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Our Obsolete Real Estate Taxation

A recent article provides evidener of & growing awdre
iiss tHAL thi
States is detrimental to the economic well-being of the
Nation.

The author notes a leveling off of the current real es-
taie boom. during which average iand prices have trebled
and those in some urhan areas have muliiplied many
limes sinee 1935 The ancmaly of the situation is that
land prices have not entered the contrsetion phase that
usuaily has followed carlior land price increases of simi.
Jar vitede, T m o ziven for this = that land

have alistie contact with the marken

H
bas iended to create an artificlal scareity of land
that s only beginning to be undersiood.

“Land prices are not made by people whe sell vheir
Iand *%% but by the peeple who won't sell.  Actual land
searcity is a myth.  But there are always landowners who
think they will get a bhigher price if they wait 5 while,
Usually i's the highest price they've heard of in the
neighborhood, plus W percent.  1t's this expectalion of
a future killing that produces the artificial scarcity,” ™

The squestion arises, How does it happen thai in a rela-
tively compeiitive econpmy the price of anything can
“lose coniacl with the market” and create an artificial
scarcity?  The answer lies in the economic characteris-
tics of land and in the effects of prevailing social insti-
tutions zoverning its use and taxation.

Lond is essential io all human activity.  Various things
can be extracied from or grown on some land, and the
location or space aspect of land is essemtial for many
purposes. Things seldom are grown or otherwise ob-
tained from land in senters of population; nevertheless,
such land is used for processing} things, for service ac-
tivities, and for residences. Payments offered for ur-
ban sites indicate that they often are much more useful
than are sites of equal area suitable for mining or agri-
culture. For example, several years ago a single lot on
Mission Street in San Francisco sold for more than the

" assessed valuation of the entire northern agricultural
county of ‘California.

Sites that are most suitable for business and residential
purposes are those of greatest usefulness, and therefore
are those in greatest demand. Such sites are in limited
supply; and, in the sense that the location of each site
is unique, a particular site is in absolutely limited sup-
ply. The actual selling price of anything that is in
absolutely limited supply is determined sclely by the

“The Strange Leveling Off in Land,” by Hubest Kay, Fortune,
October 1963,

1“Processing” is used there as the name for all applications
of human effort involved in making, transporting, distributing,
and selling things.

sVatei of Teal estate tanation In the Uliied ™™

demand for it e, L'; tbe gre
five user i willing to pay for it

Thus if changing conditions increase 1he usefulness
of a site, the demand for 11, and thersfore its price, will
increase. One such elange is an increase in the popu-
lation of a community, veltich nvolves increased demand:
for things provessed, services, and living space, More
effective or estensive muenicipal services of transporta-
tion, crime and fire protection, sanitation, educazlion,
and recreation zlso increase the usefulness of sites fa &
community.

wilies for pro-

Such chanpes create gyeaier opporh
cessing activities, Would-be processors and those who
offer services who seek the greater retarn that th o
portunitics afford compets for the use of those sites that
are most suitable for the activity they contemplate.
Owners of such sites find that they can obtain higher
prices Tor thelr use or sale.  H a site owner helieves that
he can chain an ever higher price at seme fwiure tme,
he may choose to withhold his site from use by refusing
to sell or lease at a price that permits profitable process-
ing activity or the offering of services. When such with-
holding occurs, those who wish to engage in processing
activities or in offering services are forced to do so on
less useful sites. The result is that ihe aggregsie of
things processed or the availability of various services
is less than it would be otherwise.

This. then, is the explanation of how the price of land
can “jese contact with the market” and create an artificial
scarcity. The problem is not a scarcity of land, but
reduced availability of land that can be profitabiy used
for processing activities or for services.

The detrimental economic effects of the situation are
manifold. Processing activities and opportunities to offer
services are restricted to an extent that is unknown but
is believed to be considerable. The costs of process
ing things, and therefore their prices, are greater than
they otherwise would be. In the hope of speculative
gain, some owners of land on the outskirts of growing
urban arcas hold it off the market by asking unrealis
tically high prices that prohibit its profitable develop-
ment for residential and other uses. Developers have
no choice other than to build on less costly land far-
ther out. The result is leapfrog development called
“urban sprawl.” which involves increased cosis of trans-
portation and of extended utility services. The cost of
a residential site, which right after World War IL aver-
aged about one-tenth of rhe total cost of a home, now
averages more than one-fifth of a larger total. Inas
much as the average rate of increase of wages and sal-
aries has been less than that of land prices, individuals
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institubions concerned with the
allocation by the market 1o the
.%ﬁidsm«%‘i of our sysicg of real es-
tate taxation xkl‘mé%!w a solution to the preblem.  This
svslem wWas zwlwd in an era when land was abundaniy
available and most Americans were farmers. The great
land problem then was to encourage its settlement, and
e tax laws were desizned to provide incentive
to land ownership.  Today, pgpm;dngg u i‘huniqhnn
t increase in urban land i

a diffevens problem.  Our !cai eetate tax  svetems
which sites are commonly assessed at a fraction of their
market price and in which the assessed values of sites
and hoildings are daxed at the same rate, -aggravaies
this problem.

Penple tend to accept W1thuui question and to perpet-
uate social institutions and custems of long standing.
Yet conditions continually change, and coniinuous adapta-
tion of social instiiutions is necessary to cope effectively
with new problems that arise.  One such problem is the
widespread deterioraiion of buildings in urban areas
throughowt the Nation. The taxation of all structures
iizst:mzmge'-s owners from improving or replacing them,
heczuse in dolng so they would incur increased assesse
ments and higher taxes. Moreover, the present fax
temn offers owners an inducement to permil structures to
deteriorate further by granting successive reductions of
assessrents that result in lower laxes. This problem is
discussed in greafer detail in an article in another In-
stilube ;‘m‘biié’uiim:@ The sitvation ohviously i an un-
fortumate example of lailure 1o adapi social insiitutions
¢ changing u;mh{mr&

Increased taxation of buildings results in increased costs
of shelter and of processing aciivity or services requiring
their nse. When 2 tax en huildings is imcreased, the
return ks investment in their constraction 1s reduced, and
the investment of some funds is diverted to other uses.
The supply of buildings coming on the market is checked
uniil the price of their use increases to the level ai which
the normal return to investment in building construe-
tion is restored. By this process, the inereased cost of
biildings is shifted to and borne by the users. On the
other hand, arn increase in the taxation of site values has
quite difierent effects. Such a change tends to inerease
the supply of sites made available for use, and thereby
te reduce their price, becaunse it increases the cost of hold-
ing sites off the market in anticipation of a future gain.
Moreover, increasing the tax on site values retains for
community use a greater portion of the addition te_the
results of processing and servicing made possible by the
community.{]

The anthor of the article cited at the beginning of this
discussion observes: “In the public interest, the U.S. has
legislated exhaustively against monapolies, trusts, and
other trade-resiraining combinations designed to produce
aviificially high prices by withholding supply. Bul with
respect to trade in the most essential of all commodities—-
land—our laws not only permit but actually encourage
such moncpolistic interference with a free market.

Action by the Pederal Government is neither advocated

§“How to Make Slums,” Ecoromic News, April-May 1963. Copies
will e provided on request.

{Of course, such a tax change also redwces the portion of this
addition received by site owners, but that addition is not the re-
sult of their efforts.

e
'

rg*&! eupst

fltsm (\r:pr\ﬁ,rn

TLG BEORERATY. Heal estate taxation is almost exelusivel Wy
the provinee of local governments, althoush the extent to
hich m_a may modily such taxation may be Lmited by
atiet. H

“& hen members of local governments and the citizvens
they serve become awsre of the asdvantages that will
acerue o thely communities by shifiing real estate tax-
ation from the value of improvements to site valnes, such
shifis can he expected to sccur with increasing frequen-
cy. The community that makes this shift will pro-
vide a more favarable condition for processing and serv-
1ee achivifies,

Lonsequently, the competitive position of
industry focated in that community will be lmproved,
and the more ofhcient firms and individuals will be st
tracted there.  Such a commanity will be a better place
in which to work and live, and it can be expec

“and prosper.

PENNSYLVANIA'S LEGISLATURE POINTS THE WAY
i IMPORTANT RECENT LEGISLATION

The General Assembly of Pennsylvania has taken a long
step, unprecedented in vhe United States, toward the estab-
lishment of a lazod value tazation policy in the third class
cities of thar state. In 1951, by an act passed unznimously in
the Senate and with only asingle dissenting vote in the House,
third class cities had been given the oprion of taving lapd
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at a higher rate than buildings. Now a 1959 act, slso passed
unamimously in the Senate, removes the limitation on the rare
at which land may be taxed, so that any of the forty-eight
third class cities of the state can raise as much revenue
from taxing land values ouly, as they could previously raise
by taxing both land znd buildings. The 1959 act permits tax
rates indefinitely higher to be levied on land, provided thac
"the respective rates on lands and buildings are zo fixed as
not to constitute a greater levy in the aggregare™ than the
real estate levy now authorized for third class cities.

third class city in Peansylvania can, therefore,
if its Counci!l so desires, subsiantially reduce its
taxation of buildings and make wp for this reduction by
increasing the tax rate on land values. Or it cen com-
pletely abolish its toxation of buiidings. And it can do
this either ar once or by successive steps over a number
of years.

The evidence presented in the preceding sections
indicates that cities which take full advantage of this
recent: Pennsylvania legislation are .likely to enjoy
much greater commercial and industrial development
and to suffer far less from obsolescence, deterioration,
slums and blight than cities which do mot, — or than

citles in other states, which cannot.

Scientific economic analysis reveals that RENT-of-land
and REWARDS-of-human-effort (Wages and Interest-wages) are
the only sources of public revenue, This means we can {and
must) eliminate many of the massive variety of taxes now
1mposed ©h us.

Analysis also shows that human beings are best served by
using RENT-of-land, not REWARDS-of-human-effon, to support
government,
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