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Factitious L ocational Obsolescence and Misguided Capital
Consumption*

Mason Gaffney, Working Paper

Capital in old buildings may be consumed and destroyed by locational obsolescence, even
when the building remains physically sound. In a dynamic, unpredictable market, a certain
amount of thisisto be expected, and isjustifiable. However, in amajor roller-coaster land cycle,
towards the peak, thereis agreat deal of factitious locational obsolescence. The speculative land
price swallows up the capital in the standing structure.

Consider an existing building, solid, useful, and middle-aged. It is ready to be “milked,” asa
“cash cow.” That means that most of its cash flow from now until tear-down will be regarded as
CCAs (Capital Consumption Allowances), rather than income. CCAs are invested elsewhere, to
conserve the owner’ s capital. When the building isfinaly torn down, the owner (and society)
will have as much capital as ever.

Now suppose the price of the land under the building to rise, in a speculative boom, while the
cash flow of the building remains the same. Let the land price rise so high it is now worth as
much as the land+building were worth before. Now, the owner does not need to conserve any
CCAsto conserve his wealth: the rise of land price has done it for him.

At the same time—viewing the same point from another angle—the cash flow from the
land+building is now imputable to the land alone, to justify the land’ s higher price. The cash
flow is all net income, because land does not depreciate. The owner may spend it al on
consumption; being human, he begins to do so. Lenders descend on him and seduce him into
borrowing on the land to increase his consumption. “Equity withdrawal” is the current term for
it.

From yet athird angle, the building has undergone “locational obsolescence,” and lost its
economic value. Physically, it may look the same; economically, the land has sucked the
reproducible capital out of it.

From afourth and last angle, capital, to survive, must earn cash flow enough not just to cover
interest on the unrecovered value,* but also enough above that to reproduce itself. As Mill said,
“Capital iskept in existence from age to age, not by preservation, but by perpetual reproduction.”
Capital reproducesitself by yielding CCAs. When rising land prices devour capital, and/or rising
ground rents arrogate its CCAs, capita stops reproducing itself. Thisis how rising rent drives
capital out of production. It is not that capital “sulks.” Such a metaphor is misleading: economic
agents cannot afford to sulk. Rather, capital is drained and consumed by the rise of all-devouring
rent.

This ruin occurs without apparent harm to the owners of buildings when, asistherule, they
own the land under them. It is silent and insidious, like avampire in the night. It would only be
contentious and “newsworthy” if the land were owned by a different party than owns the
building, and the lease expired. There are such cases—in trailer parks, and on the Irvine Ranch
leaseholds in Orange County in the early 1980s—when the sapping of capital isvisible and
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contested. As arule, though, it passes unnoticed: no one seems to be suffering, no one rebels or
can plead injury, even as a big share of the nation’s precious capital stock shrivels and dies
without reproducing itself.

After that, there ensues a shortage of loanable and investable funds. That, in turn, slowly
grinds down land prices and rents. This, | believe, makes sense of George’s phrase, that rising
rent cannot permanently force interest “below the point at which capital will be devoted to
production.” It would be clearer had he said at this juncture “below the point at which capital
reproduces itself.” Shortage of capital, and tightness of loans, finally force down land prices.
Labor, meantime, endures a period of acute suffering after job-making investing dwindles down.
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