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Residential impact fees are in use, or being considered for use, in many
communities in North Carolina. However, since impact fees are a public charge - some
call them a tax - they have sparked controversy. This publication looks at the impacts of

impact fees as well as practical and philosophic issues surrounding their use.

What Are Impact Fees?

Impact fees are one-time public charges applied to new residential construction.
Impact fees are usually levied by local governments, such as counties and municipalities.
The stated purpose of impact fees is to pay for the off-site costs associated with the new
residences, particularly capital costs like new schools and roads, which are not covered
by the property taxes assessed on those residences.  Supporters of impact fees say they
are needed to make residential development pay for the full public costs the development
imposes on communities.

Are Impact Fees Justified?

Supporters of impact fees point to several studies showing the local public sector
costs of residential development exceed the local tax revenues derived from the
development.! These studies are typically conducted in the following way. New local
public costs associated with the development are calculated based on school space and
teachers required to educate the additional children, roads required to carry the increased
traffic, and possibly other publicly provided services, like police and fire protection,
needed for the residential development. The sum of these costs is then compared to the
local tax revenues generated from the new residential development. Sometimes only
property tax revenues are considered. If the costs exceed the revenues, then a shortfall
occurs and impact fees are justified to close the gap.

However, other analyses dispute the justification for impact fees by taking a
broader view of development.” The argument is that commercial development, such as
stores, restaurants, and shopping centers, will typically follow residential development.
Local taxes will be collected from these businesses, and when they are added to the taxes
collected from the residences, these studies show the total revenue will be sufficient to
fund the required additional public services and facilities needed by the residential
project.

While supporters of impact fees may concede that commercial development
follows residential development, they say there may be a lag of several years before this
occurs. Critics of impact fees counter that, while such lags may occur, the additional
local revenues from commercial activity will eventually be collected, and these revenues
can be used to offset a portion of the new local public costs.



Impacts of Impact Fees

However the debate over the justification for impact fees is settled, a very
important issue is their effect on housing prices. Will impact fees be added to the cost of
a new house and passed along to the buyer through a higher price. Or will builders
accept a lower profit and absorb the impact fees?

There has been considerable research examining this question, and the majority of
the work finds a consistent result.®>  When impact fees are imposed, prices of new homes
rise, sometimes by more than the dollar amount of the fee. How much home prices rise
depends on how homebuyers value the local public services funded by the fees. The
more that homebuyers value those services, the more that home prices rise.

Some studies have also found that impact fees affect existing home prices and
land values. Specifically, impact fees may cause existing home prices to also rise.* This
could occur if owners of existing homes valued the public services financed by the
impact fees, and this value was incorporated into the price of their homes. In addition,
there's some evidence that land values may fall as a result impact fees if builders bid less
for land to maintain their profit margins.”

Issues in Implementing Impact Fees

If local communities do decide to enact impact fees on new residential
construction, there are several practical questions to address. If the fee is designed to
pay for added public education and transportation services, should it vary by the size of
the family purchasing the home and also by their numbers of children and vehicles? If
the answers are yes, then should the fee be different for homes of different square
footages and garage sizes, or should the fee be assessed only after seeing the size and
type of the purchasing household?

There's also the sticky question of what happens when a family in an existing
home adds a child or vehicle. To be consistent with the theory of impact fees, this
household should pay an additional fee. Are impact fees to be applied in these cases?

These are issues that communities considering impact fees should address and
debate before adopting the fees. They are crucial in allowing citizens to gain an
understanding of the logic of the fees.

Issues in the Philosophy of Impact Fees

Last, there's a philosophical issue regarding impact fees. For the most part, local
governments have for a long time funded public services, like roads, schools, and public
safety, through general taxes that everyone pays. The tax support is not dependent on
how much the household directly uses the services.



So, an individual driver pays gas taxes to fund road construction even if that
individual will never drive on the new road. Likewise, households with no children still
pay taxes to fund public schools, and families who haven't called the police or fire
departments still financially support these local public services. The reason roads,
schools, and public safety is funded in this way is that all households benefit indirectly
from a transportation system that moves products and workers, a school system that
produces an educated workforce, and police and fire departments that create a safe
community.

Impact fees represent a different approach to funding local public services.
Impact fees try to more directly establish a link between use of a public service and
payment for that service. So rather than the community paying for new schools or roads
required by new residential development, the development directly pays for them.

Therefore, the philosophy behind impact fees is in contrast to the philosophy
behind the way in which local public services have traditionally been funded, and a
discussion of these two philosophies should be part of any debate about impact fees.

Summing Up

There is more than initially meets the eye regarding impact fees. This primer on
impact fees has revealed four major points:

(1) There is debate over the empirical evidence addressing the justification for
impact fees. Studies that narrowly measure local tax revenues only from the new
residential development generally find that impact fees are justified, whereas studies that
take a wider view and include associated commercial and other development come to the
opposite conclusion.

(2) A very consistent finding in the studies of impact fees is that new home
prices will increase as a result of imposition of the fees. Some studies find that existing
home prices also increase when impact fees are adopted. Thus, the use of impact fees
raises questions about housing affordability, especially for first-time homebuyers, and
economic effects from a possible slowdown in residential construction.

(3) If impact fees are used, there are practical questions about how they should be
implemented. Should they vary with size of the household, number of children, and
number of vehicles? Also, should they be applied when a household in an existing home
adds children or vehicles?

(4) There are philosophical differences between the traditional way local public
services have been funded and impact fees. Traditional local public financing assumes
all taxpayers benefit from local public services, even if they don't directly use them.
Impact fees are based on the idea that direct beneficiaries of a public service should pay
for those services.
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