A TAX SYSTEM THAT RESTORES CONFIDENCE IN GOVERNMENT:
g Balancing State and National Authority
by Clifford Cobb, Redefining Progress, San Francisco

Since the Republicans took control of Congress in January, the potential for radical
changes in-both tax and budget policy has advanced dramatically. The current crop of tax
proposals are all. variations on the theme of eliminating the income tax as we know it by shifting the
tax base to consumption. This is supposed to increase the saving rate and economic growth, but it
probably will not, if the past is any guide. Instead, the Republican plans primarily amount to a
massive shift of taxes onto labor and, in the case of the So-called flat 1ax, a gift of around $1 trillion
to the already wealthy. In addirion, despite the relatively low tax burden on Americans (compared
to Europeans), the Republicans are offering to cut taxes and scale back the scope of govemment
, 'The Republicans have also proposed to shift responsibility to the states for a number of
social welfare programs. If the states are preparcd to raise taxes to pay for their new burdens,
decentralization could be a positive-step. But the states are also cutting taxes, so the effects of
devolution on low-income households will be ambiguous at best.

The Democrats, meanwhile, lack ideas with which to respond to these proposals. They
have tied themselves to the status quo, with all of the subterfuge associated with it. Democrats
have historically defended an income tax system with high marginal rates, which allows them to
can gain political support from those who receive tax breaks. They stand solidly behind Social
Security and Medicare, even though they arc financed by a highly regressive payroll tax that
presumably raises the unemployment rate. The Democrats are in no position 10 criticize the
Republicans for heaping more taxes on labor. .

The problem with the approach of both political partics is their fixation on taxing cash
flows instead of services and rents. (Technically speaking, the current income rax combincs cash
accounting and accrual accounting, but overall there is a strong bias toward cash-flow activities.)
The Republicans want to tax spending; the Democrats want to tax earnings. At the same tme, the
wasteful use of valuable resources is subsidized. Both income and expenditure taxes intc:fere with
the flow of transactions in the economy and act like an injection of cholesterol directly into the
blood stream. Inefficient use of natural resources, which reduces the mmover of capital and further
blocks economic circulation, is the social equivalent of the low-density fats that clog our arteries
and destroy our health. Just as those fats line the arteries and make the heart pump harder, idle
resources make the economy sclerotic by forcing labor and capital to work harder to achieve a
given level of output. Then, after these absurd economic rules drive us to work harder just to stay
even, we are taxed for our efforts. No wonder our economic system is sluggish, and producrivity
has grown so slowly. :

A _third way : :

' If one gives up the idea that the siphoning of cash flows is the primary source of tax
revenues, there is a third approach to taxation that neither political party is considering. Instead of
penalizing either work or investment, taxes should promote initiative and discourage thc wasteful
use of the earth's resources. At present government policy tends to subsidize resource depletion,

poliution, and urban sprawl, while it taxes away the fruits of human effort. ,
: At Redefining Progress, we have begun to analyze the possibility of creating a tax system
in California based on the principle of resource taxation. Our aim is to show that it would bc
.feasible to phase out all existing taxes at the statc and local level other than fee-for-service charges
and reasonable developer exactions. Beyond user charges, state and local revenue would
ultimately desive entirely from charges on the use and ownership of resources provided by nature
and on infrastructare built at public expense.

The potential tax sources on which we have already donc considerable rescarch are 1) air
pollution, 2) energy, 3) highway use and congestion, 4) land, 5) parking, 6) solid wastc, and 7)
water rights. We are hoping to add to that list forests, fisheries, mining, noise pollution, and water
pollution. As we extend the analysis to the federal level, we might also add research on the clectro-

1



magnetic spectrum, geretic resources, sea-bed mining, space debris, and other national or global
resources. There may be other areas that would be appropriate objects of taxation which we have
not yet considered. ' '

Taxes on these sources would improve the economy and restore vitality 0 democracy.
Most of what I have to say today refers to the social and political benefits of tax shifting, but I want
to mention in passing three economic advantages. First, every dollar raised from one of these
sources cuts taxes on labor or investment by an equal amount, enabling businesses o hire morc
people at higher wages, with more capital 10 make them productive. In addition to siripping away
the taxes that reduce wages and employment levels, site value taxation will increase the turnover of
capital and directly increase the amount of labor used per unit of capital. The second gain is the
promotion of resource conservalion. Taxing resources that arc mispriced in the market will make
their use more efficient. In many cases, efficiency means that social costs will be captured. In
other cases, it means that hoarding will be severely limited so that resources can be shified from
low-value to high-value uses. The third benefit is a fairer and more rational tax system that
rewards effort, not inherited privilege. Put simply, people should pay for what they take, not for
what they make. ' -
' Economists have long proposed the use of pollution charges and some have suggested
taxation of rents from land and water. But generally they have assumed this would not be
* sufficient as a tax base. Our calculations suggest that California could raise between $175 and
$200 billion from resource taxes. The combined own-source revenues at the state and local Icvel
are currently around $120 billion. Thus, without relying on any cash-flow taxes, it appears that
California could increase its revenues by approximately 50% above current levels.

Taxation_and federalism .

- By shifting taxes from cash flow activities to resource ownership and use, the devolution
of power from Washington to states and local governments could become a reality. A tragic
situation has come about whereby local governments sit on huge sources of untaxed wealth whilc
they go bankrupt and seek federal assistance. They cannot see the wealth around them because
generations of public finance experis have created a fixation on cash-flow sonrces of taxation,
which are not especially suitable for state and local government. Labor and capital are mobile.
Thus, when states and local governments try 1o tax income or sales, they are inevitably in
competition with each other. Companies force local governments to engage in bidding wars over
which jurisdiction will offer the best tax abatement terms. Thus, our nation has embraced a top-
heavy system of federal income taxcs and lax-starved state and local governments. The result has
been centralization of authority, loss of access to decision-makers by citizens, excessive federal
rule-making, corruption, and a loss of faith in government.

State and local governments can reassert their fiscal powcr and authority by levying high
taxes on immobile resources so they will not be in competition with each other. (Exceptin Woody
Allen's movie Love and Death, 1and is not treated as a mobile asset.) Local governments can raise
taxes on rents up to 100% without interfering with commerce. Appropriate pollution fees, higher
parking fees, and congestion prices on highways could add to local and state revenues and to the
quality of life, without stifling economic activity or leading to downward competitivc pressure
among neighboring jurisidictions. Indeed, the most miraculous feature of rent taxes is that high (ax
rates acually promote enterprise, in contrast to most other taxes. Thus, the perfect tax sources for
state and local government remain largely untapped, even as they depend on the federal
govermnment for handouts. .

Although levying taxes locally on immobile resources, such as site values or congestion,
makes sense on efficiency grounds, this might be inequitablc if the boundaries of tax jurisdictions
are drawn very narrowly around the sites that generate the highest rents. Wealthy neighborhoods
could form separate jurisdictions with the intention of capturing the high rents generaled from their
properties, thereby depriving other county residents of their 1ax revenues. In California this tactc
has already been adopted by industrial enclaves in a couple of cities and by redevelopment districts
in many more. This amounts 1o private hoarding, and it obstructs efforts to broadly allocate the
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payments for use of socially created; wealth. Thus, a state that adopted resource taxation as its
primary revenue source would need:to ensure that much of the revenue would be spent ata
jurisdictional level large enough 1o be representative of society as a whole:

At the international level, the same principle applies to the taxation of resources that extend
beyond national boundaries. For example, if nations tax the use of the atmosphere according (o an
international treaty, it would be appropriate on equity grounds for the narions that use the largest
share of atmospheric resources to pay part of their revenues into an international fund to
compensate other countries. Otherwise, nations such as ours that have historically used more than
our share of the earth's resources will continue to reap the benefits from our excessive use. '

The key point is to recognize that new issues of scale and jurisdiction will arise in a system
with heavy emphasis on resource taxes. The best level at which to collect resource taxes may not
necessarily be the best level at which to distribute the proceeds from the tax. This will make for
interesting interjurisdictional negotiations.

in tax ba n

Partitionir iction
If states and local governments tapped the best sources of taxes, leaving the federal
government to collect more economically destructive taxes, that might reverse the historical
dominance of the former by the lamér. The federal government then might have 1o comne begging
the states for money instead of vice: versa. At present, the federal government collects over $1.35
trillion from taxes on personal and corporate income and payrolls. Of that, around $200 billion is
assistance to state and local governments, and almost $700 billion is transfer payments (0
individuals. State and Jocal own-source revenues are currently around $1 trillion dollars (not
including the $200 billion in federal grants). If our estimates for California are reasonably
accurate, own-source revenues could be increased by 50%, to around $1.5 trillion. It should be
possible to eliminate all state and local assistance from the federal budget and all transfer payments
except Social Security.

Even if a large part of the responsibility of providing services could be turned over o state
and local governments, there are a number of national programs that could not be devolved.
Defense, foreign affairs, and other purely federal activities consume over $350 billion per year.
Sacial Security costs another $350 billion, and interest on the debt around $250 billion. “Thus, 2
bare-bones federal budget (assuming no major cutbacks in defense spending) would amount to
around $950 billion. I state and local governments raised an extra $500 billion, the federal

would not be able to cut back by an equal amount because it has been running a
pessistent deficit. Also, the amount of revenue needed by the federal government will depend in
laree part on whether Congress is able 10 restrict the growth of Social Security (or perhaps even o

What taxes conld the federal government rely on to raise $950 billion? If state and local
govermments genetated revenacs solely from noncompetitive sonrces (land, water, parking, local
polintion =nd son, and user fces). the largest remaining source of revenue that would also
provide social 2nd envirommensal benefits would be 2 charge on carbon cissions from fossil fuels
and other encrpy based on non-local dsmage and risks. The International Panel cn Climate
Change estimages that a charpe of $500 per ton of carbon (around $135 per ton of carbon dioxide)
might be necessary o pecvent fusthey inceascs i the coacenization of atmospheric carbon dioxide.
A carbon tax of that amouns, phased in 2t the national level might altimately yield around $500
billion (based oft 2 gnessfimated decime of 30% W 40% in the ase of petroleum as a result ofa
150% increase in the price of sostfacls) K the tax were adopéed as part of an international treaty,
some of the revesme might have @ be used 2o aifset the effects of economic losses in other
countries, S0 we might assame that only $400 o $425 billion would be available domcstically.
Charges on the use of the electromagnetic spectrmm, the use of federal lands, fisherics within the
200 mile zone, and other sesparces might yield another $20 1o $30 billion.

It would contimme w0 be necessary to raise around $500 billion from conventional taxes.
The payroll tax could be efiminated, providing a large increase in demand for labor. Personal and

corporate income tax rates could also be lowered by about one-third, or personal laxes reduced by




one-sixth and the corporate tax elimjnated, which would make sense if their profits were no longer
heavily loaded with resource rents.

All of these figures are somewhat pessimistic because they presuppose a static analysis.
Since taxation of rents would encourage increased demand for labor and increased mover of
capital, the higher level of economic¢ activity would cause incomes and tax receipls at all levels to
grow rapidly. Since pollution and resource use would be tightly limited by taxation, the economic
growth that occurred would be more purely beneficial and less morally ambiguous than it is under
current conditions. In addition, the burden of means-tested transfer payments, which placc a
burden on an already sluggish economy, would become far lighter as more people were able to
find work. In other words, the overall size of government could be reduced. At the same time,
since the saving rate is closely tied to the rate of income growth (according to a study by Barry
Bosworth of OECD nations), a higher rate of growth would partially alleviate the balance of
payments problem. In all likelihood, the federal income tax rates could decline over time as the
ozgll?hll tax system transformed society from a condition of chronic illness to one of increasing
health.

Renewing democracy

Thus far, ] have spoken primarily in terms of fiscal and economic benefits that conld result
from a tax shift, such as full employment, economic efficiency, and faimess. There is another
dimension to 1ax shifting that is rarely considered. It could also promote the development of a
more democratic society in several ways.

The need to promote a more democratic socicty in the United States might not be obvicus to
everyone. At the formal level, we have an open electoral process, a relatively fair judicial sysiem,
and strong legal safeguards of individual rights. But democracy at its best is much more than these
failsafe devices. Ideally, it is a process of harncssing the wisdom of all members of society in
collective decisions. That does not necessarily mean that every citizen is directly involved in every
decision. That would be unduly cumbersome. It simply means that every individual has a realistic
opportunity (not just in theory) of influencing public choices.

Achieving that goal depends on at least three factors that could be changed by a tax shift.
The first factor is the proximity of decision-making to citizens in both a physicalanda
psychological sense. The second factor is the establishment of rules that limit favoritism and
corruption. The third factor is a reduction of the wealth and status differences that induce
psychological dependence and deprive many citizens of the capacity to make independent
judgments about public affairs.

_ First, a tax:shift of the kind I have described wounld involve the transfer of many.aspects of
domestic policy from the federal to-the state and local level. Devolution of authority would enable
citizens to: observe and participate directly in the affairs of government. Local government has the
potential to be more transparent and more responsive 10 the necds of ordinary citizens than the
distant federal apparatus. That very transparency has, however, given local government the
reputation of being corrupt. The Progressive ideology has mistaken the appcarance of professional
disinterest for good government sirice the tum of the century. It has favored centralization of
authority in the hands of federal officials. In the process, we have allowed subtler and more arcane
forms of avarice to displace the more visible manifestations that citizens had some chance of
controlling.

The second contribution of a 1ax shift to democracy is its capacity 1o limit corruption and
thereby restore faith in the integrity of government. The public collection of economic rents would
undermine the basis of many of the favors traditionally extendcd by local officials to friends and
political contributors. For example, zoning board officials would have far less influence to sell if
1axes were designed to capture most of the rents from upzoning. In addition, programs such as
construction of low-income housing, water impoundments, and other projects designed 1o correct
perceived market failures have created a context in which wholesale, instimtionalized corraption
has thrived. By correcting the market failure with tax policy, the rationale for financing thosc
government programs would dissolve. Furthermore, eliminating the federal share in these
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projects, which looks like free money to the recipients, would force citizens to recognize that
government is wasting our money, not someone else's.

- The third feature of a tax shift that would breathe new life into democracy is the
redistribution of wealth and opportunity. The most important prerequisite of demaocracy is the
existence of an independent citizenry that has the capacity to deliberate and come to judgment
without undue manipulation by powerful interests. Historically, some form of property owncrship
was considered a necessary condition for having the leisure and the independence to make
informed judgments. Those who owned only their labor power were economically and
psychologically dependent on the propertied class. The political reformers of the 19th century :
were offended by the denial of political rights to those without property. In their efforts to broaden
the base of political participation, they made a crucial choice. Instead of working to create a social
system in which property ownership was within reach of everyone, they fought for universal
suffrage. Given the constraints upon them, that may have been the best that could be achieved.
But we should be aware that the weakness of democracy in modem nation-states can be directly
wraced to the continued concentration of economic power.

1 am proposing that democracy will always remain thin and fragile unless wealth and
economic opportunity are sufficiently dispersed to enable most adults to act as independent
citizens. Above all, the average citizen needs to own enpugh economic assets to feel a stake in the
system and to be able to withstand pressure from dominant economic interests. That would not
necessarily require complete uniformity of wealth distribution, but it is clear our economy is
moving in the wrong direction. Income and wealth became morc concentrated in the 1980s, with
the top 1% and top 10% both gaining at the expense of the rest of the population (Mishel and
Frankel, 26 and 162). From 1980 to 1990, the proportion of families with some net equity in a
house declined slightly, but particularly among those less than 45 years old, for whom ownership
rales dropped by 5 percentage points (Statistical Abstract 1992, p. 716).

These changes might be compatible with democracy if upward and downward mobility
were constantly rearranging the social rank of individuals in society, but that is not the case.
Poverty and privilege are strongly transmitted from one generation to the next American sociely is

ighly stratified. According to one analysis by two respected economists, 81% of household
wealth is inherited rather than based on personal saving (Kotlikoff and Summers, 722). This high
figure is based on a rather broad definition of inheritance, which includes many nonmonctary gifts
and advantages supplied by relatives that do not show up in standard surveys. Other studies have
estimated that in the United States today, over 40% of a person's cconomic status is inherited from
parents (Solen, 403; Zimmerman, 427). This fits with the conclusion, reached by Christopher
Jencks and his colleagues in their thorough study of mobility, that "those who do well

. economically typically owe almost half of their occupational advantage and 55 to 85 percent of their

eamnings advantage to family background" (Jencks et al., 81). Contrary to the popular image,
education does not overcome the effects of inherited status. Instead, it reinforces them. Children
from wealthy families do better educationally than children from poor families for a variety of
reasons, but particularly because children of privilege internalize the cxpeclation that they will
succeed.

We are currently a highly stratified society in which status depends largely on the family
one is born into, and the divisions are becoming deeper and morc rigid. The strengthening of
democracy thus depends on the development of economic mechanisms that will disperse
ownership of assets more widely. A tax shift could accomplish that goal through market forces,
without the economically and socially disruptive effects usually associated with redistributive
measures. As the tax on natural resources rose, their market value would decline, and those whose
economic power depended largely on them would lose much of their wealth. Assets thar arc
currently held but are being used incfficiently would be sold, thereby dispersing ownership. In
addition, by lowering the cost of buying a house, site value taxation would probably increase
homeownership among those who are currently priced out of the market. Those who want 10 start
their own business would also be able to do so morc easily because the capital costs of entry would
be lower. Finally, higher rent taxes would free up idle capital and increase its rate of mrnover,



thereby expanding employment oppormunitics. There may be other channels as well that would
lead to less concentration in wealth holdings. _ .

' The efféct of these changes on democratic institutions would be profound. Many-peoplc
who feel they are in the grip of forces beyond their control would gain some degree of economic
stability and political self-confidence. The current trend toward a dual economy and stratified
society would be halted and reversed. Moneyed interests would no longer be able to dominate the
political arena as easily. If the past js any guide, an increasing number of clubs and associations
would be formed by those who currently feel left out of the political process. In sum, the dispersal
of economic power would reinvigorate participation in civic life.

C LUSIH

The idea of shifting taxes from labor and capital o resources will take several years to gain
general acceptance, but it is not too early to begin imagining the basis on which such a shift might
take place, Rather than asking only what economic questions a tax shift will answer, we must also
consider what its effects would be on public life and government authority.

' First, I have suggested that a tax shift would be an appropriate response (o the call by
Republicans to turn authority for domestic programs over to the states. Rather than thinking of
devolution merely as a way 10 unburden the federal government, it could be conceived as a method
of strengthening the authority and economic viability of states and local governments.

Second, instead of simply dismantling the welfare state and abandoning responsibility for
troubled citizens, the government could use its tax authority to create a market system that would
be far more humane than the present one. Welfare for both the rich and the poor could reccde in
signficance if we were to creale an economy in which everyone had an opportunity and an
obligation to be productive. :

Third, by providing a source of revenue for local governments that does not require wem to
compete with each other in offering rebates to business, the autonomy of communities could be
increased. . No longer would cities have to complain constantly about the wolf at the door because
they would have a reliable source of revenue. :

Finally, and most important, a tax shift could restore the spirit of democraric citizenship that
has been supplanted by cynicism and apathy. If a tax shift seems likely to renew the intcgrity ol

, gogrnment and the self-respect of citizens, we would be remiss if we did not at least experiment
with it. ' ’ :
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Appendix

The claim that a large proportion of taxes could be shifted from labor and capital to natural
resources and user charges and from the federal to the state and local level hinges on the capacity of
site value taxation to yield a much larger amount of revenue than the property tax currently
generates. The following is an explanation of the logic we used in estimating the revenue potcntial
of site value taxation in California. .

The baseline - officlal state estimates of property values

Official (State Board of Equalization) statistics on property assessments in California
indicate the total value of taxable land is currently around $700 billion. The assessed value of
buildings is around $1.07 willion. These figures offer a starting point for estimating the revenue
potential. As we shall sce, these assessment figures grossly underestimate the rue market valuc of
land. In order to determine the capacity of land value taxation to generate revenue, it is first
necessary to develop a better estimate of the total value of land in the state.

One important factor biasing the official estimates of both land and building values
downward is the process by which property is "assessed" in California under Proposition 13. Any
property that has not changed hands since 1978 is assessed at the 1975 value plus an increase of
2% per year--49% over 20 years. Property that has been acquired since 1978 is valued at ils
purchase price plus a 2% per year increase, compounded annually. Since property values have
increased by at least 200% to 300% sincc 1978, the assessments for property that has not changed
hands since 1978 are many times lower than acmal value. Since there are no statewide data
showing the proportion of taxable property that has been sold cach year since 1978, it is
impossible to determine the precise degree of underassessment (relative to market valuc) as a result
of Proposition 13. However, one smdy showed that the rafio of assessment to market value of
property in metropolitan areas in ¥981 ranged from 0.38 to 0.77, with a median of 0.60 (Phillips,
148). That means that a property worth $300,000 would be valued on average at $180,000. In
other words, the value of property was 66% more than the assessed value. Since the largest
metropolitan areas—Los Angeles, San Diego, San Jose, and San Francisco/Oakland all have ratios

~ below the median, that suggests the total underassessment in the state exceeds 66 percent.

We have therefore estimated the total value of taxable property (land and buildings) in
California as $3.0 trillion instead of the $1.77 trillion. (Land would account for around $1.2
trillion and buildings for about $1.8 trillion.) '

rrecting for nd f |

Land has traditionally been underassessed in three ways. First, property owncrs have
benefitted most obviously when property as a whole is underassessed. The effect of generalized
underassessment is to shift taxes elsewhere, onto income and sales. Second, owners have also
benefitted when assessors have properly assessed the property as a whole but overvalued buildings
so they can be depreciated for income tax purposes. Third, land is often assessed on the basis of
its current ase rather than its highest and best use, enabling speculators to hold run-down property
for very linle. In this case, the excess tax burden falls on other property owners who kecp their
buildings in good condition. :

Tt is of course difficult to demonstrate that the practice of underassessing land is widcspread
in any particular jurisdiction without conducting an expensive assessment survey oneself. Several
studies, however, indicate that accurate assessments would probably reveal the value of land
within a city as a whole to be approximately twice as valuable as the buildings in it.

The most exhaustive study of underassessment of land in an American city was conducted
in Milwaukee, Wisconsin, using 1965 data, by Mason Gaffney, an professor of resource



economics. Among other data, Gaffney and his co-workers examined the property assessments of
buildings as they were about to be demolished (Gaffney, 1970). By definition, the market valued
the carcass value of a building at zero. The assessor, as it turned out, assesscd these buildings at
around three times the value of the land they were on. Using the post-demolition value of the land
on these sites as a baseline (to measure pure site values), Gaffney was able to determine for
Milwaukee the average share of total assessed value of property (land and buildings) that derived

' from land alone. Not surprisingly, this varied considerably from one district of the city to the next.
In low-rent and dense residential areas and in industrial areas, land comprised from 40% to 50% of
the assessed value of land and buildings together. In the downtown area and in expcnsive,
sprawled suburbs, the ratio of land value to land and buildings rose to between 70% and 90%. In
the city as a whole, land comprised 70% of total property values. That means the total value of
land was equal to more than twice the value of the buildings.

In Victoria, British Columbia, where assessments are kept up to date and where land is
consistently assessed on the basis of potential use rather than current use, a similar relationship
between land and building values has been found. For the city as a whole, the value of land is
approximately twice as large as the value of buildings. Since Victoria is approximately as old as
many Califrnia cities (unlike Milwaukee), it seems likely that this rclationship probably holds in
.California as well. , )

Based on this evidence, we might reasonably conclude that the value of land in California is
approximately twice as large as the value of buildings. In that case, if we start with assessed -
values adjusted to correct for the bias created by Proposition 13, the value of land would be $3.6
trillion, or double the adjusted building value of $1.5 trillion. In order to be conservative,
however, we estimate that the value of land is only 33% greater than the value of buildings (which
means that land and building values are split 57% to 43%). On that basis, we estimate the valuc of
taxable land in California as at least $2.4 trillion, which is over three times the official estimate.
Note also that this figure does not include the potential land value effects of the tax changes
discussed below.

Every tax on economic activity is in part an indirect tax on land values. (One reason for
taxing land values directly is that the same revenue can be collected without the damage that other
taxes cause to society.) The income tax reduces the amount of money that people can pay for
property. The sales tax reduces the amount of money that can be spent on taxable goods and
services. Since this lowers the average income of businesses, they can pay less in land rents.
Every tax ultimately falls on land becausc land rents are derived from economic surpluses or
residuals: ' the moriey that is left over after payments for labor and capital have been made. (This is
not truc for the individual because the landlord is the first one who mustbe paid. But if eVEryone's
income suddenly goes up or down, during a boom or a bust, that affects the amount left over as
surplus that landlords as a group can extracl. Anyone who does not believe this should simply
consider the rise of land values during the boom of the 1980s and the collapse of land valucs
during the bust of the early 1990s.)

Since every tax on economic activity ultimately falls on land values, the removal of the
taxes on personal and business income and on sales would have the effect of releasing money that
would increase the money spent op rent. That, in mm, would be capitalized into higher average
land values in California. We estimate that the climination of income and sales taxes would amount
1o an increase in disposable income of about 5%, not counting the effects of increased emiployment
and sales, which could amount to another 5% of state income. If disposable income . in the staic
rose 10% or more than $55 billion, an increasc in annnal land rents of $20 billion would be likely.
The capitalized value of that added rent would be around $400 billion, assuming a 5% real interest

rate.

Another large effect would be achieved by the removal of taxes on buildings. Exempiing
buildings from taxation would immediately increase the demand for land, thereby raising its value.
In South Africa, Australia, and New Zealand, where cities have removed taxes on bumildings and
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taxed land alone, experience has shown that the rise in land values matches the declinein the tax
base that had been provided by buildings. The assessed value of all of the taxable buildings in
California is $1.07 trillion. At a tax rate of 1% on assessed value, this yields approximately $11
billion in revenues per year. Thus, if the tax on buildings were removed, the increase in land valuc -
would be around $220 billion. Since the removal of the building tax would promote construction
and new economies of synergy, the actual increase in land values would be higher than this

estimate. For the sake of simplicity, we ignore those additions.

Finally, the existing tax on land has already lowered its market value by around 10%
(assuming an effective tax on land of 0.5% and a real interest rate of 5%). Accordingly, in the -
gbsclﬁﬁ)f. z;ny tax on land, its value wonld be around $240 billion higher than at present (10% of

2.4 trillion).

Thus, the combination of removing all taxes in California would raise the value of land by

around $860 billion ($400 plus $220 plus $240 billion). :

mpt land (no co ion_ma

An. indeterminate amount of land that is ownad by the state, by local governments, and
nonprofit institations could in principle be taxed but is not. Even if none of these governments or
institutions is ever taxed for its use of land, it would be helpful to know the extent of the subsidy
each receives so the pablic could make informed decisions about the merits of tax exemptions.
Presumably, inclusion of this land in the tax base would disperse 1ax costs over a larger base, but it
would not affect the total amount of tax revenues.

i reven otential
“Based on the foregoing revisions and estimates, we estimate the total value of land in
California to be between $2.5 trillion and $3 trillion. A land tax could thus yield 2 maximum of
$125 billion from $2.5 trillion or $150 billion from $3 trillion. (The tax yield cannot exceed the
real interest rate, which we have assumed to be 5%, times the untaxed value of the land.)

The "own source" revenue (i.e., not including federal revenues) raised by all levels of
government in California (excluding enterprise districts) is around $100 billion. Thus, local
governments could most likely pay for the entire cost of government--state and local--from a land
value tax alone, with some left over. In combination with other incentive taxes, it would definitely
be possible for California to generate a surplus that could then be distributed to all citizens of the
state, just as state of Alaska does with its oil revenucs. ‘

In 1993-94, the onc percent tax on $1.77 trillion of assessed value of both buildings and
land in California yielded around $18 billion per year. We have estimated that land would have a
value in California of approximately $2.5 trillion in the absence of all state taxation. But the
existing tax on land, if it remained-at one percent, would lower the market value of land from $2.5
to $2.1 trillion and yield $21 billion.! We envision that within four or five ycars, the tax rate
would rise to 2%, the market value of land would fall to around $1.8 trillion, and the tax yield
would be about $36 billion. Within 10 years, the tax rate could rise to around 7%, yielding around
$70 billion in revenue and lowering land values to $1 trillion. This process could continue

" indefinitely, slowly increasing revenues and reducing the market value of land.

Gaffney, Mason, "Adequacy of Land as a Tax Base,” in Daniel M. Holland, ed., The Assessment
of Land Value (Madison, WI: University of Wisconsin Press, 1970), p. 161.

Phillips, Robyn S., "Restoring Property Tax Equity," California Policy Choices: Volume Four
(Sacramento: University of Southern California School of Public Administration, 1988).

1 1¢ the value is $2.5 trillion when the tax rate is zero, and the real interest rate is 5%, then the rental value is $125
billion, If the tax rate is 1%, then the market value is $125 billion/(.05 + .01) = $2.083 trillion, which we have
rounded off to $2.1 wrillion since these are fairly rough estimates anyway. )
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