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The property tax plivsa role in today's
stovernment fimance Linte enough to sur-
prise manyv observers. The tax fukes
more froz taxparers than ever befere
{per wepite, i doflers of canstant hugine:
murer’ — and brings more into ol Zov-
emment treasuries, searlv $25 billion
this fiscal vear: about S140 per capita. or
$700 for a family of five on the averaze
fup from $53 and $1I5 respectively in
196S dollars in 1965 . The outllow of
cxpenditures. however. has risen more
rapidlv! Such will continue to be the
case. In manyv loaalities. property-tax
vields will not grow so rpidly as local
government spending. allowing for
grants-in-aid. ete.. unless effective prop-
ertv-tiax mates kevp rising. But even if
“adequate” mite increases were possible
constitutionally. politically. and cconom-
ically. they are not assured. Nor would
increases be desitable where rates are
already as high as in some locilities.

Every tax has elfects other than those

Property Taxation:
Economic Aspects

By C. Lowall Harriss

ef takinge dollars frae the taxpaver and
siving them to o sovernnent treasury.
Tiw cdrene nonrerenue effects can be
of moere than minor sizoificenae. most
certainly when the tax mutes are at the

hizh levels found in numerous communi-
ties today.

Fur local govemments the property
tux can compare favorably with alterna-
tive revenue sources — within limits. It
shows up badly. however. when used as
intensively as in 2 relative few (but im-
portant} communities today. Poor ad-
ninistrtion plasues the tax more gen-
erally o is necessany. Achievements in
nmerous places have demonstrated that
wkministration cun be improved. And the
structuse of the tux could also be much
imnproved. This paper will noi deal with
one strsctunal prohlem — the taxation of
personal property. Another structural
clement. the relative reliance on land
and buildings, will get attention later.

What the Property Tax Is—And Is Not

The property tax falls on people.
“Things™ do not, in a meaningful sense,
bear tax. The property tax must be
thought of as a device to tax people ac-
cording to their ownership, use, and
other ties to praperty. The tax is almost

exclusively a souree of revenne for local
sovernment. In four states only real
property is taxed. Most states, how-
ever, permit kalities to tax tangible
pensonal property — machinery. inven-
tory, furniture, ete. In fact, however. as

1. Fos dinuasan of feawne fop groats of soendime we O Foagll Hatgow, Handbood af Siate and Loca! Gow
erameni Finance ANew Yori: Tas Foundation, Inc. 1968).
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2 nide only the pesonat property of besi-
nesses and stomobiles are taxed. Ina
few states there is still more than hit-or-
miss taxation of Intangible personal
pruperly — securities and bank balances.

The tax is not a levy on individual net
wealth, The justification for the tax does
not rest upon 2 presumed adjustiment of
bunden to i person’s net worth. The base
of the fax s an estimate of the worth of
each particulur picee of property. chietly
real estate without resied forany debts
against it In zhnost all cases essesvment
znd colletion are local functions. Many
state constitutions. local charters. and
" state statutes soverning local offiirs pre-
seribe maximum tax rates. Their practi-
il eifectiveness differs widely, 7 -

Although property-tax rates when ex-
pressed us a percentage are small. they
apply to capital values and are often
“high.” Comparison of property-tax rates
with income or sales-tax rtes can be
deceiving. A 3 per cent pruperty tax
cequals 33 per cent of the pre-tix income
—and half of that after tax—from 2

property which vields 6 per aent to the
owrzer. An increse of 6.3 per cent woald
reduce the smount remainines after tax
i1 such 2 Gase by about S per cent. The
property tax differs in essentials from
an income tax. Each should be judaed
according to criteria applicable to it, not
to the other.

The tux in most leoalities is inrely o
burden on Jiensine, wut substantial
amounts z re collected from businesses.
When erpressed in the same tems as o
relail sties tax, the property tax equals
34 per cent of pure accupancy cost of
Eousin:g in some localities. Ina otal eco-
nomic sense. the property tax on real
estite ix nut one t.x but two of crucially
different mtures —a levv on land and
oie on improvements. The condemna-
tory comunents which make up most of
what follows apply chicfly to the secoi
aspect. that is. the burden on improve-
ments. The tax on pure kand values, ac-
cording to a long and respected —and
carrect — tradition of cconomic analyvsis
stands as one of the hest possible means
of getting locui revenue.

A Powerful Argument Favoring Property Taxation

Property taxation deserves support for

a reason sometimes slighted by critics:
the tax pavs for benefits going to those
who bear most of the burden. True, we
annot relate the tax paid by any partic-
ular renter or howeowner to the benefits
of locail-government spending which he
receives. For the group. however, the
ase is clearer. The tax which is collected
locally and spent locally goes to henefit
the peaple of the area. Thus, payment of
the cost of government conforms closely
to benefit on an area basis. Inthisrespect
is not the propesty tax result fairer, more
_ equitable, than in the case of state and

2

federal finances genenally? Conclusions
may differ: “spillovers™ can he cited to
require modification of the central point.
Yet the hasic validity stands.

Equity is not the only relevant crite-
-ion. Efficiency in resource allocation is
anuther. The allocation of resou-ces will
tend to conform more closely to public
preferences when both tax and spending
are local than when one is decided 2t a
dirtance from the other The argument
here applies with less complete validity
te very Large cities than to smaller com-
numities. Yet its basic merit extends
broadly indeed over the country.




Who Really Bears the Ultimate Burden
Of the Property Tax? h

To judze a tax wisely. there is need to
know who really bears it: he may be a
person ve:y different from the one who
writes the check. Sometimes when taxes
are saifted—from building owner to
tenant—the process works rather clearly.
Often. however. the process is both ob-
scure anG slow. The summary here must
__be somewhat dogmatic?

A change in tax will fall on the owner
or user. depending upon contract and
market conditions. With the passage of
time. the incidence can ciange. Of the
postion of the tax rate which wili have
been in effect for some vears—that is,
most cf the mte—the burden on struc-
tures is bome by the user.

The tax on Lind values reduces the
‘worth of land. In effect. the ownerat the
time of each jump in tax rate will have
suffered a loss of capital value. Conse-
quently. present users of lind as ther
pay tax are not in fact truly worse off by
the amount they pay. If the tax were
Iewer, they would have paid a higher
price or rental rate.

The search for tax equity rests upon
the best of instincts. Taxation repre-
sents govermnent’s use of coercion. And
all use of compulsion should be just. But
what constitutes faimess in sharing the
costs of government? Would further in-
creiises in property-tax rates be a fair
wvay to finance the rising cost of local
government? “Fairness™ has more than
one aspect. My conunents, once again,
are summary. '

The property tax runs counter to one
coneept of faimess by burdening low-
income “roups more heavily in relation
to income than those with larzer in-
comes. A resressive element exists. And
regressivity is genenlly belicved to be
ineyuitable. confliting with “vetical
ity Men of goedwill cin disagree
in the degree of their condemnation of
rearessivity s such. But all wiil prob-
ablv be distressed to leam how heavy
are the propesty tax burdens on persons
with low and modest incomes. where
property ta rates are as high as in some
cities. In this case. however, the benefits
paid for by the tax have a verv large
“pro-low-incom=" bias. Morcover. the
areat bulk of the revenue comes from
taxpavers in the income range in which
the burden is not so much regressive as
roughly proportional.

Still another source of criticism of
high property taxes lies in “herizental
inequits 7: taxpayers within each income
group do 1 ot receive essentially similar
tax treatment. In every community some
families are required to pay more prop-
erty tax than do others with about the
same income and in genenally the same
circumstincees. But communities have it
within their power to reduce such in-
equaalities substantially.

Properties of the same type ( six-story
apartments, gas stations, or department
stores) are treated differently. Assess-
ments sometimes vary greatly from one
tijpe of property to another. Assessment

2. For a more comaplete analysic see W. J. Shultz and C. Lowell Hareiss, Amierican Public Finazce, $th ed.
(Englewnad CTatfs, N J. 1965, Chapters XVE and XIN. Tite discussion in the present paper omils refetence
tes the effects of deductibility for purposcs of inceme tasation. They medify the siriciures somewhat—in

amount but not direction.
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inequalities are probably sreater than
thie corresponding inequalitics tolerated
in other taxes. Not all axpavers have
equul opportunity to <et a property-tax
assessment recicwed for possible correc-
tion. Although “on paper™ every owner
has the siune access to facilities for ap-
peal_the real-life difficulties vane greatly.
Among the low income groups. thase
who live in private housing will pay
more praperty tax per family than those
whao live in “public” housing.

The property tax runs counter to one
concept of fafmess by burdenines some
tvpes of consumption more than others.
Burdens vary aceording to pattems of
conswnption. For example.  families
which chouse to use above-avenuze por-

-tions of their income for housing pay
more of the cost of local government

These aspects of horizontal inequality
leave no doubt that the property tax
would nut show up as a model of fainess
in the distribution of burden among
families. With the Letter quality of ad-
ministration which is possible. it would
score murkedlv better in most places
than it does today.

Inducement to Smaller Structures:
Sacrifice of Potential Benefit

The property tax on huildings pro-
duces rarely recognized elfeets which
impose hidden burdens on the publie—
what economists call “excess hurden.”
The tax deprives the consumer of more
real benefit than the dollars which are
paid to the government. The source of

this hidden loss can be explained, but

- the amounts ot be measured.

The expense per cubic foot of con-
struction of residential units declines as
the size of the house. apartment. orather
unit increases® In terms of one of the
nutjor things generally desired in hous-
ing—cubic contents--unit cost drops as
roam size increases. One estinte. for

- exaunple. finds that if the cost per cubic

foat of it more or less tepical. goud gual-
itv. single faumily residence of 1000
stitre feet is IO the cost per cubic
foot for the sune tvpe of construction
socs up to 115 if the unit has only 700
sauare feet and drops to 56 if the size
i LGN For sanother type of construe-
tion, with LK sgaare feet size as 100,
tiie cubic foot cost is 23 per cent higher
for a 700 foot unit. and 20 per cent less
for one of 1.400 foot.

The decline in construction expense
per unit of space reflects the fact that
cubic content rises more than prapor-
tionately to Hoor. wall. and ceiling area.
Morcover. much the same plumbing,
wiring. kitchen. heating, ané other fa-
cilities can serve Lirgeras well as smaller
rooms ad buildings through o rnge of
sizes. The genera] public welfare can be
served best by the construction of rooms.
Louses. and buildings of larger. as op-
posed to siadler. size. The property tax.
however, by adding to accupaney costs
creates pressures for buailding smaller
units; in doing so. the tax makes for
poorer resource allocetion,

A stady of family spending shows
that. as one would expeet. the higher the
price of housing, the smaller the quan-

3. Retail sales taves exempt rentals; even after allvsong for aindireat effects. one hinds housng tased lightly
under sales taves, The moome v freats nanef-owcupants favosahl,

4. W. A Morton, Housing Toxation (Madison: Uni. of Wisconsin Press, 1955) develops the point.
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tity of space purchased. Similarly, the
quality. the amenities. enjoved will be
less as their cost goes up. The praperiy
tax by adding to price will reduce the
demand for both quantity and quality.
Each one percentage point of higher
Lousing cost Ivads consumers to settle
for about one percentage point less of
quantity, including amenities.® Avernag-
ing over the vears. it seems. the dollar
- asumounts spent on housing by a funily of
- wtiven income will be about the <ime

whether tax is high or low. To nuke up

for 2 hixher price due to tax, however,

tained will be curtailed

Over time. therefore, the property tax
—through the effects on demand—will
lead to the construction of rooms, apart-
ments. and buildings somewhat smaller
than would be built in he absence of
tax. The smaller units are not so good
and vield less utility per unit of input.
“Excess burden™ results. The public un-
knowingly deprives itself of opportunity
to exploit fully the potential benefits
from “law of the cube.” Thus. the public
bears a hidden burden by saerificing the
henefits of greater economies in con-
struction. per unit of space and quality.

An illustration will be helpful. Assume
that a family would spend $2.000 a vear
on housing. In a market free from hous-
ing taxes, it would get that amount of
pure occupancy. But in fact the tax is
30 per cent. Then the total cost for equal
facilities would be $2.6(0. However. out
of $1 spent. around 73 cents goes for
housing and 27 cents for tax. The family
spends S2400, of which $1.533 is for
space and $467 for tax. The physical
amount (allowing for ¢prlity) of hous-

inez st e seaaller becuse of tax. (\We
iznore the land portion of the tax? Ir
essenee, resorees are freed for use in
providing govemment services. But per

-unit of input—the materials am. fabor

used in producing suck space—~the units

-y

-costing $1.533 per vear bzfore tax will

provide less it cubic contents, less of

“what people wart. than if szed in pro-

ducing housing aaits to cost $2.000 a-
mually. The real ressarees preduce less
of what people want than would he ob-
taimable. What govermment cm dn wizh

~ the resources it gets will scurcely make
the amount and guality of space ob- - :

up for this indirect loss.

" The past will not be done over. The
public must live in housing whose qual-
itv has been adversely influenced by
effects of the tax in the past on types of
construction as described above. The
future. however. is ours to make. Being
forewamed. society can try more ration-
ally to avoid avoidable errors.

Toxation and Housing Quality:

-Maintenance versus Deterioration

Most Americans must live most of
their lives in “pot new”™ housine. Much
will have been built hefore their birth.
Housing will graciually lose its ability to
provide satisfactory shelter unless abor
and materials are devoted to offsetting
the effeets of time and use. The quality
of the residential space actually avail-
able will depend greatly upon the main-
temnee of the stock of housing. Unfor-
tunately. much of it is already poor, not
only bhecanse it was “inferior” when
originally built. but also because it has
heen allowed to deteriorate more than
necessary. Under-maintenancee forms one
wiy by which an owner can reduce his

5. Dick Netzer, Beomomics of the Propeety Tov tWashuneton: The Hreokines Institution, 1966), 63 (L. drawing

on Margarel Rewd, Houning and Income (Chicago: Univ. of Chicago Press, 1962).
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net investment in a building. His actions
affect others.

The maintenance done. or not done.
on even a minority of propertics ¢an
materially affect a kuger neighborhood
—for ill or good. Outlays for mainte-
nance can be combined with spending
for improvement. Over time, the owners
{(and occupents) of housing may do

2 more than merely preserve earlier qual-

itv. Good effects due to betterment will
“spill over™ inito the neighborhood. Any
reasonably complete social system for

_making the best of the huge stack of
" existing structures will assign kev roles

to the prevention of new deterioration
and the aveidance of discouragement of

_ improvement.

High property taxes on buildings
work against us on both counts. The in-
fluence is @ matter of degree. of course,
and in most communities will be little
if any worse than one must expect in one

‘way or another from any tax. It is in

older citics with high rates, however,
that adverse effects can become deplor-
ably large. How? Property taxes influ-
ence maintenance in three ways. Tax
pavments reduce the net return from
property and thus its attractiveness as
an investment. Owners who rent out
some of their properties but do not get
a satisfactory return on investment will
naturally: be sensitive to taxes as a cost.
Any increase in tax will be espeeially
onerous if i« considerable time is re-
quired for full shifting to tepants. The
incentive to make outliys needed for
maintemance will hardly benefit. Any

~force depressing net vield will probably

induce some decline in the supply of
housing by under-maintenance as it re-

duces average quality * The dollars used
to pay tax are not availbable to finance
maintenance. OQwner-occupants, for ex-
ample. cannot use the funds which wo
to the local tressuny to keep the property
in ood condition.

The owner may belicve that mainte-
mance expenditures will lead to higher
assessments. The hizher the tax rate, of
conrse. the greater sre likely to he his
fears and thus. also, his incentive to
avoid actions which may riise his assess-
ment. Purely maintenance outlavs should
not affect assessed vaiues except by in-
fluencing the mte of deterioration over
time. An owner seeking to act in a logi-
al way would not be deterred by real
estate tax in maintaining his property if
such investment offered the best after-
tax return. In fact. however, misconcep-
tions can exert undue influence. With or
without good reason. the owner may
fear that a “repair and maintenance” job
Jawving visible results { or even one re-
ported to the authorities for getting a
bul.ding permit) will result in an ap-
preciable assessment increase.

High property-tax rates on buildings
do seem to deter maintenance even more
than rationality would justify. And the
tvpes of naintenance which owners do
mitke are not those which are wisest
ceonomically, structurally, or acstheti-
cally and saciallv. Owners seem to favor
ferms which are not likely to irigger an
upward reassessment, e.g., “inside” as
against “exterior.”

Many owners of real estate are not
well versed in property management.
Aany suppliers of rental housing own
one or a few properties—a two- or four-
family building acquired as a home and

6. Scc Jamcs Heilbrun, Keal Estate Taxes amd Urban Housing (New York: Columina Univ, Press, 1966).
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i source of rental income. the place
where the familv business is carried on.
inherited property. cte. Their attitudes.
beliefs. information. and financial capa-
cities will. of course. differ in almost
every conceivable way. But we cin be
sure of one thing: the camulative effect
of their decisions about property main-
tenance will have a material effect on

the -quality of urban housing. When a
recent survey asked tenement landlords
about the factors which determined
their outlws for maintenance and im-
provement, the replies indicated that
rising tax rates had hindered mainte-
mance by reducing the income from in-
vestments and by adding to the fear of
upward reassessment.?

Perverse Character of Burden in Relation to Cost of Government

The property tax as it applies to
structures {not the portion falling on
land} distorts resource allocation per-
versely where there is older property,
especially in urban areas. New, well-
constructed. high-quality buildings are
taxed far more heavily per unit of space
than slums and “junk.” Can justification
for such discrimination he found in the
cost differences which the two types of
praperty and their occupancy impose on
local govermment per wmit of space?
Most probably, no—just the conuary.
" The badly mun-down and less heavily
taxed building is more likely to be as-
saciated with the greater costs, if only
for fire and police protection.

The social and economic evils associ-
“ated with slums should not be ignored
in this connection; but the cause-and-
effect relations are complex. Neither
poverty nor public assistance and simi-
Iar welfare outlays are assumed here to
be either a cause or an effect of low-
quality housing in any simple relation-
ship. A valid conclusion, however, will
stand: When high- or low.quality build-
ings are being compared according to
the sort of caleulus recommended by
ceonomists—matching benefits and costs,

private and public—taxes do not help to
harmonize for society as a whole.

The user's payment for the services of
local government goes down, relatively,
as the building gets worse, even though
public expenses attributable to the prop-

certvare unchanged or may evenincrease.

The “junkier” the building, the less the
payment for government irrespective of
expense to the govemnment. In short, the
tax clement of cost of occupancy oper-
ates perversely as regards government
costs and benefits. Occupants who put
the community to relatively heavy ex-
pense pay less in tax, other things being
the same. than the occupants of higher
quality buildings.

The person who wishes to shift from
poorer to better quality housing. or busi-
ness property, cannot do so without also
paying more toward the cost of govern-
ments—S1 of taxes for each $3 to $4 of
pure occupancy expense. Ordinarily,
however, such a shift to better facilities
will not add to services received from,
or the expense to, government.

The property tax on structures creates
an incentive against upgrading of qual-
ity in just those parts of older cities

7. See George Steenlich, The Tenemenmt Londlord (New Brunswick: Rulgers—The State University, 1966).

For analysis of the theory sec Heilhrun, ap. ¢ir.
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where need seems greatest. Such dis-
couraging of private effort to mise qual-
ity serves no useful public purpose. The
tax on pure land clement. in contrast.
<n work to hasten putting land to bet-
ter use by replacing old improvements

with better ones. The two aspects of the
property tax noted above have. in a
highly significant sense, been reversed
from the roles which would be optimal.
Fortunately, reform seems well with our
power.

Obstacles to Urban Renewal

Heavy taxation of new buildings must
stand as a tragically apt example of man-
kind creating needless obstacles for
itself. Cities which urgently need to
replice obsolete, decaved, degrading
buildings nevertheless put powerful tax
impediments in the way of progress.
Nobody planned to set up a tax system
with such influence. No one tried delib-
erately to base local finance on a tax
that would favor holding on to the de-
crepit structures. many of which spread
evil influence through a larger area,
while penalizing the new:. the good. the

-source of bencfit to a whole neighbor-

hood.

An annual tax of 3 to 4 per cent on
full value is high in relation to what
most property produces—30 per cent of
gross income, sometimes more. In rela-
tion to net income, of course, the burden
looms larger.

Let us look further. If the construction
of a new building requires demolition of
an old one, the cost which the builder
faces will include not only the land and
the new construction; his expenses will
also include the value remaining in the
old building plus demolition costs—a sort
of deadweight burden.

Let us assume that a new building
will have a life of sixty vears. Its con-
struction involves the owner in a com-

8. M. Mawn Gaffney, "Property Taxes and the Frequency of Urhan Renewal.” Proceedings .
Tax Associalion . .. 1964 (Harrishurg: National Tax Association, 1965), pp. 272-285.

mitment to pay property tax for cach of
sixty vears. The magnitude of these fu-
ture tax obligations can be expressed in
terms of today’s dollars. For doing so,
each of the sixty tax bills must be dis-
counted at some rate of interest to com-
pute the present worth. If one assumes
3 per cent and a tax rate of 3 per cent
2t vear on the construction cost. making
roughallowance for reductions in assess-
ment as the building ages, then the
present value of the taxes due over the
life of the building will equal about 50
per eent of the construction cost®

Whatever the precise figures in a par-
ticular case, the property tax bill on a
parcel goes up when a new huilding
replaces an old one. The more that is
spent for quality, ete., the larger is the
new tax liabilitv. And. of course, the
higher the tax rate, the less the desir-
abilits of putting funds into new build-
ings. The property tax on structures, in
short. creates a clear, and at present rates
in some karge cities a substantial, bias
against the replacement of old buildings
by new ones.

The amount of tax on Land will not af-
feet the quantity in existence. The tax on
land can influence the availability and
the use made of particular parcels.? Any
under-assessment of land will actually
curtail incentives and pressure for urban

« » National Tax
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renewal. In practice. it scems, some such
imappropriite  under-assessment  may
follow from implicit or even explicit
attempts to transmit to the kand the de-
pressed viluations which are proper's
attributable to the deteriorated condi-
tion of the structure. The motivation for
such assessment practices may seem
commendable—hut not the results. The
cffect in reducing pressure on the owner
of the land to use it more productively
will be to slow area renewal even more
than does the property tax when it oper-
ates "normally.” For in this respect the
difference between the two elements of
real property taxation—land and build-
ings—has great significance.

Property Tax as a Business Fax:
Competition for Industry

The property tax is not merely a tax
on housing as a form of consumption.
The tax also falls on business, affecting
both prices and the processes of produc-
tion. In other words. it influences both
the quantities of productive property
demanded for use and business decisions
on when, where. how much, and in what
jorms to operate and to invest in pro-
ductive facilities.

The influences which grow out of tax
considerations will rarely be construc-
tive in the sense of helping companies
to produce more efficiently. In general.
tax-created additions to business-oper-
ating expense are undesirable.!'® Busi-
nesses are overwhelmingly the source of
income. In taxes, however, they encoun-
ter impediments—costs for which there
are usually no identifialle aids to pro-

9. Ihid., p. 280,

duction. Unlike wages, for example.
property taxes do not pay for services
rececived by businesses and thus helping
to create income. Lawmakers hend to
powerful temptations to tax people in-
direetly through business. rather than
directly on their receipt of income or
use of it in consumption. ' -

The significance of property tax for
business will depend in part upon the
relation between the tax and the govern-
mental services. Most services provided
by local governments—education. wel-
fure. sanitation, protection—are more for
the consumer than for bhusiness as such.
‘The expenses of city government are not
of a type to be. in large measure. of any
direct benefit to business firms 1!

Managers must take account of prop-
erty taxes in making business decisions:.
suchas where to locate. Most location de-
cisions affected by property tax are not
individually dramatic—perhaps scarcely
identifiable—but in total they can be
significant.

Some businesses. of course, are firmly
attached to a location, e.g.. those provid-
ing local services. They will not leave if
the tax rate goes up, but their growth or
decline will be affected. Firms which
deal in bighly competitive markets can-
not afford to incur avoidable costs which
do not. in return, cither vield a salable
output or reduce other costs.

Each rise in property tax unless clearly
matched by improvements in local serv-
ices to business as such tends to reduce
the business use of structures because an
clement of cost has gone up. The amount

10. For more complete discussions see Commitice on Federal Tax Polics. Financing America’s Future {New
York: The Committce, 14 West $1 80, 1963, Ch. HI: C. Lowell Harriss, “Taxing and Untaxing Business. ..
Tax Review., Vol. XXV, No. 1, January 1965, Tax Foundation.

1. Businesses do nol. of course, have the reht o sote. Managers, owners,

no voic in some localitics which seek to tax them.

ccs, and ¢ 5 will have
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of production in the locality will tend to
fall below what would otherwise be the
case. going down. not at once. pechaps
not observably, but gradually. In a gen-
enally ¢ ing econo:ny. the effect in
most localities would be a slower growth

- rather than any absolute decline.

The community with tax mtes on
buildings generally in line with rates
elsewhere will probably not experience
anpreciable competitive loss of business.

\Where rates are already much above

average, thi long-run dangers are quite
another matter.!? Exsily exaggeiated®
Yes. But also easi'v “assumed away”
when in fact they will persist. Along
with other elements. thev will operate
gradually, in amounts not me: surable
but certainly unwelcome.

" The competition among communities
for industry gfrows. Some competition
takes the form of property tax favors,
vccasionally out in the open, but often
concealed in the form of assessment fa-

voritism. No locality can escape such
competition. Naturaily. communities
would like *o be able to include within
their boundaries co..parie s which would
pav high property taxes while seiling
outside. People elsewhere. in effect.
would then pay some of the costs of
local zovemment where the plant is lo-
cated. Competition. however, limits the
possibility of one locality’s getting much
revenue from non-resident consumers.
Each of the countless communities

sranting property tax favors, in a sense. - -

“tells™ the potential consumer elsewhere.
“You can buy prod.cts created by fac-
tories. or services rendered. within our
borders without paving { much) toward
the cost of our local government.” What-
ever one may think abu. t the desirabil-
ity of such paolicies. they exist. Commu-
nities which do impose hizh taxes on the
reproducible property of husinesses are
less able to maintain and build their
economic bise by attracting industry.

. Any tax on business will have such tend-

encies—except a tax on pure land values.

Tax Islands and Central City Difficulties

Differences in full-value tax rates
among localities have other nonrevenue
results. One, though related to business
location. must be distinguished. hates
much above average in one locality will
do more than discourage business in-
vestment there. The high mate will also
reinforce opportunities and incentives
for creating “islands™ of relatively low
tax rites nearby.

Among the numerous localities in the
gencral area, a few with tax resources
which are much above avenige in rela-
tion to service obligations cin get by
with lower tax rates. They can attract
investments and become low-tax en-
claves, perhaps predominantly indus-
trial and commercial. The firms operat-
ing there thus incur little property tax
per unit of output. They get something

12. The use of the “entra hizh™ tax dollars mut affect the results decisely. 1f differ:ntially high expenditures

Fo for services which the

peopie making the dedivion about business Jocation wart and are able and willing

ta pay for, high tases will not have the had rewlic dewnibed in the tear. Hut as the teat indwates, the henefits
from hocal spending du mot g0 30 mach [0 buuccues as to families. Dhfferences 1in quality of bocal educaton
will be spruficant for employers. Yet will mt wage rates be higher wt -re schooling turms out maore productive
wikhers? Probably so. Will mages be enough higaes 1o offset il polential benefits which business may kave
cipected from higher peoperts tames for better schools? The ansmer docs ol scem clear n theory, and

empinikal exidence is not available.
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of a competitive advantyge while con-
tributing little to help pay the expenses
of jocal zovemment anywhere. The
number of such localities must be tiny.
in relation to the economy as 2 whole:
but particular cases can be of impor-
tance for 2 metropolitan redion.

Other communities with sutonomy

over taxes, perlaps by the use of zoninge
power and building codes. are ot ke to

- exclude types of property associated

with hizh fovermmental expense. They
may-. for example. prohibit hish-density

—=zLousing which brings many children.

and heavy school costs. per acre. The
parts of a metropolitan area which suc-
ceed in such paolicies can hope to finance
relatively high-quality: local service with
a property tax rate which is less burden-
some than the rtes nearby The hatter
rates. however. tend to fo up: or services
are at a lower level. The adantages of
freedom, and the opportunty for differ-
cnces in ways of living, must be recos-
vizeed as having less welcome results
because of competition.

As regards buildings but not land.
lower tax rates here and there on the
frinzos of an urban area encourage dis-
persaland the development “far out™ of
activities. including housing, which in
a full cconomic sense ought not to he
so distant. Property nearer the center
will bhe subject to high tax rates; and
each rate increase reduces the value of
the property and the tax base. Much
will already have deteriorated but vet
have years of useful life. and of pro-
longed decline. before replacement be-
comes economical. As the tax base goes
down, such decline in itself adds to the
need for still higher tax rates. Business
propertics. especially commercial, be-
come vulnerable to competition from

outhving mighborhoods. agzravated by
forces which are encoumaged by tax
differvncas.

Unless the users belicve that the bene-
fits of loca! Zovernment 2o up with tax
oblizativns. the repelling forces gather
strengthe A destructive process  #ains
force. one somwewhat self-reinforcing.
but perlaps swrcely nerceptible from
o clection tw another. The existence
of enclaves where tax rates on structures
are relatively low. “tax ishinds”™ does
more than harm neighboring localities
and acoentuate the difficulties of clder
arcas. The whole region may suffer. Such
tuxation tends arbitrarily to favor hori-
zontal over vertical growth in mctropoli-
tan anvas. High taxes on land. howvver.
do nut Iave this type of effect but rather
the contran:.

Te: higher the tax on buildings in the
city center - or some part of the whole ).
the greater is the inducement for fami-
lies and businesses to move to “tax
shelters”™ Other residents of the area
who also vish to escape the urban cen-
ter ( for rxasons among which taxes may.
or may not, rank hizh) must then “leap-
frox” over the enclaves with their poli-
cies of exclusion, going further out. The
resulting land use imposes hizher costs
on the whole society than if the popula-
tion were spread more rationallv. The
extrit disadvantages take the form of
costs in time and money of traveling
greater distances from home to work
(and for recreation and perhaps school-
ing); higher expense of supplyving wa-
ter, sewer. and utility services [ irther
from central locations; and reduction in
the cconomie and social benefits which
population concentration brings.

The tendencies may be of small foree
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in the: total ccouomy. They ouszht not to
be imnorcd. however. Nor should we
overlook the possibility of counteracting

them by rearranging the tax to shift
burden from structures to land as indi-
cited Iater.

Encouragement of “Socialization™

Hizh property-tax rates  stimulate
somenlt the expansion of the scope of
sovernmental adtivity by stiving mis-
beading sizuals of the relative desirabil-
itv of yovemmental, as compared with
private. ownersnip. The property tax

-now dianmels one-fifth to one-third of
wikt the occupants pay for the use of
property into treasurics to finance gov-
crnmental senvices. The higher the tax
portion. the smaller the amount which
remains to pay the expense of pure oc-
cupancy costs, including retum on in-
vestmwent. Propesty taxes by affecting
the net setum on private investment in
buildings will reduce supply. Because
the tax forees occupants to pay 1iore, it
wduces the quantity and guality of
space used below what would othenvise
prevail. Such tendendes. however, will
lead men of good will to search for
something better. Can we not provide
buildinzs whose use will cost less? Yes.
One way to do so will be to free the
user from the need to pay the full prop-
erty-tax ele.ent. But how? Government-
ally sponsored (tax exempt) projects
seem to offer an answer. { Exemption
from sales tax on materials for new gov-
emmental buildings will tend toward
the same result.)

The argument will not ordinan,; be.
“Lat’s finance and build in ways which
permit users to escape costs of govemn-
ment” More likely, advocates will sax.
“Costs can be kept down by tax exemp-
tion.” The “saving™ in costs. however,
saves the public absolutely nothing in
the sense that schools, streets. or other
facilities can be kess expensive than they
would need to be if the building were
taxed.

A shift from private to governmental
ownership by exempting some property.,
however. will tend ‘o bring heavier tax
rates on other property. Electric and
other utility services can give rise to
much the same argument. Spoasors of
municipalization of public ownership
cn hold out (he prospect of providing
sumething at less cost than can the tax-
paving supplier if—and the 7if” is im-
portant—the respective contributions to
the cost of government are ignored. A
difference in money costs between the
alternatives—governmental and private
ownership—induces distortion and mis-
allocation. Private ownership vields
more than the services involved directly.
It also helps pay for govermnmental serv-
ices. '

Pressure for Exemptions

The growth of exemptions from prop-
erty tax properly arouses concern. The
reasons for granting exemptions differ.
Some groups, we often feel, deserve
help; one way to provide it is to grant
tax exemption.
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Who, for example will not sympathize
with an old couple living on 2 niodest
income which they have no opportunity
to riise and who are called upon to pay
ever higher property taxes to finance
school expansion? Although the o< it-




self may not. in fact. be a large part of
the source of distress. it can be a focus
of pressure for relief. Here is souwthing
govemment can contrcl.  Agricultural
land on the urban fringes presents an-
other type of cse which sometines
seems to call for relief when tuxes as
well as walues g0 up; but the issues

and desirable policies are by no means
so simple as may appear.

To lawmakers—and the public—grant-
ing relief in the form of tax exemption

can appear casier than an ikrase in
expenditure directed toward the par-
ticular need. In fact. however. exemp-
tion tends to be = crude and inefficient
device in that the benefits provided to
those in real need are small per dollar
of revenue loss. -

Be that as it may. pressures for relief

~ from property tax will grow if tux rates

20 up. The hizher rates agzravate the
problem and enlarge the effective worth
of the exemplon.

Land Versus Improvements

As noted earlier. "the” property tax
i be thought of better if one wishes to
amalyze the cvonomic aspects as fuwo
levies_ one on land and one on improve-
ments. High property taxes will not alter
appreciably the amount of lund in ezist-
ence. But will the height of the mte
infiuence the use of land? If so, how?>
The higher the tax rate on land, the
greater will be pressure on the owner to
put the land to the “highest and best
use.” Society can actually benaefit from
a tax other than merely getting funds
to pay for government.

A point of great significinee seems
valid todiy as 3t was even befere Henry
George wrote so cloquently. The extrav-
agance of the claims of some advocates
of the Single Tax or site value taxation
have hurt & good cause, namely the
cfort to distinguish between the eco-
nomic ¢ffects of tax on kand from those
on improvements. Different results must
follow from the two.

Every decision involving the construc-
tion or use of real property must be
weighed against the tax results. The
greater the tax, the smaller the number
of investment projects—and the smaller

the number of dollars put in ecach—
which will vield a satisfactory after-tax
retume Less housing. in guantitv and
quality. and less investment in other
tyvpes of buildings are to be expected—
assuming, as seems reasonable. that al-
temative uses of sivings are available.

If the property tax were a minor ele-
ment of expense. any possible discour-
agement of new construction would
cause little concem. But the tax already
looms large--and provides incentives in
the wrong direction in some cities, espe-
cially older ones. It reduces the attmc-
tiveness of new building—to add to the
total supply and to replace older struc-
tures—without 2t corresponding reduc-
tion in the need for government spend-
ing.

A tax on lund reduces the price of
land. In effect, 2 new purchaser will pay
less in price after a land tax has been
imposed than he would have paid he-
fore. But he will then pay more each
vearas tax. Government in a meaningful
sense has changed the conditions of
ownership. Among other things, the
change favors the person with less capi-
tal, without burdening or making things
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barder for the person more amply sup-
plied with capital. A buyer can acquire
with sualler vathy of his own ressunaes
plus bormowed fuikds and with lower
annual finencing charre (interest plus
amortiztion . He must, however. then
pav more cach yvear to govemment.
Original financing becomes somewhat
less of 2 problem.

Assuming that no reduction in total
revenue is a realistic posstbility.
amvthing be done to alleviate the -
desiruble tendencies? Yes. at lest in
theon. A shift of the proportions of
property tax could be benefical. Sup-
pose that the rate on Lind values were
three times the rate on improvements—
or other proportions which would not
alter the total revenue for the locality.

As a start toward reforin of 2 major
tix. one which will continue to play 2
ke role in our society, such shift of
cmplesis seems highly attructive. The
sugrestion bere is nof to increase the
total revenue from the "two faxes” but
to realivn the proportions. =

On the average. properly owners
would pay the same amount of tax. But
few wuuld e at just the average. Sub-
stantially hither rtes on land values
would induce owners of low-use laind to
convert to hisheravalue uas. Men-
while. the lower tax nites on buildings
would encourage replicement of old
structures by new ones. as well as net
additions. The benetits, 1 submit, could
be highly significint—not revolutionarny.
not carthshaking. but not insignificant.

; Urber Aid, Land Prices, and Taxation

A final point. one of great significance
and sume urgency? Programs of urban
aid which direct funds and resources of
any type into particular areas will tend
to 1aise Lind prives. Under present ar-
rmgements, much of the intended bene-
fit will almost inevitably be incorporated
into wains for hurdowners. They are not
necessarily, or primarily. the persons for
whom the assistance is designed. Expe-
rience should alert us. Ameriat’s expen-
sive farm progruns have had the effect
predicted by cconomic analysis but
largely ignored in public discussions
when policy his been made: Subsidies
have been eapitalized, to considerable
extent. in higher land prices to the bene-
fit of owners of kind at the time. Farm
operators, present and future, must then
pay more for use of lind and thus get no
benefit from subsidy.

14

The sume sort of thing must be ex-
pected in urhan aid unless new policies
come into effect. Future residents and
other users will get very much less ad-
vantage than is intended because land
prices will rise to absorb the worth of
spedial aid of a localized nature. Cannot
something be done now to avoid such
frustration of =zood intentions by the
conversion of assistance into higher Lind
prices, Le.. «apital gains for lindowners?
The property tax is not the ideal instru-
ment for dealing with this challenge.
Perhaps. however. it can play a part in
a more comprehensive effort. o

Most of the analysis of property tax
problems has. quite naturally, Teen con-
centrated on the focal level. The making
of mational policy has tended to give less
attention to the broad aspects of this big




tax than the general welfare warrants.
Compered with other ways of financing
local govemment, the pruperty tax does
mave great merit. But it has avoidable
defects. Efforts to reduce them are al-

wavs desizable. And today, efforts to fit
such reform into a broader approach to
> san progress seem both urgently need-
ed =nd perhaps more promising of posi-
tive results than ever before.






