SAVING COMMUNITES / By Edward J. Dodson
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This presentation, “Saving Communities,” explains why the methods by which government – particularly municipal, township and county government, as well as public school districts – are of the utmost importance to the economic and social health of every community. First, let’s look at some basic challenges communities are facing.
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The national picture is one of unmet needs. According to research by Myron Orfield, roughly 72% of the residents of the nation’s 25 largest metropolitan areas live beyond the core city limits.  Over half live in suburban communities considered at risk because of growing social needs, aging or insufficient infrastructure, and stagnant tax resources.
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The central reality is that local communities are largely on their own. A study prepared in 2002 by Philadelphia Inquirer reporter and editor Larry Eichel – who now heads up a Pew Charitable Trust funded Philadelphia Research Initiative – concluded as follows:
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“In Pennsylvania … fragmented government remains a way of life. Anything smacking of regionalism is still a tough sell ...” And, Pennsylvania communities are far from unique in this situation across the United States.
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Communities in all states share much the same fiscal reality.  The era of Federal revenue sharing is gone, and state governments facing huge revenue shortfall already and are unable to fund many community needs.
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A key political issue is whether regional cooperation is possible under our fragmented system of government.  Typical of many metropolitan regions is that of Philadelphia. Back in 2002, Wharton School professor Robert Inman asked, in a paper published by the Federal Reserve Bank, “Should Philadelphia’s Suburbs Help Their Central City”. He realized there were no easy answers:
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“There is much to recommend our region’s decentralized system of public finance. But when there are important economic interdependencies across local jurisdictions, fiscal cooperation … is required.”
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Many communities face the burden of increasing debt and the need to raise revenue to service this debt. Meanwhile,  expenditures are in some cases outpacing revenues and have been for some time.
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As the local tax base contracts, local government is forced to increase tax rates on remaining residents, on property, on businesses, on commuters. New fees are charged for every type of public service, often preventing those of modest means from participating.
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Our elected representatives have over a long period passed legislation permitting each level of government to impose taxes on virtually all forms of assets, income flows and activities – then set up elaborate mechanisms for exemptions, rebates and revenue distribution. Little attention has been paid to the destructive consequences of imposing heavy tax burdens on activities and behaviors communities actually need to encourage versus those that should be discouraged.
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Ignored for too long has been the issue of whether it matters that government taxes everything, so long as nothing is too heavily taxed; or whether some assets, income flows and activities should be exempted from taxation and others relied upon exclusively.
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So, the question remains: “How should government raise needed revenue?” Are there sources of revenue that, by their nature,  belong to the community as a whole rather than to any individual or business or other private group?
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Part of the answer comes by examining what communities provide to individual citizens. Most importantly, communities provide locations for housing, business, education, culture, medical care and recreation -- an inventory of amenities and a regulatory environment in which to function.
Slide 14

Yet, the personal financial interests of community members are often pursued with little or no regard for the long-term economic or cultural survival of the community. The methods by which a community raises its revenue are, therefore, an important factor in the financial decisions made by existing and potential residents and by those engaged in business and commerce.
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Let’s take a close look at one of the major revenue and taxing concerns in virtually every community: the dependence on property taxes to pay for public schools as well as local and county government services.
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The playing field for communities is far from level. Demographics, such as household income and the age of residents are important factors. Also, the percentage of property that is tax exempt or otherwise not developed may be significant. Communities are in competition with one another for “rateables” based on real or perceived advantages or disadvantages.
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Despite a growing public resentment against rising property taxes – particularly on residential property – the appropriateness of raising revenue from taxing landed property values, while exempting the value of buildings and other types of property improvements has been extensively studied if not broadly adopted as sound public policy.
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The conventional form of property tax is really two distinct forms of taxation on two very different types of assets. The buildings we construct or purchase are products of individual effort. To impose taxation on such individual effort is to discourage both new construction and the ongoing maintenance of existing structures. Heavy taxation on buildings is a cost many property owners cannot absorb, and in many cities and towns property is left to deteriorate and then finally abandoned.
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Another characteristic of the conventional property tax is a widespread failure to assess property at full market value, or at least assess all properties at the same percentage of market value. And, even when the combined value of the land and improvement is reasonably accurate, assessors almost always overassess improvement values and underassess land values. These are problems that must be addressed if citizens vote to move to a system that exempts improvements and rely exclusively on land values as a primary source of public revenue.
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The underassessment of land values also allows gross underutilization of centrally-located land parcels in almost very city or town. A surface parking lot, employing one or two people and creating no real economic activity for the community, generates enough revenue for the owner to pay what are usually very low property taxes and hold land as a speculative investment for years or decades.
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To encourage new construction and the renovation of older buildings, communities often offer tax abatement programs, addressing the problem piecemeal but with limited success and undersirable side-effects. The ultimate beneficiary of a property tax abatement is the land owner, who is able to obtain a higher price from a developer who, in turn, is able to obtain an acceptable profit margin on unit sales because buyers are able to carry a higher mortgage payment than would be the case if the full property tax was being collected.
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A far simpler and potentially more effective approach to creating a dynamic and positive environment for sustainable community development is to reward all property owners who invest to bring their properties to what the market indicates is highest, best use. This can be achieved without the loss of public revenue by gradually shifting the impact of the property tax from improvement values to land values over a number of years.  
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At this point, it might be beneficial to explain how land markets operate and how this differs dramatically from the markets for the goods we produce. Economists observe that under competitive market conditions, land prices reflect a capitalization of the rental value of land. Combine the fact that land does not depreciate in condition as do buildings and the low effective rate of taxation imposed on land today and the landowner’s required rate of return is generally much higher than for buildings. Let me provide a very simple example.
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A parcel of land in the financial district of a city can be leased today for an annual ground rent of $110,000. If the annual property tax paid to the community is $10,000 and the average market rate of return on investments, generally, is 5 percent, then the least amount the landowner would consider as a selling price would be $2 million ($100,000, the net imputed or actual ground rent, equaled 5% of what amount, that amount is $2 million). However, the demand for land downtown is pushing up prices each year well above the 5% norm. Thus, to induce the landowner to sell, the offering price must be much greater than $2 million.
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Some economists over the years have argued that to remove the potential profits from land speculation is to disrupt the way markets have operated since the North American continent was first settled by Europeans. This is true, but a strong counter-argument exists that speculation in land is characteristic of a dysfunctional market where the so-called “price mechanism” does not work. Unlike the markets for labor, for capital goods and even for credit, the supply of land brought to the market actually falls during periods of rising prices – because of the expectation that prices will continue to rise and rise, while the costs associated with holding land unimproved or underimproved rarely increase.
Slide 26

We ought to remember what the great humorist Will Rogers once advised: “Buy land. They ain’t making any more of the stuff.”
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Academic appreciation for the dynamics of land markets and the effects of taxation does have a long, if sometimes contradictory history. For much of the 20th century, one of the most consistent proponents of relying on the rental value of land as public revenue was Harry Gunnison Brown. In one of his many books and article, he wrote:
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“Some day there may come into existence the ideal city, a city that, from our present conservatively cruel point of view, may seem a dream city, although there are, even now, some remote approximations to it. In that city a tax will take all or nearly all the rental value of all the land, to be used for the common benefit. Improvements, brought into existence by the labor and thrift of individuals, will be tax exempt or nearly so. Tax burdens on the necessities of the poor will not be preferred to tax levies on community-produced land values.”  
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Among the group of economists who continue the analytical work pioneered by Harry Gunnison Brown are Virginia Polytechnic Institute professor Nicolaus Tideman, and University of California professor Mason Gaffney.
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Professor Tideman argues: “A very important effect of taxing land is the opportunity it provides for removing non-neutral taxes such as those on improvements. This is highly stimulative of development. A related stimulative opportunity that is created by taxing land is the opportunity to provide services such as water, sewerage and electricity at marginal cost.”
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With market forces unleashed, as Professor Tideman states, members of the community must decide what level of planning is desired. Issues such as building codes and densities, height restrictions, zoning and other land use regulations also come into play.  
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Mason Gaffney remarks that land owners will either develop the land they hold or sell it to someone who will: “The unique, remarkable quality of a property tax based on land ex buildings is that you may raise the rate with no fear of driving away business, construction, people, jobs, or capital! You certainly will not drive away the land. However high the tax rate, not one square foot of it will put on a track shoe and hop out of town.” 
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We do have some real world experience with the practice here in the United States. Early in the 20th century, Pennsylvanians amended their state constitution to permit certain of its communities to adopt, if they chose to do so, a two-rate form of property taxation. Proponents of the taxation of land values hoped, of course, that eligible communities would gradually shift the burden of taxation from improvements and rely in large part on land values. Pittsburgh was one of the earliest cities to adopt  a mild version of the two-rate property tax structure; however, the impact was initially modest because the change affected only the city-levied property tax and not that levied by the school district or by county government. Yet, in 1962, then Mayor Joseph M. Barr credited this change in the property tax with some of the positive changes in Pittsburgh’s appearance.
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“I believe the Graded Tax plan, which was adopted here in 1913 by an act of the state legislature, has done a great deal to encourage the improvement of real estate in general, and especially the building of homes and apartments. And I think it has been particularly fair and beneficial to homeowners.”
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After Pittsburgh accelerated its shift in tax rates from improvements to land values in the late 1970s, building activity within the city – but not the suburbs -- greatly outpaced many other comparable cities. The value of building permits in 13 cities studied by economists Oates and Schwab declined during the same period)
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Then, in 2000, after decades of inaction, county officials ordered a countywide property reassessment. In Pittsburgh, neighborhoods that had experienced gentrification and rapidly rising land prices received new valuations that reflected the huge increases in assessed valuation. Pittsburgh’s Mayor and City Council, faced with a public outcry, voted to return to the single rate structure, the result of which was to greatly increase the city’s tax levy on property improvements.
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The effect of this rescission was to lower the amount of tax revenue derived from land value; however, the overall rate had to be increased. Most residential and business property owners ended up with higher tax burdens than under the two-rate approach. Almost immediately, construction activity fell.  Comparing the two years before rescission with the two years after (2001-2002), pre-rescission construction spending was 21% higher than post-rescission.  In both the U.S. and the suburbs of Pittsburgh, construction activity was higher in the two years 2001 and 2002. Pittsburgh continues to struggle to regain its former economic vigor. One indication of the city’s poor tax policy choice is the loss of 22,000 in population from 2000 to 2006.
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Despite what happened in Pittsburgh, a growing list of Pennsylvania cities have continued to move along the two-rate path. Harrisburg, the state capital, is one of the cities with significant experience. The city (but not the school district or county) today taxes assessed land values at a rate six times higher than that applied to improvement values 
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The city was described 20 years ago as the second most distressed in the nation. In the last decade, with continuous increases in the tax rate on land values,  the city attracted over $3 billion in new investment. Harrisburg is a small city, with a population of around 47,000, down by some 1,700 since 2000, and the city is not immune to the national economic crisis.
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Harrisburg’s current mayor, Linda Thompson, addressed the city’s challenges in her 2010 budget message: “The current national job loss crisis has finally brought public attention to this issue. We are asking Council’s support to help stem the tide of this human misery. As a matter of fact, urban communities have been in a recession long before it became a public matter. While national unemployment is now at double digits (10) percent, it has been double digits for African Americans since 2008 and since 2009 for Latinos. The two populations make up more than 50% of our population, thus calling for a greater demand for workforce development, more business development and housing construction.”
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During the administration of two former mayors, the number of businesses in Harrisburg increased from under 2,000 to over 6,000. Taxable real estate values increased from $212 million to nearly $2 billion.
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The crime rate fell by 54% and the incidence of fires by 76%. The number of vacant properties declined by 85%.
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Former Mayor Stephen Reed, had this to say about the city’s experiment with the two-rate property tax: “The City of Harrisburg continues in the view that a land value taxation system, which places a much higher tax rate on land than on improvements, is an important incentive for the highest and best use of land...and continues to be one of the key local policies that has been factored into this initial economic success here.”
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Harrisburg’s experience is similar to that of a small but growing list of communities – including several school districts – scattered throughout the Commonwealth of Pennsylvania. In the face of several revenue shortfalls, communities in other states are now looking at this method of raising public revenue. The Philadelphia-based Center for the Study of Economics is the one organization in the country working on this form of property tax reform with the nation’s local governments.
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