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The Potential of Public Value:

Assessing the Dynamics of Real
Estate

TED GWARTNEY

AXES ARE IMPOSED on ‘anything that moves’. That is the principle behind the
doctrine that fiscal policy should be ‘broad based’.
And yet, the easiest, cheapest and fairest way to raise the public’s
revenue is from the one source which, in its urban form, does not move.

Land cannot be concealed in tax havens. Identifying those who are liable
to a public charge on the rent of land is easy: they are the people who
benefit from the occupation of land. In principle, this does not require
knowledge of the identity of the owner of property, so concealing property
rights in complex corporate entities registered in tax havens becomes
pointless. And yet, with a few exceptions, fiscal authorities worldwide
employ the most convoluted way of going about their business raising
revenue to fund public services. That paradox has engaged me during my
50 years as a professional assessor of real estate.

My curiosity about the anomaly in public finance began in 1963. | was a
student majoring in real estate at San Diego State University. My college
courses included real estate appraisal, a subject that attracted me because
my father was a real estate broker. one day, an announcement appeared on
the bulletin board for an off-campus course given by the

Box 7:1

On Separating Land from Building Values

Frederick Hayek is one of the distinguished - but grudging - endorsers of a public
charge on the rent of land. In The Constitution of Liberty he acknowledged that ‘the
argument for its adoption would be very strong’. On what did he rest his reservations?
He claimed that it was difficult to distinguish between the value created by nature and
society, from the value created by individuals (such as developers) who invest capital
in and on the land (1960:352-353).

In the UK, land and buildings are not valued separately for property tax purposes.
But in the property market, developers buy land for redevelopment on the basis of
values which assume that the sites are clear of improvements. In the US, the majority
of assessors are required to show land and building values separately. The professional




extbook published by the International Association of Assessing Officers (Property
ppraisal and Assessment Administration, 1990), has a section on how to value land,
and a portion on ‘Land Valuation with Insufficient Sales.” The value of buildings is a
residual value obtained by subtracting land value from total value.

Henry George School in San Diego. The school advocated the replacement of
all taxes with a single charge on the rent of land. | attended their meetings
with the intention of proving that this theory was wrong.

Until then, | had found economics difficult to understand. That changed,
once | had completed the free 10-week course. At the conclusion of that
course | was handed a copy of House and Home magazine (August 1960).
Contributors to that magazine explained why land value (rent) was the best
source for public revenue. Mason Gaffney was the guest editor who compiled
the numerous empirical studies which, for the first time, made me realize
that, while land was static, the market for real estate was dynamic. Property
rights are the interface between public policy and private activity, and the
interplay between the two turned the rent of land into a moving target.

And | embarked on a career as a property appraiser, a skill that | put to use
on behalf of Bank of America to appraise commercial properties for
mortgage applications.

Early in my career in real estate appraisal | realized that it was possible to
achieve some of the benefits of the principles advocated by Henry George.
By working in municipal tax departments, | could help com munities to raise
more revenue from land rather than from buildings. This brought me into
contact with assessors and commercial real estate appraisers who were
fascinated with the techniques for valuing land. Many of them promoted the
need to raise the greater proportion of public revenue from land values,
despite the claims by apologists for the current tax regime that it is difficult
to separate the value of land - for tax purposes - from the value of buildings
(Box 7:1).

It then became clear to me that land was a moveable feast for the public

that wanted both fairness and efficiency from their governments. Mason
Gaffney’s ATCOR Thesis

Henry George had advocated the rent of land as the exclusive source of
revenue to fund public services. This became known as the Single Tax. But
while the theory was robust, economists claimed that it was not possible to
abolish those taxes that distorted activity in the private markets. They
asserted, without evidence, that the revenue from land was insufficient.
Among them were two distinguished British professors, one of whom
(Mervyn King) was to become Governor of the Bank of England. They wrote
in @ manual that is used to teach the economics of public finance:



[I1t is apparent that the total of economic rents, of all kinds, is not now a
sufficiently large proportion of national income for this to be a practicable
means of obtaining the resources needed to finance a modern State.

(Kay and King 1990: 179).

Such statements color the minds of students, since they come from
seemingly authoritative sources. And yet, practitioners in the field of
property economics know that the statistics in official databases are totally
unreliable. Economists trained in the theories of post-classical economics
are unable to diagnose the dynamics of property values. The interaction
between market prices and the kinds of taxes employed by governments
elude them.

As a practical example, we may note what property assessors have
observed when they lowered building assessments. This resulted in a lower
tax-take. Who gained? The reciprocal of lower assessments is a rise in the
value of land. In other words, the revenue base was not lost. It shifted to
land rents and values, which can then be taxed. So when we reduce building
assessments, and raise tax rates on the land under them, we are still taxing
the same real estate; we are just taxing it in a different and more
progressive manner. on the basis of that evidence, from over 50 years as a
property professional, | was able to conclude that higher revenue could be
generated out of land.

Mason Gaffney formalized this process in economic theory. He retrieved
the insights of the early philosophers who had noted this phenomenon. He
coined the acronym ATCOR: All Taxes Come out of Rents. This offers a vitally
important insight into the history of tax policy. The late medieval aristocrats,
who appropriated the lands of the commons, so that they could turn the
commoners into tenants, thought they were being smart: they thought they
could reduce the Land Tax and replace the revenue by inventing new taxes
on earnings and consumption. In reality, they were merely turning the public
revenue system into a bizarrely complex business, because the net income
produced by their tenants - the sum that was left which they could pay as
rent to the landlords - went down in proportion to the new taxes for which
they became liable.

The proposition that taxes are ultimately shifted upwards, to fall on those
who claim to own the rent of land, follows from three major premises.

1 The supply of land is fixed inside each tax jurisdiction.

2 After-tax interest rates are determined by world markets, so the local
supply of capital remains perfectly elastic at a fixed, after-tax rate.

3 Labor is quite mobile.

This process was described by Joseph Stiglitz in these terms:

The burden of the tax on capital is not felt, in the long run, by the owners of
capital. It is felt by land and labor ... in the long run, workers will emigrate ...
this leaves land as the only factor that cannot emigrate ... the full burden of the



tax is borne by land owners in the long run... While a direct tax on land is non-
distortionary, all the other ways of raising revenue induce distortions.
(Stiglitz 1986:567-68)

And so, it makes sense, economically and ethically, to frame the revenue
system to take account of what works naturally. This can be achieved, in
part, under existing property tax legislation by:

Improving assessment procedures: land is usually under assessed
Increasing the frequency of assessment: best when done annually
Assessing property at the selling prices: as revealed in the market place
Showing land and building assessments separately: to enhance public
understanding Depreciating buildings and improvements: that's what
happens in

Shifting assessment off of buildings and onto land: to shift closer real estate
markets to optimum outcomes

Each property has a land value and if improved it also has a building
value. Buildings are capital improvements that are created by man’s labor
and incur a cost to produce. They wear out over time and must be
maintained and eventually replaced.

Land’s uniqueness stems from its distinctive location, fixed supply and
immobility. It has no cost of production but is required in the production of
all goods and services. It is our most basic resource and the source of all
wealth.

Land value comes from ecological and social endowments, not the
personal activities of individuals. It varies by location and available
amenities. It increases because of people’s competitive desire to use the
best land sites. Since land is fixed in supply, demand ought to be (and under
ideal conditions, is) the sole determinant of land value. As the demand for
land increases, its rental value (or sale price) will increase proportionally.
Collecting a land value tax will enable the community to attain a sustainable
and growing revenue base for funding community services. Land is visible
and can’t leave the community because it is taxed.

Raising revenue needs from land value taxes would allow lowering taxes
on buildings, production and distribution of goods which would foster
economic activity. With increased private funds available by reduced taxes
on productive activities, new small businesses could begin, with new
investment and opportunity to be involved in productive activities. New jobs
would be created and wages would increase. Collecting land value taxes
would provide the sustainable public revenue for the community’s economy.

California and Proposition 13

The opportunity to test the claim that rent provided sufficient revenue to
pay for all public expenditure came with a political initiative in my home
state of California.



Proposition 13, which became law, had been presented to the state’s
voters by two real estate dealers, who wanted to curb the property tax.
Proposition 13 proposed limitations on assessment increases. Assessed
values would be increased by not more than 2% a year unless a property is
sold, when it would go on the assessment role at its sale price. For property
tax purposes, the assessment for all existing dwellings and improvements
would be rolled back to valuations in the base year of 1975-1976.

Mason Gaffney warned that this would be regressive, but he realized that
it was what home-owners wanted. He wrote:

People have objected that exempting buildings would reduce the tax base.
Again, in today’s context, forget it. People are asking that the tax base be
reduced. Public bodies may take comfort in the fact that the tax reduction
caused by exempting buildings is much less than might at first appear because
the exemption of buildings from tax is capitalized into higher land values. And
there is no economic limit on how high the land tax rate may go, once the
public accepts the system. (Gaffney 1978)

To compensate for the loss of revenue from the property tax, two
responses were possible: raise new revenue to fund community
development and infrastructure, or under-fund public services. Both
occurred, and this triggered a process which placed California at a
disadvantage to other states which tapped abundant property tax revenue
and benefitted from lower taxes on sales and income (Box 7:2).

For the 2011 election year, an Initiative was proposed to replace
Proposition 13 with a land value tax. The plan was to eliminate taxes on
sales, income and buildings and replace the lost revenue with a charge of
75% of land rental values. | was invited to review the Comprehensive Tax
Reform Initiative, as it was called. What would be the impact on the state’s
revenue?

| estimated that the flow of state and local government revenue would
increase by $43 billion over the current revenue. To arrive at this conclusion,
| had to evaluate existing data and make adjustments and assumptions to fill

the data void. Three major items had to be analyzed to:
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Box 7:2
Property Taxation and the Prosperity League

Mason Gaffney and a New Hampshire newspaper editor, Richard Noyes, compared all
the states in the US to establish how Proposition 13 had affected California. Their
hypothesis: capping the property tax (which would raise property prices) and
substituting sales taxes would drive the Sunny State down the league table.

Within 12 years of the curb being placed on the property tax, California dropped
from 7th to 12th place in personal income. In the 1990s, when other states boomed,
unemployment rose in California as municipal governments retrenched on investment
in infrastructure such as highways.




In contrast, New Hampshire was the only state in the Union where more than half of
both state and local revenue was drawn from the property tax. Improved assessment
of property values, together with the removal of personal property from the tax base,
saw a substantial rise in land values. And despite the state’s relative disadvantage in
its natural resource endowments, and inclement weather, personal incomes rose
faster than those states that chose to suppress the property tax. The rapid rise up the
income league tables was explained by the low taxes on incomes and profits and the
relatively high rates of taxation on real estate (Gaffney and Noyes 1998: 215-219).

1 adjust the aggregate assessed value of real property as reported by the

Board of Equalization, to reflect current market values;

determine the percentage of total value that was land value; and

3 apply a realistic percentage factor to the capitalized value (selling
price) to arrive at land rental values.

N

Taxable Value For the 2007-2008 fiscal year, the California Board of
Equalization recorded a valuation of $4.448 trillion. However, this aggregate
taxable value was far less than aggregate actual market value. The under-
assessment was attributable to Proposition 13, which confined increases in
assessed values to no more than 2% a year. This limitation had resulted in
massive undervaluation of land and improvements. My house in Anaheim
illustrates what had happened. It was assessed at approximately $80,000,
but its market value was $380,000 (2010). Thus, for tax purposes, my home

was assessed at only 21% of its value.
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Hundreds of thousands of single family residences, multi-unit residential
properties, farms, commercial and retail properties which, like my house,
have remained under the same ownership for decades were grossly under-
assessed for tax purposes. The ownership of corporations, limited
partnerships and limited liability companies can change while the business
entity itself stays on title to real property. That property increasingly
becomes under-assessed. Even properties which were acquired by their
present owners 15 years ago or less were frequently underassessed in
California by a substantial percentage due to the restrictions imposed by
Proposition 13.

The Board of Equalization itself recognizes this problem. It noted in its
August 2009 overview of property taxation (Publication 29) that, because of
Proposition 13, similar properties can have substantially different assessed
values due solely to the dates on which the properties were purchased.
Disparities result wherever significant appreciation in property values
occurs over time. This means that Proposition 13 converted the market
value-based property tax system to a mechanism for transferring publicly-
created value into private hands. As a result of this anomaly, | had to apply



a substantial correction factor to the $4.448 trillion of taxable value, to
arrive at a realistic estimate of current aggregate market value for land and
improvements.

In my opinion, assessments typically lag market values in a range of 33%
to 61%. An adjustment in this range will correct predicted values to between
$6 trillion and $7 trillion. Considering the variance in acquisition dates and
adjusted values in the real estate database, | believe that 47% represents
the average corrective increase needed to adjust assessed (taxable)
aggregate value to market aggregate value in California.

Separating Land from Buildings

Statistics reported by the Board of Equalization for the 2007-2008 fiscal
year (Board of Equalization August 2009) show that land constitutes about
44.6% of total assessed value. This figure, however, is skewed by
Proposition 13. The increase in market value which is disregarded under
current law is largely land value.

Current assessment practices may also contribute to the undervaluation of
land. Based on my review of actual assessments, it appears that California
assessors may use current replacement costs to value
buildings/improvements without taking depreciation and obsolescence into
account. This tends to overstate the value of improvements and, thus, to
under-value land.

The following percentage of land value (LV) to total property value (PV) was
found for California’s major metropolitan areas, updated to the first quarter
of 2009:

Los Angeles: = 65.0%
Sacramento: = 40.6% San Diego:
= 61.8% San Jose: = 75.4%
Santa Ana: = 75.4%

San Bernardino: = 33.1% San Francisco:
= 73.7%

Source: Davis and Palumbo (2007: 352-384).

While non-residential property is not included in this data, my experience is
that these ratios realistically represent real estate in its various uses. In the
major cities the ratio of land to building values often exceeds 80%. In rural
districts the ratio may be less than 30%.

It my opinion, the proper percentage of aggregate land value in California
falls in an overall range of 47% to 53% of the total value of real property. |
believe that 50% is an appropriate state-wide average. The Rent of Land
Rental value can be calculated either by using an average ratio or multiplier
between rent and selling price, or by using a percentage rate of return on the
capitalized value (selling price).

The real estate market provides excellent evidence of rental values. Gross
annual rent multipliers typically fall within a range of from 12 to 24 times the
annual gross rent for single family homes. The multipliers would vary greatly



due to amenities, services and locations. In terms of a percent of market
value, a range of 4.5% to 8.5% would be typical for single family dwellings.
In my opinion, a 6.5% rental rate of return on the capitalized value of real
property is an appropriate state-wide average. For example:

To calculate market value:

Annual rent $26,000 x 15.4 multiplier = $400,000 market value
Annual rent $26,000 + 6.5% rental rate = $400,000 market value

To calculate annual rent
Market value $400,000 = 15.4 multiplier = annual rent $26,000
Market value $400,000 x 6.5% rental rate = annual rent $26,000

Table 7:1
California Revenue under Varying Assumptions
($ billions)
Assumptions Low Likel High
y
California Board of Equalization
Real estate taxable value . $4 .44 $4.44 $4.443 $4.448 $4.448
8
Correction factor
Real estate taxable value 147% 154
) $5916 140% . 161%
X Correction factor $6,539 %
0 :
133% $6,227 $6,850 $7.161
Percent land value
Land taxable value 47% 50%
0, 0y
x Per cent land value $2,780 485% | $3,269 51.5% 23%
$3528 $3,795
$3,020
Per cent rental value 4 5% 55% 6.5% 7.5% 5.5%
Land rental value x $125 $166 $213 $265 $323
Per cent rental value
Land rent taxes
Taxable portion o o o o o
x Taxable portion 75% 75% 75% 75% 75%
$94 $125 $159 $198 $242

Commercial multipliers and rental rates, while different, may be similar
overall to residential rates. Because they are usually investments they may
obtain higher overall rates of return. Apartments may have lower rates and
industrial may have higher rates of return.

| have prepared the following chart to show the range of revenue that may
be raised from the total taxable value of $4.4 billion, under different
assumptions. My table shows five different assumptions for the three |
variables: updating taxable values, estimating land taxable value and
estimating the total land rental value.



If we assume a taxable portion of 75%: when the ‘Low case’ assumption is
applied, the outcome is $94 billion in annual revenue, while under the ‘HIGH
case’ assumption the outcome is $242 billion. In my view, the assumptions
in the middle range are the most reasonable for all three variables, yielding
an outcome of $159 billion in annual revenue.

This means that, if the Comprehensive Tax Reform Initiative had become
law the State of California could have replaced all of the existing revenue
sources and raised additional revenue of $43 billion over current revenue.

The initiative was submitted to the California Attorney General and
California Secretary of State. The Legislative Analyst's office approved a
fiscal analysis. Unfortunately, an initiative also required signatures on
petitions from 8% of the registered voters before an amendment to the
state constitution could be proposed and placed upon the ballot. The cost of
securing these signatures was prohibitive, and the initiative did not go to
the ballot. Auditing the Rent of Land
That it is practical for existing fiscal jurisdictions to transform their revenue
practices to the one that delivers the best outcomes for all citizens is
illustrated by my experience in the Canadian province of British Columbia.

British Columbia

In 1973 | had completed a re-assessment of real estate in the City of
Hartford, Connecticut. The results of correcting assessments were beneficial
for the poorer north-side residents, but they meant large tax increases for
the land affluent south-side residents. Although the work was excellent, the
results hurt the affluent and influential residents. The politicians were
unhappy. | decided to look for a job where my work would be appreciated.

Mason Gaffney had been appointed by a newly elected parliament to head
their Research Institute in Canada. He told me the government wanted to
improve the property tax and raise a greater proportion of revenue from
land and the value of natural resources. | met the Provincial Premier and
was hired as a consultant to review and make recommendations for
improving the assessment systems in the Province of British Columbia. |
began by reviewing their assessment history (Box 7:3).

Early in 1974 an all-party committee of the Legislature conducted a
comprehensive study on assessments and reported its conclusions in these
terms:

1 The Committee accepts as a basic premise that equalization of
assessment of all lands and improvements in British Columbia is
essential to the achievement of equity in real property taxation in this
Province.

2 The Committee deems it worthwhile to note that the assessment
procedures in British Columbia are carried out by assessors employed
by the Municipalities and by assessors employed by the Provincial
Government.



Box 7:3

Towards Fair Dealing in Property Taxation

Real estate assessment equity and fairness has long been a goal in British Columbia.
Assessments have been made since the 1800s. In the 1920s many cities had adopted
a land value tax. Edward Denison ‘Single Tax’ Taylor served eight terms as Mayor of
the City of Vancouver.

In 1953 the Assessment Equalization Act was enacted to equalize assessments for
school purposes throughout the Province. Beginning in the late 1960's, restrictions
were placed upon the amount by which individual assessments could be increased.
This caused distortions and inequities in relationships within and between the classes
of properties.

Prior to the introduction of the Assessment Act in 1974, real property assessment
legislation was contained in the Assessment Equalization Act, Municipal Act, Taxation
Act, Public Schools Act and the Vancouver Charter. These statutes prescribed the basis
for raising revenue for municipal, regional, school and hospital purposes.

3 The briefs submitted to the Committee clearly suggest that this division
of assessment responsibility results in two major problems, an
inefficient distribution of assessment personnel and the apparent
control of assessors by the taxing authority.

4 Therefore the Committee recommends that legislation be introduced at the
current session to create a Province-wide Assessment Authority. This
Authority must be independent of the taxing function (either municipal
or provincial) and its control must be such as will result unmistakably in
complete independence.

5 The purpose of the Authority is to establish and maintain assessments that are
uniform in the whole of the Province in accordance with the Assessment
Act.

The BC Assessment Authority
| recommended a province-wide Assessment Authority that was independent
of the taxing function (both municipal and provincial). Annual reassessment
of land and improvements at market value was essential to achieve equity in
real property taxation. The Authority was created in July 1974 and | was
appointed as the Assessment Commissioner and Chief Executive officer at
the end of the year.
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The purpose of the Authority was to establish and maintain assessments
that were uniform across the province. New laws enabled school taxes to be
collected province-wide and redistributed as needed. Municipalities could
adopt a land value tax but they all chose to use the new full value
assessment base for property taxes.

The Assessment Authority combined and improved the records of all of the
former assessment units. The assessing units were consolidated into 27
area offices. In 1974 they produced the first province-wide assessment list
totaling $42,200,000,000. The total number of properties was 879,126.

Area assessors were appointed, each to serve several municipalities and
the surrounding unorganized provincial lands. Approximately 95% of the
former municipal and provincial staff came to work for the new Authority.
The staff at year end was 764. An initial Year 1 goal was to value all land at
actual value, at which assessors were experienced.

The head office developed systems for data processing, mapping, micro
film, roll production, statutory reports, appraisal and office systems. It was
necessary to develop the best systems and methods and then standardize
differing field and office records. Success would be achieved by simplifying
the handling of property transfers and new construction, expanding training
programs, revising the appraisal manuals, expanding technical support and
developing a mass land and property valuation system.

Two assessment rolls were produced for the calendar years 1975 and
1976, one showing actual market value and the other reflecting the existing
1974 assessed value levels. The actual value assessment list was used by
the provincial study committee to develop information for legislative action,
which included changes to market values for calculating taxes and school
tax reform. To avoid unexpected and dramatic change on under-assessed
properties, a phase-in formula was provided.

British Columbia Today

In 2015, the British Columbia Assessment Authority has been in business
for 41 years. It set the standard for updating assessed values annually. It is
considered the most efficient assessment organization in the world. The
province has grown dramatically.

Total population is 4,600,000, with per capita income of $51,135.

In a land mass of 364,764 square miles, the total number of properties is
1,974,000.

The total assessed value is $1,206 trillion, of which 50% ($603 billion) is
land value.

Revenue from the property tax is $6,800,000,000 (approximately $3.4 billion from
land).

From 1974 to 2015 the property tax base has grown by 29 times and the
land portion of the property tax base has grown from 39% to over 50%. The
dynamic impact is measured in economic growth rates. British Columbia has



outpaced other Canadian provinces and many countries in the world. The
growth rate of land value has exceeded growth in the value of buildings and
other improvements on the land. Raising more of its revenue from land rent
made it possible to moderate the tax burden on buildings and on
production. With increased funds left in private hands, new small businesses
have flourished. Jobs have been created and wages have increased.
Collecting land value taxes has provided the sustainable public revenue for
the community’s economy.

The West Coast as a New Frontier

My studies of property markets in California and British Columbia confirm
the arguments advanced by Henry George in Progress and Poverty. Rent is a
buoyant fiscal base that is capable of funding the services of modern states
- and this is the case, even if we ignore the fact that the expenditure side of
governance would decline (fewer welfare demands would be made on the
public purse).

George likened the land market, which was beset by imperfections like
speculation, to an unconscious universal cartel which withheld much good
land from full use and drove labor and investors out to lower productivity
land. Since his day, the West Coast has been burdened by heavy taxes on
labor and capital. But it is possible to eliminate such taxes and allow after-
tax wage rates to rise.

The rise of wages in the geo-classical fiscal system implies a rise of Gross
Domestic Product (GDP). The rise would result from removing the burdens of
current taxes, which would increase the marginal productivity of labor. The
original western frontier closed in the 1890s, when all the land of the New
World had been appropriated by the earliest settlers, leaving late-comers at
a disadvantage. But fiscal reform would be like re-opening the frontier, an
‘internal frontier,” because it would end the artificial scarcity of land. The
poverty endured today would come to an end, as Henry George predicted,
by the expedient of enlightened fiscal governance.
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