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Roughﬁm., "Ground rent and the allocation of

land among firms."
I. Introduction

This paper deals with ground rent, not contract rent. There
are several reasons forﬁﬁiggi%gﬁigﬁgﬁé ground rent and treatin/wﬂrdﬂ
it separately. It is ground rent, not contract rent, that
@ the zllocation of land among flrm-.7f‘; et delt iy, e b

allocalion of Lond helimeon (M»u-t wisy, t—hat 's o ,f—A»rou«C?/»mm r-h—qtﬂ-a‘
gggfgéaﬁnrﬁﬁﬁég It is ground rent ich enduresi aszvextends in

7iim
anticipation into the remote future, and is capitalized into land 4k“:z£z;"
values so high relative to current income as to pose the financing sep i
problem which is the main root of tenancy. It is ground rent, and
values derived from it, which gerufs/tgzfuiddzYafd/dg¥¢)g/ must
provide the main rationale for public projects that open up new lands,/

and so guide the allocation of developmental FAYi¥AX/{ resources.

I1i. Some problems in deflnlng“grounguren

In basic conception, ground rent is a straightforward and
uncomplicated idea: it is the net product of the ground, that is
the gross product less the costs of making the ground productive.
It was a concept that commended itself to our simple classic fore-
bears and might lay some claim to having been the foundation of
classical economics.

Yet as we all have learned to our sorrow, in its application
the concept poses several perplexities which have even led some
economists to throw up their hands and hbhandon it, at least as a pAmva;”!
woplsine A4Af tool_ fer practicsl—use. Likewise some economists have
given up the idea of imputing products to labor, or other specific

inputs.  Yet if we cannot impute returns to specific inputs we
have lost a good deal of the value of economic analysis -- for is ) tﬁ4§>
not much of our thinking and policy recocmmendation premised onﬂgé%gﬂzgégﬁgr-
“resamerpept- outputs to‘{wf( inputs? So I believe it is

worth making the effort to clarify the concept and keep it in

working order.



A, Ground rent as an income
Ground rent is an income, received in return for a flow

of services from a resource that is not depleted by use. It does
not include paymentg in return for depletion of virgin fertility, as
this is not an income but a transfer payment. Of course grouni rent
is also net of depreciation and turnover of artificial fertility,
and of all other inventories and improvements.

The income imputable to virgin fertility (as distinct from
payments for depletion of it) constitutes a distinct sub-category

of natural resource income which may require separate treatment.

(To be expanded)befors April12)

B. Ground rent vs. the income of improvements
Heveral economists have gxprdsgdd registered difficulties
in distinguishing ground rent from income imputable to improvements.
I believe it is possible to resolve most of these problems ¥g
and will suggest what seem to me workable solutions to several
which come up frequently, proceeding in increasing order of sophistication.
1. Improvements physically mixed with soil
It/tgzfedefidgd The economic classification of an
improvement is not dependent on its being ¥I{gLPXEA/#X aboveground.
Underground tiles are economically gquite comparable to fences or
barns: they cost monéy; they increase output??gﬁdr%ﬁgir %%%gig%ance,
Eﬁfgibility is helpful in appraising, but certainly not otherwise
relevant to economic analysis.

The same is true of FUEHIFAY soil amendments, except that these

are more analogous to inventories of raw materials yhich remain

about constant in quantity while the individual components turn over.

2. "Permanent! improfements
Some improvements depreciate so slowly that for
practical purposes they may be regarded as permanent. Examples
are filling in shallow underwater sites for urban use; or cutting
a natural dike to drain a swamp. But the fact that the improvement
and the site are now inseparable for all time does not prevent the

economist from distinguishing the natural from the human contribution.



The human contribution can be no more than the cost of the operation,

and later the cost of duplicating it. It can be less, if the costs

exceeded the benefits, and/or @f they exceeded available alternative

costs,” i ’?hf:‘ I/‘lea:t*?:f 4 tﬁ% mma “;r:fue m g\s‘L ;ﬁﬁ"; ;ﬁem“gw;w
1 )

and would in fact be its market value if it were still unimproved. ﬁZﬁ?

Confusion may arise because the unimproved site would yield no income,

which leads the unwary to conclude it has no value. HMan's propensity[k

to understate his debt to Nature, and overestimate his own gWfYY

contribution, #£€ But the point is often clarified when he seeks to

buy a raw"unproductivé'site and learns the price. == 2%51"*””%”P7*&“?r*
: E ) :
5. Influence of offsite improvements and activity
2 Pl

Physically, the thing we call the "ground" is distinguished
from other things in that it is Nature's contribution as opposed to
man's. Economically, however, man contributes to itsf;alue. External
economies spill over from improvements and activities on neighboring
sitesf #Ad f/AAA , both private and public. The clearest Yelafigng¥iy
Z# contribution is from developmental public works. Markets, affected
by worldwide forces of supply and demand, also affect value.

So long as we can distinguish the contributiom of the individual
site-holder from those of society it is possible to distinguish the
value and income of the ground from those of the individual. Only
where the line between the individual and society becomes blurred, as
sometimes it does, isxgtaﬁp ambiguity in the concept. An example would
be when a PdBYi private utility, protected with a public franchise,
develops a utility network to improve its own lands. In such instances
it is necessary to fall back on ad hoc analysis of the terms of
each situation in order to make meangingful distinctions. 7*'&%0”“4‘44ﬁwﬁ;ﬂ9
differ from natural ones in certainty of permanence. Roads may
deteriorate, for example, and with them the land values to which
they contribute. However this deterioration is by no means as
certain as that of improvements on private land, for in general there
is a presumption that theﬂgéﬁg%z?gggﬁgf FiY# dedicated to the public

will be continuously maintained by the public.
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#z/Efhe/chnleinhei gy
4, Distinguishing ground rent from the income of old improvements
The unimproved value of land, as the Australians call
it, is the value ‘& would have without the present improvements.
Of course this does not mean a value based on use without any im-
provements, Unimproved value is rather what one would bid in anti-
cipation of Ugi{A# improving the land anew; and ground rent is the
anticipated annual?ggcome on which such a bid would be based. }f"3 (0“”)
We are accustomed to thinking of ground rent as determined re-
sidlually, although economists now recognize this as simply a con-
vention, In imputation between land and old improvements it is a ’
poor convention, The old improvements usually have no mstsgég§4%%¢9¢ﬂzﬂ{é,/
salvage value, that is to say no opportunity cost. But the land
does. Its opportunity cost is its marginal productivity in its
highest future use. It is necessary for o0ld uses to impute that

i
f._ﬂi‘\m.-‘”{f’"ff.g_f
amount to the land to Justlfyﬂ' _ . —

It is the old improvements therefore which must be valued
residually. Their historical cost is irrelevant; likewise any
depreciation schedule based on it. Their only value is the ex-
cess of the joint yield of land and improvements over the opportunity
cost of XZAd the bare land. When this excess falls to zero the
improvements are worthless.Zndzfbgzfide/Edn/vréngudr/bie/arfeifédl
Their historical cost may never have [been recovered, but that is Ayﬁfﬁihifﬁ,
a—papb—niptedvew- In/ofdde/tgziudliff The full opportunity cost

must be imputed to land, as to XX every resource, to justify

i

tr ts highest alt e . : i
keepzﬁﬁ 3 rom its ﬁ?,?s alternative use ;; Wie, CO%M)
——None o is is fo imply that land should never be valued

residually. In determining the future value, for example, this
may often be the most practical means. In general, that resource
should be valued residually whose opportunity cost is most dif-
ficult to define. In respect to land and old improvements, it is
land whose opportunity cost is easiew®¥ to define.

The problem of putting a value on land in the infinite series
of future uses -- what foresters call "soil expectation value" ---
poses many interesting problems of its own, in mathematics and
the treatment of divergent expectations. I will not get into
any detail on this, other than to note that there is a good deal

of it, soms of which I have tried my hand at alsewhere. If anyone
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£AFd4 should care to allege that more needs to be done I would
have to agree. But I do believe this is the most promiging

approach to the question.

€., M Insulation of markets and the meaning of "opportunity cost."

The "oppertunity cost" of land may be at different

levels depending on what problem one is analyzing. ZBAHEL{d£# Ehere

are barriers keeping land from what otherwise would be its highest

use. If we accept those barriers as "given" in a particular analysis,

then thef%%ggggﬁhity cost is prepdsdly the gl highest use possible

within ggggyﬁbnstrainhg If we wish to evaluate a proposal to breach.ldﬁuaof

the barriers, thenﬂégé higher opportunity cost becomes relevant.

Be, for excermple,
Such a barrlerhﬁggiéab- a poorly conceived zoning pattern.

An analogous one, to whlchﬂi-w&iit sgart;agethlgsgggggtégeggxgzgglfﬁ ““Lf““L

%;ggiﬁliarhets which often prevenfs tﬁﬁ %}ghest opportunity cost,
viewed as an annual ground rent, tlbdﬁ.i& é&pr9551on in a commensurately
high bid for the land title.

The highest ground rent, after all undesirable market barriers
have been breached, is a concept which may be called the "latent”
ground rent. Ideally this rent would be charged against all land
uses s0 as to eliminate all YMgg¢ marginal extensions of landholding,
YLK in space ZAA as well as time, whose marginal product does not
cover 3 the coul.

Generally, Z# a goal of social policy should be to ZHAXEL/L/i¥
see that all land uses meet this tesf’at the margins, both spatial
and temporal. But in evaluating the management plans of individuals,
within those constraints that must be accepted, land use is rather to
be judged on the basis of those opportunity costs that make themselves
felt to the individual.

[) B Annuallzlng irregular time-distributions of rent

(.a‘,_'
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Ffd? m. Marginal vs. average,rent

If we begin with fixed complements of labor and
depreciable capital (i.e. other than land), and increase the land
input, the average and marginal products of land rise and then fall
in a pattem with which we are all familiar, the marginal curve inter-
secting the average curve at Ifg/W# the latter's maximum. We can
apply{this analytical tool to ground rent by letting the complements
increase along with the land, choosing that application of the com-
plements which would be optimal for each acreage considered. JFHgA
¥e/agnld/biegzAz¢ufy¥g Subtracting the average complementary costs
from the average gross product #Zt/efelzicredfd leaves us with
the average net product of the land, or ground rent. The curve will
rise to a maximum and fall, just as does the simple average product
curve, only of course with a @uch less steep gradient. The point

is illustrated in Figures ¥ 1# and 1B, below.
\ o}

e = : Average gross product,Q#ﬁiFD '
Average complementary costs,(145—¢

%‘(}.iﬁr

- ) cC
y Average net product (AGr Ié“" A4 )
g /’J 28 o W\iarglnal net product

Land (garme deale an iy LA)

Having the average net product curve, a marginal net product

curve may be constructed to it, related just as in the simple case.
concliaeleed
This is the dash curve of Figure 1B. /r cen ate b el et

mes%nmbmm marginal and
average rent would be equal. Fufzin/praftiedz/pdeiidalarzfaymgzied
ﬂsﬁalkizBalnﬁz#z/aﬁaie/wﬁa%zﬁaﬁtﬂzﬁa/aﬁkimdz‘ABﬁ%Ezéggsﬁﬁse long run
equilibrium lBAE&mF%¥—$&&t remote will-o-the-wisp that economic
forces pursue but seldom attain. In particular, in times when the
hanged ragidly,/as over the last
twenty years, *5*!*!§:- of rural spatial re-
lations i# bas—be—be—undergene, the number of farms of optimal size

is few. Divergence of average and marginal rent is the rule.
Adddf this, even i /LW!JGQ% Py 77 S M(.JW W
‘EiﬁgxtruwﬁM; Ehie morvage B Awanive by paling fise thaw t+he Az a Counm)

optimal scale of farming has c



In A%Ei%ﬁﬁi%ﬁg the allocation of land among firms, it is the
marginal rent that is relevant. When the optimal acreage has risen
materially, as recently, so that many farms find themselves below
that opiimal size, the social opportunity cost of land in other holdings
is to be reckoned at the marginal rent, which is higher than the
average. It is possible for expanding farmers to pay more for marginal
acres, either as rent or purchase price, than they could pay for the
average acre of their farms. It will pay many less aggressive farmers
to partibdion their holdings among their expansive neighbors at such
high prices. This is part of the pulling and hauling involved in
thefgﬁgggition from one é¥%¥331 acreage toj,a Hzgh
But woe be unto that individual, or that g&£{£¥F{ people, who mistake
these high prices for those which the market can permementty sustain!

In the last twenty years our profession has Fegerzdd/minyfzgf/
ifg directed itg/cruelest barbs against the farmer who reﬁained too

altho MMO{MW mr‘; he tratiinabiped ar an ﬁmmd{rﬁ.mhm«.ﬂva/&a‘.{
and—with—meme—eause.( By contrast

small, we have been wo5F o4 o —

gentle indeed with éﬁgke who Wexe foo large. From—reading—thedJFE ! e

o st. It is alse

possible, however, to operate too many acres with toeo little management,
labor, AndzdqdigmgA¥ buildings and equipment, and move to the right of
the optimal point of maximum average rent.

In this event the marginal net product or marginal rent of land is
less than its average value. This means that such farms can dispense
with land at small marginal reductions of output. Experience with
acreage control proprams, where many farmers with little difficulty
maintained output after large acreage reductions, suggests that
this situation is not so uncommon.

Tenancy is an institution whereby those who hold title to more
land than they can impute much marginal rent to lend it to others
with go/2itf2€zYadd title to too little land to round out an optimal
unit. The economic pressure leading to tenancy is the difference
between the marginal rents, not the average ones, imputed by those
with too much and too little land. The average rents, in fact, might
be the same.fd&uw'dgggi even be higher on the larger ?ﬁ%g%nglthough
this is unlikely, and it still be economical to lease land to & smaller

orne.
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I{ 4. Rent and the opportunlty cost of labor
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III. Differential capitalization and the allocation of land

among owner-operators

This group requires no demonstration that land ideally should
move to the firm prepared to impute it the highest marginal rent,
or net revenue product. That is the clear implication of all basic
economic analysis, subject only to special reservations and quibbles
that do not challenge the underlying principleé of economizing.

Our institutions raise many specific barriers to this goal,
items too numerous to detain us here. But one gisbifepmiE barrier
is so universal, so transcendent of specific ages and cultures, as
to warrant our attention as a general problem of economic theory.
That is the barrier between borrowers and lenders in the markets
for money and credit.

Let us suppose, to make the point, that leasing land has been
outlawed: operators must be owners, and owners operators. In this
world of owmer-operators land would move to the tenure of the highest
bidder. But this bidder would not necessarily be he who would impute
the land the maximum marginal rent. Capitalization rates are of co-
equal jiuatieidd weight in determining bids, and these rates vary
among individuals.

Individuals differ widely in the relation of the assets they
command to their capacity to manage them productively, so the¥# is
no tendency for marginal productivities of assets to be equal as
among individuals. It is widely assumed in our profession that
money and credit markets meliorate this condition, but at best
our financial institutions leave a wide gap between the high interest
rates they ask and the low ones they pay: necessarily so if they are
to supportfthemselves, and often a good deal moreso because they
are sheltered from competition.

But that is the best view of it. There is room for debate whether
financial institutions on balance tend #@ at all in the direction
of equating the financial strength of individuals, inasmuch as the

overriding criterion of lending is collateral security. To a Tigss
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high degree, therefore, financial institutions are media via
which #jif money runs uphill, that is from deposito:rs of moderate
means, who need the liguidity that financial institutions can
provide them, to borrowers with abundant collateral security.
Thus financial power tends to cluster about established nuclei,
rather than spread itself about equimarginally.

Land economists are familiar with this Fesé¥s phenomenon, and
with the various rationalizations of it. Manyfﬁ&fﬁﬁ%ﬁtgre more
sympathetic with those rationalizations than I, and if this paper
J#ere to be twice as long, the additional half would deal with these
issues. For pFhelldpbiyn’ brevity's sake I am declaring them beyond
the scope of this paper, hoping that Section V,{Efilepsiaferardsdd
which discusses how we may short-circuit the money markets, will
obviate the larger part of such a discussion anyway.

"Financial strength" is a concept of several dimensions. For
expository brevity we may sum them up in i, the interest rate in-
ternal to the firm, and this paper will follow that practise hence-
forth. A low-i firm can bid land away from a high-i firm if the
marginal rent of the land is the same to both. This in itself is
not a serious diseconomy, but the low-i firm can now expand, and
the other must contract, until a final equilibrium in which the
marginal rent is materially lower to the low-i firm than to the
other. At this point the marginal rents of the two firms will
bear the same proportion as their interest rates. This is the problem
of differential capitalization.

The problem is exacerbated when there prevails a general expecta-

tion that rents will rise in the future. Suppose, for a simple example,

that rents are expected to rise ¥ in a geometric progression of
K;%%i>er year. The capitalization formula becomes

ey

V:-—I-:—a- (L)

“BHgdd#)¥ Subiracting 4 from i in the denominator adds leverage to
i. In the simple capitalization formula it is co-equally important

with a ; but here it is more important.
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Consider a numerical example. If the internal interest rates,
i, of two firms are 8% and 4%, and constant future rents are ex-
pected, the two firms will adjust their marginal landholdings until
the marginal rents bear the ratio of 8% to 4%, or two to one. But
if they expect future rents to rise at 2% yearly the/ratio becomes

'gﬁ : '8; = 'gg or three to one.
% r T

-
Let us put it in terms of marginal cost. Assuming for the Cﬂtﬁiﬁ?

no taxes, the marginal cost of holding title to land for one year

equals ¥E. Vxi, where V is land value and i is the firm's internal
interest rate. Thus the margihal cost of holding title for one year
varies directly with a firm's i, As the firm equates marginal cost
with marginal net revenue product (marginal rent), the margins of
return to which different firms extend their landhsldings vary
directly with i , the symbol whibh epitomizes their financial strength.

Now within this framework again let there prevail a general ex-
pectation that rents will rise in the future. The increased leverage
of i may be demonstrated almost as simply as in our first example,
and much more generally.

The rising expectatlons man1¥ % Egeggg ggsgﬁtt%gdways immediately.
One is a higher present land value, V ; the other is an annual increment
to land value, dV, as the higher expectations of things to come move
each year closer to the present. The higher land price, V , raises
the marginal annual cost of holding title in proportion to the internal
interest rate, i; while the annual price increment, dV , may be re-
garded as a deduction from marginal cost (or an addition to marginal
revenue, as one prefers).

Thus the anticipation of rising future rents has two Zéwgl¥ effects
which are mutually offsetting. The anticipated price increment prompts
all firms to expand their landholdings, while the higher land price
dlready realized constrains them all to contract. But the joint
forces will nonetheless have an important net effect because their

impact is uneven as among different firms. Annual price increments
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affect all firms similarly} But the impact of higher land prices
is proportional to the internal interest rates, i, of different

firms.

The leverage of i is now increased in two ways. First, the base

on which interest is reckoned has risen. Second, the annual increment
to land value, dV, a constant as among different firms, is to be
subtracted from the interest cost, thus magnifying the relative
effects of given differences in interest cost.

In symbolic form, the eguation of marginal cost and marginal
revenue in the land market requires basically that marginal rent (MR)

equal interest cost, Vi.
MRS = (2)

But with rising rents expected we must change (2) by subtracting

the annual price increment, dV, from interest cost. i

MR = Vi - av (3)
~EREE
This may be called the "dynamic eguilibrium condition" of the
market for land titles.

The leverage of i is brought out most nakedly when we divide

through by V:

MR _ ; _ 4V
AN v (3a)

The rightmost expression, dV/V, is the annual rise of land value
expressed as a percentage. If the figure is say 2%, the constraining
force of a 3% interest rate, i, is cut down to 1%. The force of a
6% interest rate is cut down relatively less, to 4%. The ratio of

the two constraints is cut from .06/.03, or two to one, down to

1. Under our present assumptions, that is. In practise expectations
of increments vary with indididuals, posing an additional problem not
treated here. It is also probable that credit-weak individuals cannot
put much value on increments until shortly before the date of actual
cash realization.
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.04/.01, or four to one.

The net result of rising expectations then is an increased
leverage for interest differentials, tending towards greater dis-
parities of marginal rentsgaﬁfigﬁ—;; and high-i landholdings.
Holding land completely idle under new reclamation projects, or
in suburban areas, is the extreme manifestation of this. Where
price increments are rapid, they alone may be enough to offset
the costs of holding title and justify (to the individual at least)
hélding land whose marginal revenue product is zero.

Is it not plausible that the same force, in milder form, has
been working in the farm real estate market in the last twenty years?
A recent study alleges that increments to farm land values have
constituted half the net income of agriculture in recent years, but
regardless of the exact figure these increments have clearly besn
a major force to reckon with.

Our profession has neglected to make this reckoning, with the
result that our analysis of trends in land tenure gives undue, at
times it seems exclusive emphasis to technolegical factors. For
example, recent analysis of trends in farm size has-### focussed
on the rise of mean acreage per farm,fgﬁaxtechnological forces
receiving almost all the responsibility. Meantime we have shut ocur
eyes to an equally striking acreage trend, that is the increasing
dispersion of farm sizes around the mean, or the drift toward
extreme contrasts between large and small farms. This is easiest
measured in the Lorenz Concentration Ratio, an expression of the
bend in a Lorenz curve. The Lorenz Concentration Ratio for the
distribution of farm land among holdings of different sizes has
been rising rapidly.

This aspect of recent trends would seem to defy and deny the
technological imperative that is usually javoked to exorcise demons

of doubt over the welfare implications of farm consolidations.

For technological facters
alone would tend to force farms toward mean optimal sizes. In-
stead they are becoming ever more disparate in size. This trend

is more consistent with a thesis based on increased relative im-
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portance of the problem of financing title to land that is expensive
today and expected to be moreso tomorrow. This is not a thesis that
can be demonstrated with experimental data borrow:=d from the
Department of Agricultural Engineering. It is a job for fresh
research by land economists, and one which we have neglected overlong.
But for the present paper we are primarily concernsd with the
conclusion that the allocation of land among owner-operators is
powerfully influenced by capitalization rates which vary among in-
dividuals; and that these individual differences take on magnified
importance in a rising market. These conclusions give us some
insight into the economic forces leading towards tenancy, which we

take up next.

s

v
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IV. The function of tenancy

A. Short-circuiting the money markets
Tenancy is a means for transferring management control

of land from those with surplus to those with shortage of both land
and the financial strength to bygy more. It accommodates the weakly
financed who prefer to buy durable inputs as they do others, one year
at a time, and avoid the financial burden of investing in a costly
present claim on remote future values. It substitutes the borrowing
of land for the borrowing of money.

fenanecy is thereby a means to meliorate the problem that would
obtain in a world of owner-operators, the problem of widely/divergent
marginal rents of land on large and small holdings: high rents on
undersized, overstaffed holdings; and low ones on oversized, relatively
undermanned holdings.

The function of tenancy, as often expressed, is to let landlords
help tenants by bearing for them the financial burden of holding
title. This interpretation strikes a change of nuance that is
misleading. It seems to presume that the high price of land is an
ineluctable burden imposed by Nature, a "given" with which man has
no choice but to cope as best he can.

From the small individual viewpoint, it is true, the market level
of land prices is fixed externally. But to transpose this viewpoint
to a social analysis constitutes sl a splendid example of the
fallacy of composition. Landlords collectively do not supply land.
Nature and public works largely monopolize that function. Landlords
collectively rather bid up the prices of titles to this land, above
the reach of tenants. Thus they collectively create the need that

as individuals they fulfill.

edmsehs Individual usefulness coupled with collective dispensability

is the eternal ambivalence, irony and tragedy of the landlord class.

We are 111 equipped to understand and cope with worldwide ®and reform
\l\‘i—.ﬂ-"s

movements Wm the resistance to them, without an ap-

f%. both sides of this antinomy. To at-

_preciation of

tribute tenancy solely to the financial weakness of tenants is
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to hold, at least implicitly, an unforgiveably naive concept of

the origin and determination of land values. Tenancy springs as

much from the financial strength of landlerds as from the weakness ;

of tenants. It is the contrast of the two, not the absolute 1evel§£f€f*&“1
which is essential. Any policy recommendation is doomed to frustration

that ignores this basic relationship.

B. Land vs. other durable inputs

Why is leasing so much more common with land than with, for
example, tractors? Because land is muech more durable, so that igs
price-earnings ratio is much higher than for tractors --- say 20
as compared to three or so. But there is a difference of kind as
well as degree, because tractors wear out while the ground is re-
latively permanent, and often even better than that, appreciating.
So tractor prices must be reckoned low enough, nermally, that im-
putable earnings will return both a yield and the intial outlay
within the machine's brief life span. But land is priced so as never
to return the initial outlay, #w$ only a yield on it. Amortization
of purchase must come from other funds.

For these and related reasons the ﬁ#ﬁiﬂ#ﬁ%&fgﬁgggn of holding
title to land is much heavier than thefgﬁg gﬁtof financing less
durable inputs. The financial cost of keeping a tractor is largely
depreciation. In its later years especially, interest is neglipgible,
The financial cost of holding land is almost all interest. Therefore
the interest-elasticity of demand for land is much higher than for
less durable investments. The spectrum of interest rates operates
selectively. Low-i firms are pushed into land investments; high-i

firms out of them. The contrast creates the need for tenancy of

C. The inadequacy of tenancy
While tenancy meliorates the differential capitalization
problem by short-circuiting the money markets, it is at best a
partial solution to the economizing problem thus posed. Ais

landholdings grow larger than one man can handle, recourse to leasing
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somewhat defers the advent of diminishing marginal returns to
ﬂand, by virtue of decentralizing management. But the overé;essed
landlord cannot thus unburden himself of all participation in
management, not if he wishes to secure much income from his land,
and maintain its g physical condition. In fact, recourse to
tenancy creates new management problems that do ﬁbt exist before;
the tenant-landlord relationships, and often the still more complex
tenant-agent-landlord relationships. So while a landlord may

-put off the penalty of diminishing returns to scale of management,
he cannot do so indefinitely. 3

If landlords generally were energetic about administering all
their assets, and put little value on their own time and talent,
they could collect rent from and oversee quite a few tenmants without
suffering seriously diminishingimarginal returns. No doubt there
are those who do. But in general, landlords have many demands on
their time, including the proper enjoyment of their rental incoﬁes.
The very reason for becoming and remaining a landlord is to secure
a faarly certain income from surplus investable funds without having
to make a career of administering them. Exhortation to landlords to
dedicate more careful attention to rental contracts, therefore, is
largely shouting into the wind. Administrative energy and talent
are scarce and costly resources, not to be allocated to the details
of landlord-tenant relations without recompense.

Tax theory recognizes an "excess burden" from indirect taxes,
which cost taxpayers more than they gain the fise. Rent theory
needs to recognize an analogous excess burden in leasing. The
tenant pays more than the landlord receives, the difference being
imputable as "agent cost," either explicit or implicit. The tenant
also suffers other costs that are not revenues to the landlord, as
his short term lease precludes the long-term production planningjkhat
is essential to optimal improvement and use. These and related Mex-
cess burdens" of tenancy insure that leasing cannot entirely solve
the problem posed by differential capitalization. A landlord cannot
secure from leased land a net return as high as the marginal rent
which his tenant could impute to the land were he, the tenant ,«g§

its owner-operator. And so a gap remains between the marginal rents
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imputed to land on undersized and oversized owner-operations, a

gap roughly commensurate with the excess burdens of tenancy. And
the lands which are consigned to the perils of e operation by
non-owners suffer under all the frustrations of the landlord-tenant

relationship.

V. An alternative to tenancy: the effects of ad valorem real estate

taxes on the allocation of land

It is widely recognized that leasing and lending are
means to help move land assets from the tenure of those with more
than they can manage effectively to the tenure of those with less.
It is not so widely recognized, hence the more impertant to stress,
that there is in our institutional baggage a third means to the
same end. That is the ad valorem land tax component of the general
property tax.

The ad valorem land tax is a fixed annual charge on land, based,
assuming the assessor does his job, on the maximum latent rent, or
opportunity cost, of each site, without regard‘to present use, user,
or owner. It is, in the lawyers' expression, é&'ﬂiﬁ and not gg:ﬁ
personam, which is to say it is based solely on gqualities of the
land and not on qualities of individuals owning or operating it.

title to land, it contrasts sharply to interest, since the latter

Regarding it as a cost of holding

charge varies among individuals and so creates the problems we have
been discussing.

There is a tendency to regard taxes as an additional burden
heaped on top of others, adding to the total cost of holding title
to land. From an individual and short rum viewpoint this is true
enough. But to transpose this attitude to social analysis of the
effect of land taxes, as is oftimes done by those who should know
better, is again an egregious fallacy of composition betraying
either callow innocence or temporary amnesia of the principles of

tax capitalization. As 2d valorem land tax rates rise, land values
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fall. The land tax burden is therefore not piled on top of
the interest burden. Rather it tends to gésplace it as the
prime cost of holding title to land.

The displacement of an interest charge that bears unequally
by a tax charge that is g indifferent to individual credit
ratings is going to have gquite an impact on the allocation of
land among firms. This substitution M makes it costlier for
low-i landlords to hold land, and cheaper for high-i tenants,
and for others with poor credit. It @I reduces the capital
barrier to landownership and displaces it with a more direct test
of marginal productivity, to wit the willingness to pay an explicit
annual charge. Thus it tends to reallocate land from the better

financed to the land-hungry who impute to land a high marginal

rent.
The point is illustrated numerically in Tables 1A and 1B. Table
1A shows the effect on land price, V , of a constant annual ad

valorem land tax of rate t , according to the formula

V = .a (4)

This is the standard textbook concept of tax capitalization.
Table 1A shows the process of capitalization at several different
interest rates. Note that capitalization proceeds faster at
lower interest rates.

Table 1B shows the reallocation of land that occurs as
tax rates rise, Whereas Table 1A assumes an annual marginal
rent ("a" in formula #4) of $1 for all parties, Table 1B
assumes that Messrs. 2%, 4%, and 8% have, for the site in question,
marginal rents of $3, %4, and $5 respectively. With no taxes,
Mr., 2% is easily the highest bidder, but as tax rates rise the
bid shifts to Mr. 4% and finally to Mr. 8%

It follows from this analysis that society may short-circuit

both the money markets and the leasing markets by heavy use of



- ' 2 |
Table LA! Tabte of lond valucs as deGumivid by combinad vintzcact nater
amd tow Adls, with annudl net reut egual B 31,

f"\'s“g;_; s ;._-ﬁ-;
- £ |
z(——;) 02 | 0% | 08
”é)
7 L cendd I/ q,éy,m ' j
L 00 5o 25 [25°7
o 33 70 i Pl
0T 25" 17 (0.
03 20 14 g, of
Lof £ 1257 g =2
05 ¢ P i
O g 2 7,04 Thik
) /5" 5 &5 & 24 Y 35
L~ .20 B2l E g 87
4.0 L N 4 , .0
—— il Rl e

Tokk| 15 : B . Jowd g4 | dlothed kg \cormbintd STomat 1iTG, dae nlaTor. oobd

. | A d
e phvpntabde 1ot . The AEJA bid s elveled ot cadt | Ao Adie,
Z/}) b—> | ,02 | .0f Wi

[f&wftf—% 3 ¥y g
L ekl Vw&ou 1 1&
00 | @ [o0 L2

01 go 56
v 75 {8 5D
03 @ §é be
0% @ §0 47
s ¥z @ 35 |
10 15 | (29 ¢ |

N 7 | @D
‘20 1y 17 @
[ oo 204 | 3&% 7 5




22

ad valorem land taxation, squeezing most of the value from land
titles and substituting tax costs for interest costs. This method
has the advantage over leasing and lending of leading towards a
complete equating of marginal rents among different firms, with
no residual inter-firm barriers such as these that blemish the
moneyt_azi ihe rental markets. 'Mt«/mapr{!!fe : &A’%M.M (WM)
The foregoing analysis applies of course only to so much of
the gemeral property tax as falls on landf and that is assessed
in practise as the law directs, on the latent productivity or
opportunity cost of land. The part that falls on improvements
(which includes that which is nominally levied on land but actually
is increased when land is improved) has less wholesome effects,
since the form and durability of improvements are alterable by the
meﬁ who create and maintain them, and certainly will be altered with
a view to avoiding taxes. The effect of such taxes on the character
and gquantity of improvements makes an interesting study. We are
here concerned, however, solely with the effects on the allocation
of land,
Taxes on improvementsy as a ruley add more to the costs of those
who use land more intensively, and so tend to dull the edge of
the market's allocative incentives. The difference between high
and low marginal rents imputed by more and less intensive users of
land is diminished by these taxes.k'(néauo“yq
Thus ad valorem taxes on real estate improvements add one more to
the barriers obstructing an equimarginal allocation of land among
firms. The overall effect of general property taxes as levied in
most American jurisdictions teoday is therefore mixed. Taxes on the
land component improve allocation; taxes on improvements worsen it.
Whether the net effect is positive or not is not immediately obvious.
There is some reason to believe that the positive effects outweigh

the negative, since the highest development of land is Zegdadisbddleidy
i generally found in regions that

rely heavily on property taxation. Some striking contrasts are to
be made between for example the Anglo-Saxon colonial countries and

the Spanish; between the Midwest and the Southeast of the United

%MMW ,MG% s wowld paake
Ww;gwﬁ WWT;WM:E:VM,V%M V'WM,,J;' , ovad b,
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States; between Denmark and England; and between the Irrigation
Districts and the land and cattle baronies of our western states.
KALYf €14/ These contrasts suggest that property taxation is not

the curse one would gather from the tenor of many references to it.
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