plan 2011, including the efficient use of scarce
resources such as land to protect and enhance the natural and built environment and the bringing
into prompt use of land zoned for development to provide adequate housing for the population.

Support for the competitive environment: The design of property taxes, including
recurrent taxes on ownership and taxes on realisations, should continue to support
and encourage inbound investment. Jersey’s prosperity today is, to a large extent, a reflection of
its ability to attract capital and investment from the international business community. Property tax
reform should recognise and take account of the competitive pressures that businesses face and the
choices of location that are available to international investors. The selection of property tax
instruments, the way in which they are used and their place within the overall framework of tax in
Jersey should be factored into decisions about property tax reform so that Jersey remains an
attractive and competitive destination for investment.

Fairness: The benefits of occupancy and the rewards of ownership should be taxed in a
balanced way that deals fairly with windfall profits and also recognises ability to pay.
Where appropriate, the incidence of property taxation should be designed to enhance
the fairness of the tax system as a whole. The equity and incidence of property taxation is
highly contested in many countries. Care should therefore be given to ensuring that property taxes
are balanced in their incidence, based on up-to-date information (including valuations), reflect the
ability of taxpayers to pay and are readily collectable. In principle, taking property taxes as a whole,
everyone should take some part of the burden, their share depending on legal, financial and economic
factors. This does not mean that each instrument should treat all economic agents in the same way
but that the system as a whole should deal fairly and even-handedly with the interests of tenants,
home owners and investors. Where necessary, measures should be taken to protect the system from
abuse.
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6. Fiscal stability and sustainability: Well-designed property taxes, particularly recurrent
taxes, and the related system of reliefs should be used to improve macro-fiscal
management, including the level of debt in the economy, and to dampen the volatility of
tax receipts. Property taxes should be designed to generate revenues that are stable and sustainable
in order to contribute to the effectiveness of macro-fiscal management in Jersey. Attention should be
given to the volatility associated with particular property tax instruments, to the potential buoyancy
of revenues and to ensuring that allowable reliefs are rational and not over-generous, do not
encourage undesirable outcomes such as the excessive use of debt finance and do not undermine the
integrity of the tax base. Sustainability includes the concept of using taxation instruments that are
readily understood and enjoy broad public support.

In Section 6 of this report, we test each of the groups of possible reform measures against these principles.
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5. International and domestic
context

5.1 Introduction

Before policy options for the reform of property taxation can be developed, the trends in the international
tax environment and the situation and performance of the Jersey economy must first be understood. The
reason for this is two-fold and centres on the dynamic interplay between domestic feasibility and
international competition. Firstly, property taxes must be properly contextualised against what is
happening in the international tax landscape so tax policy measures are not proposed that would adversely
impact Jersey’s international competitiveness. Secondly, the performance and nuances of the Jersey
economy must be understood in order to design tax policy that is feasible and reflective of the local context.

5.2 International trends in the taxation of property

As mentioned in Section 3, the taxation of immovable property has historically been a component of the
tax systems of national governments. Indeed this legacy can still be seen today, for instance 166 countries
are known to have a form of recurrent immovable property taxation (Almy, 2014). Despite their wide
spread implementation, property taxes do not typically generate large amounts of revenue. However, it
must be noted that the revenue they do generate is relatively stable compared to other forms of taxation.

As Figure 4 illustrates through the use of OECD tax revenue statistics, property taxes generate a relatively
small amount of revenue compared to the total tax revenue generated by OECD countries. For the period
2005 to 2011 average property tax revenue in OECD countries was approximately 1.8% of GDP compared to
34.4% for total tax revenue. Additionally, the revenue generated from property taxes in OECD countries has
been remarkably stable during the period 2005 to 2011, declining only 0.1% of GDP in 2008 due to the
adverse effects of the financial crisis on property markets.

Figure 4: OECD Average Tax Revenue 2005-2011
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At the aggregate level property taxes appear to be an often small but reliable component of a country’s tax
system, and whilst this is true for the most part, the stability of property tax revenue is not homogenous.
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Indeed, examining the revenue generated by the countries mentioned in Section 3, shown in Figure 5,
reveals two important issues:

¢ The absolute level of revenue generated by property taxes varies between countries: For
instance over the period 2005 to 2011 the United Kingdom has raised an average of 4.3% of GDP
whereas Denmark has raised an average of 1.9% of GDP. This indicates that there is no ‘rule of thumb’
as to how much revenue should be raised from property taxes, suggesting that the level of revenue
generation is dependent on country-specific variables such as budgetary needs, the wider tax mix or
the preferences of the taxpayer community.

e Property tax revenues are less stable at the country-level: Comparing the trends in property
tax revenue shown in Figure 4 to those in Figure 5 reveals that property tax revenues are less stable
when analysed at the country-level. The increased level of volatility in national property tax revenues
can be explained by the mix of taxes used in a property tax system. Examining the country level trends
reveals that during the period 2005 to 2011, every country’s property tax revenue, with the exception of
Denmark and New Zealand, declined around the time of the financial crisis. This is indicative of the
revenue volatility that can occur from exposure to property prices resulting from the dominance of
property transaction taxes in a property tax system. For instance, New Zealand does not tax property
transfers and Denmark relies heavily on recurrent property taxes, whereas the United Kingdom,
Ireland and Greece rely heavily on revenue generated by property transaction taxes.

Figure 5: Property Tax Revenue 2005-2011
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Furthermore, drawing on the definitions of immovable property and its separable elements presented in
Section 3, it is interesting to note that there is a large degree of variation between jurisdictions in the
extent to which land and buildings are taxed separately or in combination. Again, using the OECD members
and partner countries as an example, Table 1 below illustrates the different tax bases used in the property
tax systems.

Although there is a certain degree in heterogeneity in the tax bases, it would appear that the majority of
jurisdictions prefer to implement a single tax encompassing both land and buildings as the tax base,
perhaps because of the administrative simplicity of a unified tax base. Additionally, it is evident that a
number of jurisdictions prefer to implement multiple property taxes, with 14 countries utilising a
combination of taxes on different tax bases.

Drawing on these high-level reflections on the trends in the international property tax landscape it is
apparent that property taxes are a small, but potentially stability-enhancing contributor to public finances,
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especially when the reliance on property transaction taxes is low, and exhibit a certain degree of

heterogeneity in the segregation of the tax base.

Table 1: Immovable Property Tax Bases

Type of Taxes Number of OECD Countries
Land Tax 1

Single Immovable Property Tax 25

Land Tax and an Immovable Property Tax 5

Building Tax and an Immovable Property Tax 3

Land Tax, Building Tax and an Immovable Property 5

Tax

Land Tax and Building Tax

Source: Almy, 2014

5.3 Jersey macroeconomic context

Following a period of economic growth in the mid-2000s, the Jersey economy has been exhibiting a
downward trend in the levels of economic growth in recent years as a result of exposure to the financial
crisis and subsequent crises in the Euro-zone as illustrated by Figure 4.

Figure 4: GVA 1998-2012
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In 2012, economic activity, as measured by Gross Value Added (GVA), declined 4% in real terms, driven in
part by a decline in the level of financial sector GVA by 5%. In its Annual report, published in November
2013, Jersey’s Fiscal Policy Panel forecast GVA growth of between -2% and 2% for 2013 and between -2%

and 3% for 2014.

PwC

Page 38 of 80



Property Tax Review

As Figure 5 shows, in 2012 the Financial Services (FS) sector contributed the most to whole economy
GVA, followed by rental activities and other business services. Despite a prolonged decline of 30% of GVA
since 2008, Jersey’s FS sector has historically been a key contributor to its economy, employing 22% of the
workforce and accounting for the largest share of GVA by employee in 2012. Figure 5 also reveals that the
Jersey economy is oriented towards tertiary industries, with primary and secondary industries accounting
for approximately 9% of whole economy GVA in 2012.

It must be noted that the dominance of the FS sector in Jersey’s economy and the extent of its decline in
economic activity have exerted significant influence over the aggregate trend of Jersey GVA. Considering
the performance of non-finance sectors reveals a more gradual downward trend in GVA over the same
period.

Figure 5: 2012 GVA by Sector
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The downward trend in GVA has equated to reductions in GVA per capita in Jersey of 21% in 2012 and as
Figure 6 shows, this is the fifth consecutive year of decline. However, it is interesting to note that despite
the downward trend, Jersey’s GVA per capita is still 68% greater than that of the United Kingdom.

Average earnings have grown steadily in recent years and stand at £650 per week per full-time equivalent
employee for the whole economy, with significant wage premia in certain sectors such as the FS sector. In
2012, earning grew 0.7% ahead of inflation. However, over the last three and five year periods inflation has
outstripped growth in earnings.
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Figure 6: GVA per Capita 2001-2012
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In the context of Jersey property, the construction sector accounted for 6% of whole economy GVA and
rental services is the third largest sector as measured by GVA. The construction sector, as with the FS
sector, has been adversely affected by falling demand due to the financial crisis. Since 2008 construction
sector GVA has fallen £20million and employment has fallen by 6%, suggesting excess capacity in the
sector. It is anticipated that conditions in the construction sector will improve in the coming years as a
result of the States recent commitment to increase public expenditure on building and infrastructure
projects.

House prices in Jersey, as shown in Figure 7, have been on a broadly upwards trend over the period 2002
to 2013. However, in recent years house prices have remained largely flat with only minor fluctuations.
Following a period of stability from 2008-2009, median house prices decreased in 2010 and 2011 and were
subject to a slight increase in 2012. Median house prices for 2012 were £210,000 for a 1-bedroom flat,
£300,000 for a 2-bedroom flat, £390,000 for a 2-bedroom house, £455,000 for a 3-bedroom house and
£638,000 for a 4-bedroom house.

Figure 7: Jersey House Price Index 2002-2013
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6. Options for reform

6.1 Introduction

The intention of this section of the report is to consider three high-level groups of policy measures that
could be implemented either individually or in combination to reform the taxation of immovable property
in Jersey. The development of these options will be conditioned by an understanding of the Jersey context
and the theoretical nuances of property taxation. The aim of these groups of measures would be to create a
modern and coherent framework for the taxation of immovable property through which to strengthen the
public finances of Jersey.

To do this, this section will first briefly review the current tax treatment of Jersey property to provide a
basis for determining the nature and extent of the options for reform. A theoretical framework drawn from
the literature will then be overlaid to highlight potential areas for reform. Finally, the options for reform
will be developed and qualitatively assessed using the Principles of Jersey Property Taxation developed in
Section 4 of this report as criteria.

6.2 Current property tax regime

In order to present insightful and pertinent options for the reform of the taxation of Jersey property the
way in which it is currently taxed must first be understood. To this end a summary of the current tax
treatment of Jersey land and property has been included in Appendix 1. However, a brief review of this, as
outlined in Table 2, reveals that Jersey taxes immovable property through a number of different taxes on
commercial and residential property the incidence of which falls on both individuals and businesses.

Table 2: Current Tax Treatment of Jersey Property

Tax Regime

Taxable Activities

Key Features

Parish and Island- e Ownership and occupation of Levied on a recurrent basis
Wide Rates (IWR) Jersey real estate IWR differentiated between commercial and
residential property
Reliefs for certain government, Crown and
religious property
Income Tax e Rental income Mortgage interest relief
¢ Income from disposals carried Interest deductibility in respect of taxable
on as a trade income arising from Jersey property, in cases of
e Income from the exploitation artificially high levels of debt, limited at the
of natural resources discretion of the Comptroller of Taxes
Stamp Duty ¢ Freehold purchase or transfer Banded rate structure
of Jersey property Reliefs for first-time buyers, charities, re-
e Conveyance of Jersey registration of property owned by married and
property through a will cohabiting couples and changing mortgage
e Creation of a security interest providers
over Jersey property
Land Transaction e Purchase or transfer of shares Levied at rates equivalent to the stamp duty
Tax in a company that confer a liability that would have been due if the rights of
right to the occupation of occupation were obtained through direct means
Jersey real estate
e Creation of a security interest
over shares as described
above
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Tax Regime Taxable Activities Key Features
Goods and Services e  Supply of commercial and e Supplies of residential real estate are zero-rated
Tax residential real estate e Supplies of commercial real estate are taxed at

PwC

the main rate of 5%

e GSTincurred on the construction of a dwelling
that does not constitute a trade is refundable

The review of the current property tax system has highlighted a number of features that will have a bearing
on the nature and extent of the options presented in this section. These features are as follows:

Number of widely implemented taxes not utilised: Jersey does not currently tax immovable
property through capital gains taxes, inheritance tax or development gains taxes. With the
exception of development gains taxes, these taxes have been, and continue to be, widely
implemented to tax immovable property in a number of other jurisdictions. In this respect it is
interesting to note that these particular taxes do not have a history of implementation in Jersey,
highlighting the importance of the issue of political economy.

Certain features are anomalous to a modern property tax system: Certain features of
Jersey’s property tax system are anomalous to what would be considered as a modern property tax
system. This is particularly true of mortgage interest relief and stamp duty on mortgages for owner-
occupiers, two of which, by comparison, have been abolished in the United Kingdom. Additionally,
as research has shown (Van den Noord, 2005; Andrews, 2010), mortgage interest relief is positively
correlated with house price volatility and could encourage excessive household debt accumulation
during times of rising house prices (Johannesson-Linden & Gayer, 2012).

Differentiated taxation of property: At an aggregate level Jersey’s property tax system places
a tax burden, in some form, on residential and commercial property and property held by both
individuals and businesses. However, at a more granular level it is evident that certain biases exist
within each tax. For instance, in the GST and IWR regimes, commercial real estate face higher tax
rates than residential. Similarly, the Income Tax regime only taxes the profits arising from the
disposal of Jersey real estate that forms part of a trade, leaving all other profits from disposal
untaxed. This practice runs counter to that which is put forward in the literature, which suggests
that the taxation of commerecial real estate is economically inefficient, and is indicative of the
political economy of both property taxation and the Jersey context.

Implementation of a mix of transaction and recurrent taxes: Jersey utilises a mix of
economically inefficient transaction taxes and economically efficient recurrent taxes. Although this
is not uncommon, as discussed with reference to the example of Australia’s property tax system
presented in Box 3, it does present implications for Jersey from a revenue perspective as
illustrated by Figure 8 .

Indeed, at this juncture of the development of the policy options the revenue implications of the use of both
transaction and recurrent property taxes bear further examination. As Figure 8 highlights by comparing
Stamp Duty and IWR revenues for the period 2009-2013, the tax base used by different forms of property
taxation influences the volatility of revenues. Over the five year period, receipts from IWR have exhibited a
steady upwards trend of growth, whereas Stamp Duty receipts have been much more volatile and have been
declining in recent years. The upwards trend in receipts from rates is largely a reflection of the indexation
methodology, but the underlying stability of the revenues results from the largely unchanging nature of the
tax base. Unlike taxes on personal incomes, transactions and profits, recurrent taxes on land and property
can be cushioned from much of the volatility of economic performance.

Page 42 of 80



Property Tax Review

Figure 8: Comparison of Property Tax Revenues 2009-2013
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Stamp Duty uses the monetary value of consideration transferred in a property transaction as its tax base,
thereby exposing the level of receipts to volatility in property market trading volumes and property prices.
Furthermore, in the context of an island economy, Stamp Duty receipts are significantly affected by small
volumes of high value property transactions, which have been less frequent in recent years. Stamp Duty and
rates are generally accepted by citizens due to their long standing implementation in Jersey and are difficult
to avoid, making them relatively straightforward to collect.

6.3 Theoretical framework

The development of tax policy is often a highly complex and nuanced process and, without careful
consideration as to the process, can result in opaque and suboptimal outcomes for governments and
taxpayers alike. In order to avoid these pitfalls, this report has employed a robust and transparent
mechanism of policy development drawn from the work of the Mirrlees Review, which arguably represents
the best articulated and most comprehensive analysis of the taxation of land and property to date.

The Mirrlees Review (Mirrlees et al., 2011) outlines the following recommendations for reform of the
taxation of land and property whilst recognising that it is a politically sensitive issue that requires
pragmatic policy decisions and the gradual phasing in of any radical reforms:

e Taxation of land value: Building on Georgite arguments for the taxation of land, the Mirrlees
Review recommends the introduction of a recurrent Land Value Tax (LVT) to promote the
productive utilisation of land and to overcome the political difficulties associated with development
gains taxes or betterment levies. However, the Review notes that there are certain obstacles to the
implementation of an LVT such as the political attractiveness of such a reform and the
administrative and political difficulties of valuing land separate from capital improvements. In
response to these obstacles, in the context of the United Kingdom the Review proposes a system
that continues to be based on combined values of land and property adapting the existing and
inefficient Business Rates to become an LVT in effect.

¢ Taxation of the consumption value of housing: Housing can be thought of as a class of
consumer durable in that its use and ownership releases a number of benefits that could be taxed
under a consumption tax regime. However, due to the fluctuation of house prices and the presence
of existing housing stock it would be problematic to tax the consumption value of housing at the
point of purchase. To overcome this, a case is put forward for a recurrent Housing Services Tax
(HST) levied on the consumption value of housing at the point of consumption. In the context of
the United Kingdom, the Review recommends adapting the existing Council Tax regime to ease the
implementation and acceptability of a HST.
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e Taxation of housing as an asset: Owner-occupied housing, as an asset class, is one of the
largest recipients of household investment and is closely correlated with lifetime income and
wealth. These qualities make it attractive, and potentially progressive, to tax gains arising on the
disposal of owner-occupied housing. The Mirrlees Review recommends equalising the tax
treatment of owner-occupied housing and rental housing by taxing the gain on disposal of owner-
occupied housing on the excess of the gain over a rate of return allowance.

e Abolition of property transaction taxes: Property transaction taxes, such as Stamp Duty, are
economically inefficient and create distortions in the property market. They discourage investment
in property and can adversely affect the mobility of labour. The Mirrlees Review suggests that the
case for the continued use of property transaction taxes in a modern tax system is weak and that
current property transaction taxes should be phased out over a period of years and eventually
replaced with a more efficient form of property taxation. This would avoid foregoing revenue or
generating windfall gains for existing property owners.

Using the recommendations of the Mirrlees Review as a theoretical framework through which to
conceptualise potential areas for reform in Jersey’s property tax system, as illustrated in Figure 9, we have
identified three groups of possible reforms. The approach taken in this Report to the development of groups
of possible reforms has been as follows.

Figure 9: Mirrlees Review Theoretical Framework
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Group 1: Occupation Group 2: Investment Group 3: Finance

These groups of reform options have been closely aligned to the areas highlighted by the Mirrlees Review
and aim to address separable areas of property taxation in order to provide for implementation individually
or in combination. The areas of possible reform and the related groups of measures are as follows:
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¢  Group 1: Occupation — This group of measures would seek to reform the taxation of the
consumption of the benefits conferred to the owners and users of Jersey property in line with the
recommendations of the Mirrlees Review

e Group 2: Investment returns — This group of measures would reform the taxation of returns to
Jersey real estate investment by broadening the tax base beyond profits on disposals constituting a
trade.

e Group 3: Finance — This group of measures is comprised of targeted reforms to the tax treatment
of finance for both residential and commercial property.
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Each of these groups of measures is tested for consistency with the proposed Principles of Jersey Property
Taxation developed in Box 10.

It should be noted that neither the revenue yield nor the economic impact of the measures set out below has
been modelled at this stage. This was outside the scope of the current Report.

Such modelling, to the extent permitted by availability of data, could make a valuable contribution to
consideration of the options for implementation. It would inform public consultation and debate and
should take place before implementation.

6.4 Group 1: Occupation

6.4.1 Overview

This group of measures would comprise two main elements, the effect of which would be to tax more fully
the occupation of both domestic and non-domestic property in Jersey:

1. The development of domestic rates into a levy on the consumption value of domestic property,
following the Mirrlees concept of a Housing Services Tax. It would be levied solely on the occupier,
whether or not the owner was the occupier; and,

2. Inrespect of the non-domestic sector, a choice between
a. The transformation of non-domestic rates into a land value tax, payable by reference to the

value of land zoned for commercial purposes
b. The introduction of a system that would parallel the proposal for domestic rates, with a charge
levied only on occupation, using an up-to-date valuation base.

These measures could be combined with Group 2 and/or Group 3 below.

The overarching intent of this group of measures is to reform and modernise the way in which ownership
and occupation of property are currently taxed in Jersey. At present, the rates system taxes ownership and
occupation separately using adjusted 2003 rental values as the tax base for both activities. This could be
considered anomalous in a modern property tax system as two distinct activities are taxed on the same
bases and the current rates system provides for a double taxation of owner-occupiers. An additional layer of
double taxation for owners of rental is also created as both imputed and actual rental income is currently
taxed under the rates system and Schedule A of the income tax regime respectively.

As such, the objective of introducing these measures on a stand-alone basis would be to modernise the rates
system, based on clearly articulated principles, using instruments that would:

e create a new framework for an annual charge on all land and property in the domestic sector and all
land zoned for commercial use;

e underpin the Jersey tax system with a stable and sustainable revenue stream and a mechanism
through which tax revenues could be increased over time, if necessary, without creating new
distortions. At certain levels, it would potentially allow less economically efficient and more
distortive taxes to be reduced; and

In principle the incidence of these measures would be as follows:

e owner-occupiers and tenants in the domestic sector would potentially see an increase in their level
of taxation.
e owners of rental properties in the domestic sector would have a reduced level of taxation.
e theincidence borne by the commercial sector would be such that either:
0 thelevel of taxation on owners would increase because property owners would become
solely liable for a charge based on unimproved land values; or
0 thelevel of taxation on tenants and occupiers would increase as they would become solely
liable for an uprated tax on land and improvements.

The precise sharing of the tax burden of this group of measures will be dependent on the supply and
demand dynamics of the rented housing market in Jersey.
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From a revenue perspective it should be noted that the implementation of these measures on a stand-alone
basis would not necessarily lead to private landlords being better off. Schedule A income would still be
taxable and, depending on the efficiency of the Jersey property market, the heavier taxation of tenants
would lead to a downwards adjustment in rental prices. Therefore, although the form of these measures
suggests that landlords would benefit through a reduced burden on ownership the substance is that there
would be a rebalancing between owners and occupiers and an implicit transfer between them.

Any proposals for change in this area should be the subject of wide consultation and are likely to be most
successful if they are introduced over an extended period of time.

6.4.2 Domestic property

It is widely recognised that the occupation of housing confers benefits on individuals that could reasonably
be taxed under a consumption tax regime. The Mirrlees Review recommends, pragmatically, that “If we
want to tax the consumption value of housing,... it is probably best to do so at the point at which the
services are consumed... This suggests an annual tax related to the (consumption) value of the property.”

Jersey already has a tax that is similar to the Mirrlees Review’s concept of a Housing Services Tax, in the
form of domestic rates, comprising Parish and IWR, which are levied on both the owner and the occupier of
a property. However, the scale of domestic rates on the Island is relatively modest by international
standards, as noted in Section 3 above.

In Denmark, for example, as noted in Box 4 there is an annual national property tax set at 1% of the
(adjusted) capital value for properties up to DKK 3,040,000 (approximately £325,000) and 3% above that
level and an annual municipal property tax levied at rates between 1.6% and 3.2% of the value of the land
only. The total yield from the annual property tax in Denmark is 2.8% of tax revenues in 2012 and 1.6% of
GDP.

The recently introduced Local Property Tax in Ireland is levied as an annual charge of 0.18% on the (self-
assessed) capital value of domestic property up to €1 million and 0.25% thereafter. In 2013, the year of its
introduction, Local Property Tax raised €316 million representing 0.83% of total tax revenues and 0.19% of
Irish GDP. It is designed to raise €500 million in a full year. For a house valued at €425,000, the annual tax
charge would be €765. Ireland has had a number of different recurrent property taxes over the years. Prior
to 1969/70, there was an income tax, levied on owners, based on the imputed rental value of buildings. This
was abolished in 1969. There was also a system of domestic rates levied by local government, based on the
net annual valuation of a property. This was abolished in 1978. In 1983, an annual tax was introduced on
residential property where the value was above a certain limit, but the tax base was quickly eroded and in
1997 this tax was also abolished. Since that time, although there have been many calls for some sort of
recurrent tax on property to be re-instated, Irish governments have been understandably reluctant to do so.
However, the desire to strengthen and rebuild the public finances led the government to re-evaluate the
case for a tax on land and property and this eventually resulted in the development of the Local Property
Tax.

In the UK, Council Tax raised £26.3 billion in 2012-13, representing 4.7% of tax revenues and 1.7% of GDP.
The average Council tax bill by household was £1,201 and the average Band D charge was somewhat higher
at £1,444. (Band D is the central reference point for the system.)

In Jersey, according to the Fiscal Strategy Review of June 2010, the combined revenues from rates on
domestic and non-domestic property were £22 million, comprising £14 million raised by domestic rates
and £8 million from non-domestic rates. Domestic rates therefore accounted for 2.7% of tax revenues in
Jersey in 2010 and less than 0.4% of GVA.

According to the 2010 Fiscal Strategy Review, the average rates bill for a domestic property was
approximately £350 in 2010, taking Parish rates and IWR together, compared with an average Council Tax
bill in the UK at that time of £1,100.

Average earnings (excluding bonuses) in Jersey across all sectors in 2010 were approximately £32,000,

compared with £25,900 in the UK, making the average Jersey rates bill approximately 1% of average
earnings compared with an average Council Tax bill in the UK of 4.2% of gross average earnings.
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These international comparisons suggest that an increase in domestic rates in Jersey beyond the current
level would be achievable over a number of years. In 2010, the Fiscal Strategy Review explored the
possibility of a threefold increase in domestic rates, putting them on a par with the UK and raising an
estimated £28 million. Based on 2013 numbers, a similar increase today would generate an additional
£32.5 million. Care should however be taken in making direct comparisons of this nature with the UK. The
Jersey Statistics Unit estimates that the cost of living is as much as 20% higher in Jersey than in the UK,
when housing, health and education are taken into account. So issues of affordability may not be as clear-
cut as they appear at first sight.

In principle, the most straightforward approach to implementing reform would be to modernise the
framework for domestic rates by abolishing both the Parish Rates and the IWR and replacing them with a
Domestic Property Tax, using current capital values as the base. Attaching this levy firmly to familiar
concepts of taxation and to current market values, as a proxy for the capitalised value of future
consumption would provide a stronger but still very stable yield without the issues of public acceptance
normally associated with introducing a new tax. Such a change would be economically efficient.

The two most significant changes that this element of the measures would make are that:

e rates would become entirely the responsibility of the occupier of the property. Where a property
was owner-occupied, there would be no difference from today, but where a property was rented
out, the owner would no longer have a liability. This change recognises that it is the occupier who
enjoys the property and who should, logically, bear the responsibility under a tax designed to
capture the benefit that the occupation of housing confers. Group 2 contains changes that would
provide some counterbalance to the advantage conferred on the owners of rented property in this
proposal.

e the system would require a new valuation of domestic property. This can be a significant
undertaking with at least some initial scope for dispute between the owner or occupier and the
authorities. However, there are some lessons to be learned from the approach taken by the Irish
government that might help in this regard.

As noted above in Box 5, when the Local Property Tax was introduced in Ireland in 2013, the government
used a system of self-assessment to establish property values. There are a number of potential advantages
to self-assessment in this context, in particular, minimising disputed valuations, obtaining taxpayer buy-in
and keeping to a minimum the up-front costs to the government and the administrative effort of
introducing the new tax. The self-assessment process required taxpayers to estimate the value of their
property within €50,000 bands. (See Table A15) The Irish valuation bands should ideally be adapted to be
more appropriate to Jersey. For example, while the use of relatively narrow bands might be suitable for the
bottom end of the Jersey property market, it might be better to broaden the higher bands and provide a
number of bands beyond the values used in the Irish system.

There might normally be a natural bias in a self-assessment system towards the selection of lower values
but this can be restricted by the development of an audit process and there will be an element of peer
pressure in many areas that may help to keep valuations close to true market value.

The self-assessed values could also be influenced by the adoption of some of the key elements of Group 2
which would also require the valuation of domestic properties. For Group 2, there would be benefits to
owners in ascribing a higher rather than a lower value to their property. So there would be some balanced
tension in the valuation process, provided Group 2 is also implemented.

One area where there might be initial scope for disagreement is between landlord and tenant. The proposal
here is that it would be the owner who self-assesses the value of the property. For rented property that
would affect the level of tax that the tenant pays but would not immediately affect the position of the
landlord. Sitting tenants in particular might want the system to provide a mechanism through which they
could challenge the value attributed to the property they occupy. However, there is a broad mutuality of
interest in a landlord-tenant situation that makes the arrangements work and it seems likely, again, that the
market would allow the achievement of a new equilibrium that satisfies all parties.

The changes outlined are significant enough for them to require some changes in the collection process as
well. There would be some cost in that but this would be an investment by the government in establishing a
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new framework that would have the potential to generate significant, stable and sustainable revenues long
into the future, so the cost would be justifiable on that basis.

On the macro level, rates have been a very stable source of revenues in Jersey over a long period of time. As
illustrated in Figure 8, they have yielded a consistent and steadily rising income to Treasury and
Resources at a time of considerable volatility in other revenues. There is no reason to believe that they
would perform in a significantly different way if they were to be increased.

The exact level at which domestic rates might be set both currently and prospectively is a matter for
political judgement and will require a more detailed analysis that is outside the scope of this report.
However, it will be clear from Figure 8 that there could be advantages for the public finances in placing
more emphasis on this source of revenues and reducing the burden elsewhere.

Low taxes on property have historically played a modest role in establishing the overall climate of taxation
in Jersey and it is possible that there would be some negative reaction to increasing domestic rates.
However, a phased increase would seem, intuitively, unlikely by itself to provoke an exodus of mobile
residents, even to neighbouring islands.

As the literature indicates, there would be likely to be some issues with a small group of owner-occupiers
with domestic property assets out of balance with their income and cash resources. Again, as the literature
illustrates, there are a number of basic models which can be adopted to ease this problem. The Danish
model and one that is widely supported in the literature, is to allow the roll up of all or part of domestic rate
liabilities for those in retirement and with limited income. This puts the burden of the tax into the future
and onto the estate. An alternative would be simply to limit the domestic rate liability to a certain
proportion of income, so that the individual’s ability to pay would never be compromised.

Neither of these solutions is perfect and the latter could be quite open to abuse. As a practical matter, at the
levels of tax envisaged here, there should be few relatively few situations in Jersey where the problem
should arise and the most pragmatic and equitable approach would probably be to allow a roll-up of the
liability with interest, until the death of the owner.

For rented property, there is a strong likelihood that the market would quickly find a new equilibrium that
accommodates the change in the way the tax is levied. In the relatively few anticipated situations where
genuine hardship arises, a limited form of housing support possibly in the form of direct payments to
homeowners or reductions in the rates levied, determined by reference to household circumstances, is likely
to provide the most appropriate solution. This option could be explored more fully in the implementation
process.

These would be important and potentially long-lasting reforms to the framework of the taxation of domestic
property and, with this in mind, it would be prudent to consider and consult on the proposals in some
detail, including possible measures to lower the burden for the most disadvantaged households, while
preferably maintaining the underlying principle that everyone should contribute.

6.4.3 Commercial property

Just as the attractions of an annual tax on the housing stock are widely understood by economists and
policy-makers, so too are the benefits of having a similar tax on the commercial sector. Mirrlees finds
stronger arguments for levying a land value tax in respect of land zoned for commercial purposes than for
domestic property. The Mirrlees Review recognises the potential efficiency gains from replacing a tax on
property (including improvements) with a tax based on land values but it also highlights the practical
difficulty of achieving such a shift.

Mirrlees argues that, for the UK, removing business rates and replacing the system with a land value tax
would promote economic efficiency but the Mirrlees Review recognises that it could only be achieved at the
cost of some considerable short-term dislocation. It would require a very substantial valuation exercise; it
would create winners and losers depending on the extent to which land was developed and potentially, to
no clear purpose, put windfall gains into the hands of some with an interest in business property; and
unless the intention was to tax at a somewhat higher level overall, these short-term costs and the inevitable
political fall-out would not be counterbalanced by additional government revenues. The Mirrlees Review
therefore accepts, with the same pragmatism as is applied to the housing sector, that there is a case, albeit a
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weaker case, for maintaining something close to the status quo in the form of business rates in the UK on
non-domestic property.

Some of the same reasoning that led The Mirrlees Review to accept the case for continuing with a form of
business rates in the UK also applies in Jersey. Non-domestic rates already provide a stable and
sustainable, long-term flow of revenues for the Island with some buoyancy. Replacing rates with a land
value tax would improve economic efficiency while retaining a stable flow of revenues but there would be
some significant short-term issues to address and a range of factors would have to be balanced with some
care.

In this group of measures, alternative solutions are presented. We consider first the potential introduction
of a land value tax and then the more pragmatic approach of broadening and deepening a charge similar to
the current non-domestic rates, levied exclusively on the tenant and based on current market values.

6.4.3.1 Land value tax

The tax system in Jersey has some different dynamics from the tax system in the UK and there would
potentially be more to gain in Jersey from making the shift from non-domestic rates to a land value tax.
Two factors that are particular to Jersey make the case for the introduction of a land value tax on the Island
stronger than it is for the UK.

One of these is the vital importance of ensuring that the available land is put to the most economically
efficient use. An important advantage of a land value tax is that, by decoupling the valuation of the land
from the valuation of the improvements, it brings a sharper incentive to owners than a broader property tax
to ensure that the land is used with the greatest economic efficiency. This is particularly important in Jersey
because the supply of land is very limited and the supply of land zoned for commercial use or development
is even more limited. A tax based on the underlying value of that land would reflect that scarcity and would
encourage the most efficient development.

The second is the need to achieve a better balance between individuals and businesses in their respective
contribution to meeting the social costs of the Island. The UK has a broadly-based tax on business income
within both the income tax and corporation tax systems. Jersey has a narrower tax on business profits and a
significant number of businesses make a smaller contribution to the social costs of the Island than they
would if they were, for example, within the UK system. This situation is the result of a complex history of
business taxation in Jersey. The introduction of a land value tax on land zoned for commercial purposes
instead of the current non-domestic rate system would help to address that situation by allowing the level of
taxation on the business sector to be raised in an economically efficient way.

Nevertheless, there would be some short-term issues to address. Principal among those would be that:

o ashift to a land value tax on land for commercial use would require a valuation of that land to be
undertaken. Self-assessment would be too difficult; and

¢ theincidence, both in terms of direct cash effect and indirect passed-on impacts, of the tax would
be different from the current system. This would have an impact on all businesses and investors in
such land and it would be likely to affect most those owners with relatively low density
developments on prime sites. This would suggest that any shift should be made gradually to allow
time for adjustment.

Fortunately, the scale of the valuation exercise that would be required would be relatively modest. There is
a significant area of commercially-zoned land but the task of valuing it is ultimately manageable. The
overall scale of the Island would help to make the valuation process more straightforward. Although there
are prime sites and prime business locations, the variation across the Island in terms of geography,
infrastructure, accessibility etc. is not as wide as it is in many countries so values of similar-sized areas of
land would not be as polarised.

There would, however, be some cost involved in the valuation process and it would be desirable both to
minimise that cost and to ensure that, as far as possible it was a one-off cost rather than a recurring cost.
One of the ways of achieving that which Treasury and Resources might explore would be to treat land zoned
for commercial development as a single block for as long as the zoning remained unchanged. On a relatively
small island, this is more practical than it would be for a larger country such as the UK.

PwC Page 49 of 80



Property Tax Review

In principle, this approach would allow each piece of land to be valued as a proportion of the whole rather
than on an absolute basis, reducing the scope for disputed valuations. If this proved to be unsatisfactory on
equity grounds, the valuations could be adjusted by reference to a small number of broad zones by applying
a coefficient to reflect differences between prime and some degrees of non-prime location. This need not
disturb the principle of valuing the commercially-zoned land as a single block in the first instance.

The level of the land value tax should not, in principle, as Mirrlees recognises, affect business decisions,
although in the context of Jersey the issue of international competitiveness would be more significant and
would have to be factored into the balance in a way that Mirrlees does not.

In principle, Mirrlees concludes that “Land...used for business..., can be taxed at an arbitrarily high rate
on economic efficiency grounds.” This is not a licence to print money but the use of a land tax could help to
redress the balance in Jersey between the taxation of individuals and the taxation of business activities. As
already noted, for the most part, the latter are quite lightly taxed in Jersey today, with utilities and finance
companies bearing the main burden, although at a much lower level than in many parts of the world.

Aland value tax set at a rather higher level than the level of non-domestic rates would ensure that the
business community made a more substantial and arguably more equitable contribution to the social costs
of the Island. Levied on the owners, the financial and economic effects of the tax would nevertheless be
such that the incidence was on owner-occupiers and was passed on to tenants of business premises.

The scale of their contribution and its distribution would depend not just on the level at which the land
value tax was set but also to some extent on its treatment within the broader framework of the taxation of
businesses in Jersey. Land value tax could simply be regarded as a replacement for non-domestic rates and,
as such, it would naturally be deductible for corporate income tax purposes. But, as with any tax, the
authorities could arguably choose between allowing the tax to continue to be deducted against profits
chargeable to corporate income tax or making it non-deductible. Allowing a more substantial land value tax
as a deduction would result in companies operating in Jersey contributing proportionately more to the
social costs than they do today, which the public might regard as more equitable.

6.4.3.2 Annual non-domestic property tax

International experience to date with land value taxes is relatively limited and there are features of the
system that make it less intuitive than a system of taxation based on the value of both land and
improvements. While the absence of a wide range of precedents is not a good enough reason for passing up
the opportunity to introduce a system that would be more economically efficient, a number of complex
factors, including matters of political economy, need to be considered.

For this reason, this element includes the alternative of retaining an annual tax on land and improvements
in the non-domestic sector, but framing it in a slightly different way from the current tax. The proposal is to
introduce for the non-domestic sector a tax very similar to that proposed as a replacement for domestic
rates, levied simply on owner-occupiers and tenants. It would be based on the current market value of land
and improvements. Owners of rented property would not pay the tax although it would, of course, have
some ripple-through effect on the economics of ownership. An annual tax on ownership, even if based on
property as well as the underlying land, is likely to be less distorting than, say, a tax on transactions. Many
countries have introduced them and they generate a stable flow of revenues.

Such a system would require a current market valuation of the land and property. In principle, this could be
achieved on the same self-assessment basis as is proposed for the domestic sector. However, the proposal
here is that it should be the subject of a normal, professional valuation. The valuation process should, in
principle, be more familiar to valuers than a valuation of the underlying land which will have some
advantages.

The similarity of this approach to the current system has some benefits, although a significantly higher level
of charge than under the current system may look politically more challenging than under a land value tax
system.

This type of annual charge is unlikely to be as efficient from an economic perspective as a land value tax. It

does not provide the same incentives for efficient development. Nevertheless, it should be capable of
producing a strong and stable flow of revenues with good compliance. It would have a logical coherence
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with the annual tax on the domestic sector. It would be important on equity grounds, to levy it on the basis
of an up-to-date valuation.

Importantly, it should also have a political resonance within the community. One of the potential problems
with a land value tax is that although it will have either a direct or an indirect financial effect on all
businesses, it will be seen to apply primarily to the owners rather than the occupiers of rented property. So,
for those citizens concerned with achieving equity among businesses and the right balance between the
individual and business sectors, a land value tax might appear to leave untouched those businesses
operating through rented premises, including many large businesses represented on the high street. A tax
that was seen to be levied on all occupiers of business premises might, therefore, enjoy a higher level of
acceptance than a land value tax even though the former could be regarded as less economically efficient.

In principle, just as the land value tax should facilitate the introduction of a somewhat higher level of
charge than non-domestic rates if that is needed, so too should this model. And it could potentially receive a
higher level of support because it would be seen to be levied on those most lightly taxed in the current
framework.

Within this model, there would also be a decision to be made by the authorities as to whether the tax should
be deductible or disallowed in computing taxes on profits.

6.4.4 Evaluation of Group 1

We have evaluated this group of measures using the proposed Principles of Jersey Property Taxation from
Box 10 as criteria with the exception of the principle of consultation, which is a practical and political
matter that is entirely in the hands of Treasury and Resources. The table below sets out a qualitative
evaluation:

Table 3: Evaluation of Group 1

Principle of Jersey Performance? Description
Property Taxation
Coherence and Certainty e The implementation of this group of measures would

result in a framework of taxation that would be familiar in
that it adapts the tax bases of existing taxes.

e Liabilities should be straightforward to calculate.

e Valuations could be self-assessed, contributing to
confidence and certainty for taxpayers.

Efficiency and Growth e Economic efficiency can be achieved through the use of
residential recurrent property taxes and the possible
implementation of a Land Value Tax.

e The possible implementation of a recurrent Commercial
Property Tax would be more economically efficient than
other methods of taxing commercial property.

o The fiscal space created by this group of measures could

2 The performance of the groups of measures against the proposed Principles of Jersey Property Taxation has
been qualitatively assessed using the following scale.

Does not meet Meets
requirements A ' * . requirements

of Principles of Principles
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Principle of Jersey Performance? Description
Property Taxation

be used to make efficiency gains by reducing distortive
transaction taxes.

Support for the e Taxes on domestic property would be unlikely to affect the
Competitive Environment competitive profile of Jersey as they are not directly

linked to the production and consumption decisions of
businesses and not substantial enough to affect locational
decisions of mobile high net worth individuals.

e The Non-Domestic Property Tax could, depending on the
choice of rate, affect the competitive profile of Jersey.

Fairness e The elements of this group of measures targeted at
domestic property could be designed to be progressive.
e Attention would need to be given to the ability to pay of
property owners and tenants in designing the reliefs.
Fiscal Stability and o This group of measures would yield stable and sustainable
Sustainability revenues as the revenue receipts would be unaffected by

short-term economic performance or market trading
volumes.

6.5 Group 2: Investment returns

6.5.1 Overview

This group of measures contains a number of elements, the effect of which would be to extend the range of
circumstances in which returns to real estate investment would be taxed. The principal elements would be:

1.

2.

3.

the broadening of the current scheme for taxing disposals of land and property as part of a trade so
that a wider range of realisations will potentially give rise to tax;

the introduction of a concept of a normal return to investment which would reduce the profits that

would otherwise be taxable on a realisation of an interest in land and property; and

the taxation of accrued development returns where land is rezoned and its potential use is changed.

Some or all of these measures could also be combined with the measures in Group 1 and/or Group 3.

There are currently only limited circumstances in which profits arising on the sale or other realisation of
land or property are taxed in Jersey. Disposals in the course of a trade are taxable but there is no capital
gains tax that captures the profits earned by businesses or individuals outside that framework. These
measures do not contemplate the introduction of such a broad-based tax. The objective of introducing them
on a stand-alone basis would be:

to recognise that windfall gains may sometimes arise to owners of land and property as a result of
factors that they do not control. This is especially important because of the fixed supply of land
which is compounded by the island context and land use planning;

to seek, where such circumstances arise, a contribution from those owners to the social costs of the
Island; and

to build economic efficiency into that framework

In principle these measures would increase the level of taxation that owners of rental property would face in
the future. They would also tax earlier and more fully, gains arising from the rezoning of land.
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As with the measures in Group 1, any proposals for change in this area should be the subject of wide public
consultation.

6.5.2 Realisation of interests in land and property

Notwithstanding the financial crisis, prices of domestic property have been relatively buoyant over the last
decade, as illustrated in Figure 7, although there is a continuing softness in the market. Limited supply
and strong demand generally underpin Jersey property values. This has advantages for existing owners but
can have some negative implications for society as a whole, especially where the growth in the price of
property outstrips normal returns on other forms of investment and growth in other factors such as real
wages and Jersey GVA.

For many individuals, the purchase of property is an investment decision and this tends to be true whether
the property is bought by a prospective owner-occupier or for rental. It is, therefore, appropriate for
property to be considered as an asset in that context. Mirrlees considers a range of possible approaches
consistent with that analysis and broadly concludes that returns to investment in property should be taxed
at the individual’s marginal rate of income tax, with an allowance made for a normal rate of return. This
group of measures would adopt some key elements of that approach.

The underlying principle would be that super-normal profits3 arising on the sale or other realisation of land
and property would be taxed through an extension of the existing income tax rules, after an allowance for a
normal return on the investment.

In this group of measures, the new regime would apply only to property held for rental and it would leave
the taxation treatment of the rental income on the property itself unchanged, imposing a tax that would, in
most cases, arise only on a disposal. There would be provision for the relief for losses on realisation, with
restrictions applying so that any losses were only available for relief against other income listed under the
current Schedule A.

There is a strong economic efficiency and equity argument for applying this system to both owner-occupied
properties and properties held for rental. However, it would be prudent to apply the tax, at least in the first
instance, to a smaller proportion of the housing stock to limit the dislocation that might arise from the
widespread introduction of a change such as this. Owners of rental properties are normally accustomed to
maintaining good records of expenditure and would, therefore, more easily make the adjustment to a
system of taxing profits on realisation.

A change of this nature would be best introduced prospectively, thereby eliminating concerns about the
historical growth in value. In principle, property owners would be able to use the value that they supply
today for the purposes of the domestic rates to establish the basis for a future calculation of profit. This
would have the advantage of encouraging good compliance within that valuation process. Given that a high
valuation would raise the base for domestic rates but would lower the profit on a realisation, the system
should provide some balance but it would, of course, need to be supported by appropriate audit and appeals
mechanisms.

The Mirrlees Review envisages that any profit on a realisation would be mitigated by a rate of return
allowance or RRA which would be based on the purchase price and calculated on an annual basis with
appropriate compounding. In this measure, the intention would be to base the RRA on the value of the
property at the time of the introduction of this system. There are choices to be made about the treatment of
future capital expenditure but a simple system would just allow for the RRA to be calculated from the date
of the expenditure itself.

The level of RRA postulated by Mirrlees is 5%. In practice, a reference point for the actual RRA should be
chosen that reflects economic principles and investment returns on a range of asset classes domestically
and internationally. There are both domestic and international possibilities that can be considered. Using
two price scenarios for a realisation of a property purchased for £10,000,000 on 1t January 2015 and sold
two years later on 315t December 2016 either for £11,025,000 or £15,000,000 and assuming that the RRA

3 Super-normal profits are generated from economic rents that are in excess of what would normally be
expected from an investment in a particular asset class.
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was set at 5%, it would be compounded and applied as follows to tax only above average returns (super-
normal profits) to real estate investment:

Table 4: Rate of Return Allowance

Scenario 1 — Average Profit Scenario 2 — Above Average
Profit

Property value on purchase £10,000,000 £10,000,000
01/01/2015
Property value on realisation £11,025,000 £15,000,000
31/12/2016
Profit on realisation £1,025,000 £5,000,000
Less: RRA (5% of purchase value)

2015 RRA (£500,000) (£500,000)

2016 RRA (£525,000) (£525,000)

Total RRA (£1,025,000) (£1,025,000)
Taxable Income £o £ 000

The pattern of property disposals in Jersey varies from year to year and any tax revenues arising from it
would be slightly more volatile than those from an annual tax on the value of land and property. In relation
to this element, the initial revenues would be very small because the system would essentially allow current
market values to be used as a base for calculating profits. However, to the extent that the market yields
super-normal profits in the future, revenues would pick up over time.

The impact on the market itself should also be small and lead to little or no immediate adjustment in prices.
Future growth in the market may be moderated by the introduction of the new rules but, in practice, this is
likely to have only a modest impact. The extension of the same system for owner-occupation would have a
bigger impact but would still be expected to be quite small. The setting of the reference point for the RRA
would condition expectations and therefore have an influence on pricing. For prospective new entrants to
the market, any moderation in price growth would be welcome.

Notwithstanding the fact that this measure proposes to limit the scope of these arrangements to rental
properties, there is a strong case for establishing a framework of taxation that applies in principle to all
domestic properties. In practice, this would mean that, for rental properties, tax would be levied, as set out
above, at normal income tax rates. Owner-occupied properties would be within the system but profits on
realisation would be taxed at 0%. The Jersey community is accustomed to the concept of 0% taxes and its
application here would have some advantages. From an administrative perspective, it would leverage off the
self-assessment valuation that is proposed for the reformed domestic rates and ensure a consistent set of
dynamics across the housing market. It would strengthen the principle that the whole community should be
involved. It would provide an up-to-date base line for the whole housing stock against which to compare
and monitor movements in rental sector capital values; and it would support the compliance process where
properties moved between the rented and owner-occupied sectors.

This group of measures envisages that the realisation of investments in business properties would also be
taxed, with appropriate adjustments and that the rules would apply to both domestic and international
investors. Some adjustment to the valuation mechanism might be required.

Changes are also envisaged to the way in which income tax and corporate income tax apply to gains arising
in connection with development. These are outlined below.

6.5.3 Development gains

In principle, under the system outlined above, profits on the realisation of land and property would
normally be taxed in a way that encompasses gains arising from development. The intention with this
element is to use a tax instrument to strengthen the impetus towards development in situations where land
has been rezoned for development, by imposing a presumptive charge. It is envisaged as a tax on
landowners.
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The taxation of development gains can take many forms, some involving true tax instruments, others
involving, for example, the transfer of assets from the private to the public sector through planning
agreements. The approach set out here is based on the premise that there would be a single event, namely
rezoning, that triggers a particular form of taxation at the start of the process of development and that other
profits arising through the continuation of that process would be taxed under normal rules.

The tax would be framed around the assumption that rezoning has the intention of encouraging
development within a limited period, say 5 years. The tax would, therefore, be levied under normal income
tax or corporate income tax rules at the date of rezoning, with collection occurring in such a way that, in
this model, it is collected at an even rate over the 5 year period or at the point of realisation, if that occurs
sooner. So, the liability would be calculated based on the windfall rezoning gain accruing to the landowner
at the date of rezoning (the simple difference between the original use value at the date of rezoning and the
new use value) and collected at a rate of 20% of the tax liability every year over the 5-year period or until
realisation (at which point it would be due in full). The cash-flow effect of the collection mechanism would,
in most circumstances, be a spur to development, which would presumably be the intention of the Island
authorities. In the rare situation that unexpected factors intervene, the system should allow a deferral but
the grounds for this should be transparent and the case for deferral should be subject to a high burden of
proof.

The windfall gain on rezoning, if it were to be introduced, should be established through a normal valuation
exercise, agreed between the authorities, the taxpayer and outside valuers, as appropriate. This rezoning
gain would be taxed at normal income tax and corporate income tax rates and adjustments made, as
appropriate, to other tax bases. The value determined on rezoning would form the base for any future
calculation of profit arising on a realisation.

The rezoning tax charge would be levied only on the increase in the value of the land that arises from the
rezoning. This distinguishes the approach set out here from those models that attempt to capture both the
rezoning gain and the profits arising on the granting of planning permission and subsequent development.
It can be argued that the granting of planning consent also confers a windfall gain and should be taxed
alongside the gain on rezoning. However, this complicates the process and the timing and potentially
involves more taxpayers. It would seem to be justified only where the intention is to tax rezoning and other
“development” gains at a higher rate than other profits from the exploitation of land. The policy intention
inherent here is not to apply a higher rate but to tax the profits in all cases at 20%.

As to timing, in most circumstances, particularly if the cash flow feature of the tax is effective, a realisation
will follow relatively soon after rezoning and the profits from the remaining parts of the development
process will be taxed at that time. Taxing the rezoning gain and the ultimate realisation in this way will
establish a coherent framework for the treatment of development profits.

In practice, rezoning will occur relatively infrequently but these provisions will seek to ensure that tax is
levied when it does happen and is collected in such a way as to encourage the development that the
authorities are seeking.

The taxation of development gains is regarded as economically efficienct as, based on Ricardo’s Law of
Rents and Georgite arguments it is in effect a tax on an economic rent. Indeed, under both the Traditional
and New views of property tax incidence, a tax of this nature could be considered equitable as the incidence
would be borne by the landowner at the date of rezoning. Additionally, these taxes have also been argued to
create incentives to property development by placing a tax cost on the ownership of rezoned land. However,
the taxation of property development has a chequered history in many countries and Jersey is no exception.
Governments often lack the political will to introduce and maintain development taxes and, as a
consequence, the taxes themselves often lack credibility. Developers simply hold onto land and wait in the
expectation that the development taxes will soon be abolished. A tax on rezoning should, in principle, avoid
some of the quagmires in which other taxes on development have floundered; and the requirement for
annual instalments of the tax to be paid should speed up the realisation process.

However, a tax of this nature would nevertheless require strong political support if it is to be introduced
successfully. In 2008, consultants Oxera were commissioned to produce a report on the taxation of
development and one of their key conclusions was: “unless there is strong political will for this tax, there is
a significant risk of negative consequences, even if all the detailed issues of practicality are successfully
addressed.” The fiscal landscape has changed quite significantly in the intervening years and the path to
introducing a tax on development should, in principle, be somewhat smoother, but credible and sustained
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political support would still be extremely important to the long-term success of this group of reforms, if it

were to be introduced.

6.5.4 Evaluation of Group 2

We have evaluated this group of measures using the proposed Principles of Jersey Property Taxation from
Box 10 as criteria with the exception of the principle of consultation which has been omitted for reasons
stated above. The table below sets out a qualitative evaluation:

Table 5: Evaluation of Group 2

Principle of Jersey
Property Taxation

Performance

Description

Coherence and Certainty

e The implementation of this group of measures would fit
within the existing property tax system, expanding the
current application of tax on realisation to a wider range
of transactions in land and property and establishing the
principle of a RRA. Although the RRA would be
unfamiliar in Jersey, it would be expected to be a welcome
aspect of the reforms.

¢ Basing the treatment of realisations on current market
values would provide certainty and allow effective future
planning.

Efficiency and Growth

e The taxation of profits arising on the realisation of
property held by businesses would represent a tax on
business profits which are widely regarded as inefficient
but the limitation to super-normal profits should
minimise the impact on decision-making.

e The taxation of development gains would be economically
efficient as it would tax an unearned increment and would
incentivise the development of land.

o The fiscal space created by this group of measures could
be used to make efficiency gains by reducing distortive
transaction taxes.

Support for the
Competitive Environment

e The taxation of development gains arising on rezoning
could create stronger incentives for the development of
land, creating opportunities for investors.

e The competitive profile of Jersey could be adversely
affected by the taxation of profits on realisation. However,
this would be limited by the use of an appropriate and
internationally relevant RRA.

Fairness

PwC

e This group of measures would enhance the perceived
fairness of the property tax system by making the tax
treatment of realisations of property in the commercial
sector more uniform.

e As with other taxes on business profits, the financial
impact of these measures could be passed onto
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Principle of Jersey Performance Description

Property Taxation
shareholders and employees through lower dividends and
remuneration. However, the impact is likely to be
minimal especially if a RRA is introduced.

Fiscal Stability and e This group of measures would strengthen the revenue

Sustainability base. However, the revenue yield would be linked to the

9

6.6 Group 3: Finance
6.6.1 Overview

This group of measures comprises two main elements, the effect of which would be to modernise the
treatment of debt finance in the Jersey market for land and property.

The adoption of these measures would:

dynamics of the property market which could affect the
stability of revenues.

1. phase out relief for mortgage interest on domestic properties that are owner-occupied; and
2. impose a minimum level of taxation on rental income, where the use of debt finance would
otherwise reduce it below a pre-set benchmark.

Some or all of these measures could be combined with the measures in Group 1 and/or Group 2.

The objective of such changes would be:

e toremove a distortion in the housing market caused by the rules for the treatment of financing
costs for tax purposes
e toreduce the current bias in favour of owner occupation of the housing stock in a progressive way;

and

e to ensure that the existing rules that seek to limit the artificial use of debt finance for the purchase
of land and property operate in a transparent manner.

In principle the incidence of these measures would be as follows:

e thelevel of taxation on some owner-occupiers of domestic property with mortgage finance would
increase due to the phased removal of mortgage interest tax relief.
e the tax yield from properties held for rental, especially by international investors, would be

protected.

As with the measures in Groups 1 and 2, any proposals in this area should be the subject of wide public

consultation.

6.6.2 Mortgage interest tax relief

The current system of mortgage interest tax relief for residential property in Jersey is arguably anomalous
in a modern system of taxation as set out below.

The arguments against providing relief for mortgage interest are well-rehearsed in the academic literature.
These include the following;:

o that it supports artificially high prices for housing that benefit current owners and create
unnecessarily high barriers to entry for new buyers

PwC
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o that it encourages the use of debt, with potentially negative consequences for financial stability and
household finances

e that it drives a wedge between the costs of owner-occupation and the rental market that primarily
disadvantages those on lower incomes and with less capital available to them

o that it provides the largest benefits to those with the highest debt and the highest incomes

e that it appears to be positively correlated to greater volatility in the housing market.

The potential disadvantages of providing unlimited tax relief for mortgage interest were recognised in
Jersey when legislation was passed to eliminate relief for interest on loans over £300,000.

The Fiscal Strategy Review of 2010 notes:

“Mortgage interest relief provides a subsidy to owner-occupiers who purchase their house with a
mortgage. There is little economic justification for such a relief, and worse, its existence is not in keeping
with policy to make housing more affordable since the evidence suggests that such tax relief simply gets
capitalised into house prices.”

At that time, the annual cost of providing the relief was £20 million.

Internationally, the picture is mixed. In spite of the strong economic arguments against deductibility of
mortgage interest in the domestic housing market, it has proved to be remarkably resilient in many
countries, as shown in Figure 3. Its survival often owes more to the political system than to any weakness
in the economic rationale for its removal. The level of resistance to any change has occasionally been
remarkable, as evidenced by the campaigns mounted by real estate industry groups in response to the Tax
Reform Act 1986 which cut the value of housing subsidies in the United States. More recently this has been
well-illustrated in Guernsey and it will be important, in making any changes in Jersey, to ensure that there
is a full process of consultation during which the issues can be explained and discussed.

One of the key reasons that mortgage interest tax relief has been maintained in a number of jurisdictions is
the political attractiveness of providing tax expenditure designed to support owner-occupiers. However,
this goes against principles of tenure neutrality in public policy by creating incentives for owner-occupier
models of property occupation and consequently distorting the decision making of actors in property
markets. Kemeny’s (1981) classic formulation of tenure neutrality in public policy states that “Housing
policy should be ‘tenure-neutral’: that is, the role of governments in housing should be to maximize
effective consumer choice by encouraging the development of a wide range of tenures of comparable cost.
[...] [Tenure neutrality is] based on the principle that governments should balance subsidies between
tenures and maximize comparability between the social-legal status of households in different tenures”. In
this respect, the maintenance of mortgage interest tax relief runs counter to what is considered to be a core
principle of housing policy.

A number of jurisdictions have relatively recently implemented measures to limit or remove mortgage
interest tax relief. For instance, the relief was abolished in Germany in 1987, in France in 1997 for new
homes and 1998 for purchases and improvements and in the UK in 2000. The UK’s removal of mortgage
interest tax relief provides an interesting example of how it could be carried out in practice. In 1976 the UK
started the phased mortgage interest tax relief by reducing the qualifying amount of borrowings to £25,000
(later raised to £30,000), and then in 1991 the relief was limited to the standard rate of tax and was finally
abolished in 2000. The UK’s mortgage interest tax relief was widely criticised as being regressive, with
those owner-occupiers on higher incomes benefiting the most, and it was thought that its removal reduced
inequality in post-tax incomes.

The lesson learned from the UK is that the removal of this relief is possible and that it is best achieved over
a relatively long period of time. In the UK, this period was arguably much longer than was strictly necessary
but nevertheless the strategy ultimately achieved the intended objective with a minimum of taxpayer
opposition and no visible impact on the housing market. The case of the UK also illustrates how the
removal of mortgage interest tax relief can be conducted in a broadly progressive manner by loading the
impacts on higher earners towards the start of the programme of reform.

For the purposes of this group of measures, implementation could be achieved in any one of three ways.

Firstly, the maximum size of borrowings qualifying for relief could be gradually reduced over a
preannounced number of years. Secondly, the level of interest qualifying for relief could be capped or
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gradually reduced over a number of years. Thirdly, a combined approach could be taken where both the size
of qualifying borrowings and interest are capped or reduced over a number of years. While these three
approaches ultimately achieve the same objective, they generate very different consequences.

By capping or reducing the maximum level of interest qualifying for relief the distributional impacts of the
policy measure are purely dictated by the changes in interest rates. This would create uncertainty within the
tax system as the future fluctuations in interest rates would generate differing levels of impacts on mortgage
holders. By contrast, the gradual reduction of the maximum level of qualifying borrowings would generate
certainty as to the impacts for mortgage holders because the level of tax relief granted would not be affected
by changes in monetary policy. A combined approach would benefit from a limited degree of certainty, but
would still be exposed to uncertainty generated by fluctuations in interest rates and would have added
complexity.

Given the way in which the initial restriction was introduced in Jersey and the attendant advantages and
disadvantages of different approaches, the most appropriate approach would seem to be a phased
introduction with a gradual reduction in the scale of borrowings that qualify for relief.

This would:

e protect existing long-term borrowers

e provide stability in market

e allow for the development of the Jersey tax system in a predictable way that would maintain
confidence

e give signals to new buyers and lenders in good time

e ensure adequate time for the adaption of systems.

The current low interest rate environment is broadly helpful to starting the process of change at the present
time.

The phased removal of this relief would potentially allow principled reform of other aspects of property
taxation. For example, the yield from stamp duty on property transactions and the cost of the relief are
broadly similar.

In practice, the approach to phasing out mortgage interest relief might involve a reduction by £50,000
every 2 or 3 years, in the maximum size of borrowings qualifying for relief. For a £50,000 loan, that would
leave it still qualifying for relief for the next 10 or 15 years, depending on the option chosen. For a maximum
qualifying £300,000 mortgage, the impact would be greater sooner. But the effect would be broadly
progressive on the assumption that there is a broad correlation between the size of mortgage loans and
income. The picture is complicated by the marginal rate system in Jersey so the reduction and eventual
elimination of this relief would probably have its biggest impact on those with incomes that are not at the
very top of the distribution.

To promote market stability, trust and transparency it would be helpful if the programme was fully
announced in advance of the initial implementation.

No changes to the current system of tax relief for interest expense against rental income are proposed as
part of this group of measures other than in a situation where there is artificial use of debt.

6.6.3 Rental income and the use of artificial debt

Rental income is subject to tax in Jersey and this Report does not suggest any fundamental changes to that
principle but there are situations in which the rental return on a property investment is not, or might not
be, taxed as fully as some would argue it should be. In order to provide additional protection against the
artificial use of debt in a manner that might compromise the effectiveness of the taxation provisions for
rental income, some changes were introduced to the law in 2013.

The second element of this group of measures would aim to ensure the transparency of these provisions.

Jersey has a tradition of simplicity and transparency in the functioning of its tax system and there is an
opportunity to strengthen those principles in relation to the operation of the law in this area.
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Section 9OAE of the Income Tax (Jersey) Law 1961 currently provides as follows:

2A. Where the Comptroller determines that, having regard to all relevant circumstances, including
any guarantee or security given, either or both of the following circumstances exist —

(a) the amount of a loan to which Article 90AB applies exceeds the amount which a lender
could reasonably be expected to lend to the person by whom the interest is payable on a
commercial basis;

(b) the amount of interest which is payable by a person on a loan to which any of Articles
90AB to 90AD applies exceeds the amount which a lender could reasonably be expected to
charge such a person on a commercial basis,

the Comptroller shall determine the amount of interest to be eligible for relief, the amount being
such as is just and reasonable having regard to all the relevant circumstances.

The powers given to the Comptroller under this legislation are quite broad and they lack some of the
certainty of operation that is normally found in Jersey tax law. Uncertainty can be an effective behavioural
deterrent to aggressive tax planning and the creation of uncertainty is an underlying, if unspoken, principle
of many General Anti-Avoidance Rules. However, there are also many downsides to uncertainty and in this
case there is an opportunity to clarify how the Comptroller’s power will be used and in what circumstances
the effect of the interest deductions will be adjusted.

This element of the group of measures would establish the principle that the use of debt should not
normally be allowed to reduce to nil, or close to nil, the taxation payable in respect of rental income on
property investment. It would do this through the adoption of a simple test based on gross rental income
that would enable the Comptroller to focus attention on potentially abusive situations.

Only rental income from Jersey property would be within the scope of the provisions. The formula would
set the expected minimum level of taxable income based on gross rentals. It would be published as a
percentage of gross rental income and the approach to setting it could be established through a process of
consultation. The rate should reflect a combination of factors, including principally: a limit on the amount
of allowable debt finance and the spread between rental yields and commercial interest rates. It could also
reflect a notional allowance for repair and maintenance costs. The rate could be confirmed or reset
annually. In normal market conditions, the expectation would be that there would be little or no change
from year to year.

Taxpayers using debt finance would be required to calculate their taxable profits on property income in
accordance with the current Schedule A rules and would then compare the outcome with the result under
the formula. This would require only a simple calculation of gross rental income.
To demonstrate how this test would be applied in practice, the table below sets out the comparison that
would be made between computations of taxable rental income under current Schedule A guidelines and
the test formula. For the purposes of this example the following assumptions have been made:

e The value of the property in question is £10,000,000.

e  Gross rental income is 6% of property value per annum (£600,000).

e Allowable debt finance has been limited to 70% of property value (£7,000,000).

e For the purposes of the test formula the minimum level of taxable rental income has been set at
25% of gross rental income, which recognises the following additional assumptions:

0 An allowance for property maintenance has been set at 1% of property value (£100,000 for
the purposes of the test formula.

0 Deductible interest costs have been limited to 5% per annum (£350,000) for the purposes
of the test formula.
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Table 6: Minimum Level of Tax Test

Artificial Use of Debt Finance Application of Test (25% of

(8.57% interest p. a.) Gross Rental Income)
Property Value £10,000,000 £10,000,000
Gross Rental Income (6% p. a.) £600,000 £600,000
Deduction of Interest Costs (£599,990) N/A
Allowance for Maintenance (1% of  N/A N/A
Property Value)
Taxable Rental Income £100 £150,000

Under the example set out above a taxpayer would be subject to tax on the taxable rental income computed
by the test formula as it yields the higher figure and in doing so, has mitigated the effects of the artificial use
of debt finance. In practice, the assumptions used by the test formula in arriving at the minimum level of
taxable rental income should be the subject of public consultation and periodic review.

The rules would apply with adjustments where necessary for losses, rent-free periods, periods of non-
occupation and lease premiums. The process would identify outliers and allow a focused approach to
dealing with any situations where artificial debt was being used. In practice, it should deter only the use of
artificially high levels of debt, as the current provisions intend, while providing a level of transparency and
certainty in keeping with the high standards of Jersey tax law. For most taxpayers, it would require little
additional compliance effort or cost.

6.6.4 Evaluation of Group 3

We have evaluated this group of measures using the proposed Principles of Jersey Property Taxation from
Box 10 as criteria with the exception of the principle of consultation which has been omitted for reasons
stated above. The table below sets out a qualitative evaluation:

Table 77: Evaluation of Group 3

Principle of Jersey Performance Description

Property Taxation

Coherence and Certainty e The implementation of this group of measures would be
coherent with the current property tax system as it works
within the existing framework of taxation, limiting the
extent to which legislative amendments are required.

e These measures would add certainty and coherence to the
current rules for interest deductibility by providing a clear
and consistent methodology for the Comptroller to limit
the use of artificial debt in property investment.

Efficiency and Growth e These measures would be economically efficient as they
would remove distortions in the property market and
volatility in the mortgage market created by the
preferential tax treatment of debt.

e The fiscal space created by the adoption of these measures
could be used to make efficiency gains by reducing
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Principle of Jersey Performance Description
Property Taxation
distortive transaction taxes.
Support for the This group of measures could adversely affect Jersey’s

Competitive Environment

competitive profile, albeit to a limited extent, by reducing
the benefit that investors can obtain artificial use of debt
finance.

It could also benefit Jersey’s competitive profile by
providing certainty and transparency to the rules on the
Comptroller’s limitation of interest deductibility.

The removal of mortgage interest tax relief would not be
expected to significantly affect the competitive profile of
Jersey.

Fairness

The phased removal of mortgage interest tax relief should
be progressive as it could be assumed that those mortgage
holders that would be impacted the most would be those
with higher rather than lower levels of income.

This group of measures would limit the extent to which
businesses could benefit from the artificial use of debt,
thereby improving the fairness of the taxation of business
profits.

Fiscal Stability and
Sustainability

6.7 Stamp duty

Fiscal stability and sustainability would be enhanced by
protecting the income tax revenues from the artificial use
of debt.

The phased withdrawal of mortgage interest tax relief
would have a small negative impact on the cost of living
experienced by some households but would also
strengthen the economy by removing an incentive for the
use of debt.

None of the groups of measures outlined above includes an explicit proposal for the abolition of stamp duty.
Nevertheless, the literature has little positive to say about this form of transaction tax. It is economically
inefficient and creates distortions in the property market. It discourages investment in property and can,
albeit to a modest degree in Jersey, adversely affect the mobility of labour.

The strongest points in favour of the retention of stamp duty are that:

e Itis an established and accepted tax

e Itis easy to collect and, especially since the introduction of the Land Transaction Tax, compliance

rates are high

e Ithasayield of around £14 million from real estate transactions which would otherwise have to be
raised in a different way, if current levels of government spending were to be maintained

However, these points alone do not justify its retention in a broad reform of the taxation of land and

property.
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The measures set out in Groups 1-3 could create a new framework of taxation that is more principles-based,
more balanced and more equitable than the current system and which would allow similar levels of taxation
to be raised with less distortion and greater economic efficiency. They would also potentially allow a higher
yield to be achieved over a period of years, creating room to phase out over a similar period, less efficient
and more distorting taxes. The gradual removal of stamp duty on real estate transactions would reduce the
level of taxation on property owners and could generate positive impacts for occupiers of property
dependent on the extent to which the incidence of stamp duty is passed through in rents. The positive
impacts of the removal of stamp duty would help to offset the anticipated impact of the groups of measures
presented above. However, the precise net effect would be dependent on the rates of tax applied. The
dynamic interaction of the adopted tax measures would also have to be considered and should be
investigated more thoroughly.

The phasing out of stamp duty levied on real estate transactions could be the subject of consultation
alongside the other issues. Stamp duty could be phased out over a number of years to coincide with the
phased implementation of any of the groups of measures presented above. This could be achieved by either
reducing the rates at which stamp duty is levied, by gradually removing bands from the rate structure or by
a combination of the two. The measures taken to remove stamp duty could be made broadly progressive if
they initially target transactions falling within the lower bands of the rate structure. Additionally, stamp
duty on the creation of security interests over Jersey property could be abolished.
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7. Summary

As set out in Section 2, the purpose of this report was to:

Review the most recent academic and institutional literature published on the taxation of
immovable property and develop a set of guiding principles for the taxation of immovable property
in Jersey.

Identify and analyse a number of property taxes considered and/or implemented in different
jurisdictions.

Develop options for the reform of the taxation of immovable property in Jersey.

In furtherance of these objectives, the following sections present a summary of the most salient point for
each objective in turn.

7.1 Theory and practice

To address the objectives of this report, a review of the academic and institutional literature was conducted.
Cases of international property taxation were embedded within the review of the literature to highlight how
particular approaches have been put into practice. This revealed the following key points:

PwC

Revenue generation: Despite widespread implementation, property taxes typically generate
modest levels of revenue. Additionally, the level of revenue buoyancy and stability is dependent on
the choice of tax base, with property transaction taxes normally exhibiting higher levels of revenue
volatility and buoyancy than recurrent property taxes.

Economic efficiency: Property taxes are widely cited as being an economically efficient form of
taxation, however this characteristic is not uniform and differs between different forms of property
taxation. Recurrent property taxes are held to be more economically efficient than transaction taxes
and taxes on residential property are more efficient than taxes on commercial property. In practice,
a number of jurisdictions implement a mix of efficient and inefficient property taxes.

Equity: Similarly, property taxes are also widely held as being an equitable form of taxation as it is
the common view that property ownership is correlated with wealth. However, the literature has
shown that the equity of a property tax is influenced by how it is viewed, with three distinct views of
property tax incidence being espoused. The Traditional view of the incidence of property taxes in
terms of taxes on land and property, with the former being held as equitable and the latter as
inequitable. The New view sees property taxes as capital taxes which, when borne by the owners of
capital, are equitable. The Benefit view departs from the previous two views by seeing property
taxes as benefit taxes linked to the provision of public services which are inherently fair. In the
absence of a consensus in the literature it would appear that the equity of a property tax is purely
dependent on the characteristics of the tax itself.

Administration: Property taxes present policymakers with a number of design considerations
that contribute to their overall efficiency and equity. Among these considerations are the tax base,
the valuation model and the system of reliefs. A number of these design considerations are
informed, sometime unduly informed, by the political economy of property taxation, for example
the system of reliefs.

Political economy: The taxation of immovable property is a political issue as much as it is an
economic one. Just as property taxes are held to be efficient and equitable, they are also viewed as
unpopular taxes. Given this, a key determinant to the success of property tax reforms has been
shown to be the effort expended to achieve political and social buy-in.
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Using these points as a theoretical framework in conjunction with international practice, a set of guiding
principles of property taxation was drafted to support the development of the options for reform presented
in this report and the development of property tax policy in Jersey. These guiding principles can be found in
Box 10 and seek to capture the nuances of property taxation whilst promoting principles of good tax policy.

7.2 Options for reform

Drawing on the preceding sections, specifically utilising the content of the Mirrlees Review as a theoretical
framework, three groups of measures for a principles-based reform of the taxation of property in Jersey
were developed and discussed at a conceptual level. The three groups of measures are outlined in Table 8

below.

Table 8: Summary of Groups of Measures

Thematic Area

Objective

Key Features

Impact

Group 1: Occupation

Create a new .
framework for an

annual charge on
residential real estate.

Develop a more stable
and sustainable

revenue streamanda e
mechanism by which

tax revenues can be
grown over time.

Align domestic rates
to Mirrlees’ concept
of a Housing
Services Tax levied
solely on the
occupier.

Transformation of
the non-domestic
rates to either a land
value tax or a tax

e The tax burden on
owner-occupiers and
tenants of domestic
property would
increase.

e Owners of rental
properties would no
longer be taxed.

e Modernise the

solely on property tax system
occupation. for the commercial
sector and provide a
more effective
framework for raising
additional revenues.
Group 2: Investment Recognise that e Broaden the e The tax burden on
returns property owners can taxation of property owners of rental
receive windfall gains realisations. property would be
on the rezoning of increased.

property. .

Ensure that property
owners contribute to

the social costs of

Jersey. .

Promote economically
efficient taxation.

Introduce a concept
of a normal Rate of
Return Allowance
(RRA).

The taxation of
accrued
development
returns arising on
rezoning of land.

e Gains arising from the
rezoning of land will
be taxed more fully.

Group 3: Finance

PwC

Remove distortions
in the housing market
caused by mortgage
interest relief.

Reduce the current .
bias in favour of
owner-occupation of

Phase out mortgage
interest relief on
owner-occupied
domestic properties.

Impose a minimum
level of taxation on
rental income where

e The tax burden on
owner-occupiers of
domestic property
purchased with
mortgage finance
would be increased.

e The tax yield would be
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Thematic Area Objective Key Features Impact
housing. interest protected from
deductibility would exploitation where
e Ensure the reduce beyond a rental properties are
transparent limitation predetermined held by international
of artificial debt threshold. investors.
finance.

All of the groups of measures presented above potentially provide fiscal space for the phasing out of Stamp
Duty over a period of years to remove the distortions it creates to the Jersey property market.

7.3 The next steps

The overarching objective of this report is to serve as an input to support Treasury and Resources in the
development of tax policy. As such, this report has presented a synthesis of the literature on the taxation of
immovable property, distilled the policy implications for Jersey and set out three groups of potential
reforms to Jersey’s property tax system.

In a tax reform process, the starting point and the journey are as important as the destination itself, and
timely and transparent communication is essential throughout all stages. The way in which the objective
and nature of tax reform is presented is a key determinant of its successful implementation and acceptance
from taxpayers and policymakers alike. This is perhaps more true for property taxes than other forms of tax
policy due to the considerable political economy issues that tax policy of this nature raises.

The knowledge base and options for reform presented in this report are intended to serve as an input for

the discussion as well as a point of reference throughout all stages of the reform process for both the States
of Jersey and the Jersey taxpayer community.
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Appendix 1: Current tax
treatment of property

A1.1 Introduction

The purpose of this appendix is to set out a high-level summary of the ways in which the purchase or transfer of
Jersey real estate and Jersey-source property income is currently taxed in Jersey. This appendix will serve as a

basis for comparison between the status quo and the three options for reform presented in Section 6 of this
report.

A1.2 Current tax treatment

Under the current tax legislation, tax revenue from Jersey real estate and Jersey-source property income is
collected through a number of recurrent and transfer taxes levied on commercial and residential real estate held
by business and individuals. These include:

e Income Tax

e Stamp Duty

e Land Transaction Tax

¢ Goods and Services Tax

e Parish and Island-Wide Rates

Relative to the property tax systems implemented in other jurisdictions Jersey is notable for not taxing property
through the following taxes:

e Capital Gains Tax
e Inheritance Tax
e Development Gains Tax

A1.2.1 Income Tax

Income arising from Jersey real estate is subject to tax at a rate of 20% for both businesses and individuals
under the Income Tax Law 1961.4 Schedule A of the Law lists taxable income arising from Jersey real estate as
the annual profits or gains arising or accruing:

e Inrespect of any rents or receipts.

e From the trade, carried on in Jersey, of the disposal, on a commercial basis, of land or any building or
structure, or any part thereof, which is situated in Jersey.

e From the trade of the exploitation of land in Jersey by the exploration, excavation, excision, extrication,
extirpation, exsiccation, expropriation or extraction or recovery of stone, minerals and other inorganic
solid materials.

Article 90AA of the Income Tax Law 1961 permits the deductibility of annual interest costs on loans made to
allow the borrower to buy or develop Jersey real estate to be used as their principal private residence. Interest

costs on a capital sum of up to £300,000 is deductible, however the capital sum over £300,000 does not qualify
for such relief.

4 Income Tax (J ersey) Law 1961.

http://www.jerseylaw.je/Law/display.aspx?url=lawsinforce%2fconsolidated%2f24%2f24.750 IncomeTaxLawi1961 RevisedEdition 1Janu
ary2014.htm

PwC Page 71 of 80



Property Tax Review

Article 90AB of the Income Tax Law 1961 permits the deductibility on annual interest costs on loans made to
allow the borrower to buy/develop land for the purpose of letting it out on commercial terms to unconnected
persons from the income tax liability generated by the activities prescribed in Schedule A.

Under Article 9O0AE, should the Comptroller determine that either or both the amount of a loan or the amount
of interest exceeds the amount which could reasonably be expected on a commercial basis, the Comptroller
shall limit the amount of interest deductible for the purposes outlined in Article 90AB to that which is just and
reasonable having regard to all the relevant circumstances.

A1.2.2 Stamp Duty

Under the Stamp Duties and Fees Law 1998,5 stamp duty is charged on the freehold purchase and transfer,
including where it is transferred through a will, of Jersey real estate and the creation of a security interest over
Jersey real estate.

Stamp duty on the purchase or transfer of Jersey real estate is payable at the following rates:

Table Ag: Stamp Duty on Freehold Purchase or Transfer of Jersey Real Estate

Property Value Stamp Duty Payable
Up to £50,000 £0.50 for each £100 or part of £100 with a minimum fee of £10
£50,000 - £300,000 £250 in respect of the first £50,000 plus £1.50 for each £100 or part of

£100 in excess thereof

£300,000 - £500,000 £4,000 in respect of the first £300,000, plus £2.00 for each £100 or part
of £100 in excess thereof

£500,000 - £700,000 £8,000 in respect of the first £500,000, plus £2.50 for each £100 or part
of £100 in excess thereof

£700,000 - £1,000,000 £13,000 in respect of the first £700,000, plus £3 for each £100 in excess
thereof

£1,000,000 - £1,500,000 £22,000 in respect of the first £1,000,000, plus £3.50 for each £100 in
excess thereof

£1,500,000 - £2,000,000 £39,500 in respect of the first £1,500,000, plus £4.00 for each £100 in
excess thereof

Over £2,000,000 £59,500 in respect of the first £2,000,000, plus £5.00 for each £100 in
excess thereof

5 Stamp Duties and Fees (Jersey) Law 1998.
http://www.jerseylaw.je/Law/display.aspx?url=lawsinforce%2fconsolidated%2f24%2f24.960 StampDutiesandFeesLaw1998 RevisedEdit
ion 1January2014.htm
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Stamp duty on the transfer of Jersey real estate in a will is payable at the following rates in addition to a £150

administrative fee:

Table A10: Stamp Duty on Transfer of Jersey Real Estate in a Will

Property Value

Stamp Duty Payable

Value does not exceed
£50,000

£0.50 for each £100 or part of £100, with a minimum fee of £12.00

£50,000 to £300,000

£250 for the first £50,000, plus £1.50 for each £100 or part of £100 in
excess thereof.

£300,000 to £500,000

£4,000 in respect of the first £300,000 plus £2 for each £100 or part of
£100 in excess thereof.

£500,000 to £700,000

£8,000 in respect of the first £500,000 plus £2.50 for each £100 or part
of £100 in excess thereof.

£700,000 - £1,000,000

£13,000 in respect of the first £700,000, plus £3 for each £100 in excess
thereof

£1,000,000 - £1,500,000

£22,000 in respect of the first £1,000,000, plus £3.50 for each £100 in
excess thereof

£1,500,000 - £2,000,000

£39,500 in respect of the first £1,500,000, plus £4.00 for each £100 in
excess thereof

Over £2,000,000

Stamp duty on the creation of a security interest over Jersey real estate is payable at the following rates in

£59,500 in respect of the first £2,000,000, plus £5.00 for each £100 in
excess thereof

addition to a £50 administrative fee:

Table A11: Stamp Duty on Creation of a Security Interest over Jersey Real Estate

Debt Value

Stamp Duty Payable

Up to £300,000

Nil

£300,000 - £450,000 for
those debts falling due
before 15t January 2015 or
£400,000 for those debts
falling due after 1st
January 2015

Nil in respect of the first £300,000, plus £0.25 for each £100 in excess
thereof, with a minimum fee of £25.00

The Stamp Duties and Fees Law 1998 provides for the following reliefs:

e Purchase of, and creation of a security interest over, Jersey real estate by first-time buyers, subject to a

property value cap of £450,000 until 315t December 2014.
e Reregistration of Jersey real estate held by married and co-habiting couples.
e Changing mortgage providers.

PwC
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e Purchase or transfer of Jersey real estate by charities.

A1.2.3 Land Transaction Tax

Under Article 3 of the Land Transaction Law 2009¢ a Land Transaction Tax (LTT) is levied on the following
taxable transactions:

e The purchase or transfer of shares in companies to a person, the ownership of which confers a right to
the occupation of land in Jersey.

e The purchase or transfer of shares in companies to be held on trust for the benefit of a person, the
ownership of which confers a right to the occupation of land in Jersey.

e The creation of a security interest, pursuant to a security agreement, in any share in a company, the
ownership of which confers a right to the occupation of land in Jersey.

The LTT is levied at a rate that would be equal to the Stamp Duty that would have been suffered if the rights to
the occupation of land in Jersey were obtained through direct means.

A1.2.4 Goods and Services Tax

Under the Goods and Services Tax Law 2007,” a number of supplies of goods and services in relation to Jersey
real estate are considered to be taxable supplies. The table below sets out the good or service related to Jersey
real estate and their corresponding rate of Goods and Services Tax (GST).

Table A12: Taxable Supplies of Goods and Services Related to Jersey Real Estate

Taxable Good or Service Rate of GST
Financial services Exempt
Insurance Exempt
Transfer of property through shares Exempt

Supply (freehold and leasehold) of residential real estate =~ Zero-rated

Supply of land for the purposes of constructing Zero-rated
residential real estate (lease terms over 9 years)

Supply of building materials Zero-rated
Renovation of residential real estate Zero-rated
Supply of imported goods or services 5%

Supply (freehold and leasehold) of commercial real 5%

estate

Supply of land for the purposes of constructing 5%

6 Taxation (Land Transactions) (Jersey) Law 2009.
http://www.jerseylaw.je/Law/display.aspx?url=lawsinforce%2fconsolidated%2f24%2f24.980 Taxation(LandTransactions)Law2009 Revi
sedEdition 2January2014.htm

7 Goods and Services Tax (Jersey) Law 2007.
http://www.jerseylaw.je/Law/display.aspx?url=lawsinforce%2fconsolidated%2f24%2f24.700 GoodsandServicesTaxLaw2007 RevisedEdi
tion 1January2014.htm

PwC Page 74 of 80



Property Tax Review

Taxable Good or Service Rate of GST

commercial real estate (lease terms over 9 years)

Renovation of commercial real estate 5%

Disposals of real estate constituting a trade 5%

The GST charged on the supply of goods and services related to the construction of a dwelling, other than in the
furtherance of any business, is refundable by the Comptroller under Article 51 of the Goods and Services Tax
Law 2007.

International Service Entities (ISEs) are exempt from GST in that they cannot charge, or be charged GST on
supplies of goods and services under Article 57 of the Goods and Services Tax Law 2007.

The registration threshold for GST is £300,000 of taxable supplies in the previous 12 months, or the next 12
months.

A1.2.5 Parish and Island-Wide Rates

Under the Rates Law 20058 Parish Rates and Island-Wide Rates (IWR) are levied on a calendar year basis on
the rateable value of commercial and residential Jersey real estate owned or occupied by businesses or
individuals.

The rateable value of Jersey real estate is computed based on rental values from 2003 adjusted for changes in
property attributes using the information contained in annual returns made by the owners to the administering
parish. The Parish Rates and IWR system makes the distinction between ownership and occupation of Jersey
real estate, levying different rates on each activity, making owner-occupiers of Jersey real estate liable to both
owner and occupier rates. Additionally, IWR make the distinction between property use, levying different rates
for domestic and non-domestic property. The rateable value is computed as 1 quarter for every unit of rateable
value for each of the foncier (owner) and occupier.

Parish rates for each of Jersey’s twelve parishes are set by the Parish Assembly in relation to the budgetary
needs of each parish. IWR are set by the Supervisory Committee and are applied uniformly throughout the
twelve parishes. The Parish Rates and IWR for 2013 are shown in the tables below.

Table A13: Parish Rates 2013

Parish Name Owner Rates (pence per Occupier Rates (pence per
quarter) quarter)

Saint Brelade 0.90 0.90

Saint Clement 0.88 0.88

Grouville 0.71 0.71

Saint Helier 1.13 1.13

8 Rates (Jersey) Law 2005.
http://www.jerseylaw.je/Law/display.aspx?url=lawsinforce%2fconsolidated%2f24%2f24.950 RatesLaw2005 RevisedEdition 1January2
o11.htm
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Parish Name Owner Rates (pence per Occupier Rates (pence per
quarter) quarter)
Saint John 1.00 1.00
Saint Lawrence 0.81 0.81
Saint Martin 1.12 1.12
Saint Mary 1.10 1.10
Saint Ouen 1.30 1.30
Saint Peter 1.10 1.10
Saint Saviour 1.00 1.00
Trinity 1.15 1.15

Table A14: Island-Wide Rates 2013

Type of Property Owner Rates (pence per Occupier Rates (pence per
quarter) quarter)

Domestic 0.69 0.69

Non-Domestic 1.21 1.21

Under Article 17 of the Rates Law 2005 the following real estate is exempt from owner rates:

Real estate owned by religious organisations.

Real estate owned by Her Majesty.

Real estate owned by Her Majesty’s Government and used exclusively in Her Majesty’s service.

Real estate owned by any public or parochial authority and used exclusively for public or parochial
purposes.

Real estate used by the Minister for Education, Sport and Culture predominantly for the purposes of its
undertaking.

Real estate owned by the Don Baudains.

Under Article 18 of the Rates Law 2005 the following real estate is exempt from occupier rates:

PwC

Real estate occupied by religious organisations.

Real estate occupied by Her Majesty or by any department of Her Majesty’s Government and used
exclusively in Her Majesty’s service.

Real estate occupied by any public or parochial authority and used exclusively for public or parochial
purposes, but excluding real estate in the occupation of any employee of any such authority.
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Appendix 2: Cross-country tax
regimes

A2.1 UK Stamp Duty Land Tax

Table A15: Stamp Duty Land Tax Residential Rates 2014/15

Purchase price/lease premiuwm or transfer value SDLT Rate

Up to £125,000 0%
Over £125,000 to £250,000 1%
Over £250,000 to £500,000 3%
Over £500,000 to £1,000,000 4%
Over £1,000,000 to £2,000,000 5%
Over £2,000,000 7%
Over £2,000,000 (purchased by corporate bodies) 15%

Source: HMRC, 2014

Table A16: Stamp Duty Land Tax Non-Residential and Mixed Use Rates 2014/15

Purchase price/lease premium or transfer value SDLT Rate

Up to £150,000 —annual rent is under £1,000 0%
Up to £150,000 — annual rent is £1,000 or more 1%
Over 150,000 to £250,000 1%
Over £250,000 to £500,000 3%
Over £500,000 4%

Source: HMRC, 2014

PwC Page 77 of 80



Property Tax Review

|
A2.2 Irish Local Property Tax

Table A17: Local Property Tax Rates 2014

Valuation band (€) Mid-Point Rate LPT Liability(€)
0 — 100,000 50,000 0.18% 90
100,001 — 150,000 125,000 0.18% 225
150,001 — 200,000 175,000 0.18% 315
200,001 — 250,000 225,000 0.18% 405
250,001 — 300,000 275,000 0.18% 495
300,001 — 350,000 325,000 0.18% 585
350,001 — 400,000 375,000 0.18% 675
400,001 — 450,000 425,000 0.18% 765
450,001 — 500,000 475,000 0.18% 855
500,001 — 550,000 525,000 0.18% 945
550,001 — 600,000 575,000 0.18% 1,035
600,001 — 650,000 625,000 0.18% 1,125
650,001~ 700,000 675,000 0.18% 1,215
700,001 — 750,000 725,000 0.18% 1,305
750,001 — 800,000 775,000 0.18% 1,395
800,001 — 850,000 825,000 0.18% 1,485
850,001 — 900,000 875,000 0.18% 1,575
900,001 — 950,000 925,000 0.18% 1,665
950,001 — 1,000,000 975,000 0.18% 1,755

Properties worth more than €1 million will be assessed on the actual value at 0.18% on the first €1 million and
0.25% thereafter.

Source: Revenue, 2014
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A2.3 Australian Property Tax System

Table A18: Stamp Duty and Land Tax Implementation and Differences

Stamp Duty Land Tax
State
Implemented Key Differences Implemented Key Differences
Australian Capital Yes Not levied of Yes Applicable to all
Territory mortgages residential
properties rented
or owned by a
trust or
corporation
New South Wales Yes Not levied on Yes No differences
leases and home
loans to natural
persons
Northern Territory Yes Not levied of No N/A
mortgages and
leases
Queensland Yes Not levied on Yes No differences
leases
South Australia Yes Not levied of Yes No differences
mortgages and
leases
Tasmania Yes Not levied of Yes No differences
mortgages and
leases
Victoria Yes Not levied of Yes No differences
mortgages and
certain leases
Western Australia Yes Not levied of Yes No differences

Source: Australian Taxation Office, 2014
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Terms of reference

PricewaterhouseCoopers LLP (“PwC”) has been commissioned by Treasury and Resources of the States of Jersey to produce
areport that reviews the literature on property taxes, reviews several historical and contemporary property taxes, develops
a set of guiding principles for property tax policy in Jersey and develops three policy options for the reform of Jersey’s
property tax system.

This document has been prepared only for Treasury and Resources and solely for the purpose and on the terms agreed with
Treasury and Resources under the terms of our engagement letter dated 15th April 2014.

Whilst Treasury and Resources commissioned and financed the work, and commented on our draft reports, the final reports
represent the independent analysis of PwC. We accept no liability (including for negligence) to anyone else in connection
with this document, and it may not be provided to anyone else.

Any person who is not an addressee of this report, by reading this report accepts and agrees to the following terms:

1. The reader of this report understands that the work performed by PricewaterhouseCoopers LLP was performed in
accordance with instructions provided by our addressee clients and was performed exclusively for our addressee clients' sole
benefit and use.

2. The reader of this report acknowledges that this report was prepared at the direction of our addressee clients and may not
include all procedures deemed necessary for the purposes of the reader.

3. The reader agrees that PricewaterhouseCoopers LLP, its partners, principals, employees and agents neither owe nor
accept any duty or responsibility to it, whether in contract or in tort (including without limitation, negligence and breach of
statutory duty), and shall not be liable in respect of any loss, damage or expense of whatsoever nature which is caused by
any use the reader may choose to make of this report, or which is otherwise consequent upon the gaining of access to the
report by the reader. Further, the reader agrees that this report is not to be referred to or quoted, in whole or in part, in any
prospectus, registration statement, offering circular, public filing, loan, other agreement or document and not to distribute
the report without PricewaterhouseCoopers LLP’s prior written consent.

© 2014 PricewaterhouseCoopers LLP, a limited liability partnership registered in England with registered number
0C303525. The registered office of PricewaterhouseCoopers LLP is 1 Embankment Place, London, WC2N 6RH.
PricewaterhouseCoopers LLP is authorised and regulated by the Financial Services Authority for designated investment
business. All rights reserved. PwC refers to the United Kingdom member firm, and may sometimes refer to the PwC
network. Each member firm is a separate legal entity. Please see www.pwc.com/structure for further details. This content is
for general information purposes only, and should not be used as a substitute for consultation with professional advisors.
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