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EXECUTIVE SUMMARY

When voters passed Proposition 13 in 1978, they saw it as a way of limiting rapidly rising taxes on
residential properties, an understandable sentiment in the face of increasing housing prices dramatically
outpacing income growth. Yet Proposition 13 also contained an additional provision with largely
unintended consequences. By treating commercial property in exactly the same way as residential
property, Proposition 13 has led to a substantial under-assessment of commercial property values.
Researchers at the University of Southern California have estimated that if this tax benefit were closed
and commercial properties were taxed at their market value, it would result in $11.4 billion in additional
revenue per year—revenue that would go to support schools, community colleges, and vital community
services provided by cities, counties and other local government entities. This tax provision primarily
benefits big corporations, large-scale real estate investors, and other large-scale long-time land holders
in the state. Almost 80% of the $11.4 billion in lost revenue comes from only 8% of properties, which are
valued at more than $5 million each, while half of all commercial properties are already assessed at fair
or near fair market value (Ito, Scoggins, and Pastor 2015, 2017).

Reforming our property tax system to assess commercial properties at their market value would
provide a more equitable tax structure for businesses, while raising additional revenue for essential
state services. But what would be the overall economic impact of such a reform? To what extent would
increasing property taxes for large land owners hurt the California economy, resulting in lost jobs and
economic output? To what exent would it improve economic performance and promote more efficient
land use and urban development?

The purpose of this study is to help assess the likely impact of reforming California’s commercial
property tax structure to tax commercial properties at their market value. In our analysis, we assume
that agricultural land is exempted from reform, and that existing protections for all residential property,
including multi-family units, remain in place.’

We find the following:

= The overall scale of increased annual costs to owners of commercial property—an estimated $11.4
billion—represents less than one half of one percent of the overall California economy. Thus, while
the benefit for local government finances and funding for schools could be significant, the overall
impact on the economy and jobs is likely to be small.

=  The financial impacts of reform would be primarily born by a small number of very large land and
building owners with under-assessed properties. Businesses with increased property tax costs have
essentially three options for adjusting: absorb the costs themselves; find ways of generating more
revenue from use of their land; or pass on these increased costs to their customers. While a small
portion of the total costs might be passed on to consumers, we believe that a substantial portion
of the increased costs will either be absorbed by these large land-owners themselves or result in
changing land-use patterns with associated new revenue generation opportunities for land owners.

B Many large commercial land-owners lease their properties to other businesses. Large
owners with under-assessed properties who lease out their property would likely have
to absorb a large portion of the additional costs themselves. Some commercial property
owners use net leases, in which increased property tax costs are passed on to the leasee
as part of the lease agreement, butin the long-term, even these property owners would
likely absorb most of the additional tax costs. This is because lease rates are largely set by
market conditions, not tax rates, and taxing commercial properties at market rates would
simply level the playing field for all land-owners, rather than artificially benefitting those
companies with under-asessed values. Thus, businesses who lease rather than own their

1 This is consistent with the proposed statewide initiative titled The California Schools and Local Communities Funding Act of 2018.


http://https://oag.ca.gov/system/files/initiatives/pdfs/17-0055 %28Funding for Schools and Communities%29_2.pdf
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premises are unlikely to experience large impacts on their lease costs as a result of fair
market assessments. This is especially valuable for new businesses, who tend to lease
their primary premises more than older businesses. While there is no reliable data for all
firms on whether they rent or own their primary premise, some evidence comes from a
Kaufmann Foundation national survey of new businesses, which found that 6 years after
starting, nearly 88% either rented their primary premises or operated out of a residence,
such as a home or garage.

Assessing commercial land at it’s actual value would provide an incentive for companies

to develop vacant land and make better use of under-utilized land. This would provide a
stimulus to urban development, increase the supply of available land, and likely incentivize
denser urban development patterns. For example, in our statewide analysis, vacant
properties that had valuations closer to market value—that is had tax base year from 2009-
11—were five times more likely to be developed by 2016 than properties whose tax base
year was in the 1970s and early 1980s.

Small businesses that have owned their primary premises for an extended period of time
would have the most difficult time adjusting to being taxed at market-rate property values,
and would be more likely to pass those costs on to consumers. The reform proposal
currently making its way through the initiative process, however, limits this impact and
mitigates it substantially in two ways. First, business owners who operate their own
business on land they own are exempt from reassessment if all land they own is worth less
than two million dollars. Second, it reduces business personal property tax on equipment
and fixtures, by exempting $500,000 of that property from taxation for all businesses, and
eliminating the tax entirely for small businesses with 50 or fewer employees.?

Assessing commercial land at it’s actual value would likely have a beneficial impact on infrastructure

development. It would allow cities to more accurately capture increasing land value from investment
in infrastructure. This could also help shift funding of infrastructure away from more regressive
sources such as sales taxes.

®=  Assessing commercial land at it’s actual value would also likely reduce distortions associated with
the myriad ways cities have made up for revenue loss associated with limits on property tax. The
increase since 1978 in cities’ dependence on sales tax, lodging taxes, utility taxes and development
fees has resulted in problematic incentives that has likely contributed to sprawl and inefficient land

use.

= Shifting more revenue to commercial property tax would likely contribute to more efficient land use
and development planning, and denser urban development overall. This could have environmental
benefits as well as economic.

= The additional revenue for local government would go to education and public services, and likely
also to increased spending on needed infrastructure, all of which have positive economic impacts.

In sum, the costs of reforming California’s property tax system to tax commercial properties at their

fair market value would be concentrated on a minority of businesses that are mostly large, long-time
major land owners who have benefited for many years from low assessed tax values. Given the other
potential economic benefits outlined above, our central conclusion is that taxing commercial property
tax at market value would likely have a modest positive impact on land use, urban development and the
economy overall, along with significant increases in funding for education, public services, infrastructure

and other local government expenditures.

2 See The California Schools and Local Communities Funding Act of 2018.


http://https://oag.ca.gov/system/files/initiatives/pdfs/17-0055%20%2528Funding%20for%20Schools%20and%20Communities%2529_2.pdf
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INTRODUCTION

When voters passed Proposition 13 in 1978 they saw it as a way of limiting rapidly rising taxes

on residential properties, an understandable sentiment in the face of increasing housing prices
dramatically outpacing household income growth. Yet Proposition 13 also contained an additional
provision with largely unintended consequences. By treating commercial property in exactly the same
way as residential property, Proposition 13 has led to a substantial under-assessment of commercial
property values. Researchers at the University of Southern California have estimated that if this tax
benefit were closed and commercial properties were taxed at their market value, it would resultin $11.4
billion in additional revenue per year—revenue that would go to support schools, community colleges,
and vital community services provided by cities, counties and other local government entities. This tax
provision primarily benefits big corporations, large-scale real estate investors, and other large-scale
long-time land holders in the state. Almost 80% of the $11.4 billion in lost revenue comes from only 8%
of properties, which are valued at more than $5 million each, while half of all commercial properties are
already assessed at fair or near fair market value (Ito, Scoggins, and Pastor 2015, 2017).

Reforming commercial property tax to assess commercial properties at their market value would
provide a more equitable tax structure for businesses, while raising additional revenue for essential
state services. But what would be the overall economic impact of such a reform? To what extent would
increasing property taxes for large land owners hurt the California economy, resulting in lost jobs

and economic output? To what extent would it improve economic performance and promote more
efficient land use and urban development? The purpose of this study is to help assess the likely impact
of reforming California’s commercial property tax structure by taxing commercial properties at their
market value.

Our central conclusion is that such a reform would likely have a modest positive impact. Assessing the
scale of such an impact is difficult and would require more in-depth research, including conducting
complex modeling, which is beyond the scope of this paper. What is clear, however, is that the concerns
about major job loss associated with commercial property tax reform proposals are not supported by
meaningful research.

On the other side, it is clear that under-assessment of commercial property values has a clear and large
drag on development of vacant lots. In addition, the fiscal structures of California cities, with an under-
reliance on property tax, likely distorts land markets in ways that undermine investment in infrastructure
and incentivizes growth in retail and accommodation industries, which typically have quite low wages
and lower multiplier effects than other industries. Reforming commercial property tax would thus likely
improve the efficiency of commercial and industrial property markets and stimulate economic growth.

This report begins by first reviewing the claims that increased commercial property tax would lead

to large scale job loss. We then turn to a general discussion about the economic impacts of property
tax as compared with other types of taxes. We then provide new empirical evidence in four broad
areas: an analysis of the relationship between under-valued properties and vacant land development;
a review of infrastructure spending and the relationship to underassessment of property; an analysis
of the relationship between different industry sectors and under-assessed property; and finally an
analysis of the fiscal structure of California cities and its relationship to economic incentives associated
with undervalued properties. We conclude with a summary of the implications of these findings for
commercial property tax reform: that assessing commercial properties based on their actual market
values would likely add net positive value to the structure and dynamics of the California economy.
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COMMERCIAL PROPERTY TAX AND THE ECONOMY

The relationship between commercial property taxes and the economy are complex,

but fears that reform will lead to large scale economic impacts or job loss are not
supported by the research.

How would reforming commercial property tax affect the economy of California? There has been
surprisingly little research on this question. The vast majority of research on the impacts of Proposition
13 have focused on the fiscal impacts for local government and schools. Overall, as a result of
Proposition 13’s limits on property tax assessment, California relies less on property tax than most
states (Auerbach 2010; Chapple 2016). The resulting reliance on personal income tax, sales and use
taxes, and capital gains tax results in greater fiscal volatility (Citrin 2009; Gamage 2010). This fiscal
structure at a local level also has indirect economic impacts, especially as it relates to land use decisions,
which are examined in more detail below.

Low property tax levels are sometimes seen as beneficial for economic growth, and there have been

a number of comparative studies that look at the relationship between property tax levels and state
economic growth. These studies find somewhat mixed results. Some studies find that higher property
tax can have slight negative impacts on macro-economic growth (Yamarik 2000; Phillips and Goss 1995;
Segura 2017). Others find no impact or a slight positive effect, which depends in part not just on the
level of property tax but its relationship with other sources of revenue (Helms 1985; Stallmann and
Deller 2010; Adkisson and Mohammed 2014; Gale, Krupkin, and Rueben 2015). The impact also depends
largely on what the resulting revenue is spent on, with investments in infrastructure, education, and
other critical public services able to more than counterbalance any negative impact (Helms 1985; Brown,
Hayes, and Taylor 2003).

A recent literature review on local tax limitations like Proposition 13, which as of 2015 existed in some
form in 28 states (NASBO 2015, 61), found three broad arguments for why they are sometimes seen

as a means to foster economic growth (Stallmann et al. 2017). One strand simply argues that, while
taxes play a very small role in business location activity and hence economic performance, policymakers
remain convinced that high taxes are detrimental to economic growth (Conroy, Deller, and Tsvetkova
2016). A second strand tends to talk in broader terms about the ways that tax limitations signal a
positive business climate (Deller 2014). A third strand talks more about perceptions of waste and
inefficiencies (Fraser 2005). But this review also found that strong counter arguments existed to all three
of these strands, finding that tax limitations are just as likely to contribute to government inefficiencies
and distortions (Mullins 2004) and that many of the perspectives are related to outdated ‘first wave’
local economic development policies (Goetz, Deller, and Harris 2009).

Specific to California, one of the more prominent recent studies of the economic impact of Proposition
13 on economic development is a study looking at a proposed split roll reform, conducted by
researchers at the Davenport Institute at Pepperdine University’'s School of Public Policy (Frates and
Shires 2012). The authors’ estimate that taxing commercial property at market value rather than the
property’s assessed value would increase property tax by roughly $6 billion (in 2012), would result in a
loss to the California economy of nearly $72 billion in lost output, and would cost nearly 400,000 jobs.
They also argue it would hurt overall business climate, particularly conditions for small business.

Because these findings echo many public concerns about job losses associated with tax increases, it is
worth reviewing these findings in depth. There are technical and theoretical flaws in this study which
suggest caution at best in using it as basis for public policy analysis. While they develop a reasonable
estimate of the total increase in property tax revenue, their estimates of total costs to the California
economy are based on an input-output analysis of private sector job loss that is technically flawed.
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Furthermore, their report makes no effort to estimate economic gains from increased public-sector
investment, misleadingly portrays the scale of the impact, and fails to examine how any of the ways that
the economy might be impacted by the structure, not just the amount, of the commercial property tax,
which can affect land markets and local government fiscal incentives.

The technical flaws in their input-output methodology are three-fold. First, they treat an increase in
taxes as the equivalent of net lost revenue. But in input-output models, taxes are treated as a portion
of ‘'value-added’, along with employee labor costs and business profit, and an increase in taxes can’t be
simply treated as a net loss in revenue without further consideration of the multiple ways in which that
increased cost might be absorbed (Berck, Golan, and Smith 1997; Miller and Blair 2009).2

This leads to the second flaw, which is a failure to analyze the three basic ways such an increased tax
cost might be absorbed—through lower profits, increased efficiencies, or increased prices being passed
on to the customer. In economic theory and practice, it is typically some combination of these three,
which will vary tremendously by industry and individual business (Hirsch, Kaufman, and Zelenska 2015).
In the case of property tax, a substantial portion of businesses—those that rent rather than own their
premises—would see little cost increase while the property owners would have to absorb a substantial
portion of the costs in the form of lower profits rather than increased rents. Some commercial property
owners use net leases, in which increased property tax costs are passed on to the leasee as part of

the lease agreement, butin the long-term, even these property owners would likely absorb most of
the additional tax costs. This is because commercial rents—like all rents—are largely shaped not just

by underlying costs of production, but rather by the level of demand for the particular supply and
location of the product being offered (Geltner et al. 2001). Indeed a number of studies have found no
relationship between differential commercial property tax rates and gross rents (Clapp 1980; Wheaton
1984). Each plot of land comes with unique locational characteristics and the supply of land at each
location is fixed, so greater demand in the short term simply results in higher rental prices, regardless
of the tax level (DiPasquale and Wheaton 1996). In the long-run, increased demand can contribute to
new property developments and densification, but supply is notoriously inelastic, given both the long
time for new buildings to be built, and on the other side, the difficulty in reducing office space if demand
falls. Given these demand-supply dynamics, property owners with under-assessed properties would
simply have their excess profits reduced to the same level as if their properties were assessed at actual
market rates, like all their competitors with fair market assessments. Furthermore, any property-owning
business that pays a higher tax can deduct this expense from their Federal Corporate Income Tax,
further reducing the portion of increased cost that would be passed on to consumers.

In addition, assessing land at actual market values is likely in many cases to result in greater efficiencies
in the use of land rather than simply increased prices with the current use. Imagine, for example,

the case of a surface level parking lot on an under-assessed plot of land in a major urban center—
something that exists in all major cities in the state. Assessing this property at market rates would
create significant incentive to create a multi-level parking garage or convert land to other types of
businesses in greater need of dense urban locations. The key point is that there are multiple ways

that businesses can and would adapt to taxing properties at market rates, and some of those ways of
adapting would actually be economically more efficient and beneficial.

3 An example of their faulty reasoning is on page 13: “A direct effect is the explicit...decrease in net revenues associated [with] spending $6 billion more in
aggregate property taxes. This results in lower net revenues....[and] these businesses have less income...” (emphasis added). In fact, in income-outcome models,
an increase in taxes could just as easily result in a decrease in profit or a decrease in spending on employee salaries, as a net decrease in revenue.
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Finally, a third major technical flaw in their analysis is that they only looked at private sector impacts,
without looking at how an increase in public sector revenue might offset losses in the private sector.
The increased costs to businesses can’t simply be subtracted out of the input-output analysis, as if this
money simply disappears. It has to be added as increased revenue to the public sector. Increased
public sector revenue would have direct, indirect and induced changes in public sector employment, and
in the private sector goods and services that the public-sector purchases. This can easily be modeled in
IMPLAN's input-output model*, yet there is no indication that they included this in their analysis.

These technical flaws in their analysis mean that their estimates of the scale of lost output and job loss
are inaccurate and unreliable.

In addition to these more foundational issues, their language is also somewhat misleading in their
presentation of the scale of impact of their estimates. While $6 billion seems like a large amount of
money, on the scale of the California economy, it is actually quite small. In 2009 (the year of their

data analysis), the California economy was $1.9 trillion. Thus, $6 billion represents only one-third of
one percent of the final sale value of all goods and services in the state economy. Even if the entire
increase in property tax were passed on to consumers, which is extremely unlikely given the reasons
mentioned above, consumers would be unlikely to notice the price increase, especially if this one-time
large adjustment were phased in over multiple years. Further, while their estimate of revenue loss

of $6 billion is only for one year, their estimate of lost output and lost jobs ($71.8 billion and 396,345)
is over five years. While they do indicate the estimates of lost output and jobs are over five years, by
presenting data on different time-frames, it presents a misleading picture of the scale of impact of the
tax increase that goes even beyond their overestimation. It is also worth noting that their calculations
include estimated costs in agriculture, but current proposals for property tax reform specifically exempt
agriculturally zoned land.

Finally, in their analysis they make no attempt to look at the actual structure of property taxes. Taxes

of any type have significant market impacts, and the structure of those taxes makes a big difference in
terms of the price signals it sends to business and consumers, and the impact they have on supply and
demand. The structure of property taxes is particularly important to examine in detail because land has
unique characteristics. Most importantly, land is a fixed commodity (the overall quantity of land is fixed,
and the only thing that can shift is what the land is used for). This characteristic makes it the preferred
tax of many economists, for reasons that are explained below. Furthermore, the value of the land is
shaped dramatically not just by the characteristics and use of the land itself, but by the characteristics
and use of surrounding land. This means cities, with their control over land use zoning, have particular
influence on the value of land, and incentives built into the structure of the tax system related to
different kinds of land use can have substantial economic implications. Thus, any serious attempt to
examine the impact of property tax reform needs to take the impact on local government finances and
fiscal incentives seriously.

In order to more seriously assess the potential impact of commercial property tax reform on California’s
economy, we turn first to a general discussion about property tax, before then turning to a more
empirical analysis of how the structure of commercial property tax in California affects land use,
infrastructure, fiscal structures of cities, and broader economic dynamics, which should all be critical
dimensions of assessing commercial property tax reform policies.

4 The disaggregation of local sector spending is broken down into education, non-education (including parks & recreation, health, hospitals, police, judicial
and legal, financial administrative, highways, public welfare, fire protection, natural resources, corrections, libraries, social insurance) and investment. See https://
implanhelp.zendesk.com/hc/en-us/articles/115009713228-Working-with-Government-Institution-Spending-Patterns


http://https://implanhelp.zendesk.com/hc/en-us/articles/115009713228-Working-with-Government-Institution-Spending-Patterns
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PROPERTY TAX: A GOOD TAX

When implemented fairly, property taxes can be a particularly

economically efficient and stable source of local revenue.

The structure of taxes creates economic incentives that shape behavior in different ways. A tax on
cigarettes, for example, is designed to reduce cigarette smoking while tax deductions for corporate
research and development expenditures is designed to incentivize scientific and technological
innovation. Much of the literature on the relationship between tax structure and economic growth has
been concerned with the balance between taxation on labor income, capital or corporate income, and
expenditure (e.g. sales tax) (J. M. Arnold et al. 2011). Within the economics discipline, there has been a
long-standing debate about whether property taxes are best understood as a tax on capital, or whether,
since it is typically so directly linked with the provision of local public services, it is better understood as
a user charge in return for the increased value of land associated with those public services received
(Zzodrow 2006). Both sides, however, typically agree in considering property tax to be a relatively good
form of taxation. This is true in part because, since property is immovable, it makes it more difficult

to evade. But more importantly from an economic viewpoint, a tax on land distorts the allocation of
resources less than other taxes (Slack and Bird 2014). Since the amount of land is fixed, property taxes
do not affect the decision to supply labor, invest in human capital, produce, invest and innovate as
much as do other taxes. Studies across OECD countries rank recurrent taxes on immovable property
as superior for economic growth, when compared with consumption taxes, personal income tax or
corporate taxes (J. Arnold 2008; Johansson et al. 2008).

A tax on property requires it to be put to productive use. This provides an incentive to businesses to
make investments in productive capacity (capital, labor, new technologies) within their existing property,
to thus effectively lower the relative tax costs of doing business. It also provides a mechanism for land
to be put to the ‘best and highest use’, since less productive uses of property will be outbid by more
productive uses (Youngman 2016). Local property taxes also promote greater accountability due to

the more direct connection between services provided at a local level (schools, roads, transit, parks)

and property values. Property values tend to increase relative to the infrastructure and public services
provided, and public sector decisions will tend to be more efficient because taxpayers will presumably
support those activities for which the benefits of that investment received significantly exceed the
associated taxes (Fischel 2001).

The economic benefits of property tax are even more pronounced when a higher tax rate is placed on
the value of land as distinct from the value of improvements on the land. The portion of the property
tax that falls on structures or other improvements provides a discouragement to investment and
promotes urban sprawl, while the tax on land, which is in fixed supply, raises revenue without distorting
incentives for owners to invest in their land (Mathis and Zech 1982; Wenzer 2016; McCluskey and
Franzsen 2017). At least 30 countries have implemented a full land value tax, and within the U.S. at least
16 cities and two school districts in Pennsylvania have adopted higher land tax rates than improvement
tax rates (Dye and England 2010). The city of Altoona adopted a 100% property tax on land and 0% on
buildings, which was phased in fully by 2011, in an effort to promote a more economically diverse and
stable city (Speirs 2011). Empirical evidence shows that the differential rates on land and improvement
has led to greater capital intensity and generally increased land values and economic activity (Yang 2017,
2014; Plassmann and Tideman 2000; Vincent 2012).

One of the seemingly peculiar features of a tax on land is that, in many ways, it can actually increase
the effective supply of land. It most clearly does that by providing an incentive to bring vacant land
into active use. It also does this by providing a positive feedback loop, as vacant land brought into new
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activity, or higher and more efficient use of land, increases the value of neighboring land and increases
public motive to spend more on infrastructure and services to further increase the value of land (Gaffney
1972; Harrison 2006).

The under-assessment of commercial property values in California undermines these beneficial aspects
of the property tax.

Under-assessment of commercial property values also potentially distorts local government decision-
making processes. Land value is determined by a number of factors, including factors generally
beyond the influence of public financing, such as population growth, general economic development,
and private investment. But land value is also determined by public investment in such things as
infrastructure and social services, as well as changes in land use regulations and zoning (Ingram

and Hong 2012). Restrictions in the inability of local authorities to capture increased value from

these investments is likely to lead to under-investment. In California, one of the other features of

the under-assessment of property values is that much of the distortion in assessed value accrues
disproportionately to land rather than improvements. Currents estimates are that 60% of the revenue
gain from assessing commercial property at current market rates would come from taxing land, rather
than structures (Stark 2016).

PROPERTY VALUE ASSESSMENT AND LAND USE

Under-assessing commercial land value for tax purposes has contributed

to inefficient land use in the state and reduces incentives for vacant land
development.

The most direct way that a reform in commercial property assessment is likely to affect the economy is
related to the way it shapes the use of land. Taxes on property are one of the factors shaping land and
property markets. Assessing all commercial property fairly will remove certain distortions in the land
and property markets, and thus shift some incentives for how land is used in the state and its impact on
patterns of economic growth and development. In what follows we look at three critical factors of the
relationship between property tax and land use: development of vacant land; impacts of infrastructure
investments (particularly transportation); and differential sectoral impacts. The central conclusion of
this analysis is that under-assessing land for tax purposes has contributed to inefficient land use in the
state.

INCENTIVIZING VACANT LOT DEVELOPMENT

The most obvious way that under-assessed property can distort land markets is by providing an
incentive for land owners not to develop vacant or otherwise under-utilized land. Why is this? Land
owners face complex factors in trying to decide whether to develop vacant land, including possibly
delaying development until real estate markets are stronger or otherwise searching for optimal
development opportunities. Yet they also incur some costs--notably property taxes--of holding on

to undeveloped land. Thus, property owners whose property taxes are low due to assessments that
are below market value are less likely to develop than owners who have similar land they’'ve owned a
shorter period of time and thus is taxed closer to market value.
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In a recent analysis, the Legislative Analyst’s Office finds evidence to support this argument. Looking at
vacant lots in three large counties (Los Angeles, Sacramento and San Mateo), they find that properties
owned only five to ten years were close to four times more likely to be developed than properties owned
for 20 to 25 years (Taylor 2016, 34). Even when examining differences in development patterns for
adjacent vacant lots, to try to distinguish any effects that may be caused by long-held vacant lots that
are in less desirable areas, they find a similar effect that gets stronger the longer property is owned
(and thus the greater gap between market and assessed values). A property that has been owned 1 to
5 years longer is 25 percent less likely to be developed than neighboring vacant lots, while properties
owned 20 to 25 years longer are 69 percent less likely to be developed (Taylor 2016, 35).

While this evidence is compelling, there are three factors that might limit the strength of conclusions
drawn from it. First, as they suggest themselves, one factor driving the findings might be that many
properties that have sold more recently were likely purchased by buyers whose intent was to develop
in the near future, which “probably accounts for the much higher likelihood of development for
properties owned for three years or less” (Taylor 2016, 34). Second, they include in their analysis both
commercial and residential properties, which is less useful for an analysis of economic development
where commercial properties are the primary concern. Third, they only look at three large counties and
though these counties represent three distinct areas of the state (Southern California, Bay Area, and
Sacramento), perhaps dynamics are different in other parts of the state.

Thus, for our analysis we tried to do a more in-depth and rigorous study of patterns of commercially-
zoned vacant land. We used a state-wide database of all land parcels, compiled by CorelLogic and further
developed and analyzed by the Program for Environmental and Regional Equity at the University of
Southern California. The database includes zoning classification, assessed land value and improvement
value, and tax base year (data of land sale), with information up to 2016. We selected all commercially
zoned lots in the state, allowing us to look just at commercial properties and to examine dynamics in
different areas of the state. In order to eliminate the inherent bias of more recently purchased lots, we
excluded from our analysis all properties that were developed within three years of being purchased.
Our analysis included 352,970 vacant lots that were vacant in 2011 and that we had information on
whether they were developed or still vacant in 2016.°

As shown in Figure 1, our analysis shows a clear pattern, which confirms and reinforces the findings

of the LAO, with a specific focus on commercial vacant lots. Those commercial properties that have
been owned a longer time, and thus have a much lower assessed value compared to market value, are
significantly less likely to be developed. Nearly 2.5% of all vacant properties that had a tax base year
from 2009-11 were developed by 2016, five times the rate of properties whose tax base year was in the
1970s and early 1980s. The pattern of vacant lots with older assessment dates being developed less
frequently holds in urban regions throughout the states, though the overall development rates differ.
As shown in Figure 2, for all metropolitan counties across the state, 2.4% of vacant lots that had a tax
base year from 2009-11 were developed by 2016, compared to only 0.5% of vacant lots that had a tax
base year of 1975. In the Los Angeles region, development rates were lower overall than the average
for all metro areas, but the pattern is the same, with vacant lots with recent tax base years 7 times more
likely to be developed than properties whose tax base was 1975, prior to the passage of Proposition
13. In the Bay Area, while overall development rates are higher, the pattern of older tax base year
properties being less likely to be developed still holds. Of all vacant lots with a tax base year of 1993
or earlier, only 1.3% were developed by 2016, while 6.2% of vacant lots with a tax base year of 2009-11
were developed by 2016. Since Bay Area property prices started accelerating dramatically in the mid-
1990s, this provides further strong evidence that under-assessed property contributes a drag on new
development.

5 Note that parcels could have been developed in any of the intervening years from 2011 to 2016, but would be included in our analysis only if they had
been owned at least 3 years before being developed. In other words, a lot sold in 2011 would have to have been developed in 2014 or later to be included in the
analysis.
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These findings suggest that assessing property at current market rates could provide a substantial
boost to development of vacant lots. Of course, there are a variety of factors shaping decisions to
develop vacant lots, and there may be other reasons why longer held properties are less attractive

for development, but taxing property at fair market values would provide an incentive to open up
substantial amounts of urban land for further development, thus promoting more efficient use of urban
land and decreasing pressures for sprawling developments on the urban periphery.

Figure 7:

Percent of Vacant Lots Developed Between 2011 and 2016, By Tax Base Year:
California
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Figure 2:
Percent of Vacant Lots Developed Between 2011 and 2016, By Tax Base Year:
Selected Regions of California
7.0%
6.0%

5.0%
4.0%

3.0%

ELLuLuththhL

1975 1976-78 1979-81 1982-84 1985-87 1988-90 1991-93 1994-96 1997-99 2000-02 2003-05 2006-08 2009-11

B Bay Area (5 County) B SCAG Region  m All Metro Counties



MARKET VALUE 15

CAPTURING LAND VALUE FROM INVESTMENTS IN INFRASTRUCTURE

One of the most critical problems associated with the distortion of land markets is that explicit efforts to
promote economic development can be thwarted by the perverse incentive structure of under-assessed
properties. Specifically, if local authorities can’t capture increased land value from investments in
infrastructure from the property tax, then they will either have to find funding through other channels
or under-invest in infrastructure (Smith and Gihring 2006; Peterson 2009).

To examine the extent to which under-assessed commercial property values was having this effect

in California, we wanted to identify a major public investment that would increase land values, and
then see how the levels of under-assessment of the property value of vacant commercial lots would
affect the development of those properties. For this analysis, we looked at two major infrastructure
investments in the Los Angeles area designed to contribute to the region’s economic development:
the Eastside Extension of the Gold Line Light Rail line from Union Station to Atlantic (completed in
November 2009), and the development of the Expo Line, with the portion from Flower/Washington to
La Cienega/Jefferson opened in April 2012. Both investments were designed to help stimulate mixed
use developments along the transit corridors, to promote denser and more environmentally friendly
development. Both were funded largely from sales taxes. We identified all vacant commercial lots
within 1 mile of each of these light rail lines, and then examined how underassessment of market value
(as indicated by older tax base years) affected development of these vacant lots.

As shown in Figure 3, vacant lots with more accurate assessment values (in more recent base years)
were substantially more likely to be developed than lots that are substantially under-assessed. Along
the Gold Line Eastern Extension, 9.2% of vacant lots with a tax base year from 2005 to 2011 were
developed by 2016, compared to only 3.8% of properties with a tax base year from 1975 to 1984. The
pattern was even more stark on the Expo Line Development, as 9.7% of vacant lots with a tax base year
of 2005 to 2011 were developed by 2016, compared to only 1.5% of vacant lots with a tax base year of
1975 to 1984.

Local governments should be investing in this kind of infrastructure to promote economic development
within their jurisdiction. The ideal way to fund this would be through capturing the value of increased
land prices associated with this investment, thus ensuring that those who benefit the most from the
investment help pay their fair share. Funding these light rail lines by sales tax is a regressive way of
financing infrastructure development, and sales taxes are not directly linked to transportation system
usage (Litman 2014; Lederman et al. 2018). Furthermore, the distortion of under-assessed property
values seems to lead to less development than would be expected otherwise. With local governments
unable to capture this increase in land price, they are likely under investing in infrastructure.
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Figure 3:

Percent of Vacant Lots Developed Between 2011 and 2016 by Tax Base Year:
Lots within 1 mile of New Light Rail Lines
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UNDER-ASSESSED PROPERTIES AND INDUSTRY IMPACTS

One of the key questions in commercial property tax reform is the extent to which implementing a fair
market assessment would shift the current mix of types of businesses. In other words, would particular
industries be more impacted than others by fair market assessments. This question is actually quite
hard to answer from existing data. We know from previous research conducted by researchers at the
University of Southern California that almost 80% of the under-assessed value comes from only 8%

of properties that are valued at more than $5 million each, and that half of all commercial properties
are already assessed at fair or near fair market value (Ito, Scoggins, and Pastor 2015, 2017). Thus,
relatively large land-holders who have owned land for a long-period of time in California are the primary
beneficiaries of the current tax loophole. In some cases, such as Disney Corporation’s ownership of
Disneyland or many older technology firms in Silicon Valley, it is easy to know how the ownership of
land relates to the actual economic use of that land (Goldberg and Kersten 2010; Goldberg, Lenny and
Kersten, David 2012). But ownership patterns are complex, and in many cases the legal owner of the
land is not the one using the land to operate a business.

Thus, one critical factor in assessing the economic impact is whether a business owns or leases their
premises, thus shaping whether they would be impacted directly or not by assessing property values
at market rates. There is surprisingly little research on the percentage of businesses who lease rather
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than own their premises. While there is no reliable data for all firms on whether they rent or own

their primary premise, some evidence comes from a Kaufmann Foundation national survey of new
businesses, which found that 6 years after starting, nearly 88% either rented their primary premises or
operated out of a residence, such as a home or garage.® Thus, we can conclude that newer businesses
would be less likely to be impacted by commercial property tax reform than older businesses, who
would be more likely to be owning their business premises than newer businesses.

While the characteristics of the owners of land can be challenging to analyze, the zoning characteristics
of the land is specifically designed, at least at a broad scale, to be related to actual activities taking place
on the land, independent of ownership. This can help us understand any industry impact of property
tax reform. Thus, we examined the levels of under-assessment of property value by industry land-use
type, including all those industry-types for which there were a large enough number of sales in 2015 to
provide a reasonable estimate. The results are shown in Figure 4, which shows the disparity ratio—the
ratio of estimated market value to assessed value—for different commercial land use types across the
state.

The first thing to note is that while there are some differences across land use types, there remains
substantial under-assessment of land values in all sectors. On average, across all sectors the disparity
ratio is 1.64—the market value is 64% higher than the actual assessed value—and values by individual
land use type range from a low of 1.55 in food retail to a high of 1.69 in health care related uses. Thus,
while there may be some differential impact by industry sector, the more significant impacts will be
shaped by the size of land ownership across all industries and the owner-renter dynamics described
above. In looking at the sectors that have the highest disparity ratios, the impacts are also likely to be
quite modest on an industry wide basis, or even provide beneficial incentives. In health care with a
disparity ratio of 1.69, the majority of hospitals are operated on a non-profit basis and are exempt from
property tax. Parking lots have a disparity ratio on average of 1.68, and as discussed above, taxing
them at market value is likely to provide an incentive for more efficient use of that land. Other sectors
with somewhat higher disparity ratios, including technology and the finance, insurance and real estate
sectors, are among those sectors with the highest profit margins in the state’s economy and thus

the most ability to absorb the increased costs. In contrast, many of the sectors with the lowest profit
margins—retail sales, restaurants, and accommodation—also have the lowest disparity ratios and thus
would be somewhat less impacted by reform.

These differences across industries, however, are modest, and thus there is unlikely to be a substantial
differential impact at an industry level.

6 The Kauffman Firm Survey is the largest longitudinal study of new businesses every embarked upon. It follows a random sample of new businesses
started in 2004 through 2011. For details on the survey and methodology see https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2477217
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Figure 4:
Ratio of Market Value to Assessed Value by Commercial Land Use Type, 2015
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PROPERTY VALUE ASSESSMENT AND CITY FINANCE

Since the 7970s, cities in Callfornia have been able to find new sources of funding,
despite the limits in property tax revenue associated with under-assessed property.
This seems to have somewhat mitigated the negative incentives on infrastructure

spending of poor land-value capture. Potential economic distortions related to
Jiscalization of land use remains a potential problem that commercial property tax
reform might alleviate.

In addition to affecting land use, assessing commercial properties at fair market value will also have an
effect on local government revenue. What local governments spend money on is primarily a political
issue, but structures of local government financing can provide complex incentives and disincentives
to different kinds of economic activities. Cities have a variety of different sources of revenue, and the
decline of property tax revenue after Proposition 13 has led cities to become very creative in pursuing
other ways of making up this revenue. In this section, we provide an overview of the overall structure
of city finance, how this has changed, and the economic impacts of this shift. We then turn to a specific
analysis of the relationship between the structure of city finances and infrastructure, which is so critical
for economic growth.

DIVERSE REVENUE SOURCES AND MARKET DISTORTIONS

Cities in California have a range of sources of revenue to fund their operations. As shown in Figure 5,
in 2015 property taxes accounted for 36% of total revenue for cities, up from 26% in 2003. The second
largest source of revenue was Sales and Use taxes, which accounted for 22%, down from 29% in 2003.
Other major sources of revenue include utility users’ taxes, lodging taxes, business license fees, and a
wide range of other smaller taxes and fees.

Following the dramatic loss of revenue after Proposition 13 passed, cities responded by increasing
revenues from sources within their direct control (Reid 1988). This has meant a significant increase

in utility users taxes and hotel taxes over-time. As shown in Figure 6 below, prior to the passage of
Proposition 13, property taxes were the largest proportion of own-source revenue. The passage of
Proposition 13 led to a dramatic decline in property tax revenue, and for much of the 1980s-2000s, sales
tax was the single largest portion of cities’ own-source revenues. This led to what many described as
the fiscalization of land use.

The term fiscalization of land use describes the tendency for local governments to make these local land
use decisions in order to maximize revenue through both the attraction of tax-generating uses and the
reduction of government service costs. In the wake of Proposition 13, as cities became more dependent
on sales tax than property tax, it became common wisdom among California planners that this
fiscalization of land use would lead to a preference for retail use to generate greater sales tax revenue.
Theoretically, the argument is clear. A dependence on sales tax and a desire to improve city finances will
lead cities to rezone land for retail purposes, or to respond more favorably to development proposals
that contribute to greater retail sales.

Documenting this impact, however, is significantly more challenging. In a recent review, Karen Chapple
only found two studies that attempted to measure fiscalization of land use, with both documenting their
contribution to suburban growth and urban sprawl (Chapple 2016). One study conducted a survey of
city managers in California and found that the search for retail development and sales tax revenue was
a prime motivation for land-use decisions, and documented substantial growth in inequalities in per
capita sales tax revenue between central cities and suburbs along with the rapid growth of suburban
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retail (Lewis 2001). Another looked at 47 metropolitan areas throughout the western US, and found
evidence of a greater dependence on sales tax being strongly related to a growth of retail in non-central
areas of these metropolitan regions, with the relationship particularly strongly related to revenue from
sales of cars and building materials (Wassmer 2003).

The reasons that the impact on retail sales of the dependence on sales tax isn't even more widely
documented is that retail businesses are ultimately dependent on supply and demand. Incentives

that lead to preferential zoning for retail activity can redirect where retail activity is located, which has
contributed to greater inequality between cities, and to sometimes destructive bidding between cities.
The association with overall economic growth or decline, however, is linked to processes that are difficult
to measure, or to attribute to a single source, such as the inefficiencies of sprawling urban areas and
long commutes.

In recent years, as property values in California have continued to rise, property tax has once again

risen to be the single largest source of revenue for California cities. But what has also become clearer

is the long-term trend of cities being dependent increasingly on other forms of taxes, including utility
user taxes and transient lodging taxes. In fact, revenue from hotel taxes has risen nine-fold since 1977-
78, compared to only a 28% increase in revenue from property tax (see Figure 7). This is a particularly
volatile source of revenue, as is sales tax. Increased dependence on these non-property tax sources of
revenue reinforces incentives for cities to promote only certain types of economic activity. Commercial
property tax, in contrast, doesn’t distinguish between different types of economic activity, but provides a
general incentive for commercial land to be used for the best and highest use.
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Figure 5: City Tax Revenue by Type of Tax, 2003 and 2015

Tax Revenue By Source, All Cities, 2003

Voter
Approved
Business Prop, Taxes
License Tax %
6% B
Tax Revenue by Source, All Cities, 2015
Business
License Tax
5%
Utility Users
T Voter
7% Approved
Prop. Taxes
3%

Source: Authors’ analysis of California State Controller’s Office Cities Financial Data



22

MARKET VALUE

Figure 6. CA Cities Tax Revenue by Source, Utility, Hotel, Sales and Property

California All Cities Tax Revenue by Source, 1974-75 to 2014-15
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INFRASTRUCTURE INVESTMENT AND FINANCING

In considering reform, it is important to assess the impact on infrastructure spending of under-
assessment of commercial property values. The condition of roads, bridges, schools, water treatment
plants and other physical infrastructure has a large influence on the economy. State and local
governments play an important role in infrastructure development. State and local governments own
an estimated 90 percent of non-defense public infrastructure assets, and pay 75 percent of the cost of
maintaining and improving them (McNichol 2016).

At a state level, California’s direct expenditure on capital outlays is amongst the lowest of all states—
California ranks the very lowest in infrastructure related capital spending as a share of total state
spending, spending 3.3% of total state spending on capital investments, less than half the average
across all states. When including local government spending on infrastructure along with state
spending, in 2014-15 California ranked 37th in capital spending of all states.’

Increasing public expenditure on infrastructure, from both a local and state level, would likely contribute
to significant improvements in private sector productivity. While estimates of the impact differ, there

is now a growing consensus in the academic literature that infrastructure spending does contribute to
overall economic growth (Heintz 2010; Romp and de Haan 2007). The impact is particularly significant in
recessions, with the Congressional Budget Office finding that funding for state and local investment in
infrastructure under the American Recovery and Reinvestment Act of 2009 had an output multiplier of
from 0.4 to 2.2.2 Infrastructure spending also disproportionately creates middle and high wage jobs. In

a study looking at three different scenarios of investment in infrastructure, for instance, the Economic
Policy Institute found that low-wage jobs accounted for only 9.4 to 11.2 percent of all jobs created
through infrastructure spending, compared to an economy-wide average of 18.9 percent (Bivens 2014).

How does the under-assessment of commercial property affect infrastructure spending at a local

level in California? Our analysis in the previous section showed the problems of lack of land value
capture in our current financing system, but overall, how does this affect the patterns of infrastructure
spending and finance in California? The most straight-forward way to try to assess this is to compare
spending on infrastructure in California to other states that don’t have similar limitations on property
value assessments. The best data for making this kind of analysis is a unique database developed

by the Lincoln Institute for Land Policy called the Fiscally Standardized Cities (FiSC) database, which
standardizes fiscal structures across cities and thus makes it possible to compare local government
finances for 150 of the largest U.S. cities, including 16 from California.® Patterns of revenues and
expenditures for different cities are very difficult to compare because the delivery of public services

is organized in different ways in different cities. Some city governments provide a full array of public
services themselves, while others share the responsibilities with a variety of other overlapping
independent governments. The FiSC database accounts for these differences in government structure
across cities and makes comparisons more meaningful. It also has data back to 1977, so is able to
capture changes that are the result of Proposition 13 in California.

Our goal was to compare spending on infrastructure in California cities to other cities across the
country in this FiSC database. Even with standardizing budgets across cities, the interpretation of
different patterns in relation to property tax is complicated because California is not the only state to
put in place limits on the assessed value of property. Proposition 13 was the beginning of a national
tax revolt that led to a number of other states putting in place various types of restrictions on assessed
property. In the FiSC database, 79 out of the 150 cities have no limitations placed on the assessed
value of property, while 35 (including the 16 California cities) have restrictions on both commercial and

7 Based on U.S. Census data on capital spending including the costs of construction and the purchase of buildings, equipment and land and of major
alterations. Reported in McNichol (2016).

8 Congressional Budget Office (2015), “Estimated Impact of the American Recovery and Reinvestment Act on Employment and Economic Output in 2014"
https://www.cbo.gov/sites/default/files/114th-congress-2015-2016/reports/49958-ARRA.pdf

9 http://datatoolkits.lincolninst.edu/subcenters/fiscally-standardized-cities


http://www.cbo.gov/sites/default/files/114th-congress-2015-2016/reports/49958-ARRA.pdf
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residential properties. A further 8 have just restrictions on commercial property valuation, and 21 have
just restrictions on residential property. The diversity in the mechanisms and formulas for determining
these assessment limits also varies dramatically by state. Thus, it is difficult to know without detailed
analysis of each state how much of an impact these limitations have, especially in contexts where
property prices haven’t risen as rapidly as in California.

As a first cut to understand patterns, we compared per capita expenditures on infrastructure™ in all 16
California cities, compared to all cities in states with no limitations on assessment values, and all cities

in states that also have some limitations on both commercial and residential property. The results are
below in Figure 8. For California, it shows that spending on infrastructure briefly rose following the
passage of Proposition 13, and then declined through the late 1980s. At that point, per capita spending
on infrastructure has increased consistently, with some downturns associated with recessions.” While
California cities had lower on average per capita infrastructure spending until 1990, subsequently

their spending on infrastructure has been somewhat higher than the average for other cities. Other
cities that have also had assessment restrictions on both commercial and residential property have
experienced more ups and downs, with overall declining per capita expenditures through the mid 1990s,
rising to a peak in the 2004-06 period, and declining in 2010-12 to below their starting point in the 1970s.
Meanwhile, cities that have had no assessment restrictions have had slowly rising increases in per capita
spending since the early 1980s.

Figure 9 shows this capital spending as a percentage of total expenditures, rather than on a per

capita basis. Here, California has seen a slight increase in the proportion of all expenditure devoted to
infrastructure spending, but not as substantial an increase as the increase in per capita expenditure.
What this suggests is that the increase in per capita infrastructure expenditure is not primarily a result
of shifting priorities, but rather the result of increased overall expenditures. This is shown in Figure 10,
which shows that overall per capita ‘own-source’ revenue (i.e. not inter-governmental transfers) has
increased since the 1970s for all cities. What is particularly significant here is the rapid increase and then
decline in total revenue for California cities associated with the property bubble and subsequent crash
in the great recession. One final point of data is shown in Figure 11, which shows the percentage of total
revenue that comes from ‘own-sources’, rather than transfers from the state and federal governments.
This shows that relative to other cities around the country, California cities have been able to rely much
less on transfers from the state, and have had to rely more on revenue generated from their own
sources.

Together, what these various trends in infrastructure spending shows is the following:

= First, cities in California have been able to maintain and even increase spending on infrastructure,
and overall spending, by finding new sources of funding, despite the limits in property tax revenue
associated with under-assessed property. Local revenue bonds, used frequently for water and sewer
project, are common at a local level. Cities also fund infrastructure projects through a range of local
revenue sources, including most notably local sales tax revenues for transportation-related projects.
Cities also can receive state and federal money that is passed through to local governments for
a variety of different types of projects. Cities have also relied on development fees, negotiated
as part of approving new development, for infrastructure financing, though this is less useful for
infrastructure investment in existing areas (de Alth and Rueben 2005)

= Asecond factor that helps explain the increase in revenue and spending is overall rapid property
values in the state. California property values are substantially higher than other states, and
thus even with a lower tax rate, the absolute amount of revenue from property tax has increased
substantially.

10 Includes Capital Expenditures in the following categories: Highway, Sewage, Solid Waste Management, Utility, Education, Hospitals, Parks & Recreations,
Other General Capital

11 Note that capital expenditures are often committed for multiple years, and thus the impacts of recessions on spending commitments are felt in years
after the recession, rather than in the recession itself.
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This analysis should be considered an initial assessment, and there is need for more research to
fully understand these dynamics. Overall, while infrastructure spending in California is relatively

low compared to other states, cities appear to have been able to find multiple source of funding to
support infrastructure spending, and there is little evidence that limits on commercial property value
assessments have been a substantial factor in explaining patterns of infrastructure spending.

Figure 8: Per Capita Capital Infrastructure Spending

CA cities compared to cities in other states with limitations on both commercial and
residential assessments, and cities in other states with no limitations
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Figure 9: Capital Infrastructure Spending as % of all Expenditures

CA cities compared to cities in other states with limitations on both commercial and
residential assessments, and cities in other states with no limitations
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Figure 71: “Own-Source” Revenue as percentage of total revenue
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CONCLUDING POINTS

In trying to assess the impact on economic development of potential reform of California’s commercial
property tax system, it is important to remember that the primary drivers of economic development
have little to do with the structure of commercial property tax. Economic growth and development

is primarily driven by consumer preferences and spending power, dynamics of supply and demand

in different markets and industries, demographic change that shapes patterns of consumer demand,
technological developments and global trading patterns that shape patterns of job creation,
destruction and changing skill patterns. All of these processes are largely beyond the influence of local
governments. Local government policies can influence economic growth and change in ways that have
an impact, but it is important to remember that these influences in many spheres of economic activity
are typically at the margins, rather than a core determinant of economic success.

Where local governments do have a significant influence on economic development is in the area of
land use. Cities have zoning powers that determine particular land uses (e.qg. retail, commercial, light
industrial, mixed use) and city approval is required for business location, growth, and development
projects. The structure of property tax, and its relationship to overall local revenue sources, does play
some role in shaping local planning and zoning decisions. Local government revenue is also important
in shaping the type of services provided and infrastructure developed, which can shape development
patterns as well. In these ways, the structure of local government revenue sources, not just the amount,
is related in important ways to these land use decisions and thus economic development overall.

As this report has discussed, there are three possible ways in which an under-assessment of property
values affects local government land use and planning decisions.

= First, the overall reduction in property tax revenue minimizes the effect of increased property values
driving economic development decisions. This restricts the ability of cities to link investments in
improved land value with the increased revenue from that more valuable land and distorts economic
decision making.

= Second, as cities have relied on other taxes that are related to only particular types of economic
activities, such as the sales tax and hotel tax. This fiscalization of land use provides an incentive for
city policy to promote only certain kinds of economic activity, thus constraining the best and highest
use of commercial and industrial land.

® Third, unequal value assessments provide a subsidy for older businesses that own their property.
This creates a competitive disadvantage for businesses that either lease their properties or have
purchased their property more recently.

Empirically, in examining the potential effects on the economy of reforming our property tax system to
tax commercial property at market rates, we come to the following conclusions:

®  The financial costs of reform would be primarily born by a small number of very large land and
building owners. An estimated 80% of the under-assessed value comes from the 8% of commercial
land parcels that are worth $5 million or more each.

= Businesses with increased property tax costs have essentially three options: reduce their profits; find
ways of generating more revenue from use of their land; or pass on these increased costs to their
customers. We did not try to model the specific economic combination of these three pathways of
adjustment, and given the lack of data on business rental and leasing patterns, it would be extremely
difficult to do so accurately. There are a number of reasons, however, why we think a substantial
portion would be absorbed by the land owners and not passed on to consumers. Land owners with
under-assessed properties who lease out their property would likely have to absorb a large portion
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of their additional costs, since lease rates are primarily set by market conditions, not related to tax
costs. Some commercial property owners use net leases, in which increased property tax costs are
passed on to the leasee as part of the lease agreement, but in the long-term, even these property
owners would likely absorb most of the additional tax costs. Taxing land at its actual market value
would provide incentive for that land to be used for its best and highest purposes.

=  Even if the entire additional costs to businesses were passed on to consumers—something we think
is unlikely—the overall scale of increased annual costs to businesses represents less than one half of
one percent of the overall California economy.

= Beyond the overall size of the fiscal impact, there is evidence that reforming commercial property
taxes would have beneficial impacts on land use and local government fiscal incentives in the
following ways:

= There is clear evidence that reforming commercial property tax would provide an incentive
for the development of vacant and under-utilized land. For example, statewide vacant
properties that had a tax base year from 2009-11 were five times more likely to be
developed by 2016 than properties whose tax base year was in the 1970s and early 1980s.

= Assessing commercial land at market value would likely reduce distortions associated with
the myriad ways cities have made up for associated revenue loss. The increase since 1978
in cities’ dependence on sales tax, lodging taxes, and development fees has resulted in
problematic incentives that has likely contributed to sprawl and inefficient land use.

®m Assessing commercial land at market value could have a beneficial impact on infrastructure
development. It would allow cities to more accurately capture increasing land value from
investment in infrastructure. This could also help shift funding of infrastructure away from
more regressive sources such as sales taxes.

= Given these factors, shifting more revenue to commercial property tax would likely contribute to
more efficient land use and development planning, and more dense urban development overall.
This could have environmental benefits as well as economic.

Finally, it is important to remember that providing an additional $11.4 billion to local government would
have important economic benefits as well. Roughly a third of the additional revenue would go towards
increased spending on education, and research continues to show a consistent and strong relationship
between investments in education and overall economic growth (Benos and Zotou 2014). A recent study
looking at state-level education quality and economic growth, for example, estimated that if every state
were able to perform at the level of the currently top-performing state, it would add half a percentage
point to annual growth over the lifetime of these better educated workers (Hanushek, Ruhose, and
Woessmann 2017). Since California schools perform significantly below the national average in their
measure, the benefits of California increasing to the top-performing state are even more dramatic--in
fact, closer to a one percentage point boost in annual growth.

Thus, our central conclusion is that taxing commercial properties at market value would likely have a
modest positive impact on land use, urban development and the economy overall.



MARKET VALUE 30

REFERENCES

Adkisson, Richard V., and Mikidadu Mohammed. 2014. “Tax Structure and State

Economic Growth during the Great Recession.” The Social Science Journal 51 (1): 79-89. https://doi.org/10.1016/].
s0scij.2013.10.009.

Alth, Shelley de, and Kim Rueben. 2005. “Understanding Infrastructure Financing for California.” Occassional
Papers. San Francisco, CA: Public Policy Institute of California. http://www.ppic.org/content/pubs/op/OP_605SAOP.
pdf.

Arnold, Jens. 2008. “Do Tax Structures Affect Aggregate Economic Growth?” OECD Economics Department Working
Papers, no. 643 (October): 28. https://doi.org/10.1787/236001777843.

Arnold, Jens Matthias, Bert Brys, Christopher Heady, Asa Johansson, Cyrille Schwellnus, and Laura Vartia. 2011. “Tax
Policy for Economic Recovery and Growth*.” The Economic Journal 121 (550): F59-80. https://doi.org/10.1111/j.1468-
0297.2010.02415.x.

Auerbach, Alan. 2010. “California’s Future Tax System.” The California Journal of Politics & Policy 2 (3): 1-20.

Benos, Nikos, and Stefania Zotou. 2014. “Education and Economic Growth: A Meta-Regression Analysis.” World
Development 64 (December): 669-89. https://doi.org/10.1016/j.worlddev.2014.06.034.

Berck, Peter, Elise Golan, and Bruce Smith. 1997. “State Tax Policy, Labor, and Tax Revenue Feedback Effects.”
Industrial Relations: A Journal of Economy and Society 36 (4): 399-418. https://doi.org/10.1111/0019-8676.00061.

Bivens, Josh. 2014. “The Short- and Long-Term Impact of Infrastructure Investments on Employment and Economic
Activity in the U.S. Economy.” Washington D.C.: Economic Policy Institute. http://www.epi.org/publication/impact-
of-infrastructure-investments/.

Brown, Stephen, Kathy Hayes, and Lori Taylor. 2003. “State and Local Policy, Factor Markets, and Regional Growth -
ProQuest.” The Review of Regional Studies 33 (1): 40-60.

Chapple, Karen. 2016. “Integrating California’s Climate Change and Fiscal Goals: The Known, the Unknown, and the
Possible.” California Journal of Politics and Policy 8 (2): 0_1,0_2,1-32. http://dx.doi.org/10.5070/P2cjpp8230563.

Citrin, Jack. 2009. “Proposition 13 and the Transformation of California Government.” The California Journal of
Politics & Policy 1 (1): 1-9.

Clapp, John M. 1980. “The Intrametropolitan Location of Office Activities.” Journal of Regional Science 20 (3): 387-99.
https://doi.org/10.1111/j.1467-9787.1980.tb00655.X.

Conroy, Tessa, Steven Deller, and Alexandra Tsvetkova. 2016. “Regional Business Climate and Interstate
Manufacturing Relocation Decisions.” Regional Science and Urban Economics 60 (Supplement C): 155-68. https://doi.
org/10.1016/j.regsciurbeco.2016.06.009.

Deller, Stephen. 2014. “Strategies for Rural Wealth Creation: A Progression of Thinking through Ideas and
Concepts.” In Rural Wealth Creation, edited by John L. Pender, Bruce A. Weber, Thomas G. Johnson, and J. Matthew
Fannin, 153-66. Routledge.

DiPasquale, Denise, and William Wheaton. 1996. Urban Economics and Real Estate Markets. Englewood Cliffs, N.J.:
Prentice Hall.

Dye, Richard, and Richard England. 2010. “Assessing the Theory and Practice of Land Value Taxation.” Policy Focus
Report. Cambridge, MA: Lincoln Institute of Land Policy.

Fischel, W.A. 2001. “Homevoters, Municipal Corporate Governance and the Benefit View of the Property Tax.”
National Tax Journal 54 (1): 157-73.



MARKET VALUE 31

Fraser, Alison. 2005. “Colorado’s Taxpayer’s Bill of Rights Should Not Be Breached.” Backgrounder Report 1873.
Washington D.C.: Heritage Foundation.

Frates, Steven B., and Michael A. Shires. 2012. “An Analysis of Split Roll Property Tax Issues and Impacts.” Malibu,
CA: Davenport Institute, School of Public Policy, Pepperdine University.

Gaffney, Mason. 1972. “Land Rent, Taxation, and Public Policy:” American Journal of Economics and Sociology 31 (3):
241-52. https://doi.org/10.1111/j.1536-7150.1972.tb02975.x.

Gale, William G., Aaron Krupkin, and Kim Rueben. 2015. “The Relationship Between Taxes and Growth at the State
Level: New Evidence.” National Tax Journal 68 (4): 919-42,

Gamage, David. 2010. “Preventing State Budget Crises: Managing the Fiscal Volatility Problem.” California Law
Review 98 (3): 749-812.

Geltner, David, Norman Miller, Jim Clayton, and Piet Eichholtz. 2001. Commercial Real Estate: Analysis & Investments.
Cincinnati, OH: Southwestern.

Goetz, Stephan J., Steven Deller, and Tom Harris. 2009. Targeting Regional Economic Development. Routledge.

Goldberg, Lenny, and David Kersten. 2010. “System Failure: California’s Loophold-Riddern Commercial
Property Tax.” Sacramento, CA: California Tax Reform Association. http://www.caltaxreform.org/pdf_ppt/
SystemFailureFinalReportMay2010.pdf.

Goldberg, Lenny, and Kersten, David. 2012. “High-Tech, Low Tax: How the Richest Silicon Valley Corporations Pay
Incredibly Low Taxes on Their Land.” California Tax Reform Association.

Hanushek, Eric A., Jens Ruhose, and Ludger Woessmann. 2017. “Economic Gains from Educational Reform by US
States.” Journal of Human Capital 11 (4): 447-86. https://doi.org/10.1086/694454.

Harrison, Fred. 2006. “Wheels of Fortune: Self-Funding Infrastructure and the Free Market Case for a Land Tax.”
SSRN Scholarly Paper ID 885488. Rochester, NY: Social Science Research Network. https://papers.ssrn.com/
abstract=885488.

Heintz, James. 2010. “The Impact of Public Capital on the U.S. Private Economy: New Evidence and Analysis.”
International Review of Applied Economics 24 (5): 619-32.

Helms, L. Jay. 1985. “The Effect of State and Local Taxes on Economic Growth: A Time Series--Cross Section
Approach.” The Review of Economics and Statistics 67 (4): 574-82. https://doi.org/10.2307/1924801.

Hirsch, Barry T., Bruce E. Kaufman, and Tetyana Zelenska. 2015. “Minimum Wage Channels of Adjustment.”
Industrial Relations: A Journal of Economy and Society 54 (2): 199-239. https://doi.org/10.1111/irel.12091.

Ingram, Gregory K., and Yu-Hung Hong, eds. 2012. Value Capture and Land Policies. Cambridge, MA: Lincoln
Institute for Land Policy.

Ito, Jennifer, Justin Scoggins, and Manuel Pastor. 2015. “Getting Real About Reform: Estimating Revenue Gains
From Changes to California’s System of Assessing Commercial Real Estate.” Los Angeles, CA: Program for
Environmental and Regional Equity, USC.

———.2017. “California’s Commercial Property Tax System: Updated State and County Estimates.” Los Angeles,
CA: Program for Environmental and Regional Equity, University of Southern California.

Johansson, Asa, Christopher Heady, Jens Arnold, Bert Brys, and Laura Vartia. 2008. “Tax and Economic Growth.”
OECD Economics Department Working Paper No. 620. Paris, France: OECD.

Lederman, Jaimee, Anne Brown, Brian Taylor, and Martin Wachs. 2018. “Arguing Over Sales Taxes for
Transportation: An Analysis of Ballot Statements.” Transportation Research Board 97th Annual Meeting 18-00970.
Washingon D.C.: Transportation Research Board. https://trid.trb.org/view/1494666.



MARKET VALUE 32

Lewis, Paul G. 2001. “Retail Politics: Local Sales Taxes and the Fiscalization of Land Use.” Economic Development
Quarterly 15 (1): 21-35. https://doi.org/10.1177/089124240101500102.

Litman, Todd. 2014. “Evaluating Public Transportation Local Funding Options.” Journal of Public Transportation 17
(1). https://doi.org/10.5038/2375-0901.17.1.3.

Mathis, Edward J., and Charles E. Zech. 1982. “The Economic Effects of Land Value Taxation.” Growth and Change 13
(4): 2-5. https://doi.org/10.1111/j.1468-2257.1982.tb00382.x.

McCluskey, William J., and Riél C. D. Franzsen. 2017. Land Value Taxation: An Applied Analysis. Routledge.

McNichol, Elizabeth. 2016. “It's Time for States to Invest in Infrastructure.” Washington D.C.: Center on Budget and
Policy Priorities.

Miller, Ronald E., and Peter D. Blair. 2009. Input-Output Analysis: Foundations and Extensions. Second Edition.
Cambridge: Cambridge University Press. http://staff.estem-uc.edu.au/taipham/files/2012/03/i02009.pdf.

Mullins, Daniel R. 2004. “Tax and Expenditure Limitations and the Fiscal Response of Local Government:
Asymmetric Intra-Local Fiscal Effects.” Public Budgeting & Finance 24 (4): 111-47. https://doi.org/10.1111/j.0275-
1100.2004.00350.x.

NASBO. 2015. “Budget Processes in the States.” Washington DC: National Association of State Budget Officers.
https://www.nasbo.org/reports-data/budget-processes-in-the-states.

Peterson, George E. 2009. Unlocking Land Values to Finance Urban Infrastructure. World Bank Publications.

Phillips, Joseph M., and Ernest P. Goss. 1995. “The Effect of State and Local Taxes on Economic Development: A
Meta-Analysis.” Southern Economic Journal 62 (2): 320-33. https://doi.org/10.2307/1060685.

Plassmann, Florenz, and T. Nicolaus Tideman. 2000. “A Markov Chain Monte Carlo Analysis of the Effect of
Two-Rate Property Taxes on Construction.” Journal of Urban Economics 47 (2): 216-47. https://doi.org/10.1006/
juec.1999.2140.

Reid, Gary J. 1988. “How Cities in California Have Responded to Fiscal Pressures Since Proposition 13.” Public
Budgeting & Finance 8 (1): 20-37. https://doi.org/10.1111/1540-5850.00771.

Romp, Ward, and Jacob de Haan. 2007. “Public Capital and Economic Growth: A Critical Survey.” Perspektiven Der
Wirtshartspolitik 8: 6-52.

Segura, Jerome. 2017. “The Effect of State and Local Taxes on Economic Growth: A Spatial Dynamic Panel
Approach.” Papers in Regional Science 96 (3): 627-45. https://doi.org/10.1111/pirs.12221.

Slack, Enid, and Richard Bird. 2014. “The Political Economy of Property Tax Reform - ProQuest.” OECD Working
Papers on Fiscal Federalism No. 18. Paris: OECD. http://dx.doi.org/10.1787/5jz5pzvzv6r7-en.

Smith, Jeffery J., and Thomas A. Gihring. 2006. “Financing Transit Systems Through Value Capture.” American
Journal of Economics and Sociology 65 (3): 751-86. https://doi.org/10.1111/j.1536-7150.2006.00474.x.

Speirs, Mark. 2011. “Land Value Tax in Altoona, PA.” Philadelphia, PA: Center for the Study of Economics. http://
www.urbantoolsconsult.org/upload/Land Value Taxation in Altoona PA 2011.pdf.

Stallmann, Judith L., and Steven Deller. 2010. “Impacts of Local and State Tax and Expenditure Limits on Economic
Growth.” Applied Economics Letters 17 (7): 645-48. https://doi.org/10.1080/13504850802297954.

Stallmann, Judith L., Craig S. Maher, Steven C. Deller, and Sungho Park. 2017. “Research on the Effects of Limitations
on Taxes and Expenditures.” Journal of Public and Nonprofit Affairs 3 (2): 197-222. https://doi.org/10.20899/
jpna.3.2.197-222.

Stark, Kirk J. 2016. “Reforming Proposition 13 to Tax Land More and Buildings Less.” UCLA School of Law, Law-Econ
Research Paper No. 16-01. Los Angeles: UCLA School of Law. https://papers.ssrn.com/abstract=2727503.



MARKET VALUE 33

Taylor, Mac. 2016. “Common Claims About Proposition 13.” Sacramento: Legislative Analyst’s Office.

Vincent, Joshua. 2012. “Neighborhood Revitalization and New Life: A Land Value Taxation Approach.” American
Journal of Economics and Sociology 71 (4): 1073-94. https://doi.org/10.1111/j.1536-7150.2012.00849.x.

Wassmer, Robert W. 2003. “The Influence of Local Fiscal Structure and Growth Control Choices on ‘big-Box’ Urban
Sprawl in the American West.” In The Property Tax, Land Use, and Land Use Regulation, edited by Dick Netzer, 88-105.
Edward Elgar Publishing.

Wenzer, K. C. 2016. Land-Value Taxation: The Equitable Source of Public Finance. Routledge.

Wheaton, William C. 1984. “The Indidence of Inter-Jurisdictional Differences in Commercial Property Taxes.”
National Tax Journal 37 (4): 515-27.

Yamarik, Steven. 2000. “Can Tax Policy Help Explain State-Level Macroeconomic Growth?" Economics Letters 68 (2):
211-15. https://doi.org/10.1016/50165-1765(00)00242-1.

Yang, Zhou. 2014. “The Effects of the Two-Rate Property Tax: What Can We Learn from Teh Pennsylvania
Experience.” Working Paper WP14ZY1. Cambridge, MA: Lincoln Institute of Land Policy.

———. 2017. “Differential Effects of Land Value Taxation.” Journal of Housing Economics, November. https://doi.
org/10.1016/j.jhe.2017.11.002.

Youngman, Joan. 2016. A Good Tax: Legal and Policy Issues for the Property Tax in the United States. Cambridge, MA:
Lincoln Institute of Land Policy.

Zodrow, George. 2006. “Who Pays the Property Tax?” Land Lines: Lincoln Institute for Land Policy, April. http://www.
lincolninst.edu/publications/articles/who-pays-property-tax.



~ DIGITAL TOOLS FOR | SOCIAL g

INNOVATION

% UNIVERSITY OF CALIFORNIA

The Everett Program

UCSC 1156 High Street, Santa Cruz, CA
95064

Phone: 831-459-1572
Email: info@everettprogram.org



